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TAX REFORM ACT OF 1986, PART III

TUESDAY. FEBRUARY 4, 1986

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The committee met, pursuant to notice, at 9:44 a.m., in room SD-

215, Dirksen Senate Office Building, the Honorable Bob Packwood
(chairman) presiding.

Present: Senators Packwood, Chafee, Heinz, Durenberger, Arm-
strong, Symms, Grassley, Long, Bentsen, Moynihan, Baucus, Brad-
ley, and Pryor.

[The press release announcing -the hearing and the prepared
statement of Senator Alfonse D'Amato of New York follows:]

IPres Relea.A, No 6-(01, Monday. January 6, 1961

COMMITTEE ON FINANCE SETs HEARING ON TAX REFORM

Five days of hearings on H.R. 3838, the Tax Reform Act of 1986, have been sched-
uled for the first two weeks of the second session of the 99th Congress, ChairmanBob Packwood (R-Oregon) announced today.

Senator Packwood said the hearings are set for January 29 and 30, and February
4, 5, and 6.

The principal purpose of the hearings is to examine the economic effects of H.R.
38:38, on international competitiveness and capital formation. Senator Packwood
said the committee would invite several prominent economists to testify on this
topic.

The hearings also will cover certain new subjects included in H.R. 3838, but not
proposed by the Reagan Administration last year. Public witnesses will be scheduled
to testify on these matters, Senator Packwood said. Senator Packwood chaired 23
hearings addressing tax reform issues between May 9 and October 10, 1985, receiv-
ing testimony from over 300 witnesses. He indicated these 1986 hearings would not
cover subjects addressed at the 1985 hearings. Public witnesses will be strictly limit-
ed.

All of the hearings will begin at 9:30 a.m. in room SD-215 of the Dirksen Senate
Office Building in Washington, with Senator Packwood presiding.
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STATEMENT BY SENATOR ALFONSE D'AMATO

SENATE FINANCE COMMITTEE

FEBRUARY 4, 1986

MR. CHAIRMAN, I THANK YOU FOR PERMITTING ME TO SUBtMIT

TESTIMONY TO YOUR COMITTEE ON SECTION 1012 OF H. R. 3838,

THE "TAX REFORM ACT OF 1985." I AM PARTICULARLY ALARMED OVER

THE PROPOSED TAXATION OF PENSION PLAN FUNDS HELD BY TEACHERS

INSURANCE AND ANNUITY ASSOCIATION AND COLLEGE RETIREMENT

EQUITIES FUND (TIAA/CREF).

TIAA WAS ESTABLISHED IN 1918 TO AID HIGHER EDUCATION BY

PROVIDING A PENSION SYSTEM TO REPLACE THE FREE COLLEGE

RETIREMENT PENSIONS FUNDED BY ANDREW CARNEGIE. IN 1952, CREF

WAS ESTABLISHED TO SUPPLEMENT TIAA COLLEGE PENSIONS THROUGH

THE INTRODUCTION OF THE FIRST VARIABLE RETIREMENT ANNUITY.

TODAY, TIAA/CREF IS THE NAT IONWIDE PENSION FUND FOR MORE

THAN 3,600 COLLEGES, UNIVERSITIES, INDEPENDENT SCHOOLS, AND

RELATED NONPROF IT EDUCATIONAL ORGAN I ZAT IONS LOCATED

THROUGHOUT THE UNITED STATES. APPROXIMATELY 83% OF THE

FACULTIES EMPLOYED AT PRIVATE COLLEGES AND UNIVERSITIES AND

ABOUT 50% OF FACULTIES EMPLOYED AT STATE COLLEGES AND
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UI V ERSITI L.) /4lk LVERP[ BY 11 ./CREF IN N Y STAT F OF EN

'ORK, T C I,CLJE THE STfTE UNIVERSITY OF hEV,; YCRK ANU THE

CITY UNIVERSITY (,F rL YORK. I [-AVE INCLUDED AT THE ETID OF

r,.Y STA IE EI A LIS OF PARTI C IPAT IN INST I IUTICNS LOCAI ED IN

rEV YORK SIATE; /AS YOl CAN SEE, MORE THAN 5,0 EDUCATIONAL

ORGAINIZATIONS ALL) IORE THAPr 82,000 NEW YORKERS PAR, ICIPAT[. Irl

TI , A,/CRE F

THIE INTERNAL REVENUE SERVICE HAS DETERMINED THAT BOTFl

TIAA AND CREF ARE ENTITLED TO AN EXCEPTION FROM! FEDERAL

INCOrME TAXES AS THEY APE ORGANIZED AND OPERATED EXCLUSIVELY

FOR EDUCATIONAL PURPOSES, THE CHARTERS OF BOTH TIMA AND CREF

IAKE THEIR PROGRAMS AVAILABLE ONLY TO NONPROFIT EDUCATIONAL

INSTITUTIONS. HOWEVER, H. R. 3838 SECTION 1012 PROPOSES, IN

A SINGLE SWOOP, TO ELIMINATE THIS TAX-EXEMPT STATUS AND TO

TREAT TIAA/CREF AS IF IT WAS A COMMERCIAL INSURANCE COMPANY.

AS IF THIS HARSH TREATMENT IS NOT ENOUGH, THE AUTHORS OF THIS

SECTION WOULD CONTINUE TAX EXEMPTION FOR OTHER PENSION FUNDS,

AS WELL AS FOR THE PENSION ACTIVITIES OF FRATERNAL

ORGANIZATIONS SUCH AS THE KNIGHTS OF COLUMBUS.

MR. CHAIRMAN, IF THIS PROVISION STANDS AS IT NOW IS, IT

WILL RESULT IN SERIOUS CONSEQUENCES FOR TIAA/CREF, IT WILL

TREAT TIAA/CREF AS IF IT WAS A COMMERCIAL INSURANCE COMPANY

AND, THEREFORE, SUBJECT TO TAXATION, THIS IS JUST PLAIN

WRONG.
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I URGE MY COLLEAGUES ON THE FINANCE COMMITTEE TO

EVALUATE THIS PARTICULAR SECTION OF THE TAX-REFORM BILL. I

REALIZE TAX REFORM IS A HERCULEAN TASK, BUT A TASK THAT PUST

BE ACCOMPLISHED WITH FAIRNESS AND EVEN-HANDEDNESS IF IT IS TO

BE DONE AT ALL.

THANK YOU, MR. CHAIRMAN.
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Associated Unive:sities (operating Brookbaven National
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Association for Clinical Pastoral Education
Association for Computing Machinery
As-sociation of Colleges and Universities of the

State of New York
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Bard College
Barnard College
Barc'Ch College Student Center
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Chapin School
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China Medical Board of New York
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All Hallows Institute
Bergen Catholic High School
Chrtitian Brothers Institute
Edmund Hall
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Iona School
Power Memorial Academy
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St. Joseph's Hall

Citizens Budget Commission
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Citi2ens' Committee for Children of New York
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City University of New York

Bernard Faruch College
Brooklyn College
Central Office
City College
College of Staten Island
Graduate School/University Center
Hunter College
John Jay College of Criminal Justice
Lehman College
t'edgar Fvers College
Queens College
York College
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Hostos Community College
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Colgate University
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Collegiate School
Columbia-Presbyterian Medical Center Fund
Columbia University
Columiba University Press
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Committee for Economic Development
Commonwealth Fund
Cornell University (including Cornell University

Medical College)
Council for Financial Aid to Education
Council on Foreign Relations
Council on International Educational Exchange
Council on Leaderr; and Specialists
Council on Religion and Internation Affairs
Council on Social Work Education
Credit Research Foundation
Culinary Institute of America
Daemen College
Dalton School
Darrow School
Day School
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Dominican College of Blauvelt
Dowling College
Dutchess Day School
D'Youville College
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Park School of Puffalo

Parsons School of Desion
Phelps-Stokes Fund
Pierpont Horgan Library
Polytechnic Institute of New York,
Polytechnic Prepaiatoiy Country Day School
Population Council
Pottledge School
Postgt-aduate Center for Mental Health
Poughkeepsie Day School
Poughkeepsie I,aw Institute
Practising Law Institute
Pratt Institute
Preventive Medicine Institute-Strang Clinic
Prospect Park Yeshiva
Rabbi Jacob Joseph School
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Ramaz School
Recorded Anthology of American Music
Regional Plan Association
Regis High School
Rensselaer Polytechnic Institute
Rensselaerville Institute, The
Research Foundation for Mental Hygiene
Research Foundation of the City University of New York
Research Foundation of the States University of New York
Rippowam-Cisqua School
Riverside Research Institute
Roberson Center for the Arts and Sciences
Roberts Wesleyan College
Rochester Area Colleges
Rochester Area Educational Television
Rochester Industries Educational Fund
Rochester Institute of Technology
Rochester Museum and Science Center
Rochester Regional Research Library Council
Rochester, University of
Rockefeller University
Rockville Centre Public Library
Rogosin Institute
Rudolf Steiner School
Russell Sage College
Russell Sage Foundation
Rye Country Day School
Saint Anthony's High School
St. Bernard's School
St. Bonaventure University
Saint David's School
St. Francis College
St. Francis Preparatory School
St. Hilda's and St. Hugh's School
St. John Fisher College
St. John's University
St. Joseph's Collegiate Institute
St. Lawrence University
St. Lawrence Valley Educational Television Council
St. Michael's Montessori School
St. Paul's School
Saint Rose, College of
St. Thomas Aquinas College
Salina Health Education Foundation
Sara Lawrence College
Sephardic Institute High School
Siena College
Skidmore College
Social Science Research Council
Society for the Preservation of Long Island Antiquities
Society of the New York Soepital

Covent of the Saciet Heart
Doane Stuart School
Kenwood Convent of the Sacred Heart
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Solomon Schechter School
South Central Research Libraty Council
South Street Seaport Museum
Southern Tier Educational television
Special libraries association
Spence School
State Communities Aid Association
Staten Island Academy
Stony Brook Foundation
Stony Brook School
Storm King School
SUNY-Manhattan Education Gppoitunity Center
Syracuse Research Corporation
Syracuse University
Teachers College, Columbia University
Teachers Insurance and Annuity Association
Threefold Educational Foundation and School
Touro College
Touro Law School
Town School
Trilateral Commission (North America)
Trinity School
Troy Public Library
Trudeau institute
Tuxedo Park Library
Tuxedo Park School
Twentieth Central Fund
Union College
Union Theological Seminary
United Engineering T:ustees
United Nations Association
United Natiorn, International School
United Negro College Fund
United States Committee for Unicef
University at Buffalo Foundation
Utica College of Syracuse University
Villa Maria College of Buffalo
W. ;Jton Jone Cell Science Center
Wagner College
Walden School
Waynflete school
WCNY TV/FM
Webb Institute of Naval Architecture
Wells College
Wennet-Gren Foundation for Anthropological Research
West Side Montessori School
Westbury Friends School
Western 17ew York Public Broadcasting Association
Williarr. Alanson White Institute
William T. Grant Founcaton
Woodmere Academy
Woodward Park School
Wold Policy Institute
Xaverian High School
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Yesliva of Forest Fi]is
Yeshiva T:fereth Mosle
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Senator PACKWOOD. The hearing will come to order, please.
This is a continuation of a series of hearings on the tax reform

bill. We have heard from some economists before. We will have
some more later this week. Yesterday, we heard from four certified
public accountants on the issue of the minimum tax because the
House-passed minimum tax was so significantly different than the
administration's proposal or the way we considered it. Today we
have a potpourri of different subjects that were not heard in our 33
days of hearings last summer.

Senator Long and I, at about 11 o'clock, will have to leave and go
to the Rules Committee where we are presenting the budget for the
Finance Committee for next year, but, hopefully, we will not be de-
layed long.

Our first witness today is the Honorable Pete Wilson, the Sena-
tor from California. Senator.

STATEMENT OF HON. PETE WILSON, A U.S. SENATOR FROM THE
STATE OF CALIFORNIA

Senator WILSON. Thank you very much, Mr. Chairman. I am par-
ticularly grateful to the committee for this opportunity to address
you. I have appeared before on the subject of tax-exempt financing
with respect to the economic and capital viability of our States and
localities.

This morning I am addressing a specific aspect of tax-exempt fi-
nancing, that which has been called tax increment or at times
called tax allocation bond financing.

Mr. Chairman, tax increment financing has enabled communities
throughout the Nation to responsibly help themselves eliminate
blight and to bring about needed redevelopment. It is a critically
important tool. And it is no exaggeration to say that without it, re-
development simply will be unable to occur in the 35 States that
have adopted it.

It is assuming a particular importance and even greater impor-
tance than in the past as cities now come to the time of reckoning
when they can no longer depend upon Federal grants to help meet
their redevelopment or community development needs.

So to eliminate blight and to redevelop their cities, some 35
States throughout America have chosen this method of financing.
The bonds that are issued for public land assembly are absolutely
essential. The bonds are redeemed by property taxes derived under
State law from the increment of increased assessed valuation of the
property after its redevelopment. The new property taxes flowing
from redevelopment are allocated by State law to the retirement of
the bonds, and it is only after the retirement of the bonds that
these new revenues become available for general local governmen-
tal purposes.

In short, redevelopment financed by tax increment creates new
value where slums stood, new local revenues and new jobs which
produce new State and, not at all parenthetical, new Federal reve-
nues, new Federal income taxes.

None of these benefits, Mr. Chairman, would be created without
redevelopment and redevelopment would not take place without
tax increment financing, not in California nor in any of the 35
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States which have chosen tax increment financing as their method
of funding public reclamation of blighted neighborhoods.

Now bear in mind, if you will, that tax increment financing
means improving an area using the increased local tax base and
revenues resulting from redevelopment. Local taxes repay tax in-
crement bonds, not State or Federal moneys. The sole Federal par-
ticipation in the process of State redevelopment is the redemption
of interest paid to bond holders from Federal income taxation. That
is the only Federal participation.

Eliminating or severely restricting the tax-exempt status of tax
increment bonds as H.R. 3838 proposes would be shortsighted in
the extreme. Particularly when the Joint Economic Committee re-
cently identified capital financing needs nationwide of $1.1 trillion
through the year 2000, or expressed annually, the requirement for
$73 billion for the extension and renewal of America s vital infra-
structure, much of which can be achieved through State redevelop-
ment even unaided by Federal community development grant
funds formerly available.

But it cannot be achieved, Mr. Chairman, if the tool chosen by
cities all across the Nation, to transform their downtowns and
neighborhoods from blighted drains on municipals budgets to
viable communities, is now denied them, as H.R. 3838 proposes in
its most unwise constraints upon tax increment financing.

Over the last 5 years Federal funding for redevelopment has
dropped 40 percent before Gramm-Rudman-Hollings. Reforms and
deficit reduction efforts are obviously essential. No one has been
louder, more vocal than I. But we must be very clear in our own
minds that reforms inspired by good intentions do not unjustly and
unwisely impair the ability of State and local governments to meet
their responsibilities.

At the same time that State and local governments are being
asked to shoulder greater burdens and greater costs, Congress must
not eliminate the very tools that these entities have relied upon to
finance their traditional responsibilities.

Mr. Chairman, I know first-hand the importance and the success
possible from tax increment financing. About 10 years ago-well,
more than that-San Diego undertook an ambitious plan to turn
around a genuinely blighted downtown, one that was littered with
tattoo parlors, adult bookstores, peep shows, nonproductive uses
that were a physical and social blight upon the landscape. The
taxes generated from the area at that time did not begin to cover
the cost of the public services extended to them.

Thanks to tax increment revenues, today downtown San Diego is
the home of new office towers and hotels, a major retail center em-
ploying thousands, an emerging residential neighborhood improve-
ments which have, in turn, spurred ongoing, extensive private res-
toration all around it, including an abutting historic district. Sever-
al thousand jobs have been created. Fully, a quarter of these were
filled by formerly unemployed persons.

Mr. Chairman, I can tell you categorically that this redevelop-
ment would never have occurred without tax increment bonds. Tax
increment financing allowed San Diego to help itself to meet its in-
dividual needs. Alternative financing was not available then be-
cause, very candidly, although it has now spurred private efforts,
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no one was willing to be the bold and lonely pioneer in investing in
a blighted area surrounding by blight and putting good investment
into that kind of a climate.

Now given the obvious benefits made possible only by tax incre-
ment financed redevelopment, what justification is there for remov-
ing Federal income tax-exempt status that makes it all possible?
Revenue enhancement?

Mr. Chairman, tax increment bonds make up less than 1 percent
of all tax-exempt bonds issued nationwide. Therefore, while the
projected revenues generated with the tax-exempt bond provisions
in H.R. 3838 are less than $3 billion through the fiscal years 1987
through 1990, tax increment financed redevelopment can be expect-
ed to generate some $30 million in new Federal revenues during
those 4 years.

No, Mr. Chairman, there would seem to be at best a wash and no
real revenue enhancement to justify elimination of tax-exempt in-
crement bonds. But, in fact, there is a far more important policy
reason than simple revenue enhancement or its absence.

In fact, elimination of the exemption could kill substantial other
savings to the Federal Government achieved by the use of tax in-
crement bonds to redevelop blighted areas.

In Los Angeles, the Bunker Hill redevelopment transformed a
$100 million tax base in 1959 to more than $2 billion today. It also
brought thousands and thousands of new jobs. The economic loss
caused by H.R. 3838's stifling of redevelopment will exceed the sav-
ings generated by limiting tax increment financing. Ask any local
official charged with responsibility for economic development. Jobs
come to redeveloped areas and jobs flee from blighted areas. You
find welfare offices in slums doing the heavy business, not the em-
ployment offices.

H.R. 3838 classifies tax increment bonds as nonessential function
bonds subject to a cap and other stringent restrictions.

Mr. Chairman, who says that slum clearance and the replace-
ment of physical and social blight with new value, new revenues
and new jobs is a nonessential function? Redevelopment bonds are
public purpose bonds which merit tax exemption every bit as much
as other bonds backed by State and local taxes.

How in the world could the same administration that has enthu-
siastically endorsed tax breaks to rehabilitate urban enterprise
zones now seek with the other hand to take away the traditional
tool of tax exemption from a traditional responsibility of local gov-
ernment redevelopment?

Budget deficits have required reductions in Federal funds to
cities and new federalism has brought shifting roles. As our local-
ities now assume, as a result, the almost exclusive responsibility
for the Nation's overwhelming infrastructure and redevelopment
needs, it is ironic-no, inconceivable-that Congress would at the
same time, by H.R. 3838, eliminate or ,efcctively gut the most ef-
fective and viable financing tool available to State and local gov-
ernment. To do so would be a pernicious idea, whatever good inten-
tions may have inspired it, and a grave error which would be me-
morialized in the unaddressed decay of America's cities.

Mr. Chairman, I implore you and the committee to reject this
bad idea. Thank you.
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The CHAIRMAN. Thank you, Senator.
According to the early bird list I have, it is in the following

order: Heinz, Danforth, Baucus, Long, Packwood, Grassley, Chafee,
Bentsen, and Durenberger. Senator Heinz.

Senator HEINZ. No questions, Mr. Chairman.
The CHAIRMAN. Senator Danforth is gone. Senator Baucus.
Senator BAUCUS. Thank you, Mr. Chairman.
Senator Wilson, I think you made a very good statement. I hear

many of the same concerns in my home in Montana, I thank you
very much for your statement. I know that it will be quite well re-
ceived on the committee. I thank you very much.

Senator WILSON. Thank you, sir.
The CHAIRMAN. I have no questions. Senator Grassley.
Senator GRASSLEY. I don't have a question, but I would like to

say for the benefit of the committee that Iowa was 1 of maybe 8-
somewhere between 8 and 13 States that make a great deal of use
of the type of bonding that Senator Wilson refers to. And I don't
know to what extent there are possibilities for compromise as op-
posed to going as far as the committee-House Ways and Means
Committee did, and I don't know to what extent we should even be
talking about compromise in this area, but I would hope that we
would try to retain some of the benefits that come from this form
of financing because it has been used very well in my State to ac-
complish a lot of the goals that Senator Wilson refers to.

The CHAIRMAN. Senator Chafee.
Senator CHAFEE. Well, I just want to thank Senator Wilson for

that very powerful statement. It sets it forth very well. And I want
to express our appreciation for you taking the trouble to be here
today.

The CHAIRMAN. Senator Bentsen.
Senator BENTSEN. Only to reflect again, reiterate rather, what

Senator Chafee said. It is a problem we all share and you made a
good statement. I appreciate it.

The CHAIRMAN. Senator Durenberger.
Senator DURENBERGER. Pete, we spent a lot of time on this com-

mittee last year and the year before, I think, and maybe even the
year before that, on enterprise zones and all kinds of wonderful ad-
ministration solutions to the problem of redevelopment of our com-
munities. And it always struck me while we were debating that
that we had in hand a tool that was already doing a pretty good job
in States like California, Minnesota, Iowa, and others in tax incre-
ment financing.

Since the House did its job on tax exempts, I have noticed there
is a fair amount of confusion out there about the relationship be-
tween various kinds of exempt bonds and confusion between gener-
al obligation bonds, and revenue bonds and so forth. But, in par-
ticular, there seems to be a mixup in people's understanding about
the differences between the tax exempt, or the TIF, tax increment
financing, arrangements that you testified to and IDB's, the indus-
trial development bond.

I wonder if you might make clear for the other members of the
committee or the record what the difference or the distinction is.

Senator WILSON. Senator Durenberger, there are several distinc-
tions. First, the industrial development bond can be used to finance
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private business ventures, whereas, tax increment financing is
available-only to a public redevelopment agency and only for the
specific purpose of assembling land that is to be redeveloped. It can
qualify under almost all of these 35 State laws only if the land in
question qualifies for the legal term "blight." That is not a poetic
term. It is a legal term of art. And without a verbatim definition, it
involves the physical deterioration of the area affected to the point
where it is not paying its fair share of property taxes and where it
is in fact generating problems of a social nature as well.

With respect to repayment, the IDB's are repaid from private
sources. They often involve no commitment of public funds. A
public agency is involved as the technical issuer. In contrast, tax
increment is repaid by local property taxes derived from the local
property tax base. And it is a simple but ingenious idea. The rede-
velopment creates new values. The new value is earmarked for the
redemption of the bonds. But the only Federal participation here
obviously is in terms of the exemption to make the bonds attractive
on the market.

There are other distinctions that relate to the limits, tax incre-
ment, because it is only repayable through local taxes or limited
obviously by the availability of local taxes, and by the local willing-
ness to commit those dollars under the choice given to the local
agency by State law.

But, in effect, there is a guarantee because of State law and the
decision taken by a local government to create a redevelopment
agency.

But essentially they are for different purposes, even though both
generate employment.

Senator DURENBERGER. Mr. Chairman, I trust we will take our
colleague's advice in the drafting of the Senate Finance Committee
version.

The CHAIRMAN. I think we will take all of our colleagues' advice
on everything. Thank you very much, Senator. We appreciate it.

Senator WILSON. Thank you, Mr. Chairman.
The CHAIRMAN. Our next witness is Congressman Frenzel. Is he

here? He is on his way. He is a little late. Let's move on to the next
panel then. I don't know how long he will be. And let's take a
panel of Mr. Bernard Tresnowski and James MacDonald. If Con-
gressman Frenzel comes, I will interrupt you just momentarily and
put him on.

[The prepared written statement of Senator Wilson follows:]
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TESTIMONY BY SENATOR PETE WILSON

BEFORE THE COMMITTEE ON FINANCE

UNITED STATES SENATE

REGARDING TAX INCREMENT FINANCING

FEBRUARY 4, 1986

SD-215
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, .-,,,. ,PPRECIATE IHE OPPORTUNITY TO APPEAR BEFORE

" "" , ALTHOUGH I HAVE PREVIOUSLY SUBMITTED

, .K :, ,IHE IMPORTANCE OF TAX-EXEMPT FINANCING TO THE

* .~ ,-. , VAL IABILITY OF STATES AND LOCALITIES, THE

-1 , TIIATION COMPFLS ME TO TESTIFY AGAIN.

'RFATF NC TO CRIPPLE A MOST IMPORTANT REDEVELOPMENT

-,E , Ep NT FINANCING. THIS MORNING I WANT TO DISCUSS
F OF TAX INCREMENT FINANCING -- A PERSPECTIVE THAT

-., ; r,.\ FROM klY EXPERIENCE AS MAYOR OF SAN DIEGO AND AS

F GLE OF CALIFORNIA CITIES.

M$, r4f-' :MAN, TAX INCREMENT FINANCING ENABLES COMMUNITIES

.N' COUNTRY I RESPONSIBLY HELP THEMSELVES ELIMINATE

l" Aff C'$TER REDEVELOPMENT. THIS FINANCING TOOL ASSUMES

S , AIFP 1 MORANCE TO LOCAL I TIES BECAUSE THEY CAN NO LONGER
:;!r 1, F r,.LPAL GRANTS TO HELP MEET THEIR REDEVELOPMENT NEEDS.

MNTF BL 'CHT AND REDEVELOP THEIR CITIES, THIRTY-FIVE

_L.V[ tJ.HoPnZED PUBLIC LAND ASSEI43LY FINANCED BY ISSUANCE

tv ': , PTT OR rAY ALLOCATION BONDS, THE BONDS ARE REDEEMED
TAYIS DERIVED FROM THE INCREMENT OF INCREASED

k . (i T!CN OF THE PROPERTY AFTER REDEVELOPMENT. THE

'4% ,' FW TAXES FLOWING FROM REDEVELOPMENT ARE ALLOCATED BY

"Kt T IPEW{NT OF THE BONDS, AFTER WHICH THEY ARE
. t. :,.' -, Gr-AL LOCAL GOVERNMENTAL PURPOSES.
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PAGE 2--TAX INCLEMENT FINANCING

IN SHORT, REDEVELOPMENT FINANCED BY TAX INCREMENT CREATES NEW

VALUE WHERE SLUMS STOOD-, NEW LOCAL REVENUES AND NEW JOBS WHICH

PRODUCE NEW STATE AND FEDERAL REVENUES. NONE OF THESE BENEFITS

WOULD BE CREATED WITHOUT REDEVELOPMENT AND REDEVELOPMENT WOULD

NOT TAKE PLACE WITHOUT TAX INCREMENT FINANCING NOT IN CALIFORNIA,

NOR ANY OF THE 35 STATES WHICH HAVE CHOSEN TAX INCREMENT

FINANCING AS ITS METHOD OF FUNDING PUBLIC RECLAMATION OF BLIGHTED

NE NEIGHBORHOODS.

REMEMBER, TAX, INCREMENT FINANCING MEANS IMPROVING AN AREA

USING THE INCREASED LOCAL TAX BASE AND REVENUES RESULTING FROM

REDEVELOPMENT. LOCAL TAXES REPAY TAX INCREMENT BONDS, NOT STATE

OR FEDERAL MONIES. THE SOLE FEDERAL PARTICIPATION IN THE PROCESS

OF STATE REDEVELOPMENT IS THE EXEMPTION OF INIEREST PAID TO BOND

HOLDERS FROM FEDERAL INCOME TAXATION,
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PAGE 3--TAX INCREMENT FINANCING

ELIMINATING OR SEVERELY RESTRICTING THE TAX-EXEMPT STATUS OF

TAX INCREMENT BONDS AS H.R. 3838 PROPOSES WOULD BE SHORT-SIGHTED

IN THE EXTREME. PARTICULARLY WHEN THE JOINT ECONIMtIC COMMITTEE

RECENTLY IDENTIFIED CAPITAL FINANCING NEEDS NATION-WIDE OF $1.1

TRILLION THROUGH THE YEAR 2000, OR $73 BILLION ANNUALLY FOR THE

EXTENSION AND RENEWAL OF AMERICA'S VITAL INFRASTRUCTURE -- MJCH

OF WHICH CAN BE ACHIEVED THROUGH STATE REDEVELOPMENT EVEN UNAIDED

BY FEDERAL COMMUNITY DEVELOPMENT GRANT FUNDS FORMERLY AVAILABLE.

BUT IT CANNOT BE ACHIEVED, MR. CHAiRMAN, IF THE

BY CITIES ALL ACROSS THE NATION, TO TRANSFORM THEIR

NEIGHBORHOODS FROM BLIGHTED DRAINS ON CIVIC BUDGETS

COMMUNITIES, IS NOW DENIED THEM AS HR 3838 PROPOSES

UI f1SE CONSTRAINTS UPON TAX INCREMENT FINANCING,

TOOL CHOSEN

DOWNTOWNS AND

TO VIABLE

IN ITS MOST

OVER THE LAST FIVE YEARS FEDERAL FUNDING FOR REDEVELOPMENT

HAS DROPPED 40% IN NOMINAL DOLLARS -- BEFORE GRAMM-RUDMAN-

HOLLINGS. REFORMS AND DEFICIT REDUCTION EFFORTS ARE ESSENTIAL,

HOWEVER, OUR WELL INTENDED REFORMR MS" MUST NOT UNJUSTLY IMPAIR THE

ABILITY OF STATE AND LOCALITIES TO MEET THEIR RESPONSIBILITIES.
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PAGE 4--TAX INCREMENT FINANCING

AT THE SAME TI ME THAT STATE AND LOCAL GOVERNMENTS ARE BE I NG

ASKED TO SHOULDER GREATER BURDENS AND COSTS, CONGRESS MUST NOT

ELIMINATE THE VERY TOOLS THESE ENTITIES HAVE RELIED UPON TO

FINANCE THEIR TRADITIONAL RESPONSIBILITIES.

MR, CHAIRMAN, I KNOW FIRST-HAND THE IMPORTANCE AND SUCCESS OF

TAX INCREMENT FINANCING. ABOUT 10 YEARS AGO SAN DIEGO UNDERTOOK

AN AMBITIOUS PLAN TO TURNAROUND ITS DOWNTOWN WHICH WAS LITTERED

WITH TATTOO PARLORS, ADULT BOOK STORES, PEEP SHOWS AND THE LIKE.

THE TAXES GENERATED FROM THE AREA DIDN'T COVER THE COST OF PUBLIC

SERVICES.

THANKS TO TAX INCREMENT REVENUES, TODAY DOWNTOWN SAN DIEGO IS

THE HOME OF NEW OFFICE TOWERS AND HOTELS, A MAJOR RETAIL CENTER,

AN EMERGING RESIDENTIAL NEIGHBORHOOD IMPROVEMENTS WHICH HAVE IN

TURN SPURRED ON-GOING, EXTENSIVE PRIVATE RESTORATION OF AN

ABUTTING HISTORIC DISTRICT. SEVERAL THOUSAND JOBS HAVE BEEN

CREATED -- 25 PERCENT OF THESE WERE FILLED BY FORMERLY UNEMPLOYED

PERSONS.
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PAGE 5--TAX INCREMENT FINANCING

MR. CHAIRMAN, I CAN TELL YOU CATEGORICALLY THAT THIS

REDEVELOPMENT WOULD NEVER HAVE HAPPENED WITHOUT TAX INCREMENT

BONDS. TAX INCREMENT FINANCING ALLOWED SAN DIEGO TO HELP ITSELF

AND TO MEET ITS INDIVIDUAL NEEDS. ALTERNATIVE FINANCING WAS NOT

AVAILABLE THEN AND TODAY'S BUDGET DEFICITS MAKE ALTERNATIVES

VIRTUALLY NON-EX I STENT.

GIVEN THE OBVIOUS BENEFITS MADE POSSIBLE OtLY BY TAX

INCREMENT FINANCED REDEVELOPMENT, WHAT JUSTIFICATION IS THERE FOR

REMOVING THE FEDERAL INCOME TAX EXEMPT STATUS THAT MAKES IT ALL

POSSIBLE? REVENUE ENHANCEMENT?

MR. CHAIRMAN, TAX INCREMENT BONDS MAKE UP LESS THAN ONE

PERCENT OF ALL TAX EXEMPT BONDS ISSUED NATIONWIDE. THEREFORE,

WHILE THE PROJECTED REVENUES GENERATED WITH THE TAX EXEMPT BOND

PROVISIONS IN H.R. 3838 ARE LESS THAN $3 BILLION FROM FY 87-90,

TAX INCREMENT F I NANCED REDEVELOPMENT CAN BE EXPECTED TO GENERATE

LESS THAN $30 MILLION IN NEW FEDERAL REVENUES DURING THOSE FOUR

YEARS. NO, W. CHAIRMAN, THERE WOULD SEEM TO BE AT BEST A WASH

AND NO REAL REVENUE ENHANCEMENT TO JUSTIFY ELIMINATION OF TAX

EXEMPT TAX INCREMENT BONDS.
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PAGE 6--TAX INCREMENT FINANCING

BUT IN FACT ELIMINATION OF THE EXEMPTION COULD KILL

SUBSTANTIAL OTHER SAVINGS TO THE FEDERAL GOVERNMENT ACHIEVED BY

THE USE OF TAX INCREMENT BONDS TO REDEVELOP BLIGHTED AREAS. IN

LOS ANGELES, THE BUNKER HILL REDEVELOPMENT TRANSFORMED A $100

MILLION TAX BASE IN 1959 TO A MORE THAN $2 BILLION TAX BASE

TODAY. IT ALSO BROUGHT THOUSANDS OF NEW JOBS. THE ECONOMIC LOSS

CAUSED BY H.R. 3838'S STIFLING OF REDEVELOPMENT WILL EXCEED THE

SAVINGS GENERATED BY LIMITING TAX INCREMENT FINANCING. ASK ANY

LOCAL OFFICIAL CHARGED WITH ECONOMIC DEVELOPMENT: JOBS COME TO

REDEVELOPED AREAS AND JOBS FLEE FROM BL I GHTED AREAS. YOU FIND

WELFARE OFFICES IN SLUMS DOING HEAVY BUSINESS, NOT EMPLOYMENT

OFFICES.

H.R. 3838 CLASSIFIES TAX INCREMENT BONDS AS 'NONESSENTIAL

FUNCTION" BONDS SUBJECT TO A CAP AND OTHER STRINGENT

RESTRICTIONS. WHO SAYS THAT SLUM CLEARANCE AND THE REPLACEMENT

OF PHYSICAL AND SOCIAL BLIGHT WITH NEW VALUE, NEW REVENUES, AND

NEW JOBS IS A "NON-ESSENTIAL FUNCTION?" REDEVELOPMENT BONDS ARE

PUBLIC PURPOSE BONDS WHICH MERIT TAX EXEMPTION EVERY BIT AS MUCH

AS OTHER BONDS BACKED BY STATE AND LOCAL TAXES.

60-412 0 - 86 - 2
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PAGE 7--TAX INCREMENT FINANCING

HOW IN THE WORLD COULD THE SAME ADMINISTRATION THAT HAS

ENTHUSIASTICALLY ENDORSED TAX BREAKS TO REHABILITATE "URBAN

ENTERPRISE ZONES" NOW SEEK WITH THE OTHER HAND TO TAKE AWAY THE

TRADITIONAL TOOL OF TAX EXEMPTION FROM REDEVELOPMENT?

BUDGET DEFICITS HAVE REQUIRED REDUCTIONS IN FEDERAL FUNDS TO

CITIES AND NEW FEDERALISM HAS BROUGHT SHIFTING ROLES. AS OUR

LOCALITIES NOW ASSUME AS A RESULT THE ALMOST EXCLUSIVE

RESPONSIBILITY FOR THE NATION'S OVERWHELMING INFRASTRUCTURE AND

REDEVELOPMENT NEEDS, IT IS IRONIC -- NO, INCONCEIVABLE -- THAT

CONGRESS WOULD AT THE SAME TIME BY H.R. 3838 ELIMINATE OR

EFFECTIVELY "GUT" THE MOST EFFECTIVE AND VIABLE FINANCING TOOL

AVA I LABLE TO STATE AND LOCAL GOVERNMENT. TO DO SO WOULD BE A

PERNICIOUSIDEA, WHATEVER GOOD INTENTIONS MAY HAVE INSPIRED IT,

AND A GRAVE ERROR WHICH WOULD BE MEMORIALIZED IN THE UNADDRESSED

DECAY OF AMERICA'S CITIES.
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STATEMENT OF BERNARD R. TRESNOWSKI, PRESIDENT, BLUE
CROSS AND BLUE SHIELD ASSOCIATION, CHICAGO, IL

Mr. TRESNOWSKI. Thank you very much, Mr. Chairman, and
members of the committee.

I appreciate the opportunity to appear before you on behalf of
the nearly 80 million Americans who receive their health coverage
from Blue Cross and Blue Shield plans.

What I want to focus on today are the special needs of 11 million
people covered by our plans as individuals and many more of those
in small groups. Many of these people are high health risks and
cannot secure adequate, affordable health coverage from any other
source.

Since our plans were founded by people with vision, courage, and
determination in communities all across our land, they have con-
tinued to provide comprehensive affordable health coverage on a
nonprofit private sector basis to the most vulnerable of our citi-
zens: the sick, the elderly, members of small employer groups and
individuals with no group affiliation.

The unique business practices followed by our Blue Cross and
Blue Shield plans include, first, returning a much higher percent-
age of premium payments to individual subscribers in the form of
benefits than do commercial insurers. We return an average of 88
cents of every premium dollar compared to 54 cents by commercial
companies.

Next, offering individual coverage. By definition, individual sub-
scribers represent higher risks than group members, and this is
one of the reasons that a number of major insurance companies
have stopped offering individual coverage.

Third, guaranteeing persons leaving a group and their family
members the right to convert to affordable individual coverage;

Next, continuing to provide small group coverage to employees
and their families. We have remained in the small group market
even as commercial insurers have come and gone.

And, finally, setting the standards for communitywide cost con-
tainment, engaging in practices that benefit not just our own oper-
ations, but the entire community as well as our competitors.

That the Blue Cross and Blue Shield plans have been able to con-
tinue these practices and remain competitive in the marketplace is
a tribute to a very delicate balance developed over half a century.
This balance has been maintained despite the introduction of expe-
rience rating by commercial insurers. This balance has been main-
tained despite the provision in the ERISA Act which allows self-
funded groups to be exempt from the growing list of State require-
ments.

This balance has been maintained through the aggressive pursuit
of cost containment, and the tax exemption itself. When combined,
these two factors allow our plans to achieve that delicate balance
between income and expense while providing coverage to millions
of high risk individuals.

That balance is now in jeopardy because of the tax bill passed by
the House. That bill singles out Blue Cross and Blue Shield plans
while continuing the exemption from tax of HMO's and self-funded
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plans which are the fastest growing segments of the health insur-
ance market.

The further advantage to competitors who continue to avoid high
risk, high cost individuals and small groups will put even greater
pressure on the Blue Cross and Blue Shield plans and their current
business practices.

For Blue Cross and Blue Shield plans to remain competitive
while covering the new cost of taxation would require an increase
in small group and individual rates. And when this occurs, lower
risk individuals will be inclined to seek coverage elsewhere, forcing
premiums for those who are left-primarily high risk individuals-
even higher.

As the spiral of increased risk and costs combined with the re-
duced subscriber base accelerates, the bottomline is clear. Many in-
dividuals and small group members, those who need our coverage
most, would be priced out of the market and plans would be forced
to change their enrollment practices to limit access to coverage.

Not only will the delicate balance be lost but the Federal Gov-
ernment would be a major loser as the disproportionately high cost
of health care for hundreds of high risk individuals, unable to
afford a secure coverage from our plans, moves to the public sector.

The results of ending our tax exempt status are clear. The dollar
cost to the Government will be greater than the revenue gained.
The social cost of forcing proud, independent people to seek Federal
assistance would be devastating. The entire proposition runs con-
trary to national policy goals of private sector initiative and re-
duced Federal spending.

The Nation's Blue Cross and Blue Shield plans are unique; they
work. For the Congress to turn its back on that record of perform-
ance would be a tragedy of enormous proportion.

Clearly, there is no rational reason to tamper with the ability of
Blue Cross and Blue Shield plans to serve communities across

* America, nor with the right of millions of Americans to secure af-
fordable quality health coverage through the private sector.

Thank you very much, Mr. Chairman.
[The prepared written statement of Mr. Tresnowski follows:]
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TESTIMONY OF BERNARD R. TRESN&V.SKI

PRESIDENT, BLUFF CROSS AND BLUE S'IELD ASSCIAVIN';

SENATE 2OMMITFEE DN FN';A:JCE

FEBRUARY 4, 1436

Mr. Chairman, Members of the Committee. I appreciate

the opportunity to appear before you today on behalf of the

nearly 30 million Blae Cross anJ Blue Shield Plan subscribers

tmroupj.) t tie ciuntry.

The dellierati1;s ,f the Committee can have a Jirect

impact on the affordability and quality of the health care

coverage of millions of our subscribers -- particularly those

who are nt members of large employer groups.

As you know, the 85 Blue Cross anJ Blae Shield Plans are

non-profit, community-based organizations that have been

exempt frin federal tax for important public policy rensoqs

since their creation in the 1930's.

These community-based Plans continue to earn that tax

exemption every day by providing comprehensive, affordable

health care on a non-profit basis to the most vulnerable of

our citizens -- the sick, the elderly, members of small

employer groups and individuals who have no group

affiliation.
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Now the tax exemption is threatened. For reasons that

we and our subscribers find difficult to understand, the

4ouse-voted to remove the half-century-old tax exemption.

It is important to note that the removal of the Plans'

tax exemption was not included in the President's tax reform

recommendation nor was it included in either of the two major

Congressional tax initiatives.

There was no opportunity for hearings or detailed

analysis of the impact that removal of our tax exemption

would have on the health care delivery system or on the

ultimate cost tD the government. The provision was approved

1y the committee on a voice vote and there was no opportunity

for the full House to review it.

It is now up to the Senate to examine the impact.

te ieli..e it will rapidly become clear that:

o the dollar cost to the government of removing the
exemption would be greater than the revenue gained,

o the social cost of forcing proud, independent
people to seek federal assistance for their health
care would be incalculable, and

o this threat to a truly remarkable private sector
program embodied in the Blue Cross and Blue Shield
system runs contrary to the national policy goals
of private sector initiative and reducing federal
spending.
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believe that taxing the Plans would be destructive to

our organization's purpose of meeting the needs of the

communities we serve. The Plans' ability to assure access to

affordable, quality health care coverage -- the keystone of

the 3lue Cross and Blue Shield concept -- would be severely

I imItel.

In short, the added financial burden placed on the Plans

t!r)a3n the Hoose nill would be 3 tax )n the peDple we serve,

ani woull fall the most heavily rI the people who need

adequate health coverage the most.

Rates would have to be increase, and our ability to

cover the highest risks and provide other unique services

that meet our communities' needs would be seriously

di'in ished.

We would be left with a situation where the need for the

Blue Cross and Blue Shield concept would remain, but it would

he impossible to reinvent it within the private sector. This

time the burden would fall on the government.
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Founding )f Blue -ross ani Blue Shield

,o understand the role of our oranization, we shoul,l

briefly r'-,ow how and why Blue Cross and Blue Shtell Plans

developed as one of the private sector's most successful

health prDlrams.

The worlJwiie depression of the 1930s exacerbated an

already serious lack of access to adequate health care

services. The response throughout much of tne rest of the

world was the development of national health care delivery or

national health insurance programs, turning health care

financing into a function of the national jovernrnent.

In the United States, we took a different approach -- a

private sector approach.

Beginning in 1929, non-profit community-based

organizations were created by a cross section of local

leadership -- first in Texas, but quickly in the other states

-- to sign contracts with hospitals for the provision of

hospital care in return for payment of a periodic fee. These

hospital care organizations became known as the Blue Cross

Plans.
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Blue Shield Plans -- similar non-profit community-based

organizations formed to provide physicians' services -- soon

followed and the concept rapidly spread throughout the

country.

The Blue Cross an] Blue Shield concept truly was

revolutionary. The Plans proved that pre-paid health care

coverage could De provided at affordable rates to the vast

ldj-i' ,of American consumers.

Inp)rtantll, the Plans proved that such coverage could

be provided in a private sector context, independent of the

government.

In recognition of the fact thac the Plans were operated

on a non-profit basis providing important services to their

communities, they were judged by the Internal Revenue Service

to be exenpt from federal taxation under section 501(n)(4) of

the Internal Revenue Code. Since the 1930's the IRS has

consistently recognized the tax exempt status of the Blue

Cross and Blue Shield Plans.
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'-erc3l Insurers Enter the M-arket

The B1,,- CrvQss and Blue- Shield Plans invented the

7- ce pt now known as health .nsurance. Seeing that it

- , -. r:l nsLrance companies were quick to follow

b' 963, more? than 900 insurance companies were

writing health insurance.

:.-re has always been an important difference between

r 's ani B1e Shield Plans and the commercial

* -_ 3, however . That difference is one of purpose and

* .. -, * nJersc )red by lay-to-day operating practices.

?P>',s nave a stron; Dbl iat ion to their communities, as

.- tne .t r subscribers, and discharge those community

1. 1ii -.s in ways that do not add to the "bottom line."

'm21_31 insurers do not share those community obligations

,;, te *nerstandatly, operate to maximize the return to

". shareholders.

The pnilosophical differences between the Plans and the

imer-iai insurers lead to very real differences in

De ha r iC.

Commercial insurers concentrate on low risk and/or high

profit groups and individuals while Blue Cross and Blue

Shield Plans recognize their obligation to serve the fill

range of their communities health coverage needs.
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rhe Changing Environment

?he impact if tne commercial insurers' practices was to

significantly cnare the environment in which 9lue Cross and

Blue Shiell Plans operate.

in the early years, for example, the Plans followed the

practice )f community rating, meaning that rates were set in

s'u; a way as t) spread the cost of coverage across all types

of risks. They offered everyone in the community the same

benefits at the same price -- regardless of their age, health

status or employment. The commercial insurance companies

quickly te3an _mnvin toward a different system known as

experience rating which, in its simplest form, means that the

lowest risks pay the least for coverage and vice versa.

T.he effect of this change was that commercial insurers

could offer coverage at lower rates to jroup policy holders

who present the lowest risks and costs.

Blue Cross and Blue Shield Plans were forced to modify

their practices to take into account what the commercial

insurance companies were doing. They had no choice but to

continue to be effective competitors in the large group

market by adopting experience-based pricing. To lose the
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large group business would have left the Plans with only

high-risk individuals and small groups who, alone, would have

threatened the Plans' viability.

On the other hand, the Plans did not abandon s.all

groups a-d individuals. It is these small groups and

individuals who are finding it increasingly difficult to

obtain affordable health care coverage from the commercial

insurers -- or from anyone else -- and who must rely on the

P13ns tu provide coverage at affordable rates.

In short, the Plans have been forced to adapt their

practices to the world of the free market, but as tax-exempt

organizations, they also maintain a pattern of behavior that

is far more community-oriented than their competition.

Blue Cross and Blue Shield Plans' Business Practices

The Difference

Blue Cross and Blue Shield Plans' business practices are

different and demonstrate Plans' unique community orientation

in several ways.

The Plans return a higher percentage of premium payments

to subscribers in the form of benefits than do the commercial

insurers. Plans return, on average, 89 cents of each dollar

collected in premiums from individual (nongroup) subscribers,

compared with 54 cents, on average, for commercial insurers.
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All Blue Cross and Blue Shield Plans offer individual

coverage. Eleven million of our nearly 80 million

subscribers are individuals who do not belong to groups and

who represent, ,by definition, higher risks than group

members.

It is precisely because of the high risks involved in

covering individuals that in recent years a number of major

insurance companies have publicly announced that they have

stopped offering individual coverage. The president of one

major commercial insurer stated that his first decision on

taking office was to stop the sale of individual health

insurance policies. Since then, he went on, the company has

acquired 17 other companies "all of whom stopped the sale (of

individual policies] the day we acquired them."

The reason that some commercial companies have stopped

offering individual coverage is the volatility of the market

aHI the very real problem of adverse selection as explained

by a senior officer of one of the nation's largest insurance

companies:

"It seems clear to us that a very significant part of

our problem has been caused by the cumulative effect of

policyholders selecting against the company, aggravated by

the size of the rate increases which we've been obliged to

make. For example, a family in their forties with children

can easily be spending $300 a month for a health insurance
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plan. Now if there's a chance that they're not going to need

that plan and they'd rather spend the ioney on something

else, 'there's a good probability that they'll drop it. If

there's a chance, however, that they're going to use that

plan -- if somebody in the family has a health problem --

then the likelihood is that they'll keep it."

In addition to the fact that many commercial insurers

are reducing their commitment to individual coverage, it is

important to note that newer forms of health care coverage

such as Health Maintenance Organizations (HMOs) and Preferred

Provider Organizations (PPOs) often offer relatively little

individual coverage, and that the rapidly growing number of

employer self-funded programs, by definition, are not in the

business of offering individual (ion-group) coverage.

Blue Cross and Blue Shield Plans guarantee individuals

who leave a group for any reason - and their

family members - the right to convert to individual coverage

without waiting periods and without exclusions for

pre-existing medical conditions. This benefit helps protect

laid-off workers and their families from major financial

losses. Importantly, the right to automatic conversion

applies to divorced spouses, widows, widowers and families of

covered group members.
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The right of conversion is nothing new for the Plans.

They have always offered it voluntarily.

7 f)rce comercial insurers to come up to .ur

standards, 30 states now require the right of conversion --

but that does not mean individuals can actually afford the

coverage. When people leave their jobs, they are usually not

in a position to buy insurance, and will Jo so only if they

are already sick or think they might need the coverage. This

.akes it difficult to keep that coverage affordable since

only the most high-risk, high-cost individuals are attracted.

Commercial insurers generally Io not want to be in the

business of providing coverage for these high risk

individuals, and therefore may price their coverage at high

rates. While it is available, it may not be affordable. For

example, last year in Maryland a major commercial insurer,

complying with state law, offered a laid-off worker

individual coverage -- for an annual premium of $10,000. The

Maryland Blue Cross and Blue Shield Plan provided comparable

coverage to that individual for less than one-fifth of that

rate - even though the individual had been a member of the

competing commercial insurer's group for 15 years.
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Finally, we make every effort to keep individual

conversion coverage as affordable as possible. On a

nationwide average basis the Plans pay out 97 cents in

benefits for every dollar of premiums collected on conversion

policies. This means that most of the Plans lose money on

conversion policies since the three cents the Plans retain is

not enough to cover administrative costs. Another way that

we make conversion coverage more affordable is that some

Plans voluntarily charge the person leaving the group a

premium based on the group's rate.

Plans traditionally do not base the price of individual

coverage on a person's medical condition. This is of

significance for those who otherwise could not obtain

affordable health care coverage. The president of a major

health insurance company, representing the Health Insurance

Association of America before a House committee in recent

hearings commented on the quite different practices of the

commercial carriers with respect to pricing of individual

coverage:

"All relevant health-related information is evaluated

by the underwriter and an assessment of risk is made.

Applicants are then asked to pay a premium that reflects

their level of risk. For those who's risk is very high, no

offer can be made."
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Even in today's highly competitive market, our practices

with respect to individual coverage are substantially more

liberal than commercial insurers. For example, Plans

representing well over half our subscribers offer coverage

regardless of medical condition. In those Plans, subscribers

are accepted regardless of medical history. This means that,

by definition, we cover people who we know, in advance, will

incur extraordinarily high costs. Importantly, these

practices are by no means just a relic of the past; Plans in

California and North Carolina have just announced new open

enrollment policies.

The value of these practices is demonstrated well by an

excerpt from a report of the State Insurance Commissioner in

New York:

"Based on our survey of eight commercial carriers, three

offer no individual health insurance coverage and those

carriers that do provide individual coverage require evidence

of insurability before the policy is issued. Uninsurables

have no option to obtain health insurance from commercial

insurance carriers on an individual basis and substandard

risks pay an additional premium based on the severity of

their pre-existing condition or have a waiver of coverage

attached to their policy for a known condition."



44

14

Blue Cross anA Blue Shieli Plans continue t3 2r)vide

snall rp overage that miany commercial insurers have

:)ncl1:Iv is ndesirable high cost/high risk business that

they w1> i0 ,jer provide. The Plans have always remained

iq the small group market, even as commercial insurers have

come and gone.

Tne large co-rnmercial insurer noted recently that many

companies 4ithJre4 from small group coverage f)llowinj tha

"trauma" of the mii-1970's only to return in the early 1930's

"when companies again saw small group business as attractive

Doth f - their agents and for its potential profit. However,

now once again, following the losses of 1981, confidence has

boon shaken. In fact; the chief executive officer of one

company very active in small group has been reported as

si-,inj there is no way a company can any longer operate

profitvily in this business."

Those commercial insurers who remain in the small group

market are highly selective in the risks they accept, often

excluding group members or their families for pre-existing

medical conditions.

Blue Cross and Blue Shield Plans accept small groups

without excluding employees in the groups -- or their family
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members -- because of medical problems. Nearly all Plans

accept groups as small as ten on those terms, and many Plans

accept groups as small as five and even three with no

restrictions because of medical problems. This practice

makes Blue Cross and Blue Shield Plans extremely vulnerable

to enrolling high-cost subscribers, those who already have a

medical problem.

These differences in definition and practice are not

simply an academic point. To the thousands of small

businesses, to the entrepeneurial start-ups that provide

future job opportunities, adequate and affordable health care

coverage for all employees is an expected benefit. If such

coverage were not available, there would be a significant

impact on the ability of these companies to hire and retain

qualified employees.

Blue Cross and Blue Shield Plans consistently set the

standard for community-wide cost containment. The Plans

engage in activities that benefit not just their own

operations but also their competitors' and the community at

large. For example, a majority of Plans state in their

hospital payment contracts that they will not pay for costs

incurred against the recommendations of local health planning



46

16

commissions. Clearly if such action by Plans prevents an

unnecessary hospital wing from being built, the whole

community benefits by avoiding unnecessary health ca-re costs.

Another example is our Medical Necessity Program in

which the Plans work with national medical specialty

organizations and independent consultants to define and apply

good standards of practice to the utilization of services.

To date, this has involved about 85 individual procedures

including respiratory therapy, hospital admission testing and

cardiac care. One study of hospital admission testing

resulted in savings of $22 per admission. Our leadership in

this area is illustrated by the fact that government programs

frequently adopt the findings of the Medical Necessity

Program.

Finally, the Plans have been heavily involved in

improving hospital administrative procedures including fraud

detection, adjustment for changes in the pattern of

procedures due to utilization review and billing or

accounting error reduction. We believe that Plans do far more

of this kind of work than does any other entity and that the

community-wide impact is significant.
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Competitive Position

One point is clear. The Plans accept subscribers --

individuals, small group members -- who are not accepted by

or who cannot afford quality coverage from any other

providers of health care coverage. And we provide such

coverage in good times and bad. As an inevitable result, we

end up with a disproportionate share of hijh risk, high cost

individuals.

A recent study at a New York State Plan showed that one

third of subscribers were rated by an outside consultant as

"high risk." These subscribers had health costs 84 percent

above average and accounted for one-half of all claims paid

by the Plan. Yet the New York Plan and other Plans continue

to accept those higher risks -- and higher costs.

The Plans' ability to compete and to perforin their

community service role has been made more difficult by the

growth of self-funded health benefit programs that have taken

an increasing share of the large group market, due in part to

the influence of federal legislation. Self-funded programs

which include both single employer and multi-employer

formats, have been freed -- by ERISA -- from state regulation



48

18

of their benefits. Mhe Plans -- and commercial insurers --

on the other hand, are mandated by state law t) offer

benefits that rise the cost of coverage to employers. The

same ERISA provisions protect self-funded programs from state

and federal taxation.

A1l of this makes it much more difficult for the Plans

tn compete with commercial insurers and self-funded groups --

4hile continuing to provide coverage to high-risk segments of

the marKet.

A Delicate Balance

That we can compete at all -- while covering so many

high risks -- is a tribute to a very delicate balance

developed over 50 years of operations.

Ouc aggressive pursuit of cost containment is one key to

the Plans' ability to compete while carrying the costs of

high risk subscribers. We negotiate rates with doctors,

hospitals and other providers so as to establish the lowest

possible costs for our subscribers.

Then there is the tax exemption itself. Combined with

our cost containment activities, the absence of taxation
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allows most Plans to achieve that delicate balance between

income and expenses.

Impact of Taxing the Plans

Section 1012 of the tax bill approved by the House in

December (HR 3838) adds a new provision to the tax code --

paragraph 501 (m) -- that (with certain exceptions) denies

tax-exempt status to organizations that provide

cornmercial-type insurance. The House Ways and Means

Committee Report makes it clear that the provision is aimed

directly at Blue Cross and Blue Shield Plans.

What this provision means is that we would be forced to

pay taxes on the amounts the Plans must add to reserves.

Suggesting that the Plans' net operating gains added to

reserves be taxed as profits is to totally misunderstand how

the Plans work and to misunderstand the importance of

reserves.

Plans must generally maintain reserves adequate to cover

two.-to-three months' claims in order to protect subscribers

from unpredictable events. The Plans must have some net

operating gains in order to add to those reserves to keep

them at that level because of inflation and new subscribers.
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-. e tra]ic experience of AIDS ,3 an example of how

rtant reserVe5 3re. Empire Blue Cross an.J Blue Shield,

r K c i t y ha t s tota1 1n]1. 1ja1 a n (jro.jp

-1 -n i-r ] m] l ion and reserves that currently

- ir, t A -10 mill gn.

-e -teral ;)vernment recently estimated that health

t f-r i single AIDS victim will likely run between

a, 5 3, KV. At that cost, approximately 2000

, -. :DS cases -- out of I;ew York's 10 million

. r.:.wp -- pe ut the Plan's enr ire reserve. That

_. - ,)ie cases is not unreasonable when you

mz e r tc'a rte Plan knowin;ly accepts subscribers already

3 ". , 0 n AIDS.

<r!r.' j5 Julli jp to nore than necessary levels, it

.* A riLers wh; receive the benefits, either through

3L- S, refunds ,or rebates.

jther hand, if the annual amounts added to

reserves are taxed, the Plans would need to make more money

t maintain the income/expense balance and keep their

res,_rves at adequate levels.
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O'%ios.y, the Plans would need to look very carefully

at how they would te able to absorb the new costs of

taxation. Competition arnong all providers of large ,r-up

coverage is so intense that in some cases premium differences

of less t!iian one percent on large groups -tay deter-ine who

wins a bid. If large group rates offered by the Plans go up,

the Plans could lose significant amounts of business,

reducing their economies of scale and their ability t)

effectively Jeal with health care provider to hold Jown

costs. That would further upset the balance working into a

spiral of eve- increasing costs and reduced subscriber base.

The immediate impact )f taxation would be felt through

increased premiums for those high risk individuals and srall

groups least able to afford it. Consequently, many

individuals now protected by the Plans could be faced with

such high premiums that they would be forced to give up their

coverage, with nowhere else to go.

Ultimately, it is questionable how long the Plans could

maintain premiums adequate to cover the new cost of taxation

and remain competitive. If individual rates go up, many lower

risk individuals would drop their coverage altogether or

would seek coverage elsewhere, leaving the Plans with the

higher risk individuals and forcing even higher costs to be

shared among even fewer people. The Plans would ultimately

be forced to be more selective in providing coverage for the

higher risks.
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The bottom line is clear: many people -- individuals

and small group members -- will be priced out of the market

and/or Plans will have to charge their practices to limit

access to coverage. In both cases, the result will be

hundreds of thousands of people unable to obtain affordable

health care coverage.

Competitive Position Worsened

The House-passed bill makes it clear that health

maintenance organizations (HMOs) and voluntary employee

benefit associations (self-funded plans) are not to be taxed

along with Blue Cross and Blue Shield Plans. We must

question why the bill overlooks the enormous community

service contribution of the Blue Cross and Blue Shield Plans,

while placing the Plans at a distinct competitive

disadvantage, compared to these "non-traditional" insurers.

These "non-traditional" insurers are already the fastest

growing segments of the health care coverage market. If they

are given a further advantage over the Plans -- while they

continue to avoid high risk, high cost individuals and small

groups -- the balance would be upset.

The spiral of increased cisk and cost combined with

a reduced subscriber base would accelerate, threatening the

way our organization serves the American people.
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Impact on the Government

The delicate balance of the Plans would not be the only

victim of the loss of tax exemption.

The federal government itself would be a major loser as

the disproportionately high cost of health care for hundreds

of thousands of high risk individuals and small group members

is passed un to the public sector.

A hypothetical but very conservative analysis makes the

impact of taxation all too clear.

Blue Cross and Blue Shield Plans currently cover 11

million individual subscribers. Assume that only five percent

of this number -- which would total more than half a million

people -- are high risk individuals who will not be able to

afford significant premium increases. (This is a conservative

assumption in light of the New York study that revealed that

30 percent of individual and small group subscribers are

"high risk.")

Now assume that each of these newly uncovered

individuals incur only $1600 dollars in health care costs

each year. Again, this is conservative since $1600

approximates the estimated spending on health care for the

average American in 1984.
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This all means that 550,000 high-risk individuals would

incur a total of $880 million dollars in health care costs

each Year that would not be reimbursed by any form of health

care coverage. That compares to S.7 billion that the House

Ways and Means Committee predicts would be generated as a

result of taxing the Plans over next five years. In other

words in two years the cost burdens of uncovered individuals

would exceed the projected government revenues from five

years of taxing our Plans.

While some of that nearly S billion annual shortfall

would be a cost to the health care system in terms of

enormous new bad debts, it is absolutely inevitable that a

major portion would end up on the doorstep of government. It

is hard to believe that government costs would not,

therefore, increase by substantially more than the revenue

gained by taxing the Plans.

What is very important to re-,f-r -. t-ie basic purpose

of the tax exemption: it is, after all, intended to reduce

burdens on the government. Blie Cross anJ Blue Shield Plans

have been fulfilling that role for 50 years. If the Plans

are unable to continue their community function of covering

the highest risks, the government would have no choice but to

step in.
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Conclusion

?t was over 50 years ago, when the great Depression was

ravaging our nation, that Blue Cross and Blue Shield Plans

were born through the vision, courage and determination of

individuals in communities throughout the nation. These

people -- considered to be impractical dreamers by many both

within and without the health field -- had a vision of being

able to provide, within the private sector, fiifordable access

to health care.

The fact that they succeeded beyond their fondest

dreams, and that the Plans have continued to meet the

obljations of tneir communities despite an ever-increasing

amount of competition, is an extraordinary accomplishment.

Our Plans have filled a void that most other nations

filleI with massive government programs. They have worked

hard to achieve and maintain a unique and delicate balance

between competitive survival and community service. The

story of how well they have succeeded is best told by the

millions of high risk individuals who have been protected

from economic disaster while having the added security of

knowing they can secure quality health care when they and

their families need it.
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For the Congress to turn its back on the performance

our Plans would be a tragedy of enDrmous proportion. And

purely bottom--line terms, it would be ng.hly counter-

productive to the government's job of re Jucing spending at

balaocing the federal budget.

The well known

could he applied to

their z.rnion it ies.

stronger version )f

don't t oreak it."

adage "if it ain't broke, don't fix it"

oir Plans an the service they provide

However, the current sitjatlon merits a

the adage, namely, "If it ain't broke,

Blie -ross ani Blic Shield Plans are unique. They work.

learly, there is no rational reason to tamper with their

aoility-to serve. c 3m,.' cross America nor with the

right of iilli)ns of Americans to secure affordable, quality

health care coverage through the private sector.

of

i n
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The CHAIRMAN. Thank you, sir. Mr. MacDonald.

STATEMENT OF JAMES G. MacDONALD, CHAIRMAN, TEACHERS
INSURANCE AND ANNUITY ASSOCIATION OF AMERICA-COL-
LEGE RETIREMENT EQUITIES FUND, NEW YORK, NY
Mr. MACDONALD. Thank you, Senator.
I am here today to urge that you continue the longstanding tax

exemption of Teachers Insurance and Annuity Association, TIAA,
and the College Retirement Equities Fund, CREF that H.R. 3838
would terminate.

First though, let me give you just a little bit of background on
TIAA.

It was started in 1918, but its history goes back to 1906. Andrew
Carnegie, having joined the board of Cornell University, learned
that colleges had no system for providing retirement income for
professors. He worried about this and what it could do to the qual-
ity of education. So he decided to fund a free pension system. The
Carnegie Foundation for the Advancement of Teaching was estab-
lished to administer it.

By 1916, it could already be seen that one man's wealth, great as
it might have been, was not enough to provide pensions for a rapid-
ly growing educational community. So the foundation's trustees
began a search for a practical and durable new system. A commis-
sion was created, made up of representatives of the various educa-
tional associations, and technical advice was provided by the actu-
arial societies.

At that time, the few pensions that did exist in business and in
industry were carefully defined as gratuities, or gifts to employees.
The benefits were not vested; the funding was not systematic; and,
of course, there were no guarantees.

The commission sought something that was vastly different. Its
concept of what a pension ought to be included some unique fea-
tures at that time. Benefits were to be contractually guaranteed;
they were to be immediately vested in the individual; they were to
be fully funded; and they were to be portable so that an educator
could move from one college to another college as his career ad-
vanced and the needs of the institution changed.

The final challenge for the commission was to create a central
structure that would give life to these revolutionary pension ideas.
The pension system thus designed was way ahead of its time and in
many respects it still is.

The proper supervision of this new system was deemed essential,
and so the commission turned to the then strictest regulator of in-
surance and annuity contracts in the Nation, the New York Insur-
ance Department, and a new system, TIAA, was accordingly
formed in New York State in 1918.

The Revenue Service determined that TIAA was tax exempt be-
cause it was organized and operated exclusively for educational
and charitable purposes and it served only colleges, universities
and other related educational organizations.

Subsuently, the Revenue Act of 1926 recognized that the earn-
ings of business and industrial pension trusts were also exempt
from taxation as income, as they always had been.
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The point I would like to make is that TIAA's present structure
and the annuity contracts that carry out its objectives are based on
a unique and pioneering history. Its vesting, funding, portability
and annuity guarantees are features that have for many decades
been recognized as the best of pension principles.

TIAA takes the form of an insurance company, but one that is
chartered to serve nonprofit educational institutions exclusively.

CREF was formed by a special act of the New York Legislature
in 1952 as a companion organization to TIAA and has the same
purpose and tax exemption.

In closing, TIAA's primary purpose is to provide a portable
Nation-wide pension system and thereby aid and strengthen higher
education. The particular form of TIAA-CREF gives no special ad-
vantage when compared with pension programs of other organiza-
tions, and under all such plans, including TIAA and CREF, benefits
are taxed when retirement income is received.

I would like to say that I am joined in this petition for a continu-
ation of TIAA-CREF's exemption by the American Council on Edu-
cation, the Association of American Universities, the American As-
sociation of State Colleges and Universities, the National Associa-
tion of College and University Business Officers, and the National
Association of Independent Colleges and Universities.

I thank you very much for your attention, and I would be
pleased to try to answer any questions.

The CHAIRMAN. Thank you, sir.
Before we take questions of the two of you-and both of your

statements will be in the record in full-I would like to take Con-
gressman Frenzel. Just stay at the table. Bill, why don't you take
that microphone right next to them. He has got an entirely unre-
lated subject to testify on, and we will take him first and then
come back to the two of you.

[The prepared written statement of Mr. MacDonald follows:]
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BEFORE THE SENATE FINANCE COMMITTEE

Hearings on H.R. 3838, February 4, 1986

STATEMENT OF JAMES G. MacDONALD
Chairman and Chief Executive Officer

Teachers Insurance and Annuity Association
and

College Retirement Equities Fund

PROPOSED TAXATION OF PENSION PLAN FUNDS HELD BY TIAA AND CHEF

Mr. Chairman and members of the Committee, I am James MacDonald,

Chairman and Chief Executive Officer of Teachers Insurance and Annuity

Association and College Retirement Equities Fund, the nationwide pension

system for higher education.

My purpose today is to urge continuation of the long-standing tax

exemption for pension plan funds held by TIAA-CREF, which exemption would be

terminated under Section 1012 of H.R. 3838.

It is well established under national pension policy that pensions

should not be taxed at the plan level, but taxed as Income when received.

Currently, TIAA-CREF's tax exemption reflects that policy and puts higher

education's pension plans on an equal footing with other pension plans.

It is with the objective of maintaining that equal footing that I

appear before you today. Continuing TIAA-CREF's tax exemption does not put it

in a preferential position; repealing the exemption would put TIAA-CREF and

the institutions it serves in an inferior position.

The TIAA-CREF system was cited as an exemplary model of pension

funding, vesting, and portability in the Congressional discussions leading to

ERISA. I can only conclude that the proposal in H.R. 3838 to terminate

60-412 0 - 86 - 3
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TIAA-CREF's historic tax exemption is based on an incomplete or inaccurate

understanding of the system.

History and Operation of TIAA-CREF. TIAA was created by college

representatives in 1918 to aid higher education by providing a pension system

to replace the free college pensions funded by Andrew Carnegie (after it

became clear that the financial burden of college pensions was too great for a

philanthropic organization). The Carnegie Corporation of New York provided an

initial endowment for TIAA and made substantial additional contributions over

the period from 1918 through 1957. Further contributions in support of TIAA's

programs have been made by the Ford Foundation and other charitable

institutions. A companion organization, CREF, was established in 1952 to

complement TIAA's college pensions through the introduction of the first

variable retirement annuity.

TIAA was formed as an insurance company because this structure

provided the best means of assuring adequate regulatory oversight of its

funds. New York domicile was chosen because the New York State Department of

Insurance was believed to offer the most effective supervision then available.

CREF was formed by a Special Act of the New York Legislature and is subject to

similar supervision by the New York State Department of Insurance. Both

organizations were formed as nonprofit corporations, exclusively for

educational purposes. As such, they are subject to the restrictions against

any private inurement of profits not only under their charter limitations but

also under charitable trust law.

TIAA-CREF's nationwide pension system is essentially a unique

multi-employer pension fund. About 98% of TIAA's assets are dedicated to

retirement annuities under the plans of educational institutions, and 100% of

CREF's assets are so dedicated. TIAA-CREF's retirement system has for more
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than 65 years operated as an arm of higher education, providing the retirement

programs of colleges and universities throughout the fifty states. In

addition, independent schools, nonprofit research organizations, libraries,

museums and educational associations participate in this system, which

currently covers more than 3,600 educational organizations. TIAA-CREF

retirement plans are in operation at about 87% of private colleges and

universities, and those institutions employ about 89% of faculty in all

private colleges and universities. TIAA-CREF plans are also in effect In 63%

of publicly-supported colleges and universities, which coincidentally employ

63% of faculty in all public colleges and universities. In most public

institutions, the TIAA-CREF plan is an alternative to a public retirement

system. TIAA-CREF plans also cover large numbers of administrative, clerical

and service employees in educational institutions. TIAA-CREF has

approximately one million participants, including about 150,000 retired

employees of educational institutions now receivijjg pension income. Most of

these participants are dependent upon TIAA-CREF and Social Security for their

principal retirement income.

Tax-Exempt Status of TIAA-CREF. TIAA in 1920, and CREF in 1953, were

determined by the Internal Revenue Service to be exempt from Federal Income

taxes because they are organized and operated exclusively for educational

purposes. The charters of TIAA and CREF make their programs available only to

nonprofit tax-exempt educational organizations. ricticipating institutions

have relied on such exemption in depositing their retirement funds with TIAA

and CREF over many years. The pension plans of business and industrial

employers, under various provisions of the Internal Revenue Code, are afforded

the same treatment for their plans that TIAA-CREF's tax-exemption affords for

plans of educational institutions.
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H.R. 3838 Would Tax TIAA-CREF Pension Plans. The President's Tax

Proposals for Fairness, Growth, and Simplicity did not propose to tax pension

plans. However, the House Bill in Section 1012 would terminate the

long-standing tax exemption of the TIAA-CREF pension system. Further, the

provision would be retroactive in its application to the pension funds

contributed to TIAA-CREF in reliance on its tax-exempt status.

Yet, H.R. 3838 should continue the tax exemption provided generally

for other pension funds--those of business and industrial as well as

charitable organizations--and whether held in self-administered or

bank-managed pension funds, mutual fund custodial accounts or insurance

company segregated accounts. Tax exemption would also continue for the

pension activities of fraternal organizations such as the Knights of Columbus.

Moreover, the Bill (I think appropriately) exempts the pension funds of Mutual

of America, a nonprofit, tax-exempt insurance company established to serve

social welfare organizations in a manner similar to the way TIAA-CREF serves

higher education.

Effect of Proposal to Tax TIAA. The termination of TIAA's tax

exemption under proposed Section 1012 would presumably result in the taxation

of TIAA under Subchapter L of the Code as if it were a commercial insurance

company. (CREF's technical status under the proposed statute would be

different and Is discussed below.) This change in treatment means that

required additions to contingency reserves, including securities valuation

reserves mandated under state law, would not be 'eductible under Subchapter L

and therefore would result in tai liabilities. This taxation would directly

reduce the pension benefits payable to TIAA retirees, even though these

contingency reserves are used for the sole purpose of benefitting

participants.
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Contingency reserves are necessary because all TIAA retirement annuity

contracts contain minimum lifetime income guarantees. The contingency

reserves are established to protect thesq minimum income levels against

unfavorable mortality and investment experience. As'retirement annuity

commitments have grown, these reserves, initially established by charitable

grants, have been maintained at a level (1) that meets the standards mandated

by the insurance laws and regulations of New York and other states, and (2)

that provides adequate protection against the risk of TIAA's defaulting on its

contractual guarantees. All TIAA income in excess of minimum reserve

requirements is credited to participants in the form of dividends to Increase

the amount of annuity income during retirement.

TIAA's pension operations, including the contingency reserves that

support its pension guarantees, cannot fairly be treated the same as the

operations of commercial insurance companies. Its mission is to carry out a

function essential to each educational Institution--the provision of a

portable retirement system for faculty and staff.

The contrasts between TIAA's operations and those of commercial

insurers include the following fundamental distinctions:

(1) TIAA was organized to aid higher education and is operated

exclusively for educational and charitable purposes. It is subject to

the charitable trust principles of common law and New York statutes,

which are enforced by the Attorney General and courts of New York State.

(2) TIAA's initial reserves were established by a charitable grant and

subsequently supplemented by further charitable grants.

(3) TIAA pension annuities are designed for ard available only to

nonprofit educational employers that qualify for tax exemption as
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des:ritel in Section 501(c)(3) of the Code or as publicly-supported

educational institutions.

(4) All of TIAA's pension funds have been contributed and accumulated in

reliance on TIAA's tax exemption. This exemption was reasonably believed

to make it unnecessary for TIAA to adopt, or even consider, a structure

that would minimize ta!es, or for participating institutions to consider

alternative pension arrangements.

(5 The role and disposition of TIAA's contingency reserves are

distinctly different from the surplus and contingency reserves of

commercial insurance companies, whether stock or mutual. TIAA's

contingency reserves are maintained solely to enable the company to meet

its contractual guarantees in the event of unforeseeable adverse

circumstances. As the risk of encountering such adverse circumstances

subsides during the annuity pay-out period, any unused contingency

reserves are systematically paid out to retirees as annuity income.

The procedure is as follows: During the annuity accumulation tage,

all earnings in excess of those needed to meet contractual guarantees and

administrative expenses are credited to participants as dividends, except

for amounts set aside in contingency reserves each year. As a result of

these regular set-asides for contingencies, an adequate level of

financial protection is gradually developed by each generation of

participants.

During the annuity pay-out period, however, the need for back-up

flnanr-ial protection decreases year-by-year and ceases entirely when

annuity payments terminate. Accordingly, the contingency reserves that

remain unused at the end of the accumulation period are paid out to

retirees In the form of dividends which increase the total level of



65

Page 7

retirement income provided. For example, since 1982 TIAA has been able

to base Its pay-out annuity dividend scale on a 12% interest rate despite

the fact that Post of the assets underlying these annuities were invested

many years ago when prevailing interest rates were lower.

In this way, TIAA's contingency reserves enable it to provide a high

level of financial protection against unforeseen events and a lifetime

income guarantee to-participants.

(6) TIAA's contingency reserves (like all its assets) are restricted by

law to exclusive use for the benefit of nonprofit educational

Institutions.

Thus, every dollar of pension contributions and the income therefrom

are used for pension or related benefits for tax-exempt educational

institutions. In contrast, the surplus and contingency reserves of a

commercial stock Insurance company that are no% needed to meet policy

commitments constitute profits available for distribution to stockholders, or,

in the case of both stock and mutual companies, are available at their

discretion to expand into brokerage, banking, financial consulting, ur other

business enterprises. Thus, commercial insurers differ from TIAA in that they

may accumulate their reserves, profits, and surplus for purposes which

ultimately Inure to private commercial benefit. TIAA cannot use any of its

contingency funds to expand into other types ot business activities.

Problems of Restructuring the TIAA System. It has been suggested that

the tax consequences of the proposal to repeal TIAA's tax exemption could be

eliminated by "a simple restructuring which can easily be accomplished." In

lact, the problems associated with restructuring irould be formidable.

Restructurtng the system would require substantial charges for TIAA and

participating institutions.
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The only way for TIAA to restructure to eliminate taxes would be to

eliminate guarantees. For existing pension funds, these guarantees could not

be eliminated without obtaining the consent of nearly one million

contractholders and presumably their employers who have provided funding for

such pensions, as well as the consent of state insurance departments. For new

pension funds, the elimination of guarantees would completely change the

nature of the TIAA component of the system, would require Issuance of new

contracts, or entering into other kinds of retirement arrangements. For

example, no taxable income would result with respect to new pension funds if

they were received in segregated dsset accounts without any annuity

guarantees. However, this would substantially reduce the retirement security

currently being provided for participating institutions and participants.

As a result of the loss of guarantees in their pension plans, the

colleges may find It appropriate to adopt other pension arrangements. This

would lead to fragmentation of their nationwide pension system, would Impair

portability and reduce faculty mobility, and would be disruptive and costly to

the colleges.

The Impact of H.R. 3838 on CREF. The purpose to be served by

eliminating CREF's tax exemption is puzzling. Although it is unclear whether

CREF would meet the definition of a life insurance company under the Code, it

operates like an Insurance company's segregated-asset account, and such

accounts are in effect exempt from Federal income taxation. Every dollar of

CREF assets, whether representing capital or income, is automatically credited

to its retirement annuities. As a fully participating variable annuity fund,

CREF makes no guarantees and has no contingency reserves.

Unless CREF is treated as the equivalent of a segregated-asset account

for tax purposes, the-termination of CREF's exempt status might impose serious
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hardships on the CREF pension funds. CREF might then become subject to

ordinary corporate taxes on the income from all of its pension funds, without

the 100% deduction against such income that would be available If precisely

the same operations were carried out through the segregated account of an

insurance company. This would result in a drastic reduction in CREF's pension

benefits.

It might be asked, why not reconstruct CREF as a segregated-asset

account of TIAA? This might be possible, but the process would be complex,

lengthy and would necessarily require actions by many state legislatures and

insurance departments. The process would also be costly and totally wasteful,

since it would have no purpose except to continue the current status of CREF's

nontaxability under the Code.

Conclusion. For the reasons stated above, we urge the Committee to

continue the long-standing tax exemption of the TIAA-CREF pension system.
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STATEMENT OF HON. BILL FRENZEL, U.S. HOUSE OF
REPRESENTATIVES, STATE OF MINNESOTA

Congressman FRENZEL. Mr. Chairman, I thank you for hearing
me. I apologize to the committee for my tardiness.

I have a lot to say about the tax bill, but much of it has been
heard. You gentlemen know more about it than I do anyway, so I
am going to confine myself to one feature on which I believe the
committee has not held hearings, and that is the political contribu-
tions tax credit.

The President repealed it in his proposal, saved himself a little
bit over a billion dollars. In our committee, we agreed to the repeal
by a vote of 6 to 20. Then there was a vote on the so-called
McHugh amendment, and that was defeated in the committee by a
majority of Republicans and a majority of Democrats.

On the floor, that amendment was accepted. That cost about half
a billion dollars over the 5-year timeframe.

It happens to benefit mostly us. It looks like a terrible case of
greed and selfishness on the part of the Congress.

About three-quarters of these contributions are made to encum-
bents. And if we are all going to sacrifice by giving up some tax
preferences, it seems to me Congress ought to be willing to give it
up too.

So I would simply say that the McHugh amendment in the
House bill provides the Senate with a great opportunity to use the
half a billion dollars for something worthwhile in the savings in-
centive or capital accumulation or whatever is your will; at the
same time removing the embarrassment of looking as though Con-
gress were the only beneficiary; they got a better deal than it had
before the bill was put together.

Thank you very much, Mr. Chairman.
[The prepared written statement of Congressman Frenzel fol-

lows:]
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TS::" ' -P. LILL 4EEZEL

TO SENATE F:'iANCE C3MMiTTEE

2-4-86

Mr. Chairman:

I have lots to say about the House Tax Bill, but that can wait for another day.

Today I will deal only with one feature, The Political Contributions Tax Credit.

1. Current law provides a tax credit of 50%, max-inum $50 per individual,

of contributions to candidates and certain political campaign organizations.

2. In 1982, this credit was claimed on 5.2 million returns, about 6.6% of

all individual returns.

3. The President's proposal included repeal of the present credit. The

Rostenkowski proposal was the same. The revenue effect was $257 million

in FY 87, and $1.1 billion over 5 years.

4. During the Ways and Means Co:vnittee markup, an amendment was offered to the

Rostenkowski proposal to restore the current tax credit. On a recorded

vote of 6-20, the amendment was rejected by a majority of Democrats and a

majority of Republicans.

5. Then the amendment now in the House was offered and defeated 14-21. Again

a majority of both parties opposed the amendment.

6. The McHugh-Tauke'amendment was made in order by the Rules Cormittee and

passed on the House Floor 230-196. No member of the Ways and Means

Committee spoke in its favor.

7. The McHugh-Tauke amendment, now in the House Bill, provides a 100%

tax credit, maximum $100, on contributions to Congressional candidates from

donors' own state only. Revenue impact is $500 million over 5 years.
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Rep. Frenzel
Tomtirony to Serate Finance Committee
2-4-36
page two

8. 1 respectfully suggest that the Senate remove the credit from its bill,

as the President proposed, and the Ways and Means Committee recommended.

a. Theroposed credit is too expensive. The $500 million savings

(revenue enhancement) is desperately needed for capital formation

incentives and other repairs to the House bill.

b. The_poosed credit is not fair. The McHugh-Tauke version doubles

the Tax Credit for relatively affluent taxpayers who can afford larger

contributions of $50-$100, while the Bill diminishes the charitable

Contribution deductions for non-itemizers (usually less affluent

taxpayers) and reduces pension contributions. The proposed credit

asks low-income A;rericans to subsidize political contributions by higher-

income Americans.

c. The proposed credit is selfi6h. Only contributions to Congressional

candidates qualify. The House greedily feathered its own nest. I hope

the Senate won't, especially in a Tax Bill vhich reduces other personal

credits and deductions.

d. Ihe-poosed credi-t is.harmnful to the election processes. In

favoring Congressional candidates only, it gives no credit for con-

tributions to our two great parties. While individual, personal, and

PAC contributions rise, party contributions to Congressional candidates

are continuing to decline, adiounting to less than 2' of all such

contributions in 1984.
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<p rz relI
Testimony to Senate Finance Commrittee
2-4-86
page three

9. In sumary, Mr. Chaii-ran, I suggest the Finance Committee seize this

fortuitous opportunity to excise a patently - blatantly - self-serving

tax credit from the House Bill. In one stroke, the Co-mittee can

eradicate an embarrassing House mistake, and set aside $500 million of

valuable revenue for real reform of its own.
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The CHAIRMAN. Senator Heinz.
Senator HEINZ. Mr. Chairman, I want to address some questions

to Mr. Tresnowski, representing Blue Cross-Blue Shield.
The CHAIRMAN. I wonder if we might finish with Congressman

Frenzel first on his subject, and let him go, and then we will get
back to these other two gentlemen.

Senator HEINZ. That is fine with me, Mr. Chairman. I will pass
then for now.

The CHAIRMAN. You have no questions of Congressman Frenzel?
Senator HEINZ. No.
The CHAIRMAN. All right.
Let me ask you, Bill--
Senator HEINZ. I have been gearing up for the other ones.
The CHAIRMAN. You have a lot of questions, but not on this sub-

ject.
Senator HEINZ. Not on this subject.
The CHAIRMAN. Let me ask you a quick question. Do you think

the whole idea of the tax credit is a bad idea, period? Whether it
was the previous law, the current law, whether or not you include
other candidates or do not include other candidates, you don't like
the idea.

Congresman FRENZEL. I like the idea as it existed in the old law.
If we were going to tax reform, and if we were going to kill all
these credits, particularly if we were going to direct ourselves
toward non-return filing in the future, it seemed to me that that
was the sacrifice Congress should make.

The form that the House bill is in though is particularly greedy
because it applies only to Federal candidates.

The previous tax credit applied to candidates for a State office
and the political parties. And I suspect if anybody needs helps, it is
the political parties. But this particular amendment that is in the
House bill refers only to people seeking Federal office and, there-
fore, I think it makes us look bad on its face. It also costs us half a
billion dollars which could be used elsewhere. In the best of all pos-
sible worlds I would like to keep the current law.

The CHAIRMAN. A second question. The argument that this
unduly favors the rich, my experience with this is interesting.
Oregon has an identical law, so that you can get $100 for $100 con-
tribution. You can get $50 on your State return and $50 on your
Federal return. And I have used it, and I found it a very good sell-
ing tool for lower contributions.

For those who are going to give you $500 or $1,000, I don't think
it makes much difference to them whether this credit exists or not.
They are going to give it. But I found it a very good selling tool for
$20, $30, $40, $50 contributions.

Congressman FRENZEL. You are very fortunate today if you have
it, and it probably means you are a pretty good salesman. Most of
the tracks written by political scientists indicate that this is not a
very good incentive; that it takes the same criticism as the FIS, for
instance; that it rewards you for something you were going to do
anyway at the end of the year.

It is true also that low-income people contributing at the normal
time in an election cycle have to wait probably 6 or 8 months
before they get their money back. It does not seem that this is a big
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incentive. They do not seem to feel that it is a great incentive for
them.

The CHAIRMAN. Let me ask you a last question. Russell Long is
not here, but I remember he once proposed the idea that the way
to make this effective so that you would get small donors is to have
some way that you could get your money back from the bank right
away. You give $50 to the campaign, and the campaign gives you a
chit of some kind, and you go to the bank and get your money back
the same day. That would remove the problem of the 8-month wait.

Congressman FRENZEL. Well I agree with you. That is a question,
I suppose, for Senator Mathias' committee. But you are right, that
would give immediate incentive. There is no immediate incentive
now, particularly for the little guy. The big guy probably doesn't
need it.

Senator MOYNIHAN. Mr. Chairman, I have been told that "im-
placa" means "perish." They have all kinds of immediate incen-
tives. [Laughter.]

The CHAIRMAN. Let's see, -vho do we have? Senator Chafee.
Senator CHAFEE. Thank you, Mr. Chairman.
I want to compliment Congressman Frenzel because T think the

point he makes is good. I am a little gun shy of the Federal Gov-
ernment paying the total amount of a contribution. In effect that is
what the House bill does. You could pay $100 to a candidate and
you would get $100 off your tax, a tax credit. So the Federal Gov-
ernment has paid it all. Whereas, under the current system, the
Federal Government just pays half.

Now what the amount should be, I don't know. Currently, it is
$50. Whether it should be $100, I don't know. I tend to agree with
Congressman Frenzel that we ought to keep the present system.
And that is your position? You tilt toward keeping it.

Congressman FRENZEL. Yes; it is.
Senator CHAFEE. Well if you do that, then how much revenue

would we lose?
Congressman FRENZEL. Well that would cost you an extra half a

billion dollars, which is why you probably won't want to do it.
The CHAIRMAN. You mean roughly a billion for the whole credit

as it currently is?
Congressman FRENZEL. That's correct, $1.1 billion.
Senator CHAFEE. For the $100 credit is a billion.
Congressman FRENZEL. The existing law is $1.1. The House form

is half a billion.
The problem is, Senator, that we are asking everybody to sacri-

fice, saying Gramm-Rudman is cutting education, the disadvan-
taged and elderly. And here we are sitting around doubling up on
some fairly affluent contributors, but only if they contribute to us.
It is a pretty hard sell at a time of a squeeze.

Senator CHAFEE. Well I couldn't agree with you more on that
particular point. I guess the real question is: what is the argument
for even keeping the existing system?

Congressman FRENZEL. Well I am saying that in the best of all
possible worlds I would like the current law. And if we ever get out
of our deficit bind, fine. I think for now probably you ought to
repeal the whole thing.

Senator CHAFEE. Thank you.
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The CHAIRMAN. Senator Durenberger.
Senator DURENBERGER. No questions, Mr. Chairman.
The CHAIRMAN. Senator Moynihan.
Senator MOYNIHAN. No questions, Mr. Chairman.
The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Mr. Frenzel, would you be in favor of denying

as a business deduction any expenses related to political action
committees?

Congressman FRENZEL. I would not, Senator. As you know, the
current law provides for both unions and corporations the right to
use Treasury money or membership money in the administration
of political action committees.

My judgment is that political action committees have had an ex-
tremely positive effect of bringing people into the political process
and, in fact, probably are the largest contributor to increased par-
ticipation in politics in my political lifetime. So I would not favor
that. But it is a legitimate item for consideration.

Senator BRADLEY. Would you draw a distinction between the idea
of a tax credit and the political action committee?

Congressman FRENZEL. I think obviously they both relate to elec-
tions, and money is spent to influence the outcome of elections.
That is a basis similarity.

There are pretty strong differences too because the tax credit as
it appears in the House bill relates only to Federal candidates and
only to candidates, not to parties or to other political entities.

I think the facts work with a much broader brush.
Senator BRADLEY. So you would do nothing to change the present

law that affects political action committees?
Congressman FRENZEL. At the moment, I have some changes in

mind. They are the nature of a comprehensive bill. But I have not
suggested that either we reduce limitations or do such things as
Senator Boren has suggested.

Senator BRADLEY. Thank you very much.
The CHAIRMAN. Senator Long and then Senator Pryor.
Senator LONG. Mr. Frenzel, as far as my personal situation is

concerned, there is every reason to think I ought to go along with
you. In the first place, I am not planning to run for office again. In
the second place, even if I did, I can raise money. I have proved it.
And I don't have any doubt that if I was running for reelection, it
would be a Republican complaining about the difficulty of raising
money, not me. I have made enough friends among business and
elsewhere. I can raise money to finance a campaign. I have some of
my own I could put into it if need be. If I run short, I could sign a
note, and I have credit so that I could do it.

But there is something wrong with this system, where you can
have two candidates seeking public office. A poll would indicate
that each had about the same support among the public, and yet
one has 10 times the access to the public by way of television and
media generally, or 10 times the money with which to seek votes.
Now Democrats typically complain about that.

I sponsored that $1 tax checkoff that the President recommended
repealing. For what purpose? To try to see to it that the Democrat-
ic candidate has an equal chance to be heard with the Republican
candidate. And we finally worked out that third party situation.
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I can see some technical difficulties here. Let me ask you a philo-
sophical question. Why in the name of good government shouldn't
we try to see to it that two candidates, equally popular among the
public, ought to have an equal chance to be heard?

Congressman FRENZEL. I think that that is a laudable ambition,
Senator, but I would point out that all incumbents start with a 10-
to-1 advantage the other way against all challengers. So there
tends to be, at least in the House in which I operate, a little differ-
ent starting point for all of us.

But I don't believe that the taxpayers should be playing a major
role in the free election process. And I cite your ex-colleague who
talks about the IRS taking away our right to economic well-being,
and the FCC taking away our right to free speech, and the FEC
taking away our right for unrestricted participation in elections.

I happen to be the author of a bill that created the FEC. I don't
feel that strongly about it. But I really don't believe in a very
strong Federal presence in elections to write suspected inequities. I
think that every time we get to tinkering, we tend to create situa-
tions that we may regret later.

Senator LONG. Well, Mr. Frenzel, when I fought that $1 tax
check-off battle, former Senator Albert Gore was a member of the
committee. Did you know him during the time he served?

Congressman FRENZEL. Yes.
Senator LONG. He insisted on offering an amendment which at

one time we went along with here on this committee, to include
Congress in the generality of that public financing concept of the$1 check-off.

When I agreed to go along with that amendment, one of my col-
leagues in the Senate came to me and said this: He said, Now, Rus-
sell, the way this thing stands now, you can be reelected without
much opposition. And he said, I can be reelected with minimal op-
position. And he said, if you help to pass this thing you are guaran-
teeing yourself a well-financed opponent and you are guaranteeing
me one also.

Now as far as we individuals were concerned that made sense.
Let me ask you this: Is that right for the public that we could sit
up here and vote to say that we will maintain the status quo,
which would mean that neither one of us are going to have opposi-
tion who have adequate financing to respond to what we can do
just in terms of money?

Do you think that is right or fair? Is that good democracy?
Congressman FRENZEL. Yes.
Senator, I still believe in the market test of candidates. And

every public financing bill that this House has considered during
my short tenure in Congress has provided enough money so that
you would have a contest, but that your opponefit could not win,
because they always set a maximum on what the challenger can
spend, and that maximum is always about 50 percent of what the
winning challenger, on average, had to spend in the last election.

So I have never seen a public financing bill that was not heavily
proincumbent and, therefore, I don't look on that as being the
answer to balancing the scales. I believe if you are a good candi-
date you will raise the money. You do in my State no matter what
party you are.
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Senator LONG. As far as the President of the United States is
concerned, we have finally got a law that helps to equalize. It
doesn't balance it. But it is no longer a marketplace democracy. It
is no longer a case of saying that the marketplace-I am talking
about the money market-determines who the President is going to

-be. At least we have passed all of that foolishness. I don't know
why we can't proceed along that idea to implement the idea of
saying that people who have support among the public ought to
have a relatively fair chance to be heard.

Congressman FRENZEL. My judgment, Senator, is that Presiden-
tial candidates get a pretty good hearing whatever they are al-
lowed to spend or not spend. And I suggest that some of the laws
we have created may not have hurt, but some of them, particularly
that relate to primaries and State-by-State limits, et cetera, have
been inhibitive of I think participation and letting candidates make
their story in giving people a free choice.

You suggested that we had solved the third party or the inde-
pendent case. I don't think we have yet. And I am not sure that
our tinkering in that regard has been an unrestrained success.

Senator LONG. Mr. Chairman, may I just ask one more question?
The CHAIRMAN. One last question.
Senator LONG. My thought here, Mr. Frenzel, is that we solved

the third party problem as far as the Presidential campaign is con-
cerned. And if we can do that logically, why couldn't we solve that
problem with regard to Members of Congress?

Congressman FRENZEL. Well all I can tell you is what political
scientists say, that you have to establish a threshold for third party
candidates or you get every dog and cat in the world. When you
establish a threshold you don't know if you are keeping out only
the dogs and cats or whether you are keeping out strong, iegiti-
mate candidates.

I would refer you to the FEC decision on Gene McCarthy, in New
York, where it decided that he was not an independent candidate
and could not qualify, in my judgment, a doubtful decision, and at
least one that a lot of Americans criticized.

I think there are a lot of problems with that third party type
candidate yet, and I think you can hear it from a lot of them who
are out there trying to campaign.

The CHAIRMAN. Senator Pryor.
Senator PRYOR. Thank you, Mr. Chairman.
I would like to turn from the contributions a moment to the Blue

Cross issue if I might.
The CHAIRMAN. Let me, if we can. I want to finish with Congress-

man Frenzel first and then we will go on to both Mr. Tresnowski
and Mr. MacDonald.

Senator PRYOR. Well I think then under those circumstances I
will pass and just wait and ask the Blue Cross people.

The CHAIRMAN. I appreciate it. Senator Heinz, you had. a ques-
tion of Congressman Frenzel?

Senator HEINZ. Yes; Mr. Chairman.
First, it is good to see Bill Frenzel. He always has an opinion and

once in a while they are right. [Laughter.]
But he always expresses them well.



77

One of the things that troubles me about the 100 percent tax
credit is that we remove it in the name of increasing participation.
If somebody makes a $100 contribution, they have, other than the
waiting period, ultimately put up none of their own money.

Do you believe that the 100 percent tax credit is just an invita-
tion on balance for people to participate in the political process for
free or is it, as its proponents claim, a real invitation to political
participation?

Congressman FRENZEL. in my lifetime, Senator-and I have been
running for office about a quarter of a century, less than many of
you-I have never seen a political donor of a hundred bucks that
only gave that money because of a tax incentive.

Senator HEINZ. All right.
Congressman FRENZEL. I have never seen one who would not

make that contribution were there no tax incentive. I believe this
is a prize you give them at the end of the year for having- done
something they already were going to do.

Senator HEINZ. One subject that is extremely controversial-I
would guess that there is a relatively small handful of Senators for
it-is public financing of congressional and Senate campaigns for
some of the reasons that have been discussed by you and others.
But regardless of the merits of where anyone stands on that issue,
is there a possibility that a $100 tax credit, a 100 percent tax credit
on a $100, is in a sense an invitation to a back-door means of public
financing as follows: You pass this, and then you then increase it
to $250, and then say there is no need to permit individual contri-
butions beyond $250? Or PAC contributions beyond $250. Wouldn't
that, in effect, give us a system of public financing?

Congressman FRENZEL. Most election proposals-in direct
answer; yes. Most election proposals relating to public-to restric-
tions on tax, or at least political contributions, are all part of what
I call a two-step process and the second step is public financing. All
of them are aimed to make either contributions through PAC's un-
desirable or other kinds of contributions too much trouble, too ex-
pensive, and so that ultimately you go to the taxpayer.

Senator HEINZ. Recently some of my colleagues were, I think, le-
gitimately upset by some stories in the newspaper about the cost of
mailing to their constituents in the Senate. We in the Senate are
limited to 11/2 sheets of paper for every voting age person in our
State. And while there is a cost associated with that anywhere
from, oh, 6 cents up to maybe 18 cents per voter, the House of Rep-
resentatives can mail every single person at least six times, and
therefore is at least three times more expensive than the Senate
per constituent.

Doesn't the House, compared to the Senate, already have public
financing of campaigns?

Congressman FRENZEL. In a sense, we do, Senator. Although our
first class--

Senator HEINZ. Only if just for incumbents in the House?
Congressman FRENZEL. Yes.
Our first-class mailing is worst than our mass mailings because

we cannot mail everybody in our district an infinite number of
times if we can find their address. And you know that we do find
their addresses. And I wish that we had a rule like you did.
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Our mailing cost in the House are unconscionable. Our gross
mailing costs between the two Houses are going to run to about
$160 million this year. We have appropriate $100 million. We will
technically run out in mid-May. But since the post office sends us
bills late, they probably won't come over until after election. But
we have got a real problem. And there should be limits.

I think the Senate has taken a good first step. I wish the House
wou c follow. I wish they would both be more restricted.

Senator HEINZ. So do we. I thank you, Congressman. [Laughter.]
The CHAIRMAN. Further questions of Congressman Frenzel?
[No response.]
The CHAIRMAN. If not, Bill, thank you very much.
Congressman FRENZEL. Thank you very much, Mr. Chairman

and members of the committee.
The CHAIRMAN. Well, gentlemen, you have been very patient,

and we appreciate. And we will start again on our early bird list
with Senator Heinz first.

Senator HEINZ. Mr. Chairman, thank you.
Let me say to Mr. Tresnowski that I am impressed by the com-

munity actions that the Blues provide around the country. And I
start with a strong predisposition to having the Blues retain their
current tax status. The argument you have made, as I understand,
is that you provide coverage to people who, if you did not provide
them, whether they are high risk individuals, individuals, per se,
small groups, nobody else would, and therefore you are, in a sense,
loss leaders. You imply that the Blues are able to provide coverage,
not only because they are not taxed but because you cross-subsidize
to a certain extent. And if that is accurate, then, as policy, I am
not offended by treating you as a charitable organization because
you perform a public charitable function nondirected by Govern-
ment, but charitable nonetheless. And that is your argument, in es-
sence, as I understand it. Is it not?

Mr. TRESNOWSKI. That is correct.
Senator HEINZ. What would be helpful I think both to me and to

the opponents of your position, and just generally to the members
of the committee, is some information on what in fact the Blues do.
For example, in each State do the Blues provide well-advertised ex-
tended open seasons for individual policies? What are the costs of
those policies relative to other alternatives, if any? Are there limi-
tations on the nature of the coverage? For example, can you have
very basic benefit packages and no possibility for major medical?
Are there waiting periods for preexisting conditions?

As you know, my staff has been working with your staff to
obtain this information. I was wondering if you could tell us today
what the status is. Will we have to wait a little longer or are you
in a position to provide that information?

Mr. TRESNOWSKI. The information has been delivered to your
staff in various parts. Of course, in the case of Pennsylvania, the
record of the Blue Cross/Blue Shield plans are quite outstanding in
the categories that you described in terms of open enrollments, in-
dividual coverages, taking on high risk individuals, limited under-
writing regulations, and so on.

The Blue Cross and Blue Shield plans in Pennsylvania have been
a good example of the delicate balance that I described. The tax



79

exempt status sets in motion a series of events. It puts us in a cate-
gory in the minds of the people. It puts us in a category in the
minds of the doctors and hospitals of this country. It puts us in a
category in the minds of those who buy our services in large indus-
try. All of that taken together, supports the community service role
all the Blue Cross and Blue Shield plans.

Senator HEINZ. Let me interrupt you at this point. I happen to
agree with you about the present status in Pennsylvania. I think
our Blue Cross/Blue Shield people have been extroardinarily re-
sponsive.

And my question really is: Is that as true in the other 49 States,
and do we have the information to document that?

Mr. TRESNOWSKI. Yes. The information is available. It is quite
variable. The States of New York, Maine, New Hampshire, Michi-
gan, the Midwest, areas of the country where we have had greater
opportunity to provide these services, the record is, of course, quite
outstanding.

In other parts of the country where we enjoy less market share,
less opportunity to negotiate with providers, the record varies
somewhat.

But the overall philosophy of the Blue Cross and Blue Shield
Plan is to write individual coverage.

Senator HEINZ. I understand that. But let me press you a little
bit on this because whether or not Blue Cross/Blue Shield is suc-
cessful in obtaining a market share of X or Y, that in a sense
wouldn't be, I think, the most of us a rationale for letting you con-
tinue to have a charitable exemption from the Tax Code.

We are not so interested in whether you are successful as busi-
nesses as whether you are performing a public function.

So let me ask you informationally what percentage of Blue's
group policies are ex rience-rated as opposed to community-rated?

Mr. TRESNOWSKI. None of the individual coverages are experi-
enced-rated. They are all community-rated.

Senator HEINZ. My time has expired. I would like to return when
I have a chance.

The CHAIRMAN. Senator Long.
Senator LONG. No questions, Mr. Chairman. Thank you.
The CHAIRMAN. Mr. Tresnowski, I share the opinion of Senator

Heinz about Pennsylvania. I am very reluctant to step into the area
of starting to tax the Blues with no hearings other than what we
have had today. We did not consider this area of tax. I don't know
how much the House considered it before they acted. Did you have
hearings on it in the House?

Mr. TRESNOWSKI. None at all, Senator.
The CHAIRMAN. Well when we are talking about the breadth of

coverage that the Blues have, and at least in my visual experience
a very good success in Oregon-and I assume the other Senators
seem to echo that-I am just reluctant to step into this when we
don't know what we are doing and we don't know what the effect is
going to be on a program that today has worked very, very well for
the country.

Mr. TRESNOWSKI. I thank you very much.
The CHAIRMAN. I have no questions. Senator Chafee.
Senator CHAFEE. Thank you, Mr. Chairman.
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Mr. Tresnowski, I believe that Rhode Island has the highest per-
centage of its population covered by Blue Cross of any State in the
Nation.

Mr. TRESNOWSKI. Intelligent people in Rhode Island, Senator.
Senator CHAFEE. We certainly are. I won't argue with that. I

think that something like 83 percent of our population is covered
by Blue Cross.

Mr. TRESNOWSKI. Eighty-four.
Senator CHAFEE. Eighty-four? [Laughter.]
The problem here it seems to me is what do you do with the

whole concept of mutual insurance? In other words, in our State
We also have the Factory Mutual Insurance Co. In other words,
a group of mill owners got together, and they said we will spread
the risk by putting money into a common pool to insure our facto-
ries. At the end of the year if there have been no fires, well then
the rates will go down. That is the whole concept of Mutual Insur-
ance.

And yet over the years those c9mpanjes have been taxed. Blue
Cross and Blue Shield have not been taxed because' as you point
out, they return the benefits to the individuals. What is your
strongest argument for tax exemption? Is it that you take on risks
that, say, Mutual of Omaha would not undertake? Give us your
best argument for your case.

Mr. TRESNOWSKI. The argument is the evidence that is before us
in the business practices of the mutual insurance companies, the
Prudential, the Equitable, all mutual insurance companies. Pru-
dential announced 2 years ago that it was getting out of the indi-
vidual health insurance market because they couldn't stand the
losses they were taking.

Mutual insurance companies move into markets, take risks, find
that the risks turn bad on them and they move out of them.

Blue Cross and Blue Shield plans-and Rhode Island particularly
is a very good example of this-have sustained themselves over a
long period of time, and at the same time provided coverage for
high risk individuals, have never left that market at any time.
Plans provide coverage for small groups, the grocery store, the gas
station, people who cannot get health insurance coverage because
they are groups of two and three and five. Their risks are high.

Blue Cross and Blue Shield plans have staying power. They are a
product of those communities. They reflect the community interest
and they are really quite different than mutual insurance compa-
nies in that sense.

Senator CHAFEE. Do you think that the exemption should be con-
tingent upon Blue Cross making that commitment for the future?

Mr. TRESNOWSKI. It depends on how that contingency is asserted.
I would be personally concerned about a Federal law that would es-
tablish a standard. A standard tends to strike at the lowest
common denominator.

Senator Baucus was here earlier this morning. He authored an
excellent bill on Medicare supplementary coverage. And in that bill
he put a standard in of a 60 percent loss ratio for Medicare compli-
mentary coverage. Well 60 percent is no standard at all. We write
that business at 85 percent loss ratios. And when you establish fed-
eral standards to apply to local community situations that are so
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variable across the country, the tendency will be to drive it down
to the lowest common denominator. And I think that would be
quite unfortunate.

Senator CHAFEE. Well the chairman mentioned that he would be
reluctant to get into this field. I am reluctant too, and not solely
because 84 percent of my State is involved.

Senator HEINZ. It is now 85. [Laughter.]
Senator CHAFEE. I did take note of that statistic.
Certainly before we get any further into this, Mr. Chairman, I

think we ought to know what we are doing and what the conse-
quences are. We may need more than an hour and a half hearing
from one witness. Thank you, Mr. Tresnowski.

The CHAIRMAN. Senator Durenberger.
Senator DURENBERGER. What is my percentage in Minnesota?
Mr. TRESNOWSKI. It is not 84.
Senator DURENBERGER. Oh.
As usual, I agree with the chairman's good judgment in this

field, everything except his judgment on employer-paid hospital ac-
cesses. But that is not to say that we shouldn't visit this issue.

When I came in here Jack Heinz was asking Ambassador Sam-
uels on the issue of subsidies, and it strikes me that as I listened to
your testimony and I look at the reality of what is going on out
there, we are subsidizing a variety of services, services to high risk
individuals, services to individuals, services to people who need
conversion into small groups. And this tax subsidy is a clear subsi-
dy. And I would argue that there might be better ways to subsidize
it than by putting it inside a policy that may vary from State to
State, community to community, company to company.

So I just say that because I think it is appropriate to take a look
at this issue and find out if this is the best way to solve the prob-
lem. But it certainly is unfair to take Blue Cross and Blue Shield
just because it has always been the leader in providing insured cov-
erage for people in this country to say that you are going to be the
first to lose your subsidy.

Obviously, the people that came along later, like the rise of self-
insured plans, they have got a similiar subsidy. Most of the prepaid
plans, the HMO's in particular, have subsidies.

I come from a State in which you cannot have a for-profit HMO,
so everybody is nonprofit and nobody can be taxed. And the
HMO's, as you know, are taking business away from everybody.
Blue Cross is going into the HMO business.

So the playing field is so unlevel out there that it seems to me
the chairman is absolutely correct in saying it really is unfair with-
out more hearings to pick on one part, and particularly one of the
more creative parts of this. But that is not to say that I don't
think, Mr. Chairman, and my colleagues, that over the next couple
of years, as we address the issue of subsidies and particularly in
the Tax Code that we might not want to look at the way in which a
tax policy is used to sort of unlevel the playing field across the
country. And I don't think any of us have come to any conclusions
about the appropriateness of taxing everybody or not taxing every-
body, but certainly I support your position, Mr. Chairman, with
regard to this particular provision in the House bill.

The HAIRMAN. I thank my good friend, Senator Moynihan.
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Senator MOYNIHAN. Mr. Chairman, I would like to speak to Mr.
MacDonald's very comparable set of concerns and I will start by
asking the proposal to make TIAA-CREF a taxable entity, that
was not in the President's legislation, was it?

Mr. MACDONALD. No, sir.
Senator MOYNIHAN. It was not. Were hearings held in the Com-

mittee on Ways and Means in this matter?
Mr. MACDONALD. No, we did not have an opportunity.
Senator MOYNIHAN. Mr. Chairman, here we have a program that

has been in place for 60 years and more.
Mr. MACDONALD. Sixty-five.
Senator MOYNIHAN. Sixty-five. It covers 1 million persons in

higher education. It has lived quietly and well and bothered no one
and provided a great service to American universities, which is
that it has allowed people to move between institutions with porta-
ble pensions that we have been talking about so widely. And with
no hearing, with no warning, no support from the administration.
They suddenly propose to make this a taxable entity.

You could restructure as I take it in such a way that you would
become, in effect, a pension plan, and therefore not be taxable. But
that would involve . rewriting contracts with a million persons,
would it not?

Mr. MACDONALD. Yes, sir. Whether it is possible from a practical
point of view, I am not sure. But from a theoretical point of view,
yes, sir.

Senator MOYNIHAN. In theory, you could be a pension plan and
completely exempt from tax.

Mr. MACDONALD. Yes, sir.
Senator MOYNIHAN. That would simply require a negotiation

with 1 million professors.
Mr. MACDONALD Yes, sir.
Senator MOYNIHAN. And this is being put on you with no prior

notice, no advocacy from the Treasury, no hearings.
[Whereupon, the electricity went off in the hearing room.]
Senator MOYNIHAN. I was saying as the lights went off that the

TIAA-CREF was a tax shelter.
The CHAIRMAN. Yes. I think this is more likely because we are

about to tax parsonages. [Laughter.]
Senator Bradley.
Senator BRADLEY. No questions, Mr. Chairman.
The CHAIRMAN. Senator Moynihan.
Senator MOYNIHAN. Mr. Chairman, if I could say that it is my

very clear understanding that the House Ways and Means has a
staff proposal that there was no real attention given it by the full -
committee, no hearings, no proposals from the administration, and
it is an astonishing measure. And obviously if there is any revenue
to be gotten for the Treasury, TIAA can avoid them. I mean, if any-
thing can explain the attention by this arrangement they would
not be taxable. There just doesn't appear to be an interest here for
an arrangement that for 65 years have been singular for American
education, and for what purpose I cannot understand.

It is true that you do sell some disability insurance and some life
insurance.

Mr. MACDONALD. Yes, sir.
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Senator MOYNIHAN. For what portion of your--
Mr. MACDONALD. Well that would be about 1 percent of the com-

bined assets that are in reserves standing behind the insurances.
Senator MOYNIHAN. About 1 percent?
Mr. MACDONALD. Yes, sir.
Senator MOYNIHAN. Is it possible that if some legislation were

worked out that would in fact make it appear to be comparable to
other insurance activities and could be taxable? Could that be--

Mr. MACDONALD. Yes, sir. We have not opposed that provision
that would tax the insurances. It is only the provision that would
tax the annuities.

Senator MOYNIHAN. Mr. Chairman, did you hear what Mr. Mac-
Donald said? They are not opposed to equal treatment for equal be-
havior. But they have to be treated as if they were a pension
system when they are a pension system with respect to 99 percent
of their customers. What do you think?

The CHAIRMAN. I think the point is well taken.
Senator MOYNIHAN. I think that the proposal to treat the Blues

the way we do here has no basis insofar as this committee is con-
cerned. I think this is clear, sir. And this should be treatment that
the TIAA-CREF have to check. It is tough financing. It works. It
involves a million people's lives, a million policyholders and their
families. And for what purpose? What do they think they are
making in the way of money coming in? Do they ever tell you?

Mr. MACDONALD. Well I think the staff had estimated $80 mil-
lion a year.

Senator MOYNIHAN. $80 million?
Mr. MACDONALD. Yes, sir.
Senator MOYNIHAN. Well for $80 million we are going to wreck

one of the most stable pension systems in our community and one
fundamental toward higher education.

Mr. Chairman, the lights are not working. I think my yellow
light would be on by now, but I--[Laughter.]

I hope I made a good point there. Just in the interest of full dis-
closure, I can tell you I am going to come into a solid $9,000 a year
annuity with TIAA-CREF. But it might drop below $9,000, but
even so, I think this is a poor proposal. No hearings. No backing.
No support from the Congress. Just another example of why that
bill is 1,300 pages long and nobody knows what is in it.

The CHAIRMAN. Senator Bradley.
Senator BRADLEY. No questions, Mr. Chairman.
The CHAIRMAN. Senator Pryor.
Senator PRYOR. Thank you, Mr. Chairman.
First, on the Blue Cross issue, how much would you have to raise

the premiums if the Blue Cross/Blue Shield were not exempt from
taxation?

Mr. TRESNOWSKI. That is a difficult question to answer because it
depends on what the chain reaction of events are and the results of
taxation. Let me describe it this way for you.

The tax itself would trigger some events in the States, including
greater argument in support of State premium taxes. It would also
trigger a different attitude by hospitals and doctors who give us dif-
ferentials now for the nature of the business practices we perform.
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All of that taken together makes for very, very substantial
amounts of money that help finance the individual coverage and
the high risks.

The tax exemption itself would amount to a 7-percent increase.
But you add up premium taxes in the States and you add up the
loss of the differential, the loss of the opportunity, the subsidy by
large groups, and you could be talking about 30- and 40-percent
rate increases for these individuals.

Senator PRYOR. For the State of Arkansas, if my figures are cor-
rect, it is second only to the State of Florida in the percentage of
its population over 60.

What effect would the removal of the tax exemption of Blue
Cross/Blue Shield be on the elderly population; more specifically,
those subscribers who are enrolled in the Medipac Program? What
effect would this have?

Mr. TRESNOWSKI. The effects would be as I have just described. It
would hit heaviest on the elderly because they are individual sub-
scribers in Medicare complimentary coverage, Melipac in the case
of Arkansas.

They are the most vulnerable groups in our society. The in-
creases would range anywhere from 10 to 15, up to 35 percent.

Senator PRYOR. Have you done any study on what effect it would
have if the individual elderly citizens because of the tax and the
rate structure being changed upward, what effect that might have
on them leaving the program thus causing an increased pressure
on the Medicare Program?

Mr. TRESNOWSKI. In my prepared statement we used a hypotheti-
cal example of the people who would be lost. We picked 550,000 of
the 11 million, assuming that would be the group that would be
lost. We used a very conservative number of $1,600 as the annual
cost per individual, and you are up to close to a billion dollars a
year as contrasted with the estimate in the House bill of $1.7 bil-
lion over 5 years.

Now assuming that half of that turns to the Government, you
are talking about far more money being channeled back c the
Government in coverage to people who could not afford it.

Senator PRYOR. If I might now, I would like to ask Mr. Tres-
nowski-I would just like to share the viewpoints expressed by the
distinguished chairman of the committee and the distinguished

-Senator from New York, and others, relative to the lack of hear-
ings on this issue. And I think that we are treading on veyy thin
ice in attempting to go back and to rem-ve the tax exempt status
for Blue Cross/Blue Shield.

Now, Mr. MacDonald, I have an older brother who is a Presbyte-
rian minister. Of the two Pryor boys, he is the one that they say
makes an honest living. [Laughter.]

He told me the other night that he was deeply concerned about
the pension changes. Is it possible that ministers are also-I know
that the Senator from New York is concerned about the professors
and many of his colleagues, I am sure-but aren't there many,
many ministers involved in this program?

Mr. MAcDONALD. It is clear that this bill covers the college and
university plans, because it mentions TIAA-CREF by name. My
understanding is that the church groups that have somewhat simi-



85

lar arrangements are also very concerned. But I am really not
privy to that.

Senator PRYOR. I see.
Mr. MACDONALD. I think their status is unclear.
Senator PRYOR. Well there is a growing perception, I think,

among the clergy that many of those who are involved in this pro-
gram will suffer a fairly severe tax load which has not been true in
the past.

Senator MOYNIHAN. That's right.
Senator PRYOR. I think that is correct, but I am not certain. I

think it is.
Senator MOYNIHAN. That is how we read the bill.
Senator PRYOR. Now once again, was there any hearing on this

issue in the House of Representatives before H-R. 3838?
Mr. MACDONALD. No, sir.
Senator PRYOR. There was no hearings?
Mr. MACDONALD. No, sir.
Senator PRYOR. And your organization was not contacted as to

what was going to happen? What sort of advance warning did you
receive?

Mr. MACDONALD. Well, we had very little advance warning.
When it came up in a staff report was the first time that we saw
indications of it. I saw the actual wording and provisions that came
out, after it was passed.

Senator PRYOR. I thank you very much.
Mr. MACDONALD. Thank you, sir.
Senator PRYOR. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Heinz.
Senator HEINZ. Mr. Chairman, we were talking a minute ago

about the -experience rating and the community rating of Blue
Cross policies, and in answer to my question, what percentage of
Blue's group policies were experienced rated, you answered that all
individual policies were community rated. And I understand the
latter, and that is commendable, although I have a question about
that. To what extent are group policies community rated?

Mr. TRE NOWSKI. The groups, above about a hundred employees,
are experienced rated. Those are the larger groups. Groups below
about a hundred are community rated.

Senator HEINZ. And is that a fairly hard and fast rule in all
States?

Mr. TRESNOWSKI. No. In some States the group size varies. It
could go up to a group of 200 and below that would be community
rated. But generally we do not experience rate below a hundred.

Senator HEINZ. Now critics of your tax exemption-and, as I say,
I am not one of those-contend that although the Blue's communi-
ty rate all the individual plans, that almost by definition the-it is
in fact an experienced rated group of people who are all relatively
high risk individuals. You didn't plan it that way. It just turned
out that way. And, therefore, what is, by every normal measure, a
community rated group in fact is an experienced rated group with
prices reflecting that in coverage-in more limited coverage also
reflecting that. How do you answer that criticism?

Mr. TRESNOWSKI. You answer it with the evidence on the average
across the country our loss ratios on that business is 88 percent.
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Senator HEINZ. Now what does that mean?
Mr. TRESNOWSKI. That neans that we return 88 cents of every

dollar in premium in benefits.
Senator HEINZ. How does that compare to your other--
Mr. TRESNOWSKI. Competitors? They return 54 cents for every

dollar of premium.
Senator HEINZ. And what do you return on your group policies of

more than 100?
Mr. TRESNOWSKI. The pay out ratio on group policies of more

than 100 employees is more like 92 percent, 92 cents on every
dollar.

Senator HEINZ. 92 cents?
Mr. TRESNOWSKI. I would also point out that-although you have

described individuals as an experienced rated group unto them-
selves, the experience is looked at. But there are subsidies to those
groups taken from a variety of sources. The tax-exempt status, of
course, being one; the differentials that we achieve from hospitals
and doctors who recognize that if we did not cover those individ-
uals they would wind up as bad debts or uncompensated care being
another.

Also, our large groups have been generally willing to a lesser
extent today, but willing to contribute small amounts of money to
the enrollment of those high risk groups with the understanding
that if they did not, they would be paying for them anyway
through uncompensated care to the hospitals.

So although experience rated, they are subsidized in a variety of
ways.

Senator HEINZ. Now what about the problems of high risk indi-
viduals. There are individuals who simply cannot get insurance for
them at a reasonable rate because they have preexisting condi-
tions.

Now is it my understanding that some States are turning to risk
pools. Some eight States now have such pools to help those people.

Is it too much to expect the Blues to do that? Is that an unrea-
sonable assumption of charitable functions? Or is it just impossible
for the Blues to attend to those high risk individuals where we see
more risk pools being created in States to accommodate them?

Mr. TRESNOWSKI. I don't think you will see more risk pools. The
eight pools that you described have only 20,000 people enrolled in
them. The problems of high risk pools is that you put all the bad
risks in one pool, and you have made the rate almost unaffordable
for anybody.

I was surprised, Senator Heinz, when we began to look at and do
an analysis of this information ourselves at the plans who conduct
open enrollments without recognition of medical condition. A
person with cancer in the city of Washington, DC, could walk in in
the 30-day enrollment period here and enroll and get coverage on
their way to the hospital. And Washington, DC, is not atypical;
Pennsylvania also New York. Many parts of the country do that.

Our concern with the risk pool is twofold. One, if you have a risk
pool, what happens is that Blue Cross and Blue Shield gets double
dipped. We continue to take on high risks and plus we have to con-
tribute to a risk pool where all the commercial insurance compa-
nies would have an advantage over us.
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The second is that it provides an incentive for the commercial in-
surance industry to back away completely from any coverage of
any kind of risk at all. And we think that that is just basically
wrong.

Senator HEINZ. Mr. Chairman, I have some additional questions I
would like to submit in writing. I understand the difficulty Mr.
Tresnowski or any of us would face in coming up with information
on each of the 50 States with some specificity.

And I think that we should view this discussion today as a good
opportunity to put on the record the, what at least in my home State
of Pennsylvania, is an outstanding job by Blue Cross and Blue Shield.
I have one other brief question, if I may, Mr. Chairman, which is
this: Let's assume, wrongly I hope, that we find that there is
enormous variability between the States on what Blue Cross in fact
does do for individuals who are high risk people in terms of open
enrollment and so on. And that you and I as reasonable people might
agree that on balance Blue Cross in some areas, some States, could
do a good deal more than they are doing, and still be viable.

What is there that we should consider to encourage you-and I
am sensitive to your concern about setting any standards, because
they are rigid and can be counterproductive-what is there that we
can or should do that would help improve the performance of those
hypothetical Blues but might be doing as good a job as you or I
might want them to?

Mr. TRESNOWSKI. I think, Senator Heinz, the answer is clear.
Retain the tax-exempt status of Blue Cross/Blue Shield.

Senator HEINZ. Well we have been doing that. We have been
doing that.

Mr. TRESNOWSKI. But the visibility associated with the provision
in the House bill, and this hearing, would be very sufficient, in my
judgment, to attract the attention of those who may not be totally
committed.

Senator HEINZ. So you are saying it is wake up time?
Mr. TRESNOWSKI. Yes.
Senator HEINZ. And you are going to make sure that everybody

knows the alarm clock went off.
Mr. TRESNOWSKI. That's right.
Senator HEINZ. Thank you very much.
Senator CHAFEE. Senator Grassley.
Senator GRASSLEY. I would only ask-First of all, let me say I did

not hear your testimony when I was here because I was chairing
another subcommittee meeting, and so I have not had a chance to
read it, which I am going to do. But have you looked at how the
taxation in the House plan 3838 impacts upon members at differ-
ent income levels for your people so that you know to what extent
it impacts upon low-income people, middle-income people, versus
high-income people?r. TReSNOWSKl The only surmise we can make on that is that

we believe that it is going to hit hardest individuals, those who buy
their Blue Cross and Blue Shield as individual coverage, the elderly
primarily because they buy on an individual basis, and high risk
individuals who cannot get coverage anywhere else.
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Our judgment is that-we have never done a cross comparison
on an income basis-but our judgment would be that most of those
groups would be people of lower income status.

Senator GRASSLEY. I am sorry. I was looking at the wrong person.
My question was about TIAA-CREF. I am sorry.

Mr. TRESNOWSKI. Did you like my answer? [Laughter.]
Senator GRASSLEY. No. Except--
Mr. MACDONALD. The actual tax would apply quite even-handed-

ly across everyone relative to their participation in the system; $80
million might roughly equate to half of 1 percent, say, in interest
earnings, which might not seem like a very large amount. But for
someone for whom contributions into an annuity have been made
for 30 years and having that compound and grow, it could mean
starting benefits for someone after 30 years of maybe 10 to 12 per-
cent less than they otherwise would receive.

Now to the extent that an individual is near the margin of what
he needs, it would hurt more to lose 10 percent than if the person
were more affluent. This is the best I could answer the question.

Senator GRASSLEY. Thank you.
In regard to Blue Cross/Blue Shield, I assume that any taxes im-

posed-and this is getting back to what you would have answered,
I'm sure, but just to see if I am on the right track-because of such
a large payout, a high percentage of payout of the premiums paid
in, which maybe you want to give me that percentage, but it would
be almost a direct passthrough I assume. Right?

Mr. TRESNOWSKI. What would be? You mean the tax?
Senator GRASSLEY. Yes, the tax.
Mr. TRESNOWSKI. Well, no, the tax would not be. It would fall un-

evenly across the various groups. And the point that I am making
is that it would fall heaviest on the individual and the elderly
group-the 11 million people that buy Lheir own coverage-primar-
ily because in the large group market, the market is so competi-
tive. Since it is competitive around the retention that we charge,
we would probably not put the tax there. It would have to fall to
the individual market.

Senator GRASSLEY. Thank you, Mr. Chairman.
Senator CHAFEE. Thank you.
When we started out on this tax reform we had two objectives:

simplicity and fairness. Now simplicity has been jettisoned, but
there still is a struggle for fairness. We all know that life isn't com-
pletely fair, but it seems to me that the goal of this committee still
ought to be to struggle toward the goal of fairness.

So let's take the TIAA today for a minute. As I understand it, if
you were set up as pension funds, there would be no tax on the
entity at all. Is that correct?

Mr. MACDONALD. That is correct. Yes, sir.
Senator CHAFEE. We have been getting scores of letters on this

matter, obviously, as have other offices. Somehow the suggestion
has gone out-it seems to me incorrectly-that a tax is going to be
imposed on the annuitants themselves, which is not the case. Am I
right, Mr. MacDonald?

Mr. MACDONALD. Well--
Senator CHAFEE. The tax here is not on the annuitant. It is on

the entity. Is that correct?
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Mr. MACDONALD. Well, the tax would be on the funds that those
annuitants are putting aside for their retirement. So, it would
come right out of their funds, sir.

Senator CHAFEE. They are not going to have an individual tax
burden-am I correct? I just want to get-this correct because some
of the letters that we have received indicate that they are worried
they are going to have start paying a tax bill.

Mr. MACDONALD. Well, they will not be paying additional tax on
their own individual tax returns.

Senator CHAFEE. Why is it that your structure is such that pen-
sion funds not being taxable, somehow you are caught? What have
you got there?

Mr. MACDONALD. It goes back a bit in history. TIAA predated
almost all pensions in the United States and was created before
any full legislation was enacted in the 1940's dealing with the tax
treatment of pension funds. CREF was much the same thing, CREF
was the first variable annuity in the world. It was invented by
TIAA and CREF. There was no provision at that time for separate
accounts of a life insurance company which would have been the
place that CREF would have gone, had there been such an ability
to do so; but that did not exist. So, CREF was created as a new non-
profit membership corporation in New York. So, it predated sepa-
rate accounts.

Then the question comes: All right, well, why not now make
CREF a separate account?

Senator CHAFEE. I understood the exchange you had with Sena-
tor Moynihan on that.

Mr. MACDONALD. Yes.
Senator CHAFEE. Apparently it involves going to a million profes-

sors, which is difficult in itself.
Mr. MACDONALD. But it would create no tax, which was what

was my--
Senator CHAFEE. Yes. So, as you pointed out with Senator Moyni-

han in your exchange, in the best of worlds you could set it up so it
would be nontaxable. So, I think we can pierce the corporate veil,
as it were here, and see that this is like a regular pension fund and
shouldn't be taxed. Now, you did mention that there was some
aspect of it that was insurance that you thought should be taxed.
Well, you are not encouraging it, but you are not resisting it quite
as much. Is that true?

Mr. MACDONALD. That is true, Senator. There is not the long his-
tory of public policy with respect to not taxing insurances that
there is with respect to not taxing pension funds until they are re-
ceived as benefits by the individual. And so, it would be a change.
We have appreciated that tax exemption. When we started major
medical insurance and disability insurance with the help of a Ford
Foundation grant in the 1950's and 1960's, we made coverage avail-
able that was not available to the colleges. We wrote that coverage
almost exclusively over Blue Cross at that time, which other insur-
ance companies would not have done-were not willing to do. Blue
Cross did not write major medical then.

Senator CHAFEE. My time is up; and I have got another question,
but it is Senator Moynihan's turn now.
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Senator MOYNIHAN. Mr. Chairman, why don't you go ahead and
ask your question?

Senator CHAFEE. All right. This goes to Mr. Tresnowski. Here is
the problem-again struggling withi this concept of fairness. The
Blue Cross has been in a competitive position in bidding for various
CHAMPUS contracts and has been successful. Now, what do we
say when Mutual of Omaha comes by and says: Now, we bid for
CHAMPUS. You bid for CHAMPUS. Yet, you are not paying an
income tax, and we are. I can understand your argument about
coverage for the small groups such as filling stations and the high
risk individuals, but what do we do with a bulk contract like that?

Mr. TRESNOWSKI. Senator Chafee, I am intimately familiar with
the CHAMPUS bids, and I would suggest that Mutual of Omaha
lost those bids not on the basis of any tax-exempt advantage we
have. The margin of difference in the bid prices were very substan-
tial, related largely to the efficiency of the computer operation of
Blue Cross and Blue Shield, and particularly Rhode Island, which
is a major winner of the CHAMPUS contract.

The CHAMPUS contract is not an underwritten contract. It is an
administrative services only for the use of our computers to process
claims for beneficiaries of the CHAMPUS program. The bid differ-
ence had nothing to do with the tax-exempt status.

Senator CHAFEE. We have to fight off those who are your com-
petitors. Let me ask you this: Do you feel that in a CHAMPUS bid,
those virtues of Blue Cross, which were outlined earlier, pertained
to a CHAMPUS bid as well? Are the same factors involved?

Mr. TRESNOWSKI. I think it does in this sense--
Senator CHAFEE. In other words, is the broad service covering the

individual and so forth relevant in a CHAMPUS bid?
Mr. TRESNOWSKI. I think it does in this sense: Why do we go

after a CHAMPUS contract? We go after it because it shares in the
overhead of all the business that we do. A computer is in place to
serve all our lines of business. If we can put a piece of the cost of
the computer on the CHAMPUS contract, it helps to support all of
our lines of business. To the extent that it helps to support all of
our lines of business, we are then better able to return, as I said, 89
cents on every dollar in benefits to the individual and high-risk
groups. So, the acquisition of the CHAMPUS contract indirectly
helps us do the kinds of community service responsibilities that I
described earlier.

Senator CHAFEE. All right, fine. Thank you very much. Senator
Moynihan?

Senator MOYNIHAN. Mr. Chairman, we have other witnesses.
Senator CHAFEE. We do.
Senator MOYNIHAN. I don't want to go on too much further, but I

would like to make two points and ask Mr. MacDonald if there are
any further points he would like to make. The first is that it is our
understanding that the Unitarian Church, the Presbyterian
Church-or should I say the Unitarian persuasion and the Presby-
terian Church-have set up systems comparable to the TIAA and
that the law, as it is now written, could extend to them. Is that
your understanding?

Mr. MACDONALD. That is my understanding, sir.
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Senator MOYNIHAN. Yes. So, Mr. Chairman, we would put in
jeopardy-excuse me-we would be putting in jeopardy these annu-
ity systems that these three mentioned religious groups have put
in as well.

Senator CHAFEE. Oh, yes.
Senator MOYNIHAN. And the other thing to say is simply-Mr.

MacDonald, if you would make it clear-when persons meant to re-
ceive their retirement benefits under TIAA, CREF, they proceed to
pay taxes on them?

Mr. MACDONALD. Yes, sir.
Senator MOYNIHAN. There is no avoidance of taxation by the in-

dividual. Every penny that they get is taxable, as you would
expect. It is just that this nonprofit organization has made avail-
able and pooled the resources of some 3,600 institutions, not all of
them but most of them teaching institutions, but not invariably;
and they are all nonprofit.

Mr. MAcDONALD. And all educational organizations. And that is
absolutely right, Senator. Annuitants who are receiving benefits
from TIAA-CREF will pay taxes on those benefits just as annu-
itants from every other pension system and fund will pay taxes on
those benefits when they receive them. It is a question of taxes
being imposed before the benefits are paid out to individuals.

Senator MOYNIHAN. Could I then just ask you if I sum up correct-
ly that you are in every essential respect a pension fund?

Mr. MACDONALD. Yes.
Senator MOYNIHAN. And no other pension fund pays taxes in the

country and this law would require you to du it?
Mr. MACDONALD. Yes, sir.
Senator MOYNIHAN. And as a pension fund, you pay out to re-

tired persons, and they pay taxes on what they receive?
Mr. MACDONALD. Yes.
Senator MOYNIHAN. As with every other pension fund?
Mr. MACDONALD. I think it is what we have tried to point out in

the testimony, that this really does single out the colleges and uni-
versities pension system for really unfair treatment, vis-a-vis
others.

Senator MOYNIHAN. Well, that is the point that Senator Chafee
was trying to make about fairness. This would make-what would
you estimate would be reduction in retirement benefits if this were
required?

Mr. MACDONALD. I tried to answer that question a little bit
before--

Senator MOYNIHAN. Yes, Senator Grassley was asking.
Mr. MACDONALD. For someone that was in for a period of over 30

years. For those that are close to retirement, it would make a very
modest difference, you know.

Senator MOYNIHAN. But over time?
Mr. MACDONALD. For those that were in for 10, 20, 30, and 40

years and of course, that is the kind of commitments that there are
with TIAA-CREF-they run 50 and 60 years, and the difference
can be very significant. When you are talking about 30 years of
contributing, the reduction is probably in the area of 10 to 12 per-
cent if you--

60-412 0 - 86 - 4
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Why don't those who are leaving leave very quietly, and Mr.
Wertheimer, why don't you start? We welcome you here.

STATEMENT OF FRED WERTHEIMER, PRESIDENT, COMMON
CAUSE

Mr. WERTHEIMER. Thank you, Mr. Chairman. Our testimony
deals with two provisions of the House tax bill. We are opposed to
the 100-percent tax credit for political contributions that was
passed as part of the House bill. We support the dollar tax check-
off for Presidential elections, which was repealed in President Rea-
gan's tax proposal but retained in the House bill.

The 100-percent tax credit for political contributions was rejected
in the House Ways and Means Committee by a 14-to-.21 vote and
then passed on the House floor by a margin of 230 to 196 votes. We
opposed the 100-percent tax credit by itself for three reasons.

One, it is not the remedy to what we consider the single biggest
problem in the field of congressional campaign financing, and that
is the role that PAC's are playing in the political process. We don't
believe there is any realistic reason to believe that simply increas-
ing the tax credit for individual contributions will effectively de-
crease PAC money or PAC influence in Congress. Second, a 100-
percent tax credit without effective bundling restrictions will in
fact become a potent new tool for increasing the power of PAC's,
and we do not think the House provision has an effective--

Senator CHAFEE. Could you define "bundling?"
Mr. WERTHEIMER. Yes; I am going to. Bundling is a practice

whereby PAC's will ask their members to write out checks individ-
ually to candidates, collect that money, and turn it over to the can-
didate. It is a way of getting around the $5,000 limit on what PAC's
can give to a candidate. In our view, it is an evasion of the PAC
limit. The FEC has presently held that it should not be counted
against the PAC limit, and the impact of that is to allow PAC's to,
in effect, provide very substantial sums of money in the form of in-
dividual contributions. We think that is wrong and that the law
should be changed. We also think that if you have that kind of
system and allow PAC's to, in effect, collect and channel "free"
money-100 percent tax credit money-they are the ones best posi-
tioned to organize and raise that money, and you are going to in-
crease their role in the congressional process, not decrease it.

The third point I would like to make is that the 100-percent tax
credit by itself available annually will provide an undue advantage
for incumbents over challengers. Incumbents already have a major
edge in raising small contributions by a margin of c ,)out 2V to 1.
The 100-percent tax credit will multiply that advantage, and the
reason is the following. It is drafted in a way that the 100-percent
tax credit is available to be raised annually. It means that incum-
bents will be raising this money in off-years. In the case of the
Senate, it would be raised over a 6-year period while challengers
will be raising it for the most 1 or 2 years. So, you are really pro-
viding a public subsidy in a way that represents an uneven playing
field, and it is by itself and available annually, simply unfair to
challengers.
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opposition to the provisions of H.R. 3838 which require that royal-
ties and other similar payments for technology transferred to for-
eign affiliates be measured not by traditional arm's length stand-
ards but by the level of net profits of the affiliate, taking into ac-
count variations from year to year.

The U.S. Tax Code has long required under section 482 that deal-
ings betWeen related parties generally, including U.S. companies
and their foreign affiliates, be conducted on an arm's-length basis,
as if those dealings w~re between unrelated parties. Most major de-
veloped countries have this same principle incorporated into their
Tax Codes. Thus, under U.S. law for U.S. companies licensing tech-
nology to a foreign affiliate, that affiliate must agree to make roy-
alty payments to the parent in a manner consistent with that that
an unrelated party would pay for the transfer of the same technol-
ogyunder the same terms and conditions.

We oppose the House change for four reasons. First, the House
provisions undermine the meshing of international tax regimes.
The United States has long been a leading advocate of the use of
the arm's length standard to resolve international taxing disputes.
Through the U.S. model tax treaty, the OECD model tax treaty,
and specific U.S. bilateral tax treaty negotiations, the United
States has been instrumental in persuading other nations to accept
the arm's length standard. To amend this standard now would seri-
ously undermine these long-standing efforts. Second, the provision
would create international double taxation. Because foreign gov-
ernments would not adopt the proposed U.S. rule for their local tax
purposes, U.S. companies will face the prospect of double taxation
on at least some of their profits from foreign manufacturing. The
United States would in effect force U.S.-owned foreign affiliates to
make royalty payments which, for foreign tax purposes, are treated
as nondeductible dividends.

Moreover, the increased royalty payments to the United States,
unlike dividend payments, will not bring along any foreign taxes,
in fact paid, to offset U.S. tax on that income. Third, the provision
would create continuous IRS taxpayer disputes and lead to a cost-
plus allocation of manufacturing income. While the House proposal
specifically abandons the use of the arm's length standard in deter-
mining related party royalties, it gives little guidance of what al-
ternative principles or rules taxpayers would have to apply to de-
termine proper royalty payments under the new provision. The
statutory committee report statement that any royalties should be
commensurate with the income attributable to the intangible, begs
the question of how to determine the amount attributable to that
intangible. Fourth, the changes to present law are unnecessary.
Most U.S. multinational companies have international licensing
agreements similar to Hewlett-Packard's: Longstanding licensing
arrangements covering all future products at a single royalty per-
centage rate applied to sales revenue. These agreements have been
reviewed and approved by the United States and foreign govern-
ments over the years. They accomplish a reasonable division of
profits between taxing jurisdictions and lead to relatively few dis-
putes. Surely, such facts cannot be seen as giving rise to the kind
of abuses that require abandoning traditional arm's length norms
in the U.S. legislation.



94

For all of the above reasons---
Senator CHAFEE. Now, what page are you on here?
Mr. LANGDON. I am on my conclusion.
Senator CHAFEE. All right, fine.
Mr. LANGDON. For all the reasons stated above, the abandonment

of well-established international taxing norms, the potential for
international double taxation, the likelihood for continuous dis-
putes with the IRS, and the failure to identify any abuses which
cannot be prevented under present law, we strongly urge that the
Senate reject the House changes to section 482 or section 367(d)
with respect to foreign affiliate royalties. I am prepared to answer
any questions you may have. Thank you.

Senator CHAFEE. Thank you very much, Mr. Langdon.
Now, Mr. Wiacek?
[The prepared written statement of Mr. Langdon follows:]
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Statement of Larry R. Langdon

Director of Tax and Distribution,

Hqwlett-Packard Company

for the American Electronics Association

Mr. Chairman, and members of this distinguished

Committee, my name is Larry R. Langdon. I am the Director of

Tax and Distribution of Hewlett-Packard Company, headquartered

in Palo Alto, California.

Hewlett-Packard is a designer and manufacturer of more

than 10,000 measurement and computation products and systems.

During its last fiscal year, Hewlett-Packard Company and its

subsidiaries had sales of $6.5 billion, about 43% of which were

to customers outside of the United States. Hewlett-Packard has

over 84,000 employees worldwide, of whom about 56,000 work in

the United States. We currently employ over 2,500 people in

your own state of Oregon. Worldwide R&D expenditures last year

were $685 million, 92% of which were in the United States.

Description of AEA

I am appearing before you this morning on behalf of

the American Electronics Association.
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AEA is the largest trade association of this nation's

largest manufacturing industry. AEA represents over 2,900

member companies nationwide, and over 450 financial, legal and

accounting organizations which participate as associate

members. AEA encompasses all segments of the electronics

industries including manufacturers and suppliers of computers

and peripherals, semiconductors and other components, defense

systems and products, telecommunications equipment,

instruments, software, research, and office systems.

The AEA membership includes companies of all sizes

from "start-ups" to the largest companies in industry.

Although 79% of our member firms are small businesses,

employing fewer than 300 people, AEA also represents two-thirds

of all the large electronics companies in the U.S. with over

1,000 employees.

Before addressing the committee's specific questions

concerning the treatment of foreign affiliate royalties under

Section 482, 1 would like to place our concerns with that

provision in their proper context as one factor in the

international competitiveness of the U.S. industry overall, and

high technology electronics in particular.

The Role of High Technology in the U.S. Economy

A recent Commerce Department study concluded that:

High technology industries are vital to the
U.S. economy. Their growth rate has been
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twice that of total industrial output, and
they contribute the bulk of technological
advances to all sectors of the economy.

National security depends upon the
technology-intensive industries both for
sophisticated items essential to modern
weapons superiority, and for a strong and
flexible industrial capacity for future
contingencies.

The United States will have to depend
heavily on its areas of greatest strength --
principally advanced technology -- to meet
increased competition in world markets. 1/

Vital as these electronics industries are for their

contributions to innovation, productivity, national security

and our quality of life, two important facts about them are not

widely recognized. First, they have become very large in their

own right, and second, they are rapidly losing their leadership

position in world markets.

The Nation's Largest Manufacturing Industr'

As a direct result of the enlightened capital gains

policies of the last seven years the U.S. electronics industry

has created over one million new domestic jobs and become the

nation's largest manufacturing industry, now employing over

es+teyppyar eerylcr.s Policies which impact this industry

therefore have a substantial direct impact on this nation's

l/ An Assessment of U.S. Competitiveness in High Technology
Industries; International Trade Administration; U.S. Department
of Commerce; February 1983; pg. iii.
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manufacturing sector. But such policies also indirectly affect

the entire economy since the electronics industry is the

toolmaker for other industries, providing the equipment needed

to strengthen U.S. productivity, and the global competitiveness

of all sectors of the U.S. economy. A healthy electronics

industry is key to U.S. leadership in the evolving information

age.

Declining International Competitiveness

The future of this industry in the U.S is ncw in

jeopardy due to a decline in the international competitiveness

of our technology companies. As noted in the recently released

Report of the President s Comission on Industrial

Competitiveness, chaired by Hewlett-Packard Company's Chairman,

John Young, U.S. companies have lost world market share in

seven out of ten high technology sectors in the last 20

years. 2/

As a result of this icss of market share the surplus

which these companies have trad~tiorilly contributed to the

nation's trade balance (+$7 4 billion in 1980) became a serious

trade deficit in 1984 (-$6.2 billion).

2/ Global Competition, The New Relity; Report of the
President's Commission On industrial Competitiveness (Young
Commission); January, 1985, pg. 16.
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e er yar ad a r late y y ere. yr arpl ecroe . y.

Ir lycp .yrle by arylcpp n laetcrye. bylb pa.e beyr

laete y y ere . a er.ec. cp.a pa.e beyr ceypy a laete e

c cyr. darey r tral 1 . yr.yle be Ps s Unfortunately, that

is exactly what is happening today. As our American exporters

have lost market share abroad, imported electronics products

have increase their share of the U.S. market by 42% between

1980 and 1984 Meanwhile, the percentage of U.S. electronics

sa> de::ve'l fror' exports has fallen 19%.

Th:s trend is costing the U.S. vital jobs today, and

re:at.e access to new technologies critical to national

defense in the future

The Role of Tax Policy in Retaining U.S.

GlIobal1 Competitiveness . -

While the U.S. electronics industry itself must accept

the primary responsibility for maintaining its global

competitiveness, three keys to meeting the challenge which the

federal government can affect are tax policy, budget policy,

and trade policy. We address only tax policy here.

Despite their importance to the U.S. economy, American

technology companies pay higher effective tax rates than firms

in most other sectors. Studies by the Congressional Joint

Committee on Taxation, the publication Tax _Notes, and the Urban

Institute conclude that hiah technology electronics companies

pay from 25 to 60 percent higher effective tax rates than the

- 5 -
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average for U.S. industry. While our major trading partners

support their industries with tax rebates on exports and strong

incentives fnr research and investment, the U.S. tax system

subsidizes consumer spending at the expense of job-c-eating

capital formation.

Problems with the House Reform Bill

The House-passed tax reform bill continues this

tradition. It reduces the R&D tax credit from 25 percent to 20

percent and extends it for only three years, thereby limiting

both the value of the credit and its long-term incentive

effect. The House bill increases the maximum tax rate on

capital gains from 20 percent to 22.8 percent, thereby reducing

incentives for risk capital investment. It also significantly

reduces the amount of foreign source income eligible for credit

against foreign taxes, thereby discouraging exports and

encouraging the shift of U.S. jobs offshore. The cost of

investment in capital equipment would also be increased by

eliminating the investment tax credit and by stretching out

depreciation schedules.

Mr. Chairman, AEA believes it is important that the

final tax reform bill contain:

o A permanent, 25 percent incremental tax

credit for R&D;

- 6 -



101

o A 20 percent maximum rate on individual

capital gains;

o Incentives for exports, such as the current

title passage sourcing of income rules of

Section 863(b); and

o Improved incentives for capital investments,

such as a tax credit for capital equipment

investments and depreciation schedules which

recognize the actual lives of equipment.

I will now turn to the specifics of AEA's concerns

with the treatment of various provisions of H.R. 3838 that

affect the international operations of U.S. companies and that

affect R&D.

Treatment of Foreiqn Affiliate Royalties

The AEA strongly opposes the provisions of H.R. 3838

(in Bill Section 641) which require that royalties and other

similar payments for technology transferred to foreign

affiliates be measured not by traditional arms-length standards

but by the level of net profits of the affiliate, taking into

account variations from year to year. The provision would undo

twenty years of progress in harmonizing the taxing regimes of

the major developed countries of the world, lead to substantial

international double taxation, cause continuous disputes

between the IRS and U.S. multinational taxpayers. and, in the

- 7 -
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end, act to discourage U.S. companies from maximizing the share

of their worldwide R&D performed in the United States.

Present Law: The Section 482 Arms-Length Standard for

International Transactions

The U.S. tax code has long required under Section 482

that dealings between related parties generally, including

between U.S. companies and their foreign affiliates, be

conducted on an "arms-length" basis, as if those dealings were

between unrelated parties. Most major developed countries have

this same principle incorporated into their tax codeE;. Thus,

under U.S. law where a U.S. company licenses technology to a

foreign affiliate, that affiliate must agree to make royalty

payments to the parent in a manner consistent with what an

unrelated party would pay for a transfer of the same technology

under the same terms and conditions. Similarly, virtually all

major foreign countries allow a deduction for royalties paid by

a local affiliate to its U.S. parent if the payment meets this

arms-length standard. If the payments agreed to and made by

related parties under licensing arrangements are inconsistent

with unrelated party transactions, the IRS has the authority

under Section 482 to increase the royalty by reallocating

income to the parent. The taxpayer can then petition the

foreign government to permit an increase in its local royalty

deduction accordingly. If the foreign government disagrees

with the IRS and is a party to a tax treaty with-the United

- 8 -
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States, the taxpayer can invoke the treaty "competent

authority" mechanism, under which the two governments attempt

to negotiate a mutual agreement resolving the issue. Through

these procedures the taxing regimes of differing countries can

be harmonized and international double taxation can be avoided.

House Bill Provision

The House bill provision would expressly abandon this

present law framework in the United States and replace it with

a requirement that royalties and other similar payments to U.S.

companies for the use of intangibles "be commensurate with the

income attributable to the intangible." The Committee Report

expressly states the intent that "unrelated party transactions

do not provide a safe-harbor minimum payment for related party

intangibles' (Committee Report, at page 425). Rather the

provision appears to require that payments be based on the

actual level of net profits realized by the foreign affiliate

regardless of the expectations for such profits at the time the

license agreement was entered into. Further, as profitability

levels vary from year to year after the agreement is made, the

IRS can adjust the level of royalty payments notwithstanding

the terms of the agreement.

- 9 -
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The House Provision Undermines the Meshing of
International Tax Regimes

The United States has long been a leading advocate of

the use of arms-length standards to resolve international

taxing disputes. Through the U.S. model tax treaty, the

O.E.C.D. model tax treaty and specific U.S. bilateral treaty

negotiations, the United States has been instrumental in

persuading other nations to accept the arms-length standard.

To abandon that standard now would seriously undermine these

long- standing efforts.

It is clearly unrealistic for the United States to

expect other countries to adopt the proposed new rules for

their local tax purposes. Since royalty payments are tax

deductible under the laws of our major trading partners,

adopting the proposed rules would effectively be ceding

substantial revenues to the United States. Just as the

United States would not even seriously consider changing its

tax laws if, for example, Germany or Japan adopted new rules

for the treatment of royalties, we cannot expect foreign

governments to respond to any such change by the United States.

The conclusion that foreign governments will not

conform their systems to the proposed U.S. change is made even

more clear by the fact that the House bill change is

specifically limited to transfers of technology outbound from

the United States and does not apply to transfers into the

- 10 -
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United States. Essentially the House bill takes the position

that a different and generally higher royalty may be required

for licenses of technology by U.S, taxpayers to foreign

manufacturing affiliates (where the royalties are taxed in the

United States) than is required for licenses by foreign

taxpayers to U.S. manufacturing affiliates (where the royalties

are deducted in the United States). If the United States

cannot accept the proposed provision to its own revenue

detriment, it is surely unrealistic to expect any foreign

government to do so.

Provision Will Create International Double Taxation

Because foreign governments will not adopt the

proposed U.S. rule for their local tax purposes, U.S. companies

will face the prospect of double taxation on at least some of

their profits from foreign manufacturing. The United States

will in effect force U.S.-owned foreign affiliates to make

royalty payments which for foreign tax purposes are treated as

nondeductible dividends. Moreover, the increased royalty

payments to the United States, unlike dividend payments, will

not bring along any foreign taxes in fact paid to offset U.S.

tax on that income.

The threat of this double taxation can have a serious

impact on multinational companies like Hewlett-Packatd. As was

mentioned previously, Hewlett-Packard conducts over 90 percent
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of its worldwide R&D in the United States. The company since

its beginning has adopted the practice of licensing its

technology to each of its foreign manufacturing affiliates

under a single licensing agreement covering all products. In

fiscal 1985 Hewlett-Packard collected more than $75 million in

royalties from its affiliates under these agreements. The

largest portion of this royalty income came from high tax

jurisdictions, such as Germany, France and Japan. As a matter

of corporate philosophy Hewlett-Packard requires each of its

U.S. and foreign affiliates' activities to be self-funding.

Thus, our intercompany licensing agreements must include a fair

royalty charge. Otherwise, the licensing affiliate will not

have sufficient resources to conduct R&D or the manufacturing

affiliate will not have sufficient resources to pay for

inventories and manufacturing facilities. This creative

tension motivates our approach to setting intercompany

royalties in a manner consistent with arms-length transactions.

The House bill gives IRS agents the authority to upset

these long-standing arrangements, at least where a particular

product in a particular year is more profitable than the

average product. Because the resulting U.S. tax increase will

not be offset by lower foreign taxes in high tax jurisdictions,

the consequences for Hewlett-Packard can be serious.

- 12 -



107

The Provision Will Create Continuous IRS-Taxpayer
Disputes and Lead to "Cost-Plus" Allocations of
Manufacturing Income

While the House proposal specifically abandons the use

of arms-length standards for determining related party

royalties, it gives little guidance of what alternative

principles or rules taxpayers should apply to determine proper

royalty payments under the new provision. The statutory and

Committee Report statement that any royalty should be

"commensurate with the income attributable to the intangible"

begs the question of how to determine the amount of income

'attributable" to that intangible. If arms-length standards

foi such a determination are to be abandoned, perhaps some

mechanical apportionment of income is intended to be applied.

But no indication is given on how any such appointment is

intended to be undertaken. Taxpayers and the IRS are left to

dispute the issue without any guiding principles.

The Committee Report does state that foreign affiliate

licensees using U.S.-developed technologies will not

mandatorily be treated as mere "contract manufacturers" or

"cost-plus" contractors (Committee Report, at page 426). Yet

it would seem likely that in practice this result would occur.

The abandonment of arms-length standards and the lack of

guidance on any intended method of income apportionment leaves

a cost-plus manufacturing type of analysis (with residual

profits attributable to R&D and therefore included in the
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increased royalty) as the one obvious remaining method

available for allocating income. Since this method is also

generally the most favorable to the IRS, IRS agents can be

expected to adopt -t on audit. While taxpayers will argue

strenuously against its application, they will likely have a

difficult time persuading any court that the agents'

determinations are arbitrary or unreasonable, as is required to

avoid an IRS adjustment under Section 482. Thus, while the

House may not have intended to "mandate" the use of a cost-plus

manufacturing income method of pricing, and while taxpayers are

likely to argue vigorously, that method would almost inevitably

be applied to audited taxpayers.

Changes to Present Law Are Unnecessary

Most U.S. multinational companies have international

licensing similar to Hewlett-Packard's arrangements: long-

standing license agreements covering all present and future

products at a single royalty percentage rate applied to sales

revenue. These agreements have been reviewed and approved by

U.S. and foreign governments over the years. They accomplish a

reasonable division of profits between taxing jurisdictions and

lead to relatively few disputes. Surely such facts cannot be

seen as giving rise to the kind of abuses which would require

abandoning traditional arms-length norms in new U.S.

legislation.
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Indeed, the Committee Report does not indicate any

particular concern with these types of most common licensing

arrangements. Instead the focus seems to be the less common

case of a U.S. company that enters into a separate license

agreement for one specific existin'r or new product in

circumstances where the product could end up being

substantially more profitable than average products of the

taxpayer or the taxpayer's industry more generally. But even

in this type of case the IRS has ample authority to require

that the royalty payment be "commensurate" to the income from

the intangible under present law. The recently decided

Ciba-Geigy case 3/ makes clear (ironically, over IRS objections

because the royalty was paid by a U.S. taxpayer to a foreign

parent) that royalty payments on specific product licenses are

to reflect the actual prospects for profitability of the

specific licensed product and not general industry or other

more standardized payment rates. Thus, any abuses which

Congress may perceive arise not from defects in present law (or

really even in current IRS regulations) but from an IRS failure

to interpret and enforce The law in the manner permitted under

cases like Ciba-Geiqy.

3/ Ciba-Geigy v. Commission, 85 T.C. 172 (1985).
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Conclusion

For all the reasons stated above -- the abandonment of

well-established international taxing norms, the potential for

international double taxation, the likelihood for continuous

disputes with the IRS and the failure to identify any abuses

which cannot be prevented under present law -- we strongly urge

that the Senate reject any changes to Section 482 or Section

367(d) with respect to foreign affiliate royalties.

Impact of Other Provisions

While the proposed changes to section 367(d) and

section 482 are the focus of my testimony today, I thought it

would be useful to review for the Committee the position of the

AEA with regard to several other provisions of the House bill

that would have a significant effect on the international

competitiveness of electronics companies.

Allocations of R&D Expenses Under Regulations

Section 1.861-8

Treasury Regulations Section 1.861-8 requiring

apportionment of U.S. R&D expenses against foreign income are

excessive, arbitrary, inequitable and deter U.S. R&D spending.

These rules have been temporarily suspended and studied since

1981, largely because of a concern that they will encourage

United States companies to move R&D outside of the U.S. The
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moratorium on apportionment of R&D expenses has lapsed, but it

should be made permanent during the current tax reform effort.

H.R. 3838 moves somewhat in this direction, by -

allocating 50% of U.S. R&D to U.S. source income and the

remainder between U.S. and foreign source by sales or gross

income, but only for two years. Permanent extension of the

moratorium, which more appropriately allocates 100% of U.S. R&D

expenses to U.S. source income, would help ensure that R&D will

be conducted in the United States, which will also help to keep

manufacturing and service jobs in the United States.

The basic overall foreign tax credit ("FTC")

limitation is determined by the following formula:

FTC Limitation - U.S. Tax Before Foreign Source Taxable
Credits X Income

Total Taxable Income

This formula is designed to ensure that foreign taxes will not

be used to offset U.S. tax on U.S. source income. A dollar of

R&D expenses allocated to foreign source taxable income will

reduce the numerator of the fraction above. As a consequence,

the limitation will be reduced by 46 cents, which reflects the

U.S. statutory tax rate of 46% applied to foreign source

income. However, R&D expenses incurred in the United States

and allocated to foreign source income would not be deductible

in foreign countries. Accordingly, when the foreign taxes paid
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by a U.S. taxpayer exceed the FTC limitation, the resulting

U.S. tax liability would be increased.

For taxpayers in an excess foreign tax credit

position, the only way to ensure full tax deductibility of R&D

expense on a worldwide basis would be to transfer R&D

activities outside the United States to Canada, the U.K.,

Germany, Japan, or other countries. The United States should

not encourage such transfers. Instead, the penalty imposed on

the conduct of R&D in the United States by the current

Section 1.861-8 regulations should be ended by making the

moratorium permanent. Doing so would not itself be an

incentive for doing R&D in the United States, but it would

remove a substantial disincentive.

Furthermore, because the disincentive effect of

Section 1,861-8 operates only on companies in an excess foreign

tax credit position, such companies are at a competitive

disadvantage with foreign companies (as well as other U.S.

companies not in an excess credit position). The companies

that are affected by the Section 1.861-8 R&D rules tend to be

multinational companies that are in an excess credit position

because they pay relatively high foreign taxes (due to

significant profits in high-tax jurisdictions) and conduct a

significant amount of R&D in the United States. Such companies

frequently are major exporters from the United States.
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Under both H.R. 3838 and Treasury II, however, most

U.S. taxpayers would be in an excess credit position. This

would occur because of lower tax rates, expanded

separate-basket FTC limitations, changing the source of export

income from foreign to U.S., and other proposed changes. As a

consequence, many more taxpayers will have excess foreign tax

credits. For such companies the after-tax cost of conducting

R&D in the United States would increase dramatically.

The benefit of the R&D credit as a stimulus to R&D in

the United States would be substantially offset under the

Section 1.861-8 regulations because'incremental research

conducted in the United States will not be tax deductible. As

long as U.S. tax policy is designed to encourage research in

the United States, the disincentive of the Secton 1.861-8

regulations through the denial of full deductibility of R&D

expenses makes little policy sense.

Unfortunately, under current Section 1.861-8 rules,

the only way to ensure full tax deductibility of R&D expenses

is to perform the R&D in foreign countries. Imposing a

permanent moratorium on the Section 1.861-8 regulations to

ensure that R&D expenses are entitled to a tax deduction should

provide a better environment to assure senior corporate

management that conducting R&D in the United States makes good

economic sense.
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H.R. 3838 Increases Taxes on Exports - Source Rule
Eliminated, FSC Curtailed

H.R. 3838 would eliminate or significantly reduce two

important incentives for U.S. exports. First, the title

passage sourcing rule that treats part of the income from U.S.

exports as foreign source income would be eliminated. Second,

the percentage of export income exempt from tax under the

Foreign Sales Corporation (FSC) provisions would be reduced

from 15% to 13%.

The clear impact of both provisions would be a

substantial tax increase on United States exports. At a time

when Congress is searching for effective means to reduce our

record balance-of-trade deficit, adopting such provisions would

be counter-productive.

Congress recognized the need to provide effective tax

incentives for U.S. exports when it adopted the FSC provisions

in 1984. Lowering the benefits available under those

provisions would considerably reduce their stimulative effect.

The title passage sourcing rule was affirmed and

modified by Congress at the same time that it adopted the FSC

provisions. This sourcing rule provides an incentive for U.S.

exporters by treating a portion of their export income as

foreign-source income, which improves their ability to utilize

foreign tax credits. This incentive has not been challenged

under GATT, which was a major difficulty under the DISC rules.
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Furthermore, in some cases this sourcing rule is essential to

prevent international double taxation of export income.

H.R. 3838 Would Discourage R&D in the United States

There are a number of ways in which R&D would be

discouraged by H.R. 3838 compared to current law.

1. The R&D credit is reduced from 25% to 20%.

Furthermore, it is extended for only three years, instead of

being made permanent.

2. The moratorium on R&D allocations under

Section 1.861-8 was not made permanent. H.R. 3838 would

allocate only 50% of U.S. R&D expenses to foreign source income

for only two years.

3. The proposed changes to Sections 367(d) and 482 would

lead to uncertain results if taxpayers conducting R&D in the

U.S. license technology to foreign affiliates. A clear way to

overcome this uncertainty and that of allocations under

Section 1.861-8 is to conduct R&D outside the United States.

4. The depreciation period for most R&D equipment would

be extended from 3 years under the current ACRS system to 5

years or longer under H.R. 3838.

CONCLUSION

R&D is the basis of technological innovation and

international competitiveness for U.S. electronics companies.
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Successful R&D results in many jobs in the manufacturing and

service sectors as well.

Several provisions of H.R. 3838 would create

substantial disincentives for conducting R&D in the

United States, such as the proposals concerning Section 1.861-8

of the income tax regulations and Sections 367 and 482 of the

Code, while diminishing the effectiveness of the R&D credit.

Other provisions of H.R. 3838 would-increase taxes on exports.

At a time of record trade deficits and intense

international competition, fueled by other countries'incentives

for their companies. the U.S. can ill afford to create a less

favorable environment for companies to conduct R&D in the

United States. or to export manufactured goods from the

United States.
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STATEMENT OF RAYMOND WIACEK, PARTNER, JONES, DAY,
REAVIS, AND POGUE, WASHINGTON, DC; ON BEHALF OF THE
EMERGENCY COMMITTEE FOR AMERICAN TRADE
Mr. WIACEK. Thank you. My name is Ray Wiacek, and I am a

partner in Washington with Jones, Day. I am appearing today on
behalf of the Emergency Committee for American Trade issues or
ECAT, an organization of over 60 large American companies specif-
ically interested in international tax and trade issues. ECAT com-
panies have annual worldwide sales in excess of $700 billion and
they employ over 5 million people. I have submitted a written
statement for the record so this morning I would like to make just
a few general observations about the House international propos-
als, and then I would like to talk about a couple of provisions in
particular. I would also be happy to take any questions.

My first general observation concerns the so-called abuses used
to justify the House proposals. In my view, in virtually every case
these abuses could be addressed by provisions much less sweeping
and much less damaging to our position overseas. In other words, I
believe the House frequently used an elephant gun to shoot a
mouse. In our written submission, we have suggested just such al-
ternatives with respect to virtually all of the House proposals. We
hope they prove constructive. There is probably not time to review
them this morning, but I would be happy to take any questions
with respect to them.

The second general observation I would like to make is that the
proposals are revenue driven. They specifically target the overseas
operations of U.S. business for some $13 billion in additional tax-
ation.

And the third general observation that I would like to make is
perhaps the most important--

Senator CHAFEE. Now, what was that last figure?
Mr. WIACEK. $13 billion in additional taxation targeted directly

at the overseas operations of U.S. businesses. That is in addition to
all the other changes that you have heard about in your hearings
this summer.

Senator CHAFEE. This bill does that?
Mr. WIACEK. This bill raises approximately $13 billion over 5

years specifically from the foreign sector.
The last general point I would like to make is that the proposals

depart from longstanding international norms in the tax field. And
what this means is that although there will be many calls to "level
the playing field," in the international area the United States does
not control the playing field. So, until the United States convinces
its foreign trading partners to level the same field, unilateral adop-
tion of the House proposals is akin to shooting yourself in the foot.
At best, it tilts the field against us.

Senator CHAFEE. Now, you are mixing a metaphor, but we will
excuse that. [Laughter.]

Mr. WIACEK. The first specific provision I would like to address is
the elimination of deferral for banking, shipping, and insurance.
Deferral, as you know, is a policy that says we do not tax income
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until it is received. ECAT has always opposed efforts to overturn
this policy, in cooperation with many on this committee. We have
also always known, however, that this is a policy that potentially is
subject to abuse, so we have always had so-called subpart (f), which
does tax on a current basis certain passive, related party transac-
tions. But the House proposal targets real businesses-active busi-
nesses-involved in third-party transactions. ECAT is very much
concerned for these businesses because it thinks that this proposal
stands tax policy on its head in this area, We are also concerned
that it is a terrible precedent and may serve as a beachhead for a
general attack on deferral.

A related proposal is the so-called separate basket limitation
with respect to foreign tax credits. The purpose of a foreign tax
credit limitation is to make sure that U.S. taxes on domestic source
income are not offset by foreign taxes. Current law does this per-
fectly, and the House proposal will do no better. Its purpose is in-
stead to take the income of an integrated business and chop it up
into a series of separate baskets, so as to create artificially a pot, or
basket, that is taxed at less than 46 percent, so the United States
can tax up the difference.

In the foreign tax credit area, ECAT is also very concerned with
a provision which would substantially reduce foreign tax credits for
withholding taxes on interest earned by U.S. lenders on cross-
border loans. This provision will impede the growth of U.S. exports
by reducing the amount of international credit available and by
undermining the ability of U.S. lenders to compete with foreign
banks. Regional and money center banks are so concerned with
this proposal that they have asked ECAT to make a supplementary
submission with respect to it.

The last specific provision I would like to talk about is the one
known as sourcing. In order to compute your income taxes, you
have to distinguish domestic and foreign income; and the United
States has long used a 50-50 rule of thumb which treats income
with respect to goods manufactured in the United States but sold
overseas as 50-percent foreign and 50-percent domestic. This recog-
nizes the international aspects of the transaction. The House pro-
posal would treat such a transaction essentially as all domestic, ig-
noring the international aspects of the transaction. And this pro-
posal is death to U.S. exporters. It falls very heavily on the large
U.S. exporters.

I have run out of time, so let me just say in conclusion that, al-
though I have talked very quickly--

Senator CHAFEE. Try to make your conclusion quick because we
have a vote on, and I think we will try and take Mr. Loree before
we recess.

Mr. WIACEK. The conclusion is 10 seconds.
Senator CHAFEE. You have got it; go ahead.
Mr. WIACEK. Although I have talked quickly, we haven't

scratched the surface of any number of other foreign provisions.
There is the allocation of interest to foreign source income; it is the
biggest revenue item, and it affects every business that borrows-
that is, everyone. There is the 367/482 royalty provision discussed
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by my colleague. Another provision of concern is the extension of
the section 861 R&D moratorium, which many members of this
committee have long been interested in, and there are others that
merit your attention. Thank you.

Senator CHAFEE. Ten seconds. Mr Loree.
[The prepared written statement of Mr. Wiacek follows:]
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TESTIMONY OF RAYMOND J. WIACEK
ON BEHALF OF THE

EMERGENCY COMMITTEE FOR AMERICAN TRADE

My name is Raymond J. Wiacek, and I am a partner in

Washington with the international law firm of Jones, Day,

Reavis & Pogue. I am appearing on behalf of the Emergency

Committee for American Trade, or "ECAT," an organization that

represents over 60 large United States corporations interested

in international tax and trade issues. My comments will

address the international provisions contained in the Ways and

Means tax bill, particularly those not proposed in Treasury I

or II.

ECAT is keenly interested in these international

provisions. ECAT's members have annual worldwide sales of over

$700 billion, and employ over five million workers. They

conduct business in virtually every market in the world,

against formidable competition from Japan, Germany, and other

countries. They also account for a substantial portion of

total U.S. exports and are among the largest U.S. investors

overseas.

Before discussing specific provisions, several features

common to all of the Ways and Means-initiated international

proposals should be noted. First, although of obvious and

crucial importance, no hearings were held on the proposals.
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They arose very late in the garre, often in one page "Task

Force" reports, and were not subject to the debate and analysis

which should precede change of the scope represented by the

proposals.

Second, virtually every one of the proposals departs from

longstanding practices used throughout the world in taxing

international transactions and avoiding double taxation. If

enacted into law, the proposals would subject U.S. companies

competing abroad to complex new tax rules not imposed by Japan,

Germany, Britain, France, Korea, or other countries on their

companies. This makes clear a very obvious feature of tax

revision in the international arena -- the U.S. does not

control the field. Thus, while it may be acceptable to talk

about "base broadening" or "level playing fields" when

discussing domestic tax reform, these concepts should not be

applied to international taxation until the U.S. persuades our

foreign trading partners to level the same field

Third, the proposals are supposedly necessary because of

the "tax-motivated" or "abusive'" nature of U.S. investment

abroad. But alternatives to the Ways and Means proposals which

specifically target the "abuses" cited by Ways and Means are

easy to craft, and do not require the sweeping changes adopted

by Ways and Means. Moreover, U.S. companies go abroad for

business, not tax reasons. They go abroad to get within custom

and tariff barriers, to meet the regulatory requirements of
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foreign governments, t. exploit natural resources, to provide

parts and service to foreign customers, and to compete

generally in the international marketplace. Recent Department

of Commerce data shows that over 95% of all U.S. investment

overseas is made in countries with tax rates comparable to or

higher than those in the U.S. This statistic alone proves that

the case cannot be made regarding "tax-motilated" foreign

investment.

Fourth, the proposals are revenue-driven. They will burden

the international operations of U.S. companies with over $13

billion in additional taxes.

Finally, the proposals will harm the competitiveness of

U.S. companies doing business overseas. It will subject them

to ne',j rules of taxation not used by any of our competitors, in

order to extract billions of dollars of new taxes not faced by

any of our competitors. This raises the obvious question of

who is most likely to succeed in competing for international

business -- the U.S. firm carrying a huge new tax burden or its

foreign competitors whose gove:nments continue to follow

long-accepted norms of international taxation.

A discussion of the major international proposals adopted

by Ways and Means, together with suggested alternatives,

follows.
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Deferral

The U.S. does not tax the income of foreign corporations

until returned to the U.S. This is commonly referred to as

"deferral." (The word deferral is misleading to the extent it

'suggests that a tax benefit has been granted, because what

really is involved is the entirely appropriate policy of the

U.S. not to tax income that has not been received.) Subpart F

embodies certain exceptions to deferral. The underlying theory

of subpart F is that income earned in passive transactions

between related parties is potentially abusive. Active,

unrelated party transactions are subject to deferral -- that

is, real businesses conducting real international operations

are not taxed currently on funds they have not received.

The Ways and Means bill contains provisions that would blur

the distinction between active, unrelated party and passive,

related party transactions. Targeting certain industries, the

Ways and Means bill eliminates deferral for all banking,

insurance, and shipping operations. This change is not

limited, say, to one-man banks formed in the Caribbean. It by

its terms is aimed at bona fide, active, unrelated party

transactions in very important businesses.

ECAT is concerned that treating foreign income as taxable

in the U.S. before it is received will present significant

problems in countries which limit or block the repatriation of

income to the U.S.

60-412 0 - 86 - 5
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ECAT is also concerned that foreign banks, insurers, and

shippers, which are not taxed currently by their governments on

income they have not received, will achieve a competitive

advantage.

But ECAT is most concerned that the Ways and Means

provision will serve as the beachhead for a general attack on

deferral. ECAT is opposed to the abandonment of the

longstanding tax policy distinguishing passive, related party

transactions from active, bona fide operations conducted with

the general public. If Congress permits the elimination of

deferral today for bdna fide bank, insurance, and shipping

companies, will electronics, chemicals, or consumer products be

next?

The elimination of deferral has long been on the agenda --

hidden or otherwise -- of some who style themselves tax

reformers. Congress has repeatedly rejected their

blandishments. ECAT historically has been very much involved

in these developments, and resisting the piecemeal approach to

eliminating deferral should be a top priority in the current

tax reform debate.

Alternative. Once it is ccnceded that active, unrelated

party transactions are not abusive, operations seeking to avoid

subpart F by calling themselves "banks," "insurers," or

"shippers" could be included within subpart F. For example,

"incorporated savings accounts" or one-man island banks could
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be covered by providing that any "bank" owned by 5 or fewer

individuals (or by a company or companies owned by 5 or fewer

individuals) would not be treated as bona fide. Additionally,

a bank would not be treated as bona fide unless it met some

commonsense tests -- for example, unless it had tellers,

incurred expenses, made loans to third parties, issued letter

of credits to third parties, and so on. Finally, exclusion

from subpart F could be conditioned on the availability of

books and records in a manner reasonably comparable to

domestically situated books and records (consistent with treaty

agreements, if any, and local law).

This alternative would address any abuse about which Ways

and Means may have been concerned, but would respect the real

banking, insurance, or shipping operations of large,

publicly-traded companies with nothing to hide.

Sections 367 and 482

The Ways and Means bill contains a "sleeper" which will

drastically change the pricing, licensing, and use of high

technology throughout the world. This provision would require

payments for the use of technology abroad to be reset on a

periodic basis, even if the payments were set in the first

instance at arm's length, taking into consideration all

relevant facts and circumstances.
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This proposal seems inocuous enough. But what is intended

is for the IRS to have the power to exact -- legally -- ever

higher payments from U.S. affiliates operating abroad. Assume,

for example, a European affiliate of a U.S. company which

actively manufactures and sells a product in Europe against

German, French, and British competition, using technology for

which it pays its U.S. parent a 10% royalty. Assume further

that this is truly an arm's length royalty, because it is the

same rate the U.S. company charges an unrelated Japanese

concern to use the technology in Japan (a market to which the

U.S. company is denied access). When the European company's

sales increase, the royalty to the U.S. parent increases,

because the royalty is set in percentage terms. Under the

proposed new rule, however, the IRS can adjudge the increase to

be "inadequate" and exact a higher return.

To invoke the new rule, the IRS will not be required to

show that the 10% royalty was set too low or was otherwise

unfair to the U.S. parent in the first instance. The IRS need

only feel that "not enough" is being paid currently to the

U.S. Thereafter it may demand, say, a 50% royalty. The

royalty paid by the Japanese concern, in contrast, will remain

at 10%, because the new rule applies only to related parties,

and because in the real world a deal is a deal.

This proposed new rule is divorced from commercial

reality. Unrelated parties do their best to negotiate an
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agreement using all the facts and circumstances known at the

time, and thereafter they 1-ive with the agreement negotiated.

Royalty rates, for example, are set for the life of the product

involved, and are not periodically reset or increased. (if

anything, unrelated parties provide for caps or decreases in

royalty percentages as sales grow.)

The proposal also contradicts longstanding U.S. and

international tax principles. In divorcing itself from the

real world practices of unrelated parties, the proposal

abandons the arm's length standard relied on throughout the

world as the touchstone of international pricing. The OECD has

addressed this specifically with respect to technology:

"The general principle to be taken as the basis
for the evaluation for tax purposes of transfer
prices between associated enterprises under
contracts for licensing patents or know-how is
that prices should be those which would be paid
between independent enterprises acting at arm's
length."

It is also unlikely our major trading partners will accept

the new rule, which will lead to double taxation of U.S.

companies competing abroad. One cannot believe, for example,

that Germany will allow a higher royalty to be exacted from a

German user of technology -- by either the U.S. Government or

U.S. transferor -- based on the success of a product in Germany.

Although representing a major change, no hearings were held

concerning the proposal. Nor was it mentioned in Treasury I,

Treasury II, or the Staff Options. In fact, it was hidden



128'

-9 -

among section 936 changes, although its impact extends far

beyond Puerto Rico. ECAT has been told by many high tech

companies that this is their number one international issue.

ECAT believes the new rule will harm U.S. international

competitiveness. It is complicated and arbitrary, and will

increase planning uncertainties and administrative expenses.

It will lead to double taxation, burdening U.S. companies as

compared to their foreign competitors. Most important, it will

interfere in business decisions as to how, when, and where U.S.

technology should be employed, robbing the U.S. of its primary

advantage in the international marketplace.

Alternative. ECAT understands that there was concern that

technology which could be reasonably predicted to be successful

was being licensed at rates considered too modest. The staff

referred to this as the "hot product" or "crown jewel"

problem. Since royalties are usually set in percentage terms,

resulting in larger payments as products prove successful, ECAT

does not agree there is a "hot product" or "crown jewel"

problem. Accordingly, and in light of-the fundamental nature

of the Ways and Means proposal and the complete absence of

hearings, ECAT does not believe the Ways and Means proposal

should be adopted. Stated otherwise, under no circumstances

should an agreement concluded in line with arm's length

principles be deemed renegotiable by U.S. tax law.
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Section 861 and R&D

The current section 861 regulations treat a portion of

U.S.-incurred R&D as if it were foreign. The Treasury believes

this is necessary because the R&D is utilized not only in the

U.S., but abroad as well. (Note, however, that royalties are

usually paid to compensate for this foreign utilization; in

fact, the changes to section 367 made last year by DEFRA

require fair market royalties to be paid in such cases.)

Many believe it is bad policy to treat any U.S. R&D as if

it were conducted abroad, because it encourages such R&D in

fact to be conducted abroad. Even those who believe that tax

theory requires at least some such treatment agree that the

treatment prescribed by the current regulations leads to

results which are mechanical, harsh, and incorrect. That is

why a series of moratoriums have been passed by Congress.

There was support on the Ways and Means Committee, and

there is support in the Finance Committee, to continue the

moratorium, particularly since the Treasury has not proposed a

permanent solution reasonably revising the hsrsh treatment

called for under the current regulations. A temporary

extension of the moratorium was included in the Senate's

reconciliation and "extender" packages. Many Members, in fact,

would make the moratorium permanent.

Alternative. The Ways and Means bill contains a two-year,

"half" moratorium. This was clearly an expedient, temporary,
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and minimally acceptable "solution." The business community

would prefer an extension of the moratorium. But in light of

the revenue pressures underlying the Ways and Means effort,

some companies told the Treasury and Ways and Means staff that

a compromise permitting a permanent 75% "set aside," instead of

the temporary 50% set aside found in the ways and Means bill,

would be accepted as a permanent solution if it were endorsed

by the Treasury and Ways and Means. Note, however, that the

other features of the Ways and Means approach should not be

revised to offset this higher set aside. In particular, no

"technical" suggestion from the Treasury or staff to revise the

gross income formula approved by Ways and Means should be

considered.

Sourcing

Income from goods manufactured in the U.S. for export are

generally treated under current law as 50% U.S. source and 50%

foreign source. The Ways and Means bill will generally treat

such income as all domestic. (The Ways and Means exception to

all domestic treatment applies only where the export is subject

to foreign taxation. While this exception may benefit foreign

countries, it will help neither the exporter nor the U.S.)

Treatment of export income as all domestic will adversely

affect the exporter's foreign tax credit calculations, and

increase its worldwide tax burden. Treatment of the income as
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50% domestic and 50% foreign is an approximation, admittedly,

but it is a Solomon-like-one which produces a readily
-7-

administrable rule which recognizes that the product is being

marketed and sold in a foreign country, to a foreign purchaser,

for foreign furds. The all domestic rule fails to recognize

that the transaction is in any way international. It also

fails to recognize that because many other countries have

sourcing rules like these now employed by the U.S., changing

the current U.S. rules will produce double taxation.

It is important to note, in addition, that increasing the

worldwide tax burden of U.S. exporters at a time when severe

harm has already been done by the strong dollar, tariff

barriers, closed markets, hidden subsidies to foreign

competitors, and other actors, constitutes bad trade policy.

Many large exporters believe this is the most important change

made by the Ways and Means bill. There are other changes to

the sourcing rules affecting transportation, 80-20 companies,

intangibles, and other property, which may be discussed by

certain companies or industries, but as a trade matter, the

changes affecting the export of goods from the U.S. are by fac

the most significant.

Alternative. ECAT believes the fair and administrable

rules embodied in current law are much preferable to the wholly

arbitrary, all domestic proposal adopted by Ways and Means.

But if changes in current law are deemed necessary, new rules
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which require a minimum level of direct or indirect overseas

operations -- shortof "permanent establishment" status --

would curtail "abuses" without harming U.S. exports, and would

avoid the recharacterization of truly international

transactions as all domestic.

Foreign Tax Credit Limitations:
Overall, Per Country, and Separate Baskets

The purpose of a foreign tax credit limitation is to insure

that U.S. tax on U.S. domestic income is not reduced by credits

for taxes paid abroad. The limitation contained in current

law, known as the "overall" limitation, does this absolutely

and completely. It allo.4s credits to be claimed only up to the

amount of U.S. tax that would otherwise be imposed on the

foreign income in question. It is easiest to calculate the

overall limitation by multiplying foreign income by 46% (the

U.S. tax rate). For example, if a company earns $200 abroad,

on which it pays $100 in foreign taxes, it will be allowed only

$92 as a credit (46% of $200). The other $8 paid in foreign

taxes cannot be used to offset taxation of domestic income.

The Administration proposed a "per country" limitation to

replace the overall limitation. The per country limitation

would not have accomplished the objective of a foreign tax

credit limitation any better than the overall limitation --

that is, it would not have better protected U.S. taxation of
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domestic income. Its purpose was different. It was meant to

increase U.S. taxation of foreign income, even when that

foreign income was already subject to a very high rate of

foreign tax. In terms of the example used above, the per

country approach would first break down the $200 earned abroad

into $100 earned in, say, Germany and $100 earned in Italy, and

would similarly segregate the foreign taxes paid into, say, a

$60 German pot and a $40 Italian pot. The credit claimable

would be limited separately for the two countries -- that is,

German income would be multiplied by 46% and Italian income

would be multiplied by 46%. There would be no additional U.S.

tax on the German income, because German taxes paid exceeded

$46. But the per country approach would hold that "insuffi-

cient" t3xes had been paid as to Italian income, such that the

U.S. was entitled to an extra $6 in tax.

The bottom line is that the company involved would see the

tax rate on its foreign operations increased to 53%. The tax

imposed on its domestic income would not be affected, because

the per country proposal had nothing to do with protecting

taxation of domestic income.

The per country proposal was unanimously opposed by the

international business community, and was ECAT's primary focus

on the House side. Even companies publicly identified as

supporting the Administration's tax proposals objected to the

per country proposal. It was very obvious to all that it



134

- 15 -

increased the taxes imposed on the international operations of

U.S. business, to the detriment of U.S. competitiveness.

The staff replaced the per country proposal with a series

of separate baskets. Although more subtle than the per country

approach, the basket approach has the same purpose. It

artifically divides the foreign income of a worldwide business,

but does so by type-of-income or line-of-business instead of by

country. The objective is to increase U.S. taxes on foreign

income, not to protect U.S. taxation of domestic income. In

terms of the example above, the separate basket approach would

take a business with $200 of foreign income taxed at 50% and

break down that business in order to isolate a type-of-income

-- say, a royalty -- or a line-of-business -- say, a financing

operation -- that could be treated as if it were taxed at less

than 46%. Then the U.S. would quickly impose its tax on the

"under-taxed" type-of-income or line-of-business.

The staff justifies this approach by stating that

calculating foreign tax credits based on the overall, or

"average," foreign taxes paid is an abuse. This sentiment was

unanimously opposed when offered in justification for the per

country proposal. Academicians do not agree that averaging is

an abuse. But perhaps most important, all of our major trading

partners permit averaging (or better). Japan, for example,

uses the system embodied in current U.S. law. This means that

U.S. companies will face an increased tax burden in competing

for international business that no foreign competitor will face.
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Finally, the basket approach itself contradicts any

assertion that averaging is abusive. In so doing, moreover, it

intrudes tax considerations into business decisions and is

applied unequally. This is best seen in the Committee Report's

statement "that a bona fide bank, insurance company, or

shipping company, while it should not be able to average its

banking, insurance or snipping income with any other, unrelated

types of income, generally should be able to obtain thQ

benefits of foreign tax rate averaging with respect to its

active business income to the same extent that, for example, a

manufacturing or service enterprise can." In other words,

independent banks, insurers, and manufacturers can use the

overall approach -- so averaging cannot be so bad -- but a

manufacturer with a financing arm or a diversified service

company with an insurance operation cannot. This means that a

manufacturer deciding as a business matter whether it is

prudent to use of some of the funds it has earned abroad to

expand into financing will have to take into account the tax

costs of the separate basket approach. In other words, if it

implements its business decision, it will not be able to

calculate its foreign tax credits in the manner, in effect,

used by independent U.S. financing companies and used by every

one of its major foreign competitors. Why?

Alternative. If some "reform" is needed in this area, we

would suggest, in conjunction with the elimination of the
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separate baskets and the preservation of current law, the

addition of portfolio dividends to the separate limitation on

interest now part of current law. This reform was proposed as

part of the Administration's package.

Other Major Policy Issues

Puerto Rico. The Ways and Means bill reduces the benefits

available to companies operating in Puerto Rico and other U.S.

possessions by at least 10%. This follows the major cut backs

exacted by TEFRA. Many organizations and companies, as well as

the Commonwealth of Puerto Rico, have been active on this

issue. In addition to the reduction in benefits, companies are

most concerned about misunderstandings among the

Administration, Puerto Rico, and the business community

regarding Puerto Rico's so-called "twin plant initiative."

In Lieu Of Withholding Taxes. Banks are opposed to the

Ways and Means bill's attack on foreign tax credits

attributable to gross withholding taxes imposed, in lieu of

income taxes, on the interest earned abroad by banks on their

foreign loans. This will greatly increase the worldwide tax

burden of U.S. banks operating internationally, and will

inevitably increase their customers' cost for funds. It will

also make the U.S. banks much less able to compete against

large Swiss, Japanese, German, and other foreign banks. Since

almost half of the loans in question are made to the Third
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World, this provision also seriously affects U.S. economic and

foreign policy. ECAT expects that this will be the top

international priority of many money center and regional banks.

Foreign Sales Corporations. The Ways and Means bill would

substantially curtail the benefits of a FSC in two ways.

First, exempt foreign trade income of a FSC would, in effect,

be treated as a preference for FSC shareholders under the new

25 percent alternative minimum tax. Second, under a separate

provision, the bill would reduce FSC benefits by approximately

13 percent.

It is inexplicable that Congress would seek to cripple the

export incentives provided by FSC only a year after its

enactment. It does not make sense in terms of trade or tax

policy to treat FSC exempt foreign trade income as a

preference. As a practical matter, this will nullify FSC as an

export incentive for many taxpayers. Moreover, the objective

of a minimum tax -- that is, requiring all taxpayers to pay

some tax -- is not applicable to a FSC, because the FSC

provisions themselves are a carefully considered arrangement

providing for a statutory minimum tax on export income.

The inclusion of FSC income as a preference for minimum tax

purposes has the effect of raising the level of taxation on

exports--at a time when the U.S. export situation is



138

- 19 -

dete-iorating--and increasii.g that rate of taxation as the size

of a gi,,en firm's-export operations increase. The FSC export

incentives should not be eroded by including FSC benefits as a

preference or by otherwise reducing FSC benefits.

Interest Allocation. The Ways and Means bill revokes

current regulations on the treatment of U.S.-incurred interest

expenses as they relate to foreign tax credit calculations, by

requiring U.S.-incurred interest expenses to be allocated under

section 861 against foreign income on a consolidated basis. In

addition, the Ways and Means bill requires the allocation to be

calculated based on assets, includes a portion of the

undistributed earnings and profits of foreign subsidiaries in

assets, and eliminates the gross income alternative r.cw

permitted throughout the 861 regulations. (The elimination of

the gross income method itself is of major concern to most

industries.)

This proposal will greatly reduce the credits claimable by

any business which has in the past or plans in the future to

undertake major U.S. borrowings. It will also place U.S.

multinationals at a competitive disadvantage with foreign

corporations operating in the U.S., with respect to the cost of

borrowing in the U.S. to finance U.S. investments.

Although requiring consolidated U.S.-incurred interest to

be allocated to foreign income, the Ways and Means bill does

not take into account foreign-incurred interest related to
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this income. It provides no safe harbor or other mechanism

for recognizing borrowing done on a worldwide basis. Moreover,

the bill overturns current law too abruptly, applying, at least

in part, to loans already outstanding.

The revenue estimate for these changes exceeds $3 billion,

making it the single biggest international item in the House

package. It does not discriminate among industries, adversely

affecting energy, consumer products, manufacturing, chemicals,

and other industries.

Technical Issues

The Ways and Means bill embodies a number of "technical"

changes which, while they may not involve much revenue, are

inappropriate as a matter of tax policy. For example, the Ways

and Means bill would make the shareholder of a foreign

investment company ("FIC") taxable on a current basis and at

ordinary rates whether or not the shareholder -- or any group

of shareholders -- had a controlling interest. Control, of

course, is the key to the current taxation permitted in the

case of controlled foreign corporations and foreign personal

holding companies -- that is, in the case of subpart F

generally.

Without control, one could question the constitutionality

of the provision under Eisner v. Macomber and its progeny. But

irrespective of constitutionality, the unfairness underlying
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the proposal is clear. The only answer to the question of what

a non-controlling FIC shareholder should do to generate the

cash necessary to pay the U.S. taxes due under the provision is

"sell." And even this answer is not available if the FIC is

"closed-end," with no ready market for its shares. In fact,

the FIC which most shows the inappropriateness of the Ways

and Means approach is a closed-end FIC, some of whose non-

controlling shareholders are resident in, but not citizens of,

the U.S. These shareholders have three choices: leave the

U.S., attempt to sell their shares (if possible at all, at a

discount), or borrow to meet their new U.S. tax liabilities.

What is the purpose?

The FIC changes could be viewed as another selective attack

on "deferral" and opposed by the investment and business

communities generally. But we prefer to think that the

approach taken in the Ways and Means bill can be corrected as a

technical matter. For example, closed-end FICs, or closed-end

FICs in existence as of the date of Ways and Means action,

could be excepted from the new provision. Alternatively, if

current taxability is required, gain should retain its

character as gain and should not be taxed as ordinary income.

This would be consistent with the treatment already accorded

regulated investment companies.

Another technical issue cited by several of the tax

directors of ECAT companies is the proposed abandonment of the
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Bon Ami method of interrelating currency translation and

foreign tax credit calculations. The new method proposed is

unbelievably complex, and is likely to distort repatriation and

investment decisions if followed.

Under the proposal an exchange gain would accompany

dividends from strong currency countries and exchange losses

would accompany dividends from weak currency countries. Gains

would be taxed as ordinary income and losses deducted as

ordinary losses. These gains and losses would be placed in yet

another separate basket for foreign tax credit purposes.

Because foreign taxes are unlikely to be applied to these

foreign currency translation gains, they will in effect be

taxed as U.S. source income. The losses also may be allocated

among (and thereby reduce) income in the other baskets. The

result will be a decrease in credits claimable. The bottom

line is a reduction in credits claimable.

The Bon Ami approach has advantages and disadvantages but

the proposed alternative is worse. As the U.S. dollar

fluctuates over a period of time, Brsn Ami tends to be revenue

neutral. Its prime advantage is that it is understood and

simple to apply. It does not distort investment decisions and

can be applied as easily by both large and small corporations.

It can be easily audited by the IRS.

Finally, the Ways and Means bill would modify the

definition of a controlled foreign corporation for purposes of
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subpart F by lowering the "more than 50% voting" standard to a

"50% or more vote or valuation" standard. This proposal is

unfair where the U.S. company involved does not exercise

control, which is frequently the case in 50%/50% joint ventures

with foreign partners. In such a case, the proposal will

trigger tax on subpart F income that the U.S. company will not

receive because it lacks the control required to force a

distribution. At a minimum, this proposal should be made

effective for joint ventures formed after December 31, 1985.

Thank you for the opportunity to present these comments.
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STATEMENT OF PHILIP J. LOREE, CHAIRMAN, FEDERATION OF
AMERICAN CONTROLLED SHIPPING, NEW YORK, NY

Mr. LOREE. Thank you, Mr. Chairman. American controlled ship-
ping is unique among the foreign investments that would be im-
pacted by H.R. 3838 for two reasons. First of all, the ships we are
talking about are 335 ships of 40 million deadweight-tons and are
relied upon by U.S. defense planners for national defense and na-
tional security purposes. I don't think there are any other foreign
investments that fall within that category. And second, our busi-
ness is in the throes of a severe economic recession with too many
ships that are chasing too few cargoes. Our fleets are shrinking.
Companies are leaving the business; and those that are left are
struggling to survive with even increased competition in a business
that has always been notorious for being competitive. We are com-
peting-and when I say "we," I am talking of tankers, bulk carri-
ers, passenger cruise ships, you name it-we are competing in
trades in which U.S.-flag vessels cannot compete. We represent
roughly 10 percent of the tonnage in those trades. The rest of the
tonnage-the 90 percent-is controlled by foreign shipping inter-
ests from such faraway places as Hong Kong, Greece, Norway,
Great Britain, West Germany, Denmark, Japan, and so forth.

All of our competitors are able to reinvest their earnings and
profits into new shipping investments or repay their loans; and we
have had that privilege, too, under U.S. tax law from time imme-
morial. The House Ways and Means Committee in one of its final
sessions, without any hearings on the matter, and with a proposal
that was not supported, so I understand, by the administration,
came out and adopted a provision that would repeal the reinvest-
ment provisions of subpart F for American-controlled shipping.

And what this would do, quite simply, would be to put us in an
untenable position against our foreign competition. They would be
able to repay their loans, build new ships, maintain their produc-
tivity with untaxed or pretaxed dollars; we would be forced to do it
with 65-cent dollars, and in our business, we wouldn't be in busi-
ness very long. We would be out of business.

I submit that that would impact directly on the national defense
and the national security. It would do nothing to help U.S.-flag
shipping. It would help foreign controlled shipping. It would pro-
vide hardly anything in the way of revenues. Believe it or not, the
estimate is somewhat less than $10 million a year; and the price of
that would be losing 335 ships, which does not make any sense and
really needs to be given very serious consideration.

There is another proposal which deals with the reciprocal treat-
ment of foreign shipping income, of vessels coming into the ports of
the United States, that also could impact on U.S. controlled ship-
ping and even on U.S.-flag shipping and, of course, other shipping
as well. Somehow, someone came up with the idea that we should
change the rule that has pertained in shipping for 65 years-the
rule that pertains throughout the free world, throughout the devel-
oped countries, and for that matter, throughout most of the devel-
oping countries. The proposed change would test a foreign ship
coming into a U.S. port not on the basis of its flag, but on the basis
of the residences of its ultimate owners and-
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Senator CHAFEE. Why don't you stop right there, Mr. Loree? We
will go over and vote and be right back.

Mr. LOREE. All right. Thank you, Senator.
[Whereupon, at 11:40 a.m., the hearing was recessed.]
[The prepared written statement of Mr. Loree follows:]
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FEBRUARY 4, 1986

I appreciate the opportunity to testify today on behalf of the

Federation of American Controlled Shipping (FACS). The members of

FACS are American companies owning (usually through foreign sub-

sidiaries), managing or chartering merchant vessels registered under

the laws of Liberia, Panama and The Bahamas.

My testimony will concentrate on certain provisions in H.R. 3838

relating to shipping which were not part of the Administration's tax

reform proposals. (Indeed, the Administration's shipping tax pro-

posals were directed only to the U.S. flag side of American shipping

and would have impacted negatively on that fleet. We opposed that

proposal for many of the same reasons stated herein.) Those provisions

were incorporated during the final mark-up sessions of the Ways and

Means Committee without benefit of prior testimony from interested

parties outlining their potentially harmful effects.

We are most vitally concerned with the provision that would

repeal the shipping reinvestment provisions of Subpart F of the

Internal Revenue Code, thereby subjecting American companies to

current U.S. taxation on the earnings of their foreign shipping

subsidiaries even when those earnings are reinvested in shipping

assets. This provision would severely disadvantage American ship-

owning companies which would have to compete against foreign ship-

owners still able to amortize loans and purchase new vessels with

either untaxed or tax deferred earnings. Over a period of time

American companies would be forced to phase out their fleets -- ships

that are now slibject to Effective U.S. Control and available to the
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United States in the event of war and national emergency. The

resulting loss of these vessels would negatively impact on U.S.

national defense and national security interests. The repeal would

not generate any meaningful new tax revenues (estimated to be less

than $10 million per year] and would not benefit U.S. flag shipping.

It would only benefit foreign controlled shipping.

We are also concerned with the proposed amendment to Section 883

of the Code that would make the residence of the ultimate owners

(rather than the registries) of foreign registered vessels trading to

and from U.S. ports the determining factor for granting or with-

holding the reciprocal exemption under that Section. Further, under

proposed amendments to Section 863, vessel and vessel personnel income

not qualifying for the reciprocal exemption would often be taxed at

4% of gross U.S. source transportation income irrespective of ultimate

profit) cn the basis that revenues attributable to 50% of the voyages

to or from U.S. ports were deemed to be U.S. source income, rather

than revenues attributable to time actually spent in U.S. waters. In

many cases these changes, in conjunction with the enactment of the

new separate foreign tax credit limitation on shipping income, would

subject American controlled shipping to significant additional U.S.

taxation, in some cases where continuing operating losses exist.

Moreover, even where the American controlled foreign shipping

corporation income qualified for reciprocal exemption, new withholding

tax obligations on such an entity, as payor of charter hire or crew

wages to non-exempt recipients, would greatly increase its costs.

This would occur both because of the extreme burden and uncertainty

of compliance and the presence of tax indemnification commitments

under many existing contracts.
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Finally, passage of this new tax on a greatly broadened basis

and with a radically different and narrower exemption mechanism would

create dangerous international precedents in that they would invite

other nations, particularly developing nations without maritime fleets,

to devise their own rules for taxation of vessels in their trades.

Such actions would detrimentally affect the American controlled tonnage

as well as U.S. flag tonnage in the future.

Proposed Repeal of Subpart F Shipping Reinvestment

A. InternationaL Competitiveness

Prior to enactment of the Tax Reduction Act of 1975, the earnings

and profits of foreign flag shipping corporations* controlled by

American enterprises were generally entitled to federal income tax

deferral unless derived from dealings with affiliated parties or

actually remitted to the U.S. shareholders. Since 1975, however,

earnings and profits have been subject to current federal income

taxation regardless of whether they are remitted to American share-

holders, except to the extent that they are reinvested in shipping

assets. In this respect, over the past ten years U.S. controlled

foreign flag shipping has been treated much more harshly under federal

tax law than other U.S. controlled foreign corporations.**

This discussion assumes foreign incorporation of the shipowning
entity, which is the usual practice.

During this same period the number of American controlled
vessels registered in open registry countries (and thus
under Efiective U.S. Control [EUSCI and subject to
requisition, use or charter by the United States in an
emetgen-y) dropped from 468 vessels in 1975 to 335
vessels it, i985. While this decrease may be explained
in large part by depressed shipping markets, the fact
that the reinvestment option was the only alternative
to current U.S. tax at times when there was little or
no market demand warranting such reinvestment may well
have been a contributing factor in encouraging American
owners, particularly those with smaller fleets, to dispose
of their vessels.
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American controlled vessels must compete in highly competitive

international shipping markets which are open to shipowners of all

nationalities. The successful owners are those who can provide

shipping services at the lowest costs, and yet, when market con-

ditions dictate, be able to augment their fleets with modern, more

efficient and more productive tonnage. The competition is so intense

that any shipowning enterprise, regardless of nationality, which is

disadvantaged in terms of construction, repair, operating or tax

costs will eventually be forced out of the business.

Non-subsidized U.S. flag vessels have not been able to compete

in these trades over the past half-century, if not longer. The

American controlled foreign flag tonnage has been relatively com-

petitive because the vessels are built and normally repaired abroad

and are manned with foreign crews, sc that their capital, repair and

operating costs are on essentially the same level as most foreicn

controlled ships.

Up to the present, even with the 1975 amendment to S..bart V,

American controlled shipping has maintained relative tax parity with

its foreign competitors. In international shipping the tax treatment

is basically the same for all competitive shipowning enterprises,

regardless of their nationalities: they can use their earnings to

amortize existing vessel loans and to invest in the acquisition oi

new vessels in order to meet market demand without incurring any

immediate tax liability (and/or they are granted direct subsidies or

other aids from their governments which enable them to accomplish

essentially the same result). This is the competition which American

shipowners must continue tQ be able to meet.
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While tax deferral by itself offers no competitive advantage,

its elimination would constitute a clearcut disadvantage in a capital

intensive enterprise such as shipping. American companies controlling

foreign vessels could only amortize existing loans and invest in new

tonnage with income on which U.S. tax has been paid. In comparison,

foreign controlled shipping would be able to respond to the changing

needs of the marketplace by employing pre-tax or untaxed earnings to

repay their loans and to make new capital investments designed to

upgrade their fleets. Under these circumstances U.S. investments in

international shipping could only decline. For many companies the

logical choice-would be to make no new investments, while gradually

divesting themselves of their existing flee.Ls over the periods of

their useful lives. Those companies with proprietary cargoes would

find it more economical to charter in lower cost foreign controlled

tonnage.

These fundamental considerations were recognized by the kouse

Ways and Means Committee in 1974, the last time it reviewed Lhe

question of deferral of shipping income under Subpart F prior to its

deliberations in 1985. At that time, the House Committee unequivocal-

ly reached the conclusion that current taxation of shipping income

was not a desirable objective when such income was targeted for re-

investment in shipping assets:

"However, your committee recognizes that the competitive
nature of shipping operations makes it diffcult to im-
pose taxes on the profits of the foreign flag fleets of
U.S. persons so long as the foreign flag fleets of other
nations are not subject to any significant income taxes.
The interests of the United States are best served if
we have a significant U.S.-owned maritime fleet. To
assume and maintain this status, large amounts of
capital are necessary. Further, many U.S. investors
in foreign shipping operations had their investments
in such corporations 'locked in' by the corporations'
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financing arrangements and its need to retain amounts
for repairs and maintenance. If the present exclu-
sions were simply terminated and such income treated
as constructively distributed to U.S. shareholders,
the foreign corporation's ability to meet these
obligations would be jeopardized. (Emphasis added.)

In the intervening years since the House Committee's report,

the reasons for maintaining the competitiveness of American con-

trolled tonnage have become even more compelling. International

shipping is presently in the throes of a severe economic decline,

with the demand for most types and sizes of vessels falling far short

of the supply of such vessels. A growing number of companies have

aLready phased out or sharply reduced their fleets, and because

prospects for improved market conditions in the foreseeable future

are not particularly bright, it is likely that further fleet phase-

outs and reductions will occur.

Under conditions such as these, the reinvestment repeal provi-

sion in H.R. 3638, which would tax the earnings of American controlled

tonnage more harshly than their foreign competitors is, at best, a

cruel irony.

Indeed, in the economic climate prevailing in international

shipping, it is questionable whether repeal of Subpart F would

generate any tax revenues. The proposal has been optimistically

estimated to produce $10 million per year in new tax payments over

the next five years -- a fraction of the cost of subsidizing the

building and operation of a single new ship.

B. Impact on U.S. Flag Shipping

To our knowledge the only group openly advocating repeal of

Subpart F during the deliberations of the Ways and Means Committee

was one of the maritime unions, presumably on the theory that

eliminating the Effective U.S. Control fleet as an emergency sealift
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asset available to the UnitedStates in time of war or national

emergency would strengthen their hand in seeking additional direct or

indirect subsidies from the federal government for U.S. flag shipping.

Whether or not this theory is valid, it hardly justifies such onerous

tax treatment for American controlled shipping.

What is clear is that a decrease in American controlled tonnage

would do absolutely nothing to improve the noncompetitive status of

U.S. flag vessels in international shipping. Since the latter fleet

demonstrably cannot compete against the foreign controlled vessels

which make up more than 90% of the tonnage in the international non-

liner trades, the removal of American controlled shippingj as a

competitive force in those trades could only benefit foreign con-

trolled shipping.

C. National Securitj and National Defense

In 1962 the Committee on Finance examined the tax deferral

accorded American controlled shipping and, in excepting income from

the use of such vessels from foreign base company income, reported

that "this exception was provided by your committee primarily in the

interests of national defense." The Committee further reported that

"In this regard it was believed desirable to encourage a U.S.-owned

maritime fleet.. .operating abroad." The 1974 House Ways and Means

Committee report referred to above expressed a similar view: "The

interests of the United States are best served if we have a signifi-

cant U.S.-owned maritime fleet."

This same conclusion pertains today, at a time when privately

owned and commercially viable merchant shipping assets presently

available to the United States are under severe constraints. The

U.S. flag fleet is in a state of decline due to federal budgetary
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cutbacks, as well as problems associated with an aging and inter-

nationally noncompetitive fleet. The EUSC fleet, which is not

dependent on federal supports, is relatively more modern, and is

competitive in the world's bulk trades, is suffering primarily from

the prolonged recession in international shipping markets.

Under the most ideal conditions U.S. emergency sealift needs

would be covered by a sufficient number of modern U.S. flag merchant

vessels of the desired types and sizes which are in active service,

are owned, operated and manned by Americans, and are able to compete

in commercial markets without government supports during peacetime.

Those ideal conditions, however, never have existed at any time

throughout the Twentieth Century. With minor exceptions, U.S. flag

vessels have not been able to compete in international shipping

without direct or indirect subsidies, and such supports have usually

been limited by budgetary and other economic pressures. This reality

has compelled defense planners to look beyond the optimum and, based

on a policy formulated by the Joint Chiefs of Staff, to rely on ad-

ditional coverage from EUSC vessels which are controlled and operated

by American companies and which presently fly the flags of Liberia,

Panama, The Bahamas and Honduras. The EUSC policy and the vessels

are described in more detail in the Appendix to this statement.

EUSC policy arose out of the problems created by the Neutrality

Act of 1939 which barred U.S. flag ships from carrying essential

supplies to Great Britain and France. The policy has been sup-

ported by every Administration since that date, and has been

tested in World War II and Korea and on a commercial basis during

the Viet Nam conflict. Secretary of Defense Caspar W. Weinberger's

comments on this policy, following a review by his Department in

1981, are typical:



153

-9-

"The EUSC fleet is composed of some 465* ships primarily
under Liberian registry with a few under Panamanian and
Honduran flags. These ships, owned or controlled by
U.S. citizens, are considered in contingency plans for
sealift requirements primarily as a source of ships to
move essential oil and bulk cargoes in-support of the
national economy. The majority of these vessels are
not considered militarily useful.

"The EUSC countries of registry have stated that they
will assert no control over the employment of ships on
their registries, and that they will not interfere with
the exercise of emergency authority by the governments
of shipowners. They have indicated, with varying degrees
of formality, that they would not interpose any objections
to the exercise of U.S. requisitioning authority over
U.S. owned ships.

"While there are other forms of control exercised by
the Government over foreign registered ships, the
real basis for the effective U.S. control concept is
the authority provided by Section 902(a) of the Mer-
chant Marine Act of 1936 which authorizes the Secretary
of Commerce to requisition ships in time of war or
national emergency regardless of registry. There have
been no formal treaties executed with the countries of
EUSC registry. Although we do not consider their crews
as reliable as U.S. crews, we have no basis to believe
that most of the ships in question would not be made
available when needed."

In correspondence with Secretary of Transportation Elizabeth

Dole dated April 24, 1984, Secretary Weinberger warned of the

decline in merchant shipping capable of supporting national

security objectives, and expressed concern with respect to whether

those assets were capable of meeting military needs and the

"requirements of the civil economy and industrial base" during a

major conflict. He attached a paper on Department of Defense

Dry Cargo Shipping Objectives and Requirements which stated the

"minimum" policy objective to be "... to maintain sufficient

shipping capacity under U.S. government control and/or in the

U.S. commercial fleet to meet the surge and sustaining require-

, Now reduced to 335.

' And now Bahamian.
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ments 01 that portion o- a global war whtrein aI iod shipping is

not available." A oa;tnote to this statcmens c'LgI.d that

"The U.S. commercial iset is defined to inclucie :,hips registered

under U.S. tiag oinu effective U.S. controileo (FUSC) ships; owned

by U.S. citizens ,nd regiot-rcu under foreign flaos of convenience."

The FUSC fleet offers some unique advantages as ,t supplement to

available 11.S. fla9 tonnage. They aie, as noted oirlier, not subject

to federal budgetoiy constraints. They are, for the most part, in

act l e SeVice anU 1L any given time are di.,peru'sd throughout the

world,|,W ,ini ry deployed in the U.S. import export trades. In

addition, tiie EUSC fiect is, on average, much younqg:r in igf and thus

modern in deiLcri and productivity. Unlio NATO ves sels, tilet are

opecacco by Asru'icar, companies babea in thc tniteO States, ane can be

brought uruex direct control of U.S. defense offxciaic through re-

quisition, uu or chaitcr, with the approval in advance of the flag

states and under the authority of Section 902 of the Morchant Marinc

Act of i1936, as ameneed. Also unlike NATO x'ssels, thoir avail-

,bijity is not questionable in emergencies where U.S. actions are not

..pported by its NATO partners.

The flag :.tatm: axe closely aligned with U.S. policy interests,

have neiher the reason nor the means to iequisition the vessels for

their own uses, and accept, either explicity (in their laws or regu-

lations) or tacitly, that such vesseis are subject te requisition,

use or cha-ter in event or war or national emergency. In addition,

vessels are readiLy transferable from any of those registries in the

evenL that particular circumstances make such transfers desirable.

Depenaing on their sizes and types, some EUSC vessels have a

national defense utility and others a national security utility:
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(1) Almost 40% of the vessels can be utilized under

emergency conditions for direct and indirect military

support. These include tankers up to 90,000 dwt.,

as well as general cargo vessels and refrigerated

cargo vessels. It is also possible that under extreme

conditions geared Panamax bulkers up to 90,000 dwt.

could, with some alterations, likewise be utilized.

(2) Most of the remaining vessels predominantlyy large

tankers, bunkers and combination vessels) can be

deployed to maintain the flow of strategic raw

materials from abroad in support of the U.S.

economy. In effect, many of these vessels would

simply continue to perform the same services that

they provide during peacetime. It might well be

necessary to call upon some to replace U.S. flag

vessels in the domestic trades (e.g., oil from

Alaska) in the event that the latter were redeployc-3

elsewhere. Very large tankers could aiso be positioned

in strategic locations as oil storage facilities,

as some are today.

If, as explained earlier, the American companies controlling

EUSC vessels are placed at a tax disadvantage in a highly competitive

international marketplace, they would have no meaningful incentive to

continue investing money in new vessels. At best, the incentive

would be to continue to operate their existing fleets throughout

their useful lives, and then, in most cases, abandon future business

to foreign owners. Under this scenario, taking into account the

present age distributions of EUSC vessels, the tanker and bulk fleets

now under Effective U.S. Control would soon diminish in number and

disappear, as shown in the following graph:

60-412 0 - 86 - 6
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The repeal of the Subpart F reinvestment provisions would, as

the above graph depicts, steadily reduce the future sealift emergency

assets under Effective U.S. Control which are presently available to

the United States. In this regard, we urge your Committee to solicit

the views of Department of Defense officials as to whether such re-

peal would be inimical to the nation's national defense and national

security interests. We believe that defense officials will reaffirm

that such repeal would be contrary to important U.S. interests, and

should be opposed.

Proposed Changes Relating to Ownership of Vessels
and Sourcing of Income

Over the past sixty-five years the United States has followed

the internationally accepted practice of not taxing foreign flag

vessels trading to or from U.S. ports provided that the nations of

K ristry do not tax U.S. flag vessels trading to or from their ports.

With respect to the limited number of vessels not qualifying for this

reclprocai exemption, the United States has, in accordance with

customary internationalpractice, treated only that portion of income

which is, generally speaking, attributable to time spent in U.S.

waters as U.S. source income and thus subject to U.S. tax.

Th-s system of tax forbearance has been adhered to by virtually

all of the major trading nations of the Free World, and with a few

minor exceptions, by most other nations as well. Underlying this

international practice has been the general recognition that if

individual nations unilaterally taxed foreign vessels visiting their

port%, the practice would spread, international shipping would become

more costly, less efficient and less productive, and consequently

trade among nations would be impeded.
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If an increasing number of nations, particularly the developing

countries of the world, decided to impose their own particular con-

cepts of taxation on vessels trading to or from their ports, the

results could be chaotic for international shipping. This is so

because the tax systems in other nations of the world do not neces-

sarily recognize the same deductions, credits and income source rules

that are recognized under U.S. tax laws. In this regard, the United

Nations Department of Economic and Social Affairs pointed out a

number of years ago that "if every country taxed a portion of the

profits of a shipping line, computed according to its own rules, the

sum of those operations might well exceed the income of the enter-

prise." The problem would be compounded for vessels which call at a

series of ports in different tax jurisdictions during any one voyage

-- a common practice in international shipping.

It is against this background and experience that we view a

number of seemingly innocuous provisions adopted by the Ways and

Means Committee as inherently threatening to our industry. First of

all, a proposed amendment to Section 863 would enlarge the definition

of transportation income to include not only shipping services income

but passive leasing income earned on the rental of vessels, aircraft

and containers and personal service income of shipboard personnel.

Secondly, another proposed amendment to Section 863 would change the

definition of United States source income to be 50% of income at-

tributable to any voyage leg involving a United States port receiving

or sending cargo or passengers determined on an item by item or person

by person basis. Finally, a 4% withholding tax would be imposed on

such United States source gross transportation income which is not

effectively connected with a United States trade or business 
(as
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newly and very narrowly defined for this purpose) or which is not

shown to have been previously subjected to this tax as it cascaded

through various earlier foreign taxpayers.

Exemrption from LdA on such United States source transportation

income would he determined by a radically amended provision which

wouid look not to registry of the vessels but to the ultimate residence

jurisdiction(s) of the foreign taxpayer(s) involved. If 25% or more

of the value of the stock of a foreign corporation formed in a

reciprocal exemption jurisdiction is ultimately owned by individuals

who are not residents either of that foreign country or another foreign

country qualifying for reciprocal exemption, the exemption would not

apply. United States shareholders owning 10% or more of the voting

stock of Subpart F controlled foreign corporations formed in a

reciprocal exemption jurisdiction would, however, be deemed to be

residents of the country of incorporation, presumably to avoid possible

double current taxation, i.e., direct and indirect, of transportation

income. Where there are less than 10% owning United States share-

holders and/or there are non-qualifying foreign shareholders who in

the aggregate own 25% or more, however, the exemption would be lost

and double taxation would occur.

Moreover, foreign corporations widely held by United States and

foreign shareholders would not be able to establish qualification so

as to be eligible for exemption. Such corporations and non-qualifying

controlled foreign corporations would suffer taxation, in the case of

the 4% gross levy, irrespective of any continuing operatin losses.

Any tax so incurred, unlike the analogous imposition of a United-

States branch tax on a foreign corporation engaged in trade or

business in the United States, would not be eligible for the deemed._

paid foreign tax credit and any foreign tax arising as a result of
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retaliatory taxation of United States flag or U.S. controlled foreign

flag shipping would only be creditable within the newly created

shipping income basket establishing a separate foreign tax credit

limitation.

In addition, even American controlled foreign shipping corporations

qualifying for the reciprocal exemption would face heavily increased

costs arising from the onerous compliance burdens placed upon them as

putative withholding agents in respect of charter hire and crew wages

payable by them where some (not easily) determined segment thereof is

United States transportation income. Moreover, where withholding of

tax is accomplished with respect to charter hire, for example,

underlying contractual agreements either already or would in the

future provide for a reimbursement for such tax so that the payor

would ultimately bear the economic burden even where it is itself

exempt and only acting as a withholding agent.

The only plausible reason for this radical departure from custo-

mary international tax practice is an attempt to impose a tax on a

small number of vessels flying the flags of nations entitled to the

reciprocal exemption under Section 883 but which are indirectly owned

by residents of a handful of developing countries, located primarily

in Asia, which impose gross receipts taxes on vessels, including some

u.5. flag liner vessels, trading to and from their ports. In reality,

the number of vessels failing into this category represent, at most,

a tiny fraction of the roughly 29,000 foreign vessels that enter U.S.

ports in a typical year. With respect to those few vessels, it is

uniik-iy that a test based on ultimate ownership would be workable or

effective, since intervening corporate tiers, bearer shares and other

devices would probably be used to shield the identity of the ultimate

owners.
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We believe that the proposed changes would only encourage other

nations, particularly developing countries without substantial

merchant fleets, to believe that they are entitled to tax a percentage

(possibly even 100%) of revenues of vessels entering their ports.

That practice, if it became widespread, could be most harmful to

legitimate shipowning interests throughout the world, including

American controlled and U.S. flag shipping. It is primarily for

thir dangerous precedential value that we believe that these pro-

posals are ill-founded and ill-advised.

Conclusion

ror the -easons outlined above we respecifuily urge that your

Committfee reject the provisions in H.R. 3838 that (1i would repeal

the shipping reinvestment provisions of Subpart F of the Code, (2)

would ifvise the definition and sourcing of shipping income rules

undet Section 863 ot the Code, t3) would impose a new 4* withholding

tax on U.S. source gross transportation income and revise the

reciprocal exemption rules under Section 883 of the Code, and (4)

would establish a new separate foreign tax credit limitation for

shipping income.
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APPI DI X

The Development oI EUSC Pol icy

The history of EUSC policy dates back to the early days of
World War II when American companies, acting at the request of
the United States government, made available their Panamanian,
Honduran and Venezuelan flag ships as part of the effort to supply
Great Britain and France with essential supplies, a trade barred
to American flag ships by the Neutrality Act of 1939. At the same
time, the government encouraged transfers to Panamanian registry
-- an action which gave birth to the U.S. effective control
concept. By July 1941 there were Ill vessels of more than 1
million deadweight tons under effective U.S. control, including
88 tankers aggregating over 950,000 deadweight tons.

Later, when the United States entered World War I, effec-
tive U.S. control ships joined with the American merchant marine
in the war effort, including the famous convoys to Murmansk.
During the war many were sunk by enemy action. One Pmerican
company alone lost 19 ships, while another operator lcst 17
vessels.

As reported in a U.S. Department of Commerce study, it was
during World War II that the term -effective control" was
actually adopted by the War Shipping Administration to differen-
tiate between ships operating under U.S. flag and those under
foreign flags, principally Panamanian. The same governmental
study points out that the present effective U.S. control policy
was developed originally by the Joint Chiefs of Staff.

In 1945, the Joint Chiefs of Staff considered the role of
U.S. merchant shipping as an instrument of national defense as
follows:

"To be effective as an instrument of national
defense U.S. merchant shipping should be
under U.S. flag or effective U.S. control and
should be of such capacity that it is able to
absorb substantial initial losses which may
be occasioned by either a surprise attack or
an efficient submarine and air interdiction
of sea lanes, or both, and still perform the
following services:

a. Provide logistic support for forces
of the U.S. which may be overseas at the time
of the emergency.

b. Transport U.S. forces to overseas
destinations and maintain such forces.

c. Maintain the economic war making
capacity of the country." (Emphasis added)
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At the s.al'. t iro, th, 1clnt Cthiqt of 'ta I a|-lo d,-! ned effective
U.S. control:

"The term 'effective United Status control'
as applied to shipping is considered to include
all shipping which can be expected to be
available for requisition by the United States
Government in time of national emergency even
though such shipping may not be under the
United States flag. When ships earmarked for
the National Defense pool are chartered by
agencies other than United States nationals,
agreements should be made to return these
ships to United States Government control if
required for war or emergency purposes."
(J.C.S. 1454/1)

In 1947, the Joint Chiefs of Staff expanded and clarified that
definition as follows:

"The term 'effective United States control'
as used [in J.C.S. 1454/1) appears to be
inadequately defined. On a number of occasions
doubt as to the meaning of the term has arisen.
Except through agreement there are no legal
means by which the United States can regain
control of a United States merchant vessel
the registry of which has been transferred to
another country. From a legal standpoint
therefore it can be considered that the only
time a vessel is under absolute 'effective
United States control' is when it flies the
United States flag. Actually, however, there
are certain countries in this hemisphere
which through diplomatic or other arrangements
will permit the transfer to their registry of
United States ships owned by United States
citizens or United States corporations and
allow these citizens or corporations to retain
control of these vessels. Prior to entry of
the United States into World War I, United
States vessels were transferred to Panamanian
registry for the purpose of rendering aid to
the allies. Such a case as the above can be
considered to be within the meaning of the
term 'effective United States control'. When
the foreign authorities who are in a position
to dictate to the owner, master, crew, charterer
or other individual or agency having physical
control of the vessel are willing and able
to bring the vessel under control of the
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United Statcs i, an emerqtncy tot such cse as
the United Stijtes nay wish to make of the
vessel, :uch vessel may also be considered to
be undeg 'effective United States control'.
It can be concluded. therefore, that the
primary considerations in determining whether
or not a United States merchant ship registered
under a foreign flag would still be under
'effective United States cotitrol° are:

a. The practice followed in the past in
regard to transfer of United States merchant
vessels to foreign registry.

b. The status of diplomatic relations
between the United States and the foreign
country concerned.

c. Its relations with countries opposed
to our system of government or foreign policy.

d. Proximity of the foreign country to
the United States.

e. The stability of its government.
(J.C.S. 1454/]l)

In 1959 the National Academy of Sciences-National Research
Council in a study entitled "The Role of the U.S. Merchant Marine
in National Security" (Proiect WALRUS) had the following to say
about effective U.S. control:

"For purposes of indisputable control, it
would be preferable that all U.S.-owned merchant
shipping be documented under U.S. flag. Such
an ideal situation does not exist. At the same
time, U.S. flag merchant tonnage is not adequate
to meet our total wartime needs. This is particularly
true with tankers, as about half of the U.S.-
owned tanker tonnage is registered under foreign
flags.

"In the event of war it will be necessary
to augment U.S. flag shipping. The Maritime
Administration and the Navy Department have
determined jointly that it will be practicable
to bring a portion of the U.S.-owned foreign-
flag shipping under direct U.S. control in the
event of a national emergency. This effective
U.S. control concept is a matter of expediency,
rather than choice, and applies essentially to
designated shipping under the 'flags of convenience.'
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"D#,-C.trtnli iols regardlnl etf ective control
are not fo,:nded or& governmental treaties.
Assurances that specific ships will revert to
U.S. control are given by the U.S. owners of
the ships, not by the country of registry.
Former U.S. flag vessels that were transferred
to PANLIBHON registry are under effective
control as a result of stipulations in the
transfer contract approvals granted by the
Maritime Administration. Less formal agreements
apply to foreign-built shipping.

"U.S. owners can register foreign-built
shipping under any friendly flag of their
choice, or transfer from one flag to another
at will. In the case of foreign-built PANLIBHON-
flag ships, the Maritime Administration normally
negotiates agreements with the U.S. parent
companies that the ships will b6!made available
to the United States in the event of a national
emergency.

"Ships' crews must also be considered in
making plans for implementation of effective
control. The crews of ships under PANLIBHON
flags are all nationals of countries friendly
to the United States. The majority are nationals
of NATO countries. On the outbreak of an emergency,
ships would be routed to selected points for
proper screening of personnel -- and replacement
where appropriate. Dependent upon individual
ship locations on the outbreak of an emergency,
it is possible that some of the foreign crews
may defect and deliver a few PANLIBHON ships
into enemy hands. In the event of a NATO war
it is also possible that some European crews
may ignore the orders of U.S. shipowners and
deliver ships to ports of the countries from
which they were employed. In the latter case,
such ships would still support the common NATO
effort and their employment would be governed
by NATO pooling and allocation procedures.

"Soundness of Effective Control under
PANLlBHON Flags. The absence of operat7ii-tal
control restrictions in the existing maritime
laws of PANLIBHON governments perrhits the
exercise of effective U.S. control without
restraint. Additionally, the ocean shipping
requirements of these small, friendly countries
are limited and they would be unlikely to
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requisition ships for their own usc. in the
event of war. Other factors that contribute
to the soundness of our effective U.S. control
concept are:

(a) The natural bond of U.S. ownership
and allegiance is augmented by written agreement
between the shipowners and the U.S. government.

(b)" The small PANLIBHON countries possess
limited capabilities to both operate and
maintain sizable merchant fleets. Ships
under their flags usually ply the world's
trade routes and have rare occasion to put
into port of their registries.

(c) PANLIBHON countries possess negligible
capability to intercept, seize, or protect
shipping on the high seas. Consequently,
these nations are not in a position to expropriate
U.S. property afloat or to dispute U.S. assumption
of control over selected shipping.

(d) The United States possesses a definite
and sizable capability to protect shipping at
sea. Thus, the United States has both the
power and the intent, in event of a national
emergency, to consummate agreements with individual
shipowners in respect to designated shipping
registered under PANLIBHON flags.

(e) Purther, during any national emergency
declared by proclamation of the President,
Section 902 of the Merchant Marine Act of 1936
empowers the Federal Maritime Board to requisition
or purchase any vessel owned by citizens of
the United States. U.S. rights under Section
902 are stipulated in all Maritime Administration
approvals of transfer to PANLIBHON flags.

(f) It appears logical to assume thatU.S. citizen-owned ships registered under
PANLIBHON flags, for which effective U.S.
control agreements exist, would, in the event
of a national emergency, gravitate towards a
United States protective umbrella for self-
preservation. To'refuse would probably lead
to considerable difficulty in the procurement
of war risk insurance.

Also in 1959, then Under Secretary of State C. Douglas Dillondescribed U.S. policy before an Intergovernmental Shipping Conference:
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the i'ANLIBItION reg sti 1 e , From our viewpoint
thee are important and valid defense requirements
which support this position."

Since World War 11 there has not been a national emergency
which required the requisitioning of effective U.S. control
vessels or, for that matter, Amnerican flag vessels. Nevertheless,
effective U.S. control vessels have been credited with aiding the
nation's sealift requirements during the Korean and Vietnamese
conflicts. During the Korean war American companies committed
both their U.S. flag and foreign flag vessels to the voluntary
tanker pool, and effective U.S. control vessels were credited
with making most of the foreign tanker voyages under the
voluntary tanker plan. In December 1960 the Office of Civil and
Defense Mobiliiation reported:

in practice during world War II and
Korea, when the United States called on
privately-owned tonnag,? to meet defense needs,
PANLIBHON (Meaning Panamanian, Liberian and
Honduran flag) vessels subject to emergency
utilization by the United States were immediately
made available. In neither case did serious
problems develop because of the foreign
nationality of the crevs."

Throughout the Vietn;n conflict U.S. effective control
tankers were engaged in the carraige of essential petroleum
products to South Vietnam on a commercial basis. For example, a
1967 study showed that during the 12-month period ending March 31,
1967 effective U.S. control tankers made 61 voyages to or between
South Vietnamese ports, delivering more than 5-1/2 million barrels
Of petroleum products. During this same period these same ships
spent an aggregate of 429 days in Vietnamese waters on floating
storage or shuttle service duty, transferring petroleum products
to and from other tankers, including MSTS vessels.

One of the strongest arguments in favor of effective U.S.
control policy is past performance. In testimony during March
1966, Maritime Administrator Nicholas Johnson, speaking of U.S.
effective control policy, said:

"Certainly if the history of the Second World
War and Korea is valid for purposes of future
planning, history is on the side of this
judgment. As a practical matter these ships
have been available to the United States when
needed." (emphasis added)
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'Ih e tlovkI I) nrq I be I evc, ee f. h:k -Ip:. to be
.ubiect to the 'effective control' of the
United States under emergency conditions. We
are not now talking about ship owned by
foreign ciLti7ens and registered in foreign
countries -- which have in a small number of
cases refused to carry our defense cargoes-
but ships owned by American citizens. We are
talking of plans that, by and large, those
ships will continue to serve the raw materials
import trades that they now serve-although
some of them would be directly involved in
the defense effort (and are today)." _(emphasis
added)

It should be added that no crews on effective U.S. control
vessels refused to sail during World War II, the Korean conflict
or at any time during the Vietnam conflict. This may explain why
during.1967 Secretary of Defense Robert S. McNamara stated:

"In a full scale national emergency, we believe
'effective U.S. controlled' ships will be as
available to DoD (Department of Defense) as
U.S. flag ships."

This policy of reliance on the fleet as a supplement to U.S.flag vessels continues to the present.. In July 1977, for example,
Vice Admiral Edward W. Cooke, Deputy Chief of Naval Operations for
Logistics, U.S. Navy, testified as follows on the subject of
effective U.S. control policy:

"In case of mobilization, we believe those
ships will be available. There is a con-
tractual control, based on war risk insurance,
but beyond that, there is the fact that they
are U.S.-owned in case of mobilization. We
believe they would be available for U.S.
forces.- (Hearings before the Committee on
Merchant Marine and Fisheries, Serial No. 95-12)

Similarly, Admiral James L. Holloway III, Chief of Naval Operations,
in his policy statement dated March 1, 1978 on the Navy's military
and budget postures confirmed that:

"The United States has plans for the utili-
zation of foreign flag ships of the Effective
U.S. Control (EUSC) Fleet. These are U.S.-
owncd or U.S. controlled ships of foreign
registry of 1,000 gross tons or more, which
are under contract to the Maritime Administration.
These can reasonably be expected to be made
available for U.S. use in time of emergency."
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have no reason to believe that a significant amount
would not be placed at the disposal of the U.S."

On June 8, 1981, Secretary of Defense Caspar W. Weinberger
replied to a request of the National Maritime Council asking
that the Department of Defense undertake "a thorough review
of the validity of the 'effective control' concept." In its
letter the NMC raised questions as to the availability and
rellabiIity of the vessels in the event of an emergency and
cited the possibility of flag state intervention if the
United States sought to utilize the vessels. Secretary
Weinletger's letter advised that the Department of Defense
h id, In fact, reviewed the effective control concept as NMC
requ.: ted and offered the following evaluation:

"The EUSC fleet is composed of some 465 ships
primarily under Liberian registry with a few under
Panamanian and Honduran flags. These ships, owned
or controlled by U.S. citizens, are considered in
contingency plans for sealift requirements primarily
as a source of ships to move essential oil and bulk
cargoes in support of the national economy. The
major try of these venels are not considered mi litar-

lv u: ,f u]I

"The EUSC countries of regi-try have stated that they
will assert no control over the employment of ships
on their registries, and that they will not inter-
fere with the exercise of emergency authority by the
governments of shipowners. They have indicated, with
varying degrees of formality, that they would not
interpose any objections to the exercise of U.S.
requisitioning authority over U.S. owned ships.

"While there are other forms of control exercised by
the Government over foreign registered ships, the
real basis for the effective U.S. control concept is
the authority provided by Section 902(a) of the Merchant
Marine Act of 1936 which authorizes the Secretary of
Commerce to requisition ships in time of war or national
emergency regardless ci registry. There have been no
formal treaties executed with the countries of EJSC
registry. Although we do not consider their crews as
reliable as U.S. crews, we have no basis to believe
that most of the ships in question would not be made
available when needed."
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The most recent assessment came from Captain R. W.
Kesteloot, Director of Strategic Sealift, Office of the Chief of
Naval Operations, on March 7, 1985, when he testified before the
Subcommittee on Seapower aid Force Projection of the Senate Armed
Services Committee. The following are his comments on the U.S.
effective control fleet, given in response to questions by
Senator William S. Cohen (R-Me.J:

"Senator Cohen: You mentioned there are ships that
would be in addition to the strategic reserve ships
under effective U.S. control. What are these ships?
Where are they? What are they?

"Captain Kesteloot: The ships that are under effective
U.S. control are frequently referred to as EUSC ships.
These ships are requisitionable assets available to the
U.S. Government in time of national emergency. They are
ships majority-owned by U.S. businesses operating under
the registries of four nations, Liberia, Panama, Honduras,
and The Bahamas. These four countries, unlike most
others, do not have laws which preclude or limit requisi-
tioning. EUSC ships number ovcr 400, but only 23 dry
cargo, and 57 tankers are considered militarily useful.

STATISTICS

The following table, based on preliminary data from the Maritime
Administration, describes the foreign flag vessels owned or
controlled by U.S. companies as of July 1, 1985. The EUSC fleet
has 335 vessels and there are 101 ships registered in 17 other
countries.

Tankers Frei hters Bulk & Combo

No. No. No.
Ships Dwt. Ships Dwt. Ships Dwt.

Liberia 163 27,517,427 19 217,938 60 3,090,028

Panama 39 4,631,170 16 67,226 12 330,431

Bahamas 21 4,150,339 .... 1 128,320

Honduras .... 4 24,975 ....

Other
17 Countries) 72 5.302.379 15 47,617 14 873,159

Based on this preliminary data, the EUSC fleet has diminished by
67 ships, or 17%, in the year since July 1, 1984.
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AFTER RECESS

Senator CHAFEE. Senator Moynihan, do you have some questions
for the panel?

Senator MOYNIHAN. Mr. Chairman, I don't have specific ques-
tions because of the very nature of the testimony which has to do
with propositions that were not in the President's proposal. We had
a lot of hearings on the President's proposal last year, but not on
any of these subjects.

But there are two points I would like to make. I was a little
chilled to read in Mr. Langdon's report that in 1980 electronic com-
panies produced a $7.4 billion trade surplus, which by 1984 had
become a $6.2 billion deficit. Wow. I mean, when you are in trou-
ble, we are all in trouble.

I would like to say, and I think the chairman knows this, that
there is no organization that is better regarded for its objectivity in
these matters than the Emergency Committee for American Trade.
ECAT is an old friend of this body. And we listened to Mr. Wiacek
with great attention. And Mr. Loree, your case was made forcibly
as well. Would it not be possible to ask our staff to give us an as-
sessment of the impact of the legislation we have from the House
on trade matters? Don't you think we ought to look at that?

I mean, we hear these things. They seemed to have come up very
much at the end, and I think Mr. Langdon, it was you who used
the term that they were resource driven. Was it not you, sir? Or
was it Mr. Wiacek. That getting this to become revenue neutral
might bind any provision, and it might end up doing us real dis-
service in the trade field.

Senator CHAFEE. What I would suggest, Senator Moynihan-I
share with you your concern over the adverse trade-impagts of the
legislation that the House has passed without any heartfgs. Why
don't I discuss this with the chairman. And I think that, if it is
agreeable with the chairman, we might have some more hearings
on these particular issues-this last-minute legislation that came
zipping through the House, that was tacked on, as they said, to
gain some revenue. Why don't we do that? I will talk with the
chairman about it.

Senator MOYNIHAN. Yes. Let's do that. For my part, I want to
thank you. I mean, we didn't have the least idea of some of these
things, and now we do.

Senator CHAFEE. Let me just say to Mr. Langdon and Mr. Wiacek
and Mr. Loree all that I share the concerns you have; and of
course, I have been familiar with the AEA for a long time and
what you folks have done to try and encourage exports and make
us more competitive.

Now, let's talk briefly about this section 482 and the audit prac-
tice. Could this be changed in some way to correct the problems
with things like intangibles, royalties, in the House bill without
going as far as the House did?

Mr. LANODON. Yes, I suppose we could come up with some sort of
formula to enforce arm's-length royalties. The trouble with the
House bill is that it looked at one extreme of alleged abuse, and
maybe that occurs, and tried to tailor the whole world around that.
We are currently only about 2 or 3 years into the current amend-
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ment, the 367(d), which requires that all intangibles be transferred
on an arm's-length basis. Prior to that, you could make 351 tax-free
transfers of intangibles abroad. And I would submit that we really
don't have a sufficient track record or an ability on the part of the
IRS to enforce existing law without going into an extreme position,
like in the House bill.

Our company has always collected royalties on transfers of intan-
gibles abroad. Not all industries in the United States have done
that, but I would submit that we apply the existing standards and
see how we work out without coming up with a new standard that
is not accepted by other foreign governments. The key thing that
really stops large royalty repatriations from abroad are foreign
governments who really don't want those amounts remitted out of
their countries.

Senator CHAFEE. OK. I am going to ask you and Mr. Wiacek two
quick questions. One: In the House, they didn't stick with the 25-
percent R&D tax credit; they went to the 20 percent.

Mr. LANGDON. Yes.
Senator CHAFEE. And they made it 3 years.
Mr. LANGDON. Right.
Senator CHAFEE. Second, on the capital gains--
Mr. LANGDON. The rate went up from 20 to 22 percent.
Senator CHAFEE. All right. In your outline, you say those points

are very important.
Mr. LANCDON. Yes.
Senator CHAFEE. I will take the second one first. How important

really is the difference between 22 and 20 on the capital gains?
Mr. LANGDON. Obviously, it is not as large as where the capital

gains rate was under prior tax law. It is an important factor, and
we certainly favor the restoration to the 20-percent rate.

Senator CHAFEE. But also, you want the rates reduced.
Mr. LANGDON. Right.
Senator CHAFEE. You would prefer to have the 33 maximum that

you would 40 or whatever Hewlett-Packard is paying. We have had
a parade of witnesses who have done a good job here today, each
one saying restore some kind of a tax credit or whatever it was
that the House eliminated. If you added them all up, I don't know
what the price would be.

Mr. LANGDON. Yes.
Senator CHAFEE. But where are we going to get the money if we

are trying to keep these rates at 33 or 35 for individuals? OK. Now,
on a scale of 1 to 10, where do you put the 22-percent capital gains?

Mr. LANGDON. Assuming that 10 is the highest--
Senator CHAFEE. Ten is the most important.
Mr. LANGDON. Well, I guess we would rate it as a five or a six.

The R&D credit is perhaps more--
Senator CHAFEE. Now, let's go to that one.
Mr. LANGDON. Yes. It is more important to us. We would rate

that a 9 or a 10. The reason is that it was cut-not only was it cut
by 20 percent, but in addition, it was only put in place for 3 years;
and we feel that that is inappropriate.

Senator CHAFEE. I know that has constantly been a struggle
here. I remember speaking to the AEA a long time ago and said:
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Don't worry; that will all be taken care of; and of course, it wasn't.
OK. What do you have to say, Mr. Wiacek?

Mr. WIACEK. I would like to say that, as was said by a number of
witnesses that were here this summer, the rate reduction doesn't
come near offsetting the base broadening that has gone on. There
has been a $140 billion shift from the individual to the corporate
sector. On the international side, what I would like to repeat is
that, as you know, this is a place where you can't level the playing
field because you don't control it.

I ask you, with trade in mind, is this the sector from which you
want to get the revenue to help balance out the rest of the bill?
And if so, do you think that our foreign trading partners are going
to enact similar provi4ons any time soon? And if not, won't our
companies be facing--

Senator CHAFEE. Excuse me 1 second, please.
Mr. WIACEK. Won't our companies be facing novel taxes not

faced by their competitors, which are intended to raise billions of
additional dollars in taxation not faced by their competitors?

Senator CHAFEE. Let me just get back to these two points again
quickly because we have got limited time and we have two other
witnesses. I know you are not AEA, but what about the capital
gains?

Mr. WIACEK. The capital gains is primarily important to entre-
preneurial or high technical companies that rely on it to raise
money, and those type of companies include many ECAT members.
But ECAT, of course, also consists of the mainstream industrials.
The capital gains taxation is an important provision, but I probably
agree with my colleague that it is in the four, five, six range. It is
there; it is important, but--

Senator CHAFEE. Again, what about the R&D tax credit, although
I suppose you are not so much into that?

Mr. WIACEK. As a matter of fact, Mr. Langdon is a member of
ECAT, as are other electronics companies, pharmaceutical compa-
nies, and others that are high tech, so the R&D credit is important.
I don't know that I would put it at a 9 or a 10, but I would certain-
ly put it between 5 and 10. I think, in fact, one of the issues you
are going to see up here as the most controversial is the 367/482
issue. It arose very, very late in the game on the House side. In
fact, it was a one-line sentence in the middle of the 936 Puerto_
Rican proposals. No hearings; nothing.

Senator CHAFEE. All right. What about the problems you men-
-tioned about the increased burden on domestic companies with for-
eign operations? Is that neutralized to some degree by the lowering
of the corporate rates?

Mr. WIACEK. No, I don't think so. We heard that argument from
the Joint Committee. It is a bit like someone telling you: Take this;
it is good for you. Or: This won't hurt a bit. We didn't ask for this.

Senator CHAFEE. Would you rather have no tax bill than the
House one, even if the House one were fixed up to some degree,
along the lines you have heard suggested?

Mr. WIACEK. Speaking personally, Yes. I think that is the case.
Senator CHAFEE. Would you prefer present law?
Mr. WIACEK. I would prefer present law. Yes.
Senator CHAFEE. What do you say, Mr. Langdon?
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Mr. LANGDON. With some minor changes that we have suggested,
we would favor tax reform.

Senator CHAFEE. All right. Mr. Loree.
Mr. LOREE. Well--
Senator CHAFEE. You represent U.S.-owned foreign flag ships.

Who do you pay taxes to, if anybody?
Mr. LOREE. Well, we pay taxes to the United States when earn-

ings and profits are remitted to the U.S. shareholders. We pay ton-
nage taxes to the nations of registry. I would say, in that respect,
we are no different than any other shipowner against whom we are
competing.

It has been said about shipping-you have probably heard it
said-that economists have called it a taxless world. That is true, I
suspect, in terms of immediate taxation on earnings or profits, as-
suming there are any; but the fact is, for U.S. shareholders, unless
we reinvest in shipping assets, under the law as it is now, we are
taxed currently even if the dividends aren't remitted to the U.S.
shareholders.

Shipping is treated differently. Shipping is in Subpart F the only
active business-and believe me, it is an active business-that is in-
cluded with various kinds of passive activities. Shipping income is
treated competely differently. Unless we reinvest, we pay taxes.

Senator CHAFEE. You have cited three provisions you didn't like.
In order of your distaste for them, which is the worst and the best?

Mr. LOREE. If the top of the scale is 10, then I give repeal of the
Subpart F reinvestment provision a 15 because it would put us out
of business. It is that simple. Sections 833 and 863 present all kinds
of problems that I don't believe people understand where, in cer-
tain situations, owners would have to investigate the residence of
each of the crew members and withhold wages based on what legs
of voyages involved U.S. ports. It is that strange. It is a bureaucrat-
ic morass that would accomplish nothing and would impel develop-
ing countries, which do not have their own merchant fleets, to do
the same thing. And to me, that could be utter chaos for our busi-
ness.

Senator CHAFEE. You are not for it? OK. Senator Moynihan.
Senator MOYNIHAN. Mr. Chairman, just a capital gains question.

We went through that in 1977 and 1978, and we did cut the capital
gains; and I think it is one of the few examples where the response
was pretty much what was predicted. Revenues rose. And I think
Mr. Langdon testified to the effect, from the electronics industry at
the time, having spent all our time cutting capital gains, now to
start raising them is an example of what we seemed to have gotten
ourselves into in this legislation. Mr. Chairman, I must regretfully
tell you that we are having a party caucus at this hour to decide
what is going to happen to our Gramm-Rudman. So, if you will for-
give me, I am going to have to let you take the rest of this hearing.

Senator CHAFEE. All right, as long as you report back to us.
[Laughter.]

Fine. Thank you all very much, and please convey our good
wishes to Mr. John Young, who has testified here and who did a
good job on that report.

All right. Mr. Fred Wertheimer and Mr. Thomas Ruhm.
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Why don't those who are leaving leave very quietly, and Mr.
Wertheimer, why don't you start? We welcome you here.

STATEMENT OF FRED WERTHEIMER, PRESIDENT, COMMON
CAUSE

Mr. WERTHEIMER. Thank you, Mr. Chairman. Our testimony
deals with two provisions of the House tax bill. We are opposed to
the 100-percent tax credit for political contributions that was
passed as part of the House bill. We support the dollar tax check-
off for Presidential elections, which was repealed in President Rea-
gan's tax proposal but retained in the House bill.

The 100-percent tax credit for political contributions was rejected
in the House Ways and Means Committee by a 14-to-.21 vote and
then passed on the House floor by a margin of 230 to 196 votes. We
opposed the 100-percent tax credit by itself for three reasons.

One, it is not the remedy to what we consider the single biggest
problem in the field of congressional campaign financing, and that
is the role that PAC's are playing in the political process. We don't
believe there is any realistic reason to believe that simply increas-
ing the tax credit for individual contributions will effectively de-
crease PAC money or PAC influence in Congress. Second, a 100-
percent tax credit without effective bundling restrictions will in
fact become a potent new tool for increasing the power of PAC's,
and we do not think the House provision has an effective--

Senator CHAFEE. Could you define "bundling?"
Mr. WERTHEIMER. Yes; I am going to. Bundling is a practice

whereby PAC's will ask their members to write out checks individ-
ually to candidates, collect that money, and turn it over to the can-
didate. It is a way of getting around the $5,000 limit on what PAC's
can give to a candidate. In our view, it is an evasion of the PAC
limit. The FEC has presently held that it should not be counted
against the PAC limit, and the impact of that is to allow PAC's to,
in effect, provide ver, substantial sums of money in the form of in-
dividual contributions. We think that is wrong and that the law
should be changed. We also think that if you have that kind of
system and allow PAC's to, in effect, collect and channel "free"
money-100 percent tax credit money-they are the ones best posi-
tioned to organize and raise that money, and you are going to in-
crease their role in the congressional process, not decrease it.

The third point I would like to make is that the 100-percent tax
credit by itself available annually will provide an undue advantage
for incumbents over challengers. Incumbents already have a major
edge in raising small contributions by a margin of about 22 to 1.
The 100-percent tax credit will multiply that advantage, and the
reason is the following. It is drafted in a way that the 100-percent
tax credit is available to be raised annually. It means that incum-
bents will be raising this money in off-years. In th? case of the
Senate, it would be raised over a 6-year pario' " 'c , ngers
will be raising it for the most 1 or 2 years. So, ,y pro-
viding a public subsidy in a way that represents laying
field, and it is by itself and available annually, sit.J' .fair to
challengers.
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We have supported the 100-percent tax credit as part of a com-
prehensive package of reforms. We think it could play a valuable
role in a larger reform package in a way that would provide incen-
tives for small contributions without benefiting incumbents at the
expense of challengers contain strictly anti-bundling provisions and
without becoming a vehicle for PAC's to maximize their influence.

In the case of the dollar tax check-off, we have as you know
strongly supported the Presidential public financing system. The
administration's proposal to repeal the dollar tax check-off is not
tax reform. It does not deal with a tax preference. There is no al-
ternative way proposed for funding the Presidential public financ-
ing system. The net result of it will be to kill Presidential public
financing. We think that would be a disastrous mistake and a step
backwards.

So, in conclusion, I would again want to say with respect to the
100-percent tax credit, by itself, we think it is not a solution. It
could very well, and as drafted will, exacerbate the campaign fi-
nance problem in Congress; and it is unfair in the way it would be
implemented on behalf of incumbents versus challengers. We
therefore urge this committee not to support the 100-percent tax
credit that passed the House.

Senator CHAFEE. All right. Fine. Thank you very much.
Mr. Ruhm.
[The prepared written statement of Mr. Wertheimer follows:]
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Summary

o Standing by itself, in the form passed by the House, the 100%
tax credit for political contributions is basically flawed and
should not be enacted. It will not stop the driving influence of
PACs on Congress which is the single biggest problem in the current
congressional campaign finance system. Without effective "anti-
bundling" language, the 100% tax credit will, in fact, provide PACs
with a potent new tool for increasing their influence and will
seriously undermine current contribution limits for PACs. PACs are
presently best situated to organize and channel "free" contributions
to congressional candidates.

o The House-passed tax credit gives an unfair advantage to
incumbents. The major edge incumbents already have today in raising
small contributions will be multiplied by "no cost" contributions
without other campaign finance reforms to accompany it. A 100% tax
credit available annually and by itself provides public assistance
for incumbents in nonelection years when challengers have not ever,
announced. In the Senate, for example, an incumbent could raise
$600 per person ($1200 per couple) in publicly subsidized contri-
butions over a six year term, compared to $100 or $200 per person
($200 or $400 per couple) for a challenger who is unlikely to be a
candidate until election year or the year before.

o Common Cause has supported a comprehensive campaign finance
reform package including limits on PAC contributions; "anti-bund-
ling" language to close the loophole which permits PACs to serve as
a conduit for individual contributions and thereby evade current PAC
contribution limits; 100% tax credits for political contributions;
overall spending limits; limits on the use of personal wealth; and
response time for candidates who are the subject of broadcast
independent expenditure campaigns. In the context of a package of
reforms, the 100% tax credit can play a valuable role in providing
incentives tor small contributions without benefiting incumbents at
the expense of challengers, or serving as a vehicle for PACs to
maximize their influence.

o We urge the Committee to join the House in rejecting the
Administration's proposal to repeal the dollar tax check-off used to
finance presidential elections. Repeal of the check-off is not tax
reform; the check-off is not a loophole or preference.

o The White House haE not proposed an alternative source of
financing for presidential elections and has indicated it would
probably oppose any direct appropriation for this purpose. Repeal
of the check-off is a back-door maneuver to kill public financing
for presidential elections.

o Public financing for presidential elections has worked and
should be retained. It has reduced the influence of large con-
tributors and PACs. Repeal of the check-off is an open invitation
to return to the presidential campaign finance abuses of the Water-
gate era.
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Thank you, Mr. Chairman and Members of the Committee, for

this opportunity to testify on the 100% tax credit for political

contributions, which is part of the House-passed tax reform bill.

The issue of campaign finance reform has been of central concern

to Common Cause throughout its fifteen-year history, and-I am

pleased to present our views for this Committee's consideration.

Mr. Chairman, the current congressional campaign finance

system is out of control and in need of fundamental reform. The

biggest problem with the current system is the increasingly

dominant role played by PACs, their negative influence on our

system of elections and, most importantly, their negative influ-

ence on congressional decision-making. There is a growing

national consensus that the PAC system is undermining our rep-

resentative form of government and must be changed.

As the Congress seeks to address the problems of the current

campaign finance system a basic test must be applied: Will the

solution effectively help solve the PAC problem?

We believe, Mr. Chairman, that the 100% tax credit alone, as

passed by the House, fails this test. It will not stop the

driving influence of PACs. In fact, as we will discuss, it could

make the problem worse.

Common Cause has supported a comprehensive campaign finance

reform-package aimed at limiting PAC contributions, encouraging
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greater reliance on small contributions through the use of 100%

tax credits, providing some form of alternative financing for

-congressional ejections, limiting the use of personal wealth,

providing overall spending limits, and controlling the problem of

independent expenditures. For example, in 1983, Common Cause

supported legislation in the House which combined the 100% tax

credit with aggregate PAC limits, overall spending limits and

other key features, and which garnered 150 co-sponsors.

Standing by itself, however, we believe the 100% tax credit

is a flawed proposal, one which would not solve-the growing PAC

problem and could open up new loopholes in current campaign

finance laws that would increase, rather than decrease, the

already dangerous influence of PACs. It is clear that PACs are

in the best position to organize and channel the new funds that

would flow into campaign coffers were tne proposal enacted into

law without further restrictions.

The 100% Tax Credit for Political Contributions

Current law provides a 50% tax credit for political contri-

butions to candidates for federal, state, or local elective

office, to political parties, and to political action committees.

The tax reform bill pending before the House Ways and Means

Committee last fall proposed to repeal the 50% tax credit. An

effort was made late in the Committee's mark-up of the bill to

replace the current tax credit with a new, 100% tax credit for

in-state political contributions to congressional candidates.
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That amendment was defeated by the Ways and Means Committee by a

14 to 21 vote.

Despite the Committee's rejection of the 100% tax credit

amendment, supporters were successful in a last-minute effort to

maxe the amendment in order when the tax bill was considered on

the House floor. The amendment was adopted by the full House

after a short debate of less than 30 minutes, by a vote of 230 to

196.

Common Cause opposed the 100% tax credit amendment during

House consideration and strongly urges the Finance Committee not

to allow the tax credit to be enacted into law by itself. We

oppose the 100% tax credit alone for the following reasons.

First, the 100% tax credit proposal contained in the House-

passed tax bill is not the remedy to the PAC problem. Despite

claims by some proponents, there is no realistic reason to

believe that simply increasing the tax credit for individual

contributions will decrease PAC money or influence in congres-

sional campaigns. PACs will still have every incentive to give

candidates will continue to have every incentive to accept. The

ten-year track record of exponential growth in PAC giving and PAC

influence will continue, with PAC funds continuing to be focused

on incumbent Members of Congress.
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Second, a 100% tax credit without effective bundling re-

strictions will serve to exacerbate the role and influence that

PACs exert today. Bundling is a practice whereby PACs solicit

and then bundle together political contributions made by their

members to individual candidates, with the PAC serving as the

conduit for delivering those bundled contributions. This prac-

tice permits PACs to avoid the limits on PAC contributions which

would otherwise apply.

A 100% tax credit without effective bundling restrictions

will become a potent tool for increasing the influence of PACs.

PACs are best situated to organize tax-subsidized contributions

from their already known givers. If they are free to help raise

and channel these funds, their ability to influence and dominate

Congress will escalate, not decrease. Instead of providing

$5,000 or $10,000 to a candidate, they will provide $50,000 or

$100,000.

Bundling is already a serious problem under current law, a

problem which threatens to seriously undermine current limits on

PAC contribution limits. A recent Common Cause survey revealed

that at least six of the nation's top twelve defense contractors

"bundle" contributions to candidates. Bundling has also been

used heavily by the insurance industry, which has an important

stake in the tax bill before this committee.
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In response to concerns raised by Common Cause and others,

the tax credit amendment offered on the House floor was modified

from the original version offered in Committee in an effort to

address the bundling issue. However, the bundling language

contained in the House-passed amendment, which makes taxpayers

ineligible for the credit if their contribution is subsequently

-bundled, is inadequate to deal with the bundling problem.

Bundling can be controlled, however. The most effective

means for enforcing anti-bundling restrictions is to require PACs

themselves to count bundled contributions against the PAC contri-

bution limits established in current law. Such language is

contained in the campaign finance amendment authored by Senator

Boren, which the Senate refused to table in a vote on December 3,

1985. Common Cause strongly supports the Boren amendment and

believes its approach to bundling is a realistic way to curb

bundling abuses.

Third, the House-passed 100% tax credit would provide an

undue advantage to incumbents compared to challengers. The

congressional campaign finance system is already biased in favor

of incumbent office-holders. Under current law, incumbents are

the biggest beneficiaries of PAC contributions, by a margin of

almost 4 to 1. Incumbents also have a major edge today in

raising small contributions, by a margin of 2J to I, an advantage

that will be multiplied by the 100% tax credit passed in the

House.
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A 100% tax credit available annually will be used by incum-

bents to conduct off-year fundraising at a time when challengers

have not even announced. Because of the six-year term in the

Senate, an incumbent would have access to $600 per term pei

person (and $1200 per term per couple) in "free" contributions,

compared to $100 or $200 ($200 or $400 per couple) for a chal-

lenger who won't be running until the election year or the year

before at the very earliest.

Thus, the 100% tax credit available annually and standing by

itself will further increase the competitive advantage which

incumbents hold today over challengers. On the other hand, if

the 100% tax credit is part of a larger package of campaign

finance reforms, including an aggregate limit on PAC contribu-

tions, these effects can be counterbalanced. (An aggregate PAC

limit would, of course, hav- a greater impact on incumbents.)

In summary, the 100% tax credit standing alone is basically

flawed. The notion that the tax credit by itself can dilute the

impact of the PACs is wrong. It will not stop the driving

influence of PACs, which is the most serious problem in our

current campaign finance system. Indeed, without effective

anti-bundling provisions, the 100% tax credit will provide PACs

with a potent new tool for increasing their dominance in the

legislative and political process and threatens to seriously

undermine current limits on PAC contributions.
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On the other hand, the 100% tax credit can appropriately be

included as part of a larger package. Common Cause supports a

series of changes in the campaign finance laws to address the

escalating problem of PACs. An aggregate PAC limit is absolutely

essential to stopping the growth and impact of PAC contributions

on Congress and decreasing the dependence of Members of Congress

on PACs.

Dollar Tax Check-Off for Presidential Campaigns

Mr. Chairman, while the major focus of my testimony has been

on the 100% tax credit for political contributions, I would like

to comment briefly on the critical importance of retail .ng the

dollar tax check-off used to finance presidential election

campaigns.

The tax reform plan outlined last year by President Reagan

eliminates the dollar tax check-off -- the mechanism on federal

income tax forms which allows taxpayers to designate one dollar

of their tax liabilities to be used for public financing of

presidential campaigns. The House rejected this proposal and

instead, chose to retain the dollar tax check-off. Common Cause

strongly urges this Committee to do the same.

President Reagan's proposal to repeal the dollar tax check-

off is not tax reform and does not fit within the general ap-

proach to tax reform announced by the Administration. As the

Administration itself has conceded, "the check-off does not
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directly affect individual tax liabilities." The check-off is

not a tax loophole or preference. it is not a device for lower-

ing any individual's taxes. Rather, the check-off is a provision

for directing to a particular program -- the public financing of

presidential elections -- taxes which are already owed to the

government.

The Administration claims it favors elimination of the

check-off because it "is a source of confusion" to the taxpayers.

Yet the Administration does not propose an alternative source of

financing for presidential elections, and a White House spokesman

has indicated that the President would probably oppose any

congressional appropriation for the fund.

The net result of the Administration's proposal to repeal

the dollar tax check-off therefore would be to kill the presiden-

tia. public financing system. The Washington Post, in an edito-

rial in support of the tax check-off, noted:

The official answer is that the check-off was elimi-
nated in the Reagan plan because it takes a line on the
tax return and has confused some taxpayers; you see, we
just wanted to simplify things. Sure. Intentionally
or not, the scrapping of the check-off makes a major
change for the worse in a campaign finance law that has
worked tolerably well. This isn't a tax issue at all.
Whatever Congress does with the president's bill, it
should keep the check-off as it is.

The fight to retain the dollar tax check-off is really a

fight to preserve the presidential public financing system.

Simply stated, that system is an idea that works -- it is the

crowning achievement of the amendments adopted in 1974 to the
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Federal Election Campaign Act. Under the system, candidates who

agree to abide by limits on overall campaign spending and the

expenditures of personal wealth are able to receive federal tax

dollars -- funds designated to a separate account by individual

taxpayers. Public funds are available to match small private

contributions raised by candidates during the nominating process;

for the general election, major party candidates are entitled to

full campaign funding with public dollars.

In the three elections for which this new system has been in

place -- 1976, 1980, and 1984 -- presidential public financing

has been successful. The presidential public financing system

was recently reviewed by the Commission on National Elections,

headed by Robert Strauss and Melvin Laird. The Commission

concluded:

Public financing of presidential elections has clearly
proved its worth in opening up the process, reducing
undue influence on individuals and groups, and vir-
tually ending corruption in presidential election
finance. This major reform of the 1970's should be
continued.

Since the law was passed, thirty-four of thirty-five party

candidates have chosen to participate in this voluntary system.

President Reagan himself has received over $90 million in public

funds for his 1976, 1980, and 1984 presidential campaigns.

Presidential public financing has checked the increase in

presidential campaign expenditures. Presidential contenders no

longer must "tin-cup" it around the country in search of campaign

funds. In contrast to the presidential contest of 1972,
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candidates are no longer dependent on a relatively tew "fat cat"

contributors -- the funding base for campaigns is broad. Politi-

cal action committees play a relatively minor role in financing

presidential candidates -- PACs gave less than $1.5 million to

1984 presidential candidates, or less than two percent of total

funds raised.

Reliance on special interest groups for their political

funds has been replaced by a new source of campaign funds --

public dollars designated to a special account by individual

taxpayers. As the New York Times observed in an editorial

opposing the Administration's attempt to repeal the dollar tax

check-off, "Public financing confers on presidential candidates

the freedom not to qrovel." Public financing has also conferred

the added freedom to govern -- without the strings attached by

large contributors or public suspicion that such strings exist.

The public financing system for presidential elections has

worked well. Repeal of the dollar tax check-off is a back-door

approach to killing this system and is an open invitation to

return to the presidential campaign financing abuses of the past.

We strongly urge this Committee to oppose efforts to repeal the

dollar tax check-off.

Thank you for this opportunity to testify.
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STATEMENT OF THOMAS F. RUHM, ICE PRESIDENT AND ASSIST.

ANT GENERAL COUNSEL, BESS MER SECURITIES CORP., NEW
YORK, NY S C
l4r. RUHM. 'hank you, Mi-'W ai-rman, members of the public., It

is a great pleasure to be here testify before this committee. I-am
here on behalf of my company, Bessemer Securities Corp. in New
York and all corporate investment companies similarly situated. I
am here to urge that corporate capital gains Should be taxed at the
same rate as individual's capital gains and that both should have a
50-percent exclusion from taxation. Furthermore, capital gains
must-be removed as a preference item from the corporate add-on
minimum tax in order that that differential not be reduced.'

The capital gains differential is a proven incentive to long-term
investment. Today, as of the nd of last year 1984, we have over
$16 billion comMitted to venture capital investing, for-instance,versus $4 billion in 1978, which had remained a static figure at
that level since 1969. In the 7 years since 1978,* we have had a
booming market for underwritten. public offerings of equity securi-
ties for companies of all size. Furthermore, we' had-the country up
and moving in 1979 and 1980 on the strength of the 1978 capital
gains tax cuts alone,, even before the Economic Recovery Tax Act of
1981. -

Nowj H.R. 3838 is going to drastically lower the capital gains dif-
ferential -for individuals, 60 to, 42 percent; and it is going to elimi-
nate it for corporations, 40 percent to zero. Corporations are just as
good long-term equity investors as individuals and partnerships
are. Nearly 90 percent of the National Association of Small Busi-
ness Investment Companies are corporations. Of the $16 billion
committed to venture capital at the end of 1984, over 40 percent, or
nearly $7 billion, came from corporations. Those funds are the'Na-
tion's seed corn for starting and growing nqw businesses. Now, $7
billiQn may not sound like much in Government circles, but it is
still a big number in private circles; and $7 billion as seed corn
goes a long, long way. Over 1,000 successful new businesses can-be
started with that, kind of money; and that is a lot of technological
development.. At, the same time, small businesses throughout the
country make the greatest contribution- to employment. , 1

If you'continue to tax corporations' capital gains at rates higher,
than the rates applied to individuals, corporations will gradually
phase out of long-term' equity investment. My company has been

.making venture capital and other long-term equity investrfients for
over 70 years. Historically, we have invested in Ingersoll-Rand,
International Paper, Texaco, W.R. Grace, all on a venture cai Pit -

basis. Today, we boast no less than 15 publicly traded companies
that we have sponsored and several more that have become divi-
sions of major companies.We cannot change to a limited partnership forfear of dispersing
the concentration of assets that has produced these investment suc-
cesses. The. taxes involved in liquidation alone would take away
much of our strength.

Finally, there would be a dynamic revenue gain from reducing
the capital gains tax rate on long-term equity investments by cor-
porations. The ecprience with revenue gains from capital gains
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taxes on individuals after the substantial rate reduction in 1978
from $9.3 billion revenue in 1978- to $12.9 billion in 1982, the only
years it is available so far, wduld definitely be repeated in the case
of corporations at least as far as long-term equity investments are
concerned.

Therefore, I, reiterate: Reduce the corporate capital gains rate to
the level of the individual rate'in all regards. Thank you.

Senator CHAFEE. Thank you.
[The prepared written statement of Mr. Ruhm follows:]

• -9 )..
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STATEMENT OF THOMAS F. RUHM,. VICE PRESIDENT
AND ASSISTANT GENERAL COUNSEL OF BESSEMER
SECURITIES CORPORATION, NEW YORK, NEW YORK,

ATTHE'tEAAING OF THIE SENATE COMMITTEE ON-FINANCE
ON THE TAX REFORM ACT OF 1986 ON FEBRUARY 4, ,986

UMMA.AY,

-1. The capital gains differential has had an undeniably

beneficial effect upon long-term equity' investment in this

country.

2.- H.R. 3838-maintains a substantial capital gains differential

for long-term investments 6y --individuals, but inexplicably

eliminates the differential for corporations.

3. Making the long-term capital, gains tax rate, substantially

lower than, the tax- t on ordinary income has thej.4ame

beneficial effect up6n long-term investments-by corporations

that it does upon .ong-term investments-by individuals.

4. If.cOrpOrations' capital gains are-taxed-at 36% (H.R. 3838)'

and their income from other sources is taxed at 36%, high-

yielding bonds will look like much, better investment's to

-- --them than equity growth situations.
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5. Corporations are still a substantial factor in the venture -....

*---oltal investing process, providing more than 40% of the

capital dedicated to venture capital investing as of the end

-6Of 1984, but that percentage haq declined from 55% at the

end of 1981-. -

6. A lowet".corporate 'capital gains tax rate would, play an

important role in encouraging -corporations to finance

innovation new ideas and the growth sectors of our economy,

-thus creating new jobs and-broadern'ng the tax base. - -

7. The Tax Reform Act of '1986 should -"-fm"- the corporate'

capital gains rate, from the 36% proposed by H.R. 3838, and

the 28% provided by existing legislation,"to -whatever the

maximum indi.v-dual capital gains tax rate is.

8. In 1978 the untaxed portion-of long-term capital, gains was

. removed as a tax preference item for individuals, but was

not so I removed for corporations through *legislative

oversight. It should be, so removed in the Tax Reform Act of

1986.

-2
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THE CORPORATE CAPITAL GAINS DIFFERENTIAL
SHOULD BE FULLY RESTORED.

The capital gain differential has had an undeniably

beneficial effect upon long-term equity investment in this'

country. The record since 1978 is crystal clear that growth is'

stimulated by lower capital-gains-tax rates.

H.R. 3838 continues this policy for capital gains

realized by individuals -- although it has substantially

diminished the diffe rential for .individuals from 60% to 42%.

However,-,for corporations H.R. 3838 has inexplicably eliminated

the differential altogether: Both capital gains and ordinary

corporate income are to be taxed at 36%!

The Economic Recovery Tax Act of 1981 cut the maximum

individual capital gains tax rate from 28 percent to 20 percent.

This change substantially reduced the tax burden on individual

saving- and investment and stimulated greater capital formation,

lasting economic growth and job creation. H.R.- A838, the pending

tax reform'legislat'ion, would set the maximum individual capital

gains tax rate at 22%.

"Unfortunately, the 1981 Act- did -not rpduce the

corporate capital gains tax rate from the 28 percent rate set.in

1978 and left a difference ofoeight percentage points between the
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corporate and indivi'dua- rates. Now H.R. 3838 would increase the

corporate capital, gaMs rate to 36%', and increase the difference

to fourteen percentage points.

From its enactment in 1942 until 1969, the maximum

corporate capital gains tax rate was a flat' 25 percent or 26

percen'b exactly equal to the-top rate for. individuals. In 1969,

the corporate rate began phasing up to,39 percent in tandem with

the substantal-i dfefses in individual capital gain tax rates.

Nine years later, when Congress reduced capital-gains

tax rates through the Revenue Act of 1978, the top 'indvidual

capital gains tax rate was cut to 28 percent, and, at the .same

time, the corporate capital gains rate was reduced to 28 percent.

However, at that time while *the. untaxed portion of long-term

capital, gains was eliminated as a tax preference item fo..-

individuals, it was not so eliminated for corporations. This was

an oversight, and it left corporations paying a 29.67% rate on'

.ldng-term capital gains. Nevertheless, the rates were otherwise

substantially in parity;
The 1981-.Act., however,- having reduced individual but

not corporate capital gains tax rates,-and again having failed to

eliminate the untaxed portion oflong-term capital gains as a tax

.preference item'for corporations, created a-substantial imbalance
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in the tax treatment of capital gains betweenn individuals and

corporations. This will become a whoping imbalance undgr H.R.

3838.

This lack of eeua ity- under the tax law between

individual and corporate capital 4ains tax rates 'has caused

economic distortion and will, if not eliminated, cause even

greater economic distortions, in a number of areas such as

venture capital investment. Corporate venture capitalists are at

a *disadvantage in dealing with entrepreneurs as opposed to

individUal venture, capitalists because their tax costs. are

substantially higher. - "
According to estimates as of the end of 1984 (more

recent data is not avai-lable),-the professional venture capital

industry Currently manages approximately $16.3.billion in assets.

Of that $16.3 billion, more than 40 percent is organized and

managed -in corporate, form (That''figure was 55% at the end of

1981).

At the present timhe industrial corporations, using

'internal corporate capital as opposed to pension- fund capital,

are the second leading source of capital for venture capital

investments (see Exhibit A). In addition, as of the end of 1984

corporations had committed 23% of the total funds raised for

private independent venture capital firms.
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- The total amount committed at that time by corporations

to. vefure capital investing -- r$6.7 billion --'may seem trivial

by Government standards. Blut $6.7 billion is still a big number-

-in the private--sector, and, more importantly, it- represents a

substantial portion of our nation's "seed corn"' for-starting and

growing new businesses. As "seed corn" $6.7 billion goes a long

way.

- New technological breakthroughs- are critical to the

- productivity increases needed by_ the Ainrican econ -1-A ' ower

corporate capital gains tax rate would play asimportant role in

encouraging corporations to finance innovatipn, new ideas and the

growth sectors of our economy and, thus, creating new jobs and

broadening the tax base -- an objective ,shared by both the

Congress and the Administration.

The significant difference between the individual-

capital gains tax rate and the-corporate capital gains rate has

caused increasing pressures on venture -capitalists and other

long-term equity investors to organize their activities into

individual or partnership form. It has encouraged investors to

skew the -form of their business 'entities solely for tax reasons

and not for economic considerations. -

Still again, some, for various 'and valid reasons, have

been unable to switch to partnership form and so have been, and -

are being, prompted to move their assets out of long-term equity
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investments into higher yield -situations. Corporations may

deduct from taxable4fcome up to 85%A180% and dimnising' further

by 1% per year for ten years, to 70%, under H.R. 3838) of the

amount of dividends received on common or preferred stock. It

makes no sense to reduce investible funds available for growth.

In view of the foregoing, the historic parity between corporate

and individual capital gains tax rates should be restored at the-

first opportunity. -

Two simple technical adjustments to maintain corporate

and individual rate parity are set forth on Exhibit B. These

adjustments eliminate the untaxed *rtion. of long-term capital

gains from the definition of tax preference inCome for the

purposes of the add-on minimum tax for corporations and set the

flat corporate' capital gains rate at .the maximum individual

.capital gains rate, thereby preventing economic 'distortions. If

only the rate-change - adjustment were made, the effective

corporate capitaL' gains tax rate would still be a too high

25.48%.'

Corporations are just as good a source of' long-term

investment capital as any other. But they too need incentives, to

take the substantial risks that long-term investment entails. If

their capital gains are taxed at 36% and their income from other

sources is taxed at 36%, high-yielding bonds are going to look

like much better investments to them than .venture capital
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situations.__ Why take this capital out of the pool of/ risk
.capital that-'is available for the long-term equity investments

that ard so vi6tl for the fundamental growth of this c-ountry?

Thomas F. Ruhm

* /

/

/
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EC NOMICSEXHIBIT A

June 3, 1985

Mr. Paul Bancroft Il I.
Bessemer Venture Partners
"630 Fifth Avenue

• New York, New York 10111

earP.t*to I
You have request t4d that I update the data whIch shows that a significant per-of the
venture capital Industry Is taxed af corporate tax rates. This Is an important, 'but
often overlooked, conslderation In capltalgalns tax planning. The following
I information shows that corporations should receLve the sane reductions that,-

. Individuals have received In maximIum capital galns tax rates sInce 1978.

As of December 31, 1984, the organized venture capital Industry had total coawaitted
capital of approximately $16.3 billion (not dustedd for current market value of'
Investments}; this country's dedicated poot of capital Investment for new business
development. Of this, $11.8 billion was held by Independent private firms, 11.6
billion by small business Invesm mnt companies fSBICs) and $2.9 billion by:corporae
subsidiaries. The latter two categories are virtually entirely corporate Invesors,
so we could safely say that at least $4.3 billion of their total of $4.5 billion was
represented by corpoallions. Ailhough it Is dlfflCult to pr'edlct the effect from
year to year, some of the SBICs are regustered Investment companies which may Pass
throujhltheir capital gfins +o their s-ockholders for tax ,purposes. In any eve-*,
this would Involve-less than $300 mill Ion of these assets, leaving at least $4
billion In these categ s. .

The Independent private firms consist primarily of partnerships, some e
4

-whose
ilimled partners are corporatlons as velI as corpora.teform vehicles. Our' record;
l'olcae that corporate Investors have provIdeo St .4 Pi lion and I'nsurance ooies
$1.3 bilIlon of the $11.8 billion. The balance comes; from pension, enoowmdn ,
'Individual, and'foreign investors.

If we total the $4 billion from the corporate segments of our Indu%,try plujs +he 12.7
bIlllon from the above corporate investors, we see t

hat approximately S6.7 billion of
the $16.3 hilllon Is subject to capital gains j1xaflon at corporate tax raes. Since
this represent ts approximately 41% of +he Industry, this I, a very signIflca-0 factor
for conslderatflm 4n the planning of the effect of capltal galn% taxation.

I hope thI.s Information Is helpful. Please con.ac+ me If you have any questions.

*Very rle;W

Sla-ley E. Pratt

Chairman

SEP: 9.

CC. William A. Thoma .
Venture Economics. Inc
I Lwtel Ae PO Boa 348 Welteslev 011 MA 0sif.
1617) 431 5100 10416 9,4 8637 vINTICOM WELL
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EXHIBIT B'

Conforming Changes in the
Co-rporate Altdrnativg Capital Gains Tax

Sec. (I-. REDUCTION OF ALTERNATIVE CAPITAL
GAINS FOR'CORPORATIONS. ..

(a) GENERAL RULE.--Paragraph (2) of section
1201(a) (relating to aliernatiQe tax for corporations' is
amended by striking out "28 percent" and inserting in lieu
thereof "the maximum effective capital gains tax- rate, for
noncorporate taxpayers computed under section. 12.02 and Sect-in-

1.-.

(b) TRANSITIONAL RULE.--

A transitional rule along the lines of section
1201 (c) would be included.

Confor'ming amendments would be made to sections
58(g)- (2); 170 (e) (1) (B), 593 (b) (2) (E), 852 (b) (3) (D)
(iii).

Sec. (21. ELIMINATION OF THE UNTAXED
PORTION OF CAPITALL GAINS AS A
TAX PREFERENCE ITEM FOR
CORPORATIONS

.Delete section 57(a(9)() in its entirety and
make cbnforiin'g numbering changes'in related subsections.. -
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Senator CHAPE. Aren't you going farther than that? As I under-
stood your testimony, if you take the maximum corporate rate at33.percezit, you said it should be at-the maximum capital gains
rate-50 percent of that. Isht that what you'said? _

Mr. RUHM. No; .I said the exclusion should be 50 percent, Mr.-
Chairman.- And if you leave the individual rate at 22 or reduce it to
20, what I am asking is that whatever exclusionary percentage gets
to that, b6 *applied to corporate capital gains. .I would like' to see it
at 50 percent. 1 think that is a good historical figure. It has worked
ver-well for this country in the past. ' -

Senator Ct~wx.'Woul4n't that get the capit l' gains down to

Mr. RUHM. Or 17.5, n6', you are right, 16.5. Whatever the _top:rate
for ordinary income is divided by two. The absolute rate s not im-.-
portant here; it is thedifferentia- a - .J

Senator CuOuFmE. The differential, yes.
Mr. RUvM. That ii Why I talk in terms of that. I can understand

the political aspects of it, though.Senator Cii . Where does itstand now?4f-4he individual is 20
percent, what is the corporate now for capital, gains?,

Mr. RutiM. In H.R. 3838, or the present law?
Senator CHAvzr-No, no, the, present law.
Mr. RUHM. .Twenty-eight percent for corporations.
Senator CHAIEZ. Twenty-eight percent. That is What ,1 thought.
Mr. RUHM. Vershis the46 percent ordinary rate for corporations.
Senator CHAIEE. But you still have your differential?
M M1. ,RUHM. There, we do. We have a 40-perdnt-differential. It is

no as good as we would like, but--
Senator CHAPERE. Twenty? You have the difference between_ 20

and-what did you say?
Mr. RUHM. Twenty-eight and& forSy-six. That-is right.
Senator CHAFEE. Let'q stick to the capital gains.
Mr; RUHM. Well, that is where you measure the differential be-

tween the ordinary.rate and'the capital gains rate. .
Senator CHAFEE. Yes. The difference between the corporate cap-

ital gains rate and-the individual capital gains rate.
Mr. RUHM. Yes. That' isthe problem, or one of the problems.
Senator CHAFZE..The difference now between 20 and 28 percent.

Right?
Mr. RUHM. On that issue, yes, sir.
Senator CHAFEE. And that is a difference of how much?
Mr. RUHM. Eight percent .
Senator CHAlEE. Well, it is morethan 8 percent.
Mr. RUHM. Well, yes, because you have the add-on minimum so

in effect it is abqut 29. versus 20.
Senator CHAFEE. And yet life is going on with that differential?
Mr. RuHM. It is riot going on as well as It should be. Corporations

contributed 55 percent of the capital committed to venture capital
- in 1981; nowv it is-down to 40. It will go down further. -

Senator CHAFEE. In your testimony, you talk abotit $16 billion of
venture capital, of which 40 percent came from corporations. Were
those corpoations-you may not know the answer to this-but
were those corporations taxable entities?

Mr. RUHM. Yes.

'I
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senator CHmmE. In most instances?
.Mr. RUHM. Yes. That is not including foreign corporations, for in-

stance.
Senator CHAFEE. Yes. I was thinking of pension plans.
Mr. RUHM. Not including pension funds.
Senator CHAEE. And insurance and so forth?
Mr. RUHM. No, pension funds is a separate category.
Senator CHAF9E. I see. All right. Mr. Wertheimer, I think the

points you make make a lot of sense. Of course, you were here
when Congressman Frenzel was testifying.

Mr. WERTHEIMER' Yes, Senator.
Senator-CHAFEE. I think what the House did is bad business i

don't believe in 100 percent tax credits on- donations.
Mr. WERTHEIMER. Sure. . . I
Senator CHAFZE. I think there ought to be some actual contribu-

tion in there. '
' Mr. WERTHEIMER. Yes.
Senator CHAFEE. Thank you very much -

Mr. WERTHEIMER. Mr. Chairman, could I just ask one thing?.
Senator CHAFEE. Yes, go ahead.
Mr. WERTHEIMER. We submitted a full statement, and I would

'like that to be part of the record.
Senator CHAFEE. Oh, yes. We will do that.

* Mr. WERTHEIMER. Thank you.
Mr. RUHM. As would I, Mr. Chairman.
Senator CHAFEE.-Fine.
Mr. RUHM. Thank-you, Mr. Chairman.
Senator CHAFER. Thank you very much., That concludes it.
[Whereupon; at 12:25 p.m., the hearing was adjourned.]
[By direction of the chairman the following communications were

made a part of the hearing record:]

, . ....

,f .0
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STATEMENT, OF. SENATOR ROBERT W. KASTEN, JR.
EFFECTIVE DAftE'OF TAX REFORM

FEBRUARY 26, 1986

Mr. Chairman: Today I am in'roducirig"leislation.,to help
clarify the many questip s about effective date of-any changes
in the tax code.

The House of Representatives has adopted a tax bill which
sets January 1, 1986 as the effective date of changes .,in'the
tax code. This has 'created a climate of uncertainty a'nd .
confusion that is paralyzing many critical business and public
sector decisions.

It is unclear to anyone howthe decisions that they are
making today will be treated for tax purposes.

The result is a "Twilight Zone of 'taxes." in this

"Twilight Zone" no one can predict what will be the tax effect
of their actions.

The legislation I am introducing today will remedy this
problem by setting a precise date in the future for any changes
in the tax code. This legislation provides that no changes i6
the tax code initiated as a part of current tax reform
legislation will become effective until January 1, 1987,

It is'totallyuiacceptable,to require taxpayers to accept a
retroactive date for new tax provisions as provided in the
House bill.

-Thi'§iidlibrfis o Jr i ,c iions t would
provide more jobs and importantservices across the nation. In
effect, the effective date issue precipitated by the. House
legislation is putting the breaks on the current economic
expansion.

Around my state municipalities and private industry have:
withheld initiating important building and capitol improvement
projects. These same problems are occUrring around the nation.

Mr. Chairman, I call on all of my colleagues who are
interested in steering our natiOn to continued economic
expansion'and out of the "Twilight Zone of Ta'xes.'" I hope they
will join me in supporting this legislation to set a certain
date for any changes in the tax code.

Mr. Chairman, I ask unanimous consent that the text of this
legislation be printed at this aoint in the record. '

#*

I;,
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STATEMENT OF THE HONORABLE, GUY A. VANDER JAGT (R.-MICH.),

'BEFORE THE SENATE COMMITTEE ON FINANCE

SOF THE UNITED STATES SENATE

FEBRUARY 4, 1986

"ON

/ H.R. 3838

MR. CHAIRMAN AND' MEMBERS OF THE COM MITTEE,. YOU HAVE MY

DEEPEST SYMPATHIES GIVEN THE TASK BEFORE'.YOU, T IE CONSIDERATION

OF COMPREHENSIVE TAX REFORM LEGISLATION PRESENTED BY PRESIDENT

REAGA.-AN0NOW-.RASSF-DBY-JHEHOusE-oF-RzPRE-SENTATIVES.IN THE FORM

OF H.R. 3838. IT IS A.DIFFI'CUJT TASK FOR MANY REASONS;

POLITICAL,. ECONOMIC, AND TECHNICAL. IN ADDITION, AND QULITE

IMPORTANTLY, 'THE PRESIDENT HAS INDICATED THAT HE HAS SEVERAL

FUNDAMgNTAL PROBLEMS WITH THE CURRENT FORM OF H.R. 38 3 -8- .,

SPECIFICALLY, CONCERNING CAPITAL F0 TN, THE $2000 .PEkSONA'.

EXEMPTION EFFECTIVE.DATES, ETC. MY INTENT IN SUBMITTING THIS,. ,

STATEMENT FOR YOUR CONSIDERATION IS NOTvTORECITE HOW TOUGH THE,

TASK IS BEFORE YOU; RATHER MY INTENt IS TO HELP YOU WITH THAT

TASK BY IiIRECTING YOUR ATTENTION TO THE'REPUBLICAN ALTERNATIVE TO

H.R- 383! DEVELOPED AND ENDORSED ON AN ALMOST UNANIMOUS BASIS BY

BOTH THe REPUBLICAN MEMBERS OF THE WAYSAND MEANS COMMITTEE AND
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REPUBLICAN LEADERSHIP OF THE HOUSE OF REPRESENTATIVES. THE KEY

DIFFERENCES BETWEEN THE REPUBLICAN ALTERNATIVE AND H.R. 3838 ARE

DISCUSSED BELOW FOLLOWED BY A DETAILED DEScRIPTION. THE .

STATUTORY LANGUAGE Ii CONTAINED IN H.R.-3879'. ON ALMOST EVERY

SIGNIFICANT COUNT, I BELIEVE THE REPUBLICAN ALTERNATIVE IS A

SUPERIOR. PRODUCT TO H.R. 3838, '.REPRESENTING A MORE BALANCED,

THOUGHTFUL APPROACH TO TAX REFORM, WHILE TAKING ACCOUNT OF THE

INHERENT RISKS tN SUCH A MAJOR CHANGE TO OUR EXISTING -TAX SYSTEM

FROM THE STANDPOINT OF OUR ECONOMY IN GENERAL'AND IN PARTfCULAR

WITH RESPECT TOITS POTENTIAL IMPACT ON SPEC IFIC CRITICAL

INDUSTRIES..

WIfH THAT OV-ERALL APPROACH IN MIND, THE EPUBLICAN

ALTERNATIVE REVERSES THE ANTI-FAMILY, ANTI-SAVINGS, ANTi-FdREIGN

COMPETITIVENESS, ANTI-CAPITAL FORMATION, ANTI-PRIVATE RETIREMENT

SYSTEM DIRECTIONt OF H.R. 3838 THROUGH A NUMBER OF ESSENTIAL

IMPROVEMENTS WHILE MAINTAINING THE FOUR MOST CRITICAL ELEMENTS OF

THE PRESIDENT'S PROPOSAL:

O REVENUE NEUTRALITY

P SIGNIFICANT OVERALL RATE' REDUCTION

Oo-. PROTECTION OF HOME MORTGAGE INTEREST DEDUCTION

o DRAMATIC TAX RELIEF FOR L9WER INCOME TAXPAYERS..'
- - ., -
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PRO FAMILY: H.R. 393R HAS AN ANTI-FAMILY BIAS PFCAUSE IT

REDUCES A TAXPAYER'S ITEMIZED DEDUCTIONS IN RELATION TO THF

NUMBER OF A TAXPAYER'S CHILDREN. FOR EXAMPLE, IF A TAXPAYER HAS

3 DEPENDENTS; HIPOR HER ITEMIZED DEDUCTIONS ARE REDUCED BY

$1,500; 5 DEPENDENTS -- REDUCED BY $2,500; 7 DEPENDENTS (I.E., *A.

FAMILY OF 5 CHILDREN) -- REDUCED BY S3,0. , THE REPIIL AN

ALTERNATIVE REVERSES THIS\ANTI-FAMILY BIAS BY PROVIDING A, k?0fnn

PERSONAL EXEMPTION PER DEPENDENT WHILE IMPOSING NO REDUCTION IN

ITEMIZED DEDUCTION WHICH IS RELATED TO THE NUMBER OF CHILDREN OF

A TAXPAYER. THE REPUBLICAN ALTERNATIVE PROVIDES A FULL t2,O0

-PERSONAL. EXEMPTION FO'R ALL TAXPAYER IN THE FIRST TWO 'RATE

BRACKETS -- APPROXIMATELY 90 PERCENT OF ALL. TAXPAYERS -- WITH A

DIMINISHED PERSONAL'EXEMPTION FOR HIGHFR INCOME, HIGH MARGINAL

RATE TAXPAYERS. THE COMBINED AFFECT OF THE DIFFERENCES BETWEEN

H.R. 3839 AND THE REPUBLICAN ALTERNATIVE AS IT IMPACTS ON LOW ANn

MIDDLE INCOME FAMILIES IS JUST SHORT OF REMARKABLE. 'ANALYSFS

PREPARED BY TWO NATIONAL.ACCQIINTING FIRMS CONFIRM-THAT THE

REPUBLICAN ALTERNATIVE PROVIDES HIGHER ITEMIZED DEDUCTIONS AND

LOWER TAXABLE INCOME TO ALMOST ALL FAMILIES UNDER $75,fNn OF

-GROSS INCOME THAN DOES H.R. 3938 WHILE H.R. 3R39 PROVIDES HIGHER'

ITEMIZED DEDUCTIONS'AND LOWER TAXABLE INCOME FOR FAMILIES WITH

OVER $75,000 OF INCOME. SEE ANALYSES ATTACHED.
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PRO MARGINAL RATE REDUCTION -- IMMEDIATELY -- FOR
IMOIVIDUALS: H.R. 3838 PROVIDES MARGINAL RATE'REDUCTIONS FOR

INDIVIDUALS WHICH PHASE-IN OVER TWO. YEARS TO REDUCE THE TOP

'INDIVIDUAL MARGINAL RATE.TO 38%. GIVEN THE PROPENSITY OF CERTAIN

ELEMENTS, OF THE CONGRESS FOR TRYING TO RAISE REVENUE BY

PREVENTING TAX CHANGES.FROM FULLY PHASING INTO EFFECT, INDIVIDUAL

TAXPAYERS AND THE PRESIDENT SHOULD BE.EXTREMELY WARY OF PHASED-IN

INDIVIDUAL RATE REDUCTIONS. ONLY A SHORT TIME AGO THERE WERE

ATTEMPTS TO PREVENT THE THIRD YEAR OF PRESIDENT REAGA S 1981,

THREE-YEAR RATE REDUCTION --AND THE 'INDEXING OF TAX RATES FROM

GOING INTO EFFECT. THE REPUBLICAN ALTERNATIVE, RECOGNIZING THIS

"FREEZE" FACTOR, PROVIDES A REDUCTION OF THE -TOP MARGINAL RATE TO'

37 PERCENT FFECTIVE.IMMEDIATELY, ON JANUARY 1; 1986. As A

RESULT, THE REPUBLICAN.ALTERNATIVE PROVIDES' MORE GENEROUS'

AVERAGE TAX REDUCTIONS TO%,ALL INCOME GROUPS THAN DOES-H.R,. 3838.

SEE THE COMPARISON OF THE D'ISTRI9UTIONAL IMPACT OF THE REPUBLICAN

ALTERNATIVE WITH H.R. 3838-ATTACHED.

PRO 'SAVINGS: " H.R. 3838 HAS AN ANTI-SAVINGS, PRO-CONSUMPTION

BIAS WHICH IS INCOMPREHENSIBLE FROM A NATIONAL ECONOMIC POLICY

PERSPECTIVE CONSIDERING THE FACT THAT AMERICANS' ARE CURRENTLY

SAVING-AT---THE SLOWEST RATE IN 35 YEARS. THE. REPUBLICAN

ALTERNATIVE REVERSES THIS BIAS BY PROVIDING A FULL $2,000 SPOUSAL



k' X,

208

-5-

IRA, AS IN -THE PRESIDENT'S PROPOSAL; ALLOWING AN ANNUAL $12,000,

SECTION'401(K) CONTRIBUTION TO FOR-PROFIT EMPLOYERS"AND.PRIVATE

NON-PRbFiTEMPLOYERS- PROVID ING FOR A NON-DEJUCTIBLE IRA; AND

DISCOURAGING CONSUMER -DEBT THROUGH, LIMIT ON DEDUCTIBILITY-

PO RPRIVATEl LF LMINo-SAVIViGS: H.R. 3838 PROVIDES

EXTENSIVE, AND IN SOME CAS-ES INCONGRUOUS, MODIFICATIONS TO THE

EXISTING MAZE OF STATUTORY TA'X RESTRICTIONS GOVERNING OUR PRIVATE

RETIREMENT SYSTEM, NO MATr-" J' W N IE ' r) THESE PROPOSED

CHANGES ,MAY BE, THEY ARE POORLY IMED IN VIEW OF. (1) THE

EXTENSIVE REVISIONS WHICH THIS AREA OF LAW HAS EXPERIENCED, IN

THREE SEPAR.ATE PIECES OF LEGISLATION',. SINCE 1982, AN (2) TIE

COMPREHE-NSIVE REVIEW OF RETIREMENT INCOME POLICIES NOW-BEING

CONSIDERED BY THE SUBCOMM-ITTEES ON SOCIAL SECURITY AND OVERSIGHT

OF THE COMMITTEE ON THE WAYS ANID IMEANS'AND 'OTHER COMMITTEES OF

THZ CONGRESS. RECOGNIZING THE I.N'TEGRAL ROLE WHICH THE PRIVATE

RETIREMENT SYSTEM PLAYS, WITH'SOCIAL SECURITY AND PERSONAL-

SAVINGS,- IN PROVIbING RETIREMENT- INCOME SECURITY, REVIEW AND

REVISION OF THESE PROVISIONS SHOULD BE DELAYED.' THE REPUBLICAN~

ALTERNATIVE FOLLOWS THIS MQRE PRIJDENT COU RSE BY INCLUDING ONLY

MIPilMAL CHANGES IN THIS AREA, THUS LEAVING FOR ANOTHER DAY A

COMPREHENSIVE REVIEW OF THIS IMPORTANT AREA OF TAX-AND INCOME_

RETIREMENT. POLICY..
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PRO CAPITAL FORMATION: H.R. 3838 REVERSES BY 100 PERCENT

(AND SOMETIME ' BY AN EVEN GREATER MARGIN) THE CAPITAL FORMATION

INCENTIVES ENACT . BY PRESIDENT REAGAN'S ECONOMIC RECOVERY TAX

ACT OF 1981. THE RPUBLICAN ALTERNATIVE MODE RATES THIS'
DISTURBING SHIFT BY RETAININGG A 5% INVESTMENT TAX CREDIT ON

DOMESTICALLY PRODUCED MANUFACTURING EQUIPMENT, SETTING THE

CORPORATE -ALTERNATIVE MININM TAX RATE AT 20% (RATHER THAN 25% AS

IN H.R. 3838) SO AS TO AVOID PENALIZING MARGINALLY PROFITABLE

CAPITAL INTENS-IVE BUSINESSES,' PROVIDING FULL INDEXING OF

DEPRECIATION AS IN THE PRESIDENT'S'PROPOAL,.AND PROVIDING FOR A

28-YEAR RECOVERY' PERIOD ON STRUCTURES AS IN THE PRESIDENT S

PROPOSAL. IN ADDITION, THE REPUBLICAN ALTERNATIVE RETAINS THE

CURRENT LAW INDIVIDUAL CAPITAL GAINS TAX RATE OF 20% RATHER THAN'

INCREASING THE RATE TO 22% At UNDER I{.R. 3838.

PRONTERNATIONAL COMPETITIVENESS4 AT A TIME OF STAGGERING-

TRADE DEFICITS AND A SAGGING ABILITY OF U.S. COMPANIES TO C(TmPETE

IN THE WORLD MARKET, H.R. 3838 INEXPLICABLY'DECIMATES U.S.

\ CAPITAL FORMATION INCENTIVES AND IMPOSES EXTENSIVE NEW

COMPLEXITIES, CONCERNING THE TAXATION. OF U.S. COMPANIES DOING

BUSINESS ABROAD. As INDICATED ABOVE, THE REPUBLICAN ALTERNATIVE'

-REVERSES THE TREND CONCERNING CAPITAL FORMATION INCENTIVES. '-IN
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ADDITION, THE REPUBLICAN ALTERNATIVE RECOGN IZES THAT THE PROPOSED

CHANGES WITH RESPECT TO_'THE TAXATION 'OF U.S. COMPANIES DOING

BUSINESS ABROAD, NO MATTER HOW WELL !NTENT(ONED, ARE CLEARLY ILL

TIMED. As A RESULT, IT INCLUDE ONLY MODEST, GENERALLY

NON-CONTROVERSIA-L CHANGES!

PRcoR TF RAiE___UIL1 R: H.R. 3838 PROVIDES A TOP

CORPORATE MARGI NAL RATE OF 36 PERCENT PHASED-IN OVER TWO YEARS.

THE REPUBLICAN ALTERNATIVE, RECOGNIZING THE' IMPORTANCE OF

ACHIEVI-NG LONG-TERM CORPORATE. RATE REDUCTION FOR ECONOMIC GROWTH

AND' EFFICIENCY, PROVIDES A PHASED-IN CORPORATE. RATE REDUCTION TO

33"PERCENT, THE RATE PROVIDED IN THE PRESIDENTS PROPOSAL, BY

1991..,"-

P_.. STATE ANDLOCAL GOVER, MENI TAX-EXEMPI FINANCING:

H.R. 838 WOULD IMPOSE ADDITIONAL COMPLEX, AND-IN SOME CASES

CINFUSIN NEW RESTRICTIONS ON BOTH PUBLIC PURPOSE AND PRIVATE

PURPOSE TAX-EXf MPT BOND FINANCING. THE REPUBLICAN ALTERNATIVE,

RECOGNIZING THAT T CONGRESS IMPOSED SUBSTANTIAL 'NEW

RESTRICTIONS ON THE USEF TAX EXEMPT BONDS IN 198t, GENERALLY,

RETAINS CURRENT LAW IN THIS A' ,.. -
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SUPER MINIMUM TAX: H.R. 3838 MODIFIES THE-EXISTING MINIMUM

TAX FOR CORPORATIONS AND INDIVIDUALS , BUT STILL ALLOWS CERTAIN

TAXPAYERS TO HAVE NET INCOME FORA CURRENT YEAR, YET PAY NO TAX.

PERMITTING SUCH A SITUATION TO CONTINUE BOTH UNDERMINES THE

PUBLIC'S CONFIDENCE IN THE FAIRNESS OF OUR TAX SYSTEM AND IS

INCONSISTENT WITH THE NO-TION THAT EACH INDIVIDUAL AND BUSINESS'

-_EARNING INCOME "IN A GIVEN YEAR SHOULD HELP PARTICIPATE IN THE

COST OF GOVERNMENT. THE REPUBLICAN ALTERNATIVE CONTAINS A SUPER

MINIMUM TAX-DESIGNED TO AVOID THIS RESULT BY REQUIRING ALL,

TAXPAYERS TO PAY SOME MINIMUM AMOUNT OF TAX IN ANY YEAR IN WHICH

THEY EARN INCOME.

WHILE I DO NOT WISH-TO SUGGEST THAT THE REPUBLICAN'"

ALTERNATIVE REPRESENTS THE ONLY WAY IN'WHICH TO GET FROM THE
HERE" OF PRESENT LAW TO THE- ATHERE",OF TAX REFORM WITH THE LEAST~

POTENTIAL ECONOMIC DISRUPTION, I DO 3ELIEVE IT HAS THE VIRTUE OF

REPRESENTING A.COMPLETE TAX REFORM PACKAGE, WHICH IS REVENUE

NEUTRAL, WHICH ACCOMMODATES MOST IF NOT ALL OF PRESIDENT REAGAN'S

CONCERNS WITH H.R. 3838, AND WHICH ACCOMMODATES MANY OF TkIE

LEGITIMATE CONCERNS OF VARIOUS IMPORTANT SECTORS OF THE ECONOMY

WITH H.R. 3838. 1 STRONGLY RECOMMEND I'T FOR YOUR CONSIDERATION

AS YOU EMBARK DOWN THf MINE FILLED ROAD OF TAX REFORM.' THE

DETAILED DESCRIPTION LLOWS'.

@
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AIR PRODUCTS AND CHEMICALS, INC.
-* STATEMENT ON TAX REFORM

FOR SUBMISSION TO THE'SENATE FINANCE COMMITTEE .

Air Products and Chemicals, Inc., which is headquartered in

Allentown, Pennsylvania, is engaged in'a number of business areas

that are both technologically oriented and capital intensive.

The Company has followed a policy of reinvestment of earnings.

Over the last 35-years, assets have increased from $3.6 million

to $2.6 billion, while-employment has increased from 203 to

18,Z00 - "

The testimony presented to the'Committee establishes that

the various proposed changes to the capital-recovery system will

increase the cost of investment in the United States and result

in reduction in the ability of American companies to compete in

the marketplace. With the thought that it could be useful for

the committee to focus on the impact of the proposals on a

specific successful company, Air Products and Chemicals, Inc.

(APCI) has analyzed the Treasury proposal, the Administration's

proposal and H.R.' 3838 to determine the impact on the Company.

Undeieach proposal, the rate reduction and other favorable

changes are more'than offset by the impact of the termination of

investment credit and cutback in depreciation. Further, the-

inclusion of incentive depreciation in a corporate minimum tax,
termination of completed-contract accounting, and change in the

taxation of foreign income would combine to weaken APCI's ability

to compete in world markets.

0.
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Price Increases Required to Maintain Return

• .3~

A e 5-year projections indicate that H.R. 3838 would

result in a reduction in cadh flow from domestic operations in an

amount that is about.equal to the current annual domestic capital

expenditures. A'reduction of that magnitude will reduce the

capacity of the Company to make new investment.

To maintain current expected return on capital on new

projects in existing business areas, APCI would have to

-- substantialy increae prices on production from. new investment.

-If H.R. 3838 vre enacted, without considering price increases

that uLght.be passed on to APCI by suppliers, the Company would

have to increase prices from 5% to 12%, dependent on business

area. In a nqw developing business which involves the conversion

of municipal waste to energy, fees charged municipalities would

have to be increased from 18% to 60% depending on the type of

project. -

In.APCIes traditional on-site industrial gas business, the

required price increase would be about 10%. Since APCI's value

added in this business is about 35% of the sales price to its

customers, a 10% price increase would amount to more than a 25%

increase in APCI's added-value portion of the price. If APCI

suppliers are-similarly impacted, the total price increase

required through to APCI'scustomer could be in the area of 28%."
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-- Price- inc-eases of the indicated'magnitude are not likely to

be achievable: Foreign competition is likely to set a limit on

domestic and foreign price increases. If the Company cannot.•

achieve the required increase in price leveip, investment in the

U.S. is likely to be reduced.

Alternative Minimum Tax -

11.1R. 3838 includes an alternative-minimum tax (AMT) for

corporations. The AMT would be computed by applying a 25%"rate

to alternative minimum taxable -income (AMTI). For purposes of

determining AMTI, depreciation-on property placed in service

after December 31, 1985 would be computed using the bill's

non-incentive depreciation system ("INDSO). Under INDS, an asset'

is depreciated using straight-line depreciation over the-asset

depreciation range midpoint for the-asset. Indexing for

inflation is not permitted.

Projections indicate that as long as APCI continues to grow

through investment in existing business lines, it is likelgrto be

subject to the H.R. 3838 minimum tax. The Company would be at a

competitive-disadvantage with respect to foreign producers and

U.S..competitors which conduct other businesses which are not as

capital intensive .and which generate sufficient taxable income to

avoid the minimum tax provisiQns. A possible result would be ..- '

-3-
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that APCI would cut back in U.S. investment in equipment and,

perhaps~move into business areas that are not as capital

intensive. -

The proposed system would undermine importan incentives

contained in the income tax lawa, place the heaviest burden on

those companies least able to afford the tax, and further

complicate corporate recordkeeping and tax compliance. The

creation of a dual-tax system based on broadened concepts of tax

preferences is inappropriate, particularly while consideration of

comprehensive tax reform is pending. Items that may be con-

sidered unsound should be dealt with in the context of reform

rather than a revised minimum tax.

H.R. 3838 Has No Minimum Tax Transition Relief

H.R. 3838 does not provide for transition relief from

minimum tax on committed projects. In APCI's case this means

that minimum tax could be payable in years -immediately after-

enactment even though the minimum tax depreciation aad-backis

attributable tO assets that were contracted for before there was

any indication that a minimum tax would reflect incentive

depreciation in the taxable base.

S-4- -
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APCI has made long-term fixed price commitments based on-the -..

law as it existed at the time these contracts were entered into.

Some of these commitments were made prior to the;,.R. 3838

September 25, 1985' transition rule cutoff date. Other contracts

probably will hve been entered into prior to Ony revised

effective date adopted by the Senate Finanee Committee. The

assets necessary to perform these contracts will not be placed in

use until after the general effective date. The contracts do not

provide for~price adjustment-because of changes in the income tax

law.

In recognition of the need to protect taxpayers who have

entered into contracts to acquire equipment or to sell productor

provide services, the H.R. 3838 provides for continuation of

investment credit and ACRS where a binding contract was in

e.xistence before September 25, 1985. Similar transition rules

should be adopted in any corporate alternative minimum tax

provision if incentive depreciation i's included in th taxable

base.

Without transition relief APCI may be placed in an

,alternative minimum tax liability position largely because of the

differences between ACRS transition deductions available for

normal income tax and the non-incentive depreciation deductions

used for minimum tax purposes. For example, under H.R. 3838,

with respect to one pending APCI project involvingcogeneration

- 5 -
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assets, the differen-ein depieciation'dUring the first three

years-after start-up would total approximately 49% of the cost of

the asset and by the fifth-year the difference (which under

H.R" p838 is; in effect, a 13riference) would exceed. 80% of the

cbst.. .

With respect to the minimum tax, at the very least, a

transition rule should be adopted which-would not require

add-back of depreciation-on assets that'otherwise qualify for the

depreciation/investment credit transition rules under the normal

tax.

No:nconventiwial Fuel Credit

In 1979, Congres's enacted a nonconventional fuel credit

(Section 29 of the IRC) as'an inducement for taxpayers to invest.

in facilities that would yield energy from nonconventional

sources. The form.of the incentive is a $3 credit per barrel of

oil equivalent of qualified fuel.-productio. The amount of the

credit is adjusted to reflect inflation and the wellhead price of

oil. As the value of the o$l increases over $29 per barrel, the

credit decreases. .

Under existing law the credit is available with respect to

assets placed in use prior to January 1,, 1990, and with respect

to production sold prior to January 1, 2001. H.R, 3838 would

terminate the credit with respect to facilities placed, in use



218

after December 31, 1985, and for facilities-in existence prior to

December 31, 1985, would reduce the period during which the

credit would be allowed to -sales-before January 1, f990.

There are.s ng environmental and energy management policy

reasohs for continuing to encoura investment infacilitiesthat

capture the methane generated at waste sites and convert it into

energy. The methane would otherwise pollute the atmQsphere.

APCI believes that the present nonconventional fuel credit

provision as it applies to biomass facilities shpuld'be retained.

If the law.is to b& changed, from a fairness standpoint. ..

there ought not be a cutback in-the credit with respect to assets

in existence before any change in the law. These investments

were made in reliance on a specific incentive designed to protect

.those that had taken the extraordinary risk associated with

nonconventional energy sources. If there is a retroactive"

termination of this targeted'incentive, .Congress can hardly

,expect to'have fuil reliance on any targeted incentive that it

may offer in'the future.

If the law is to be changed, there should-be transition

relief with respect to new investmentsthat were committed before

enactment of the law but which were not put into use until after

the change.

7
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ALZ.Z, 3ULZING:

PIT7$SEGH, FEHMSYLVANIA 15219 -A.L.C A

C?,FLES W Pk;.Y
C a,rr n arz C hie ! EA( ¢C l 4P G cef

February 19, 1986

The Honorable Bob Packwood
Chairman, Committee on Finance
United States Senate
WaShington," D.C. 20510

Dear kr. Chairman:

'85 Trade Deficit Is Worst Ever
-rHeadline, The Washington Post, 1986 January 31

-'The extraordinary deficits we now face .. hold the
substantive prospect of plunging the nation into an
unprecedented economic recession...

--Senator Pete Domenici
The Washington gost, 1986 January 21

Many of us in the business community have been saying for some time that this
nation's economic health depends on our ability to solve the twin problems of
the federal deficit apd the trade imbalance. As you and your committee. ,
deliberate the' subject of so-called tax reform, I hope you will do so against
the background of the deficit and trade problems. If you do, I am sure you-
and your 6olleagueswill conclude, as have I and many of my associates, that
nothihg in HR3838 or the President's tax proposals addresses these problems.

To the contrary, HR3838 will destroy the modern capital cost recovery system
enacted only in 1981. It will remove the most critical incentives for
investment by capital intensive businesses, while those with'whom'we compete
globally do not carry the same burden. it will'unfairly shift the-tax burden
to the'smokestack industries. This would be an enormous gamble with the
health of the basic industries irf this country. The a gregate-effect would be
to jeopardize the economic structure of those industry s for the next 20 to 30
years.- It is altogether possible that, ;hey may .never/be5eb-ailt,

Alcoa has pledged its resources -- financial and technological -- to keep Our-
U.S. plants modern so that we can survve in what has become an extremely
competitive business. The capital copt recovery system (investment tax credit
and accelerated depreciation) has bepn very meaningful as we decided our
strategic response to the fundamental chahges in our business. I cannot say
for sure that we would have done Dtherwise without the benefits of the
investment credit and ACRS. Budbecause of the inducements offered byother
governments, I do know at tle Very least-we would be forced to consider very
carefully our non-US.-alterpatives.

60-412 0 - 86 - 8
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The Honorable Bob Pa6Rwood
February 19p 1986
Page 2 "9

I believe that the tirme and energy. the Congress and the Administration are
devoting to tax reform has served only to divert attention from the crucial-
economic issues'posed by our.deficit problems. I -further believe thatHR3838
is so flawed as to be irreparable. It should,*therefore, be set aside.

It has become almost- tritef a cliche, to say, oI support tax reform, but....
Nevertheless, we at Alcoa do support true, meaningful tax reform, but-not at
the expense Of the nation's basic industries and not until we'have faced up to
the more critical budget and trade issues. After these issues have been
addressed, and if in the process of reducing the budget deficit it becomes
necessary to raise revenues, we should then look at the tax code. I. agree
with Senator'Domen.ici that "...this country ought to approve of those thing'

,(government-programs) we need and pay. for them. I have trouble understanding
the rationale that says (new] taxes of $25 billion judiciously applied will
destroy the economy, but that tax reform that switches $1" billion in new
taxes to business is okay.*

mr. Chairman, I respectfully request tat thisletter be made a part of the
record of the-hearings your Committee is holding on the House-passed tax
revision legislation (HR3S38).

Si ncerely,

Charles W. Parry,,,

4P7.
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A AMERICAN 1IlS COnnect A u N W
BANKERS W.a"n"5 OC
ASSOCIATION 20016

,.om *. MkLaugb.

102 461 $718

February.14, 1986

The Honorable Bob Packwood
Chairman
Committee on Finance
United States Senate
219 SDOB
Washington, D.C. 20510

Dear Mr. Chairman:

The American Bankers Association, on bihal( of the more than
4,000 bans which exercise fiduciary and investment -
management services, is .writing to express its"concern over
a provision in the Hou'se-passed'tax reform proposal relating
to the alternative minimum tax. We respectfully request
this letter be incorporated into the record of the hearing

, which took place on February 3.

Under the-1ouse bill expenses such ps, investment advisory,
fiduciary, custody or.other fees incurred in the production
of income would not be deductible in computing the
alternative minimum tax. The Admini"stration's tax reform
proposal would permit these and certain other expenses to.
the extent they exceed 1% of adjusted gross income to be
deductible. As a result, these expenses would have been
taken into account in computing both the regular income tax
and the alternative minimum tax.

The House bill however does not permit the deductions of
these expenses even as they exceed 1% in computing the
alternative minimum tax. Because many more taxpayers,, under
the-House bill, will be subject to thealternative minimum
tax this issue wil-l become significant to many taxpayers for
the first time.. Further, as our populationogrows older
increasing numbe'e of retired people will be dependent on
their:accumulated savings and inyestmentoJqr. living
expenses.- For taxpayers like these who derive a major
portion of .their income from investments,%the fees they pay
for planning, investment advice, custody and other services
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AMERCAN
BANKERS
ASSOCIATION

Co fNUING OUA LLrI"R Of

e ar14, 1986

SHM '2

w.ill not be L eouctatple. xhlL as true ven thOUgf the
changes ace legitimately and reasonably incurred in the
production of income. We question the theoretical
justffication for the House position.,

It would seem that the tax laws should provide greater
incentive for productive investment of funds. Increased
levels of investment make possible greater employment, plant
modetnizations and a more efficient'American industry which
can compete in world'markets mort effectively.. Deterrents
to increased investment as contained in the abuse bill
should be removed and the Administration's proposal with
respect to Section 212 expenses for alternative minimum tax
purposes should be adopted. -,

SiTce7 ly yours, X,

,,James D. McLaughlin

0

I. -
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American Bar Association-
Section of Colporatioh,' Banking-and Business Law

Conference
Tax Reform: The Business Perspective

Wintergreen, Virginia November 7-9, 1985-

NTRODUCTION

President Reagan established as a goal for his-second
te-rm a fundamental reform of the Internal Revenue Code (the
Code). criticizingg the present Code as being overly complex
and inequitable, the President called for simplicity, a
lowering of rates and a winnowing out ofdeductions,
.exemptions, credits and allowances. '71

The President's proposal (of May' 29, -1985) has come.to be
krfown as Treasury II, since it was based on a-prior Treasury
Department Report of November, 1984, now referred to as
Treasury I.

- In view of the importance of fundamental. tax reform to
the members of the American Bar Association's Section of
Corporation, Banking and-Business Law, the Section Chairman, '
John Subak, appointed an ad hoc committee on tax'reform'..

That committee prepared a statement of the Case for
,Reform and Goals for Reform. It then conducted a conference on
- tax reform from the business perspective and submits this
report of that conferenCe.

TAX REFORM CONFERENCE, WINTERGREEN, VIRGINIA
- NOVEMBER 7-9, 1985

Under the sponsorship of the-Section, fifty-six men and
women participated. There were twenty-one lawyers in private
practice, seven lawyers.with corporations, six academicians,
eight governmental representatives, eleven persons from
"business and 'finance and-three practising certified public
accountants. "..

*The participants divided in small groups debated' for onle.
full day six specific issues relevant to business taxation. On
the second day similar small groups drafted specific proposals
for presentation in the'final one-half..dAy to the plenary
session for final debate, revision and vote.

POSITIONS TAKEN BY THE CONFERENCE

The views expressed by the-Con~erence a-e to be ascribed
-- -to the-Conference as a whole andc'not to the American Bar

* Association, or any Section or Committee thereof, nor to any

I 1
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individual part icipant nor to any -of the organizations with
which the participants are affiliated.

SUMMARY OF CONFERENCE POSITIONS.

1.. Corporate Income Tax,- While the Conference did not-
c all for the'outright repeal of the cbrporate income tax, ;it
did endorse partial integration of the corporate income tax
with the individual income tax by permitting corporate
taxpayers a dividend-paid deduction.

.2. Capital* Gains - the Conference found that the-
existing preferential 'treatment of capital gains i 'a
significant factor in inducing investment and business growth
and should be maintained at current levels. Further-, there
should be no distinction between the capital gains treatment
permitted under the Code for corporations and individuals.'
Additionally there should be no distinction in the capi-tal
gains treatment of different categories of assets now eligible
for taxation at capital gains rates., Finally, replacing the
capital gains differential with indexing for inflation would t5e'
unduly complex and should not be adopted.

3. Capital Investment Incentives - While the
Conference recognized the need for maintaining certain capital
investment incentives for "over-riding social and economic
considerations, it also concluded that such incentives have
been afforded too' readily. T-he Ccmaference did agree -

(i) Generally business tax incentives should
not be permitted which are likely to result'in 9 pretax
loss and an after tax gain;.

(ii) Depletion deductions in excess of basis
should be eliminated;-

4 (iii)' Industrial Development Bonds for non-public
purposes hould-be eliminated;,

.i)[ ITC should be eliminated so'long as the
epreciable lives now in the law are retained; and

(v) Recapture of depreciation, including
straight line depreciation, upon disposition of /an asset
is recommended for all property inclAding real property.

4., Time Value of Money - The Conference recognized
that there is a' need for }ax rules dealing with time value of
money issues. Nothing the complexity of such, rules, the
Conference called for high threshholds for any such rules td

2
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become opeLable and recommended the simplification of the
*existing provisions 'and consolidation of those provisions in
one section of the Code.

5. Ilflatioft Indexing - The Conference agreed that
taxpayers should not be required to apply indexing formulae and

-procedures for purposes of calculating any income tax liability.-

6. Enactment and Admirhistration-of Tax Laws

A.' The need for certainty and'stability inour
tax laws was emphasized by the Conference and the rapidity of
change was decried.

B. Targeted tax provisions based on narrow social
and economic goals (as distinguished from revenue raising) were
recognized as the "heart of the.complexity of the system".

-: . -- The.Conference called for better
admhi station and enforcement ot our tax laws and recognized
the need for greater cooperation between tax practitioners and
the. Internal Revenue Service (IRS). The Conference -applauded
the-efforts of the Treasury and the IRS to promote the general
goal of voluntary compliance and recommended appropriate •
seqtions- and committeess within the ABA maintain ongoing contact
with the Treasury, the IRS and other agencies of the Governmentn cerdwLi th the tax system to ferve as a basis for more
support of taxpayer compliAnce.

7. Alternative Tax Sources -

A. The Conference expressed profound concern with
the way Congress determines spending and tax levels. Without
improvements in procedures to control spending; the Conference
was most reluctant to entrust _the.-Congress-with a Value Added
Tax-(VAT),.or even a-simplified income tax.

B. Subject'to the concerns expressed in the
preceding paragraph, the C6nference concluded that no new tax
other than a VAT is feasible. A VAT shoul) be at a single rat6
with regard to all goods and services anod'with no exclusions

hand no rate difXerintials. Concerns with regressivity should
- be addressed with credits and refunds administered by existing
agencies. - ' "

C. The Conference did not consider a mininIum •
corporate income tax at a high rate an accept able -so"rce-of
revenue. Such a double-track system, by its -nature,-is
complex. A minimum tax at a high rate also destroys the
incentives which ongress'determinbd were necessary in the

-3
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basic system.. rf changes are' to be made, they should be'rn de
in the basic system.

D. The Conference urged Congress to resist,,
pressure to make any snap decisions, particularly in selecting
any alternative source of revenue such as VAT. The.effective
date of any structural chahge'in the tax law, such as a VAT,
shouldbe at'least one year afrer date of enactment.

8. /Single Track Lit-igation System - The Conference
rejected a 'roposal for a single track litigation system for
all tax disputes.

The Planning Group's statement of the Case for Reform and
Goals of Reform, the six issues prepared for the Conference"s
deliberations,o.t-he full reporst of the results of the Plenary
Session and a list of Conference participants follows.

THE CASE FOR REFORM

The case for- tax reform has developed from a broad.-
consensus that the present income tax! as it is written and
administered, is unsatisfactory.' This consensus, has spawned
various prdposals forchange, including the administration
proposal of May 28, 1985 described by the President on national
'television with the catchwords, fairness, simplicity and
..growth.' No one could catalogue all the circumstances that
have produced dissatisfaction with-the federal income tax, but
major-problem areas are identified with some regularity.,

Complexity, compounded by'frequency of change, is a well
known major problem with the federal income tax. The results
are'perceived to include unnecessary costs of compliance,
unfair.benefits to persons-with access to sophisticated
advisors, the creation of disrespect for the law, major
difficulties in making legitimate business and investment
decisions and substantial uncertainties that'unnecessarily
interfere with economic activityy 4 Complexity, compounded by
the accelerating rate of change, h s produced-advocates for
revision in the tax. law to make it simple, easily understood
and its application known before long-term decisions are
made.,

The present income tax system also has received
widespread criticism for its effect on the allocation of
resources within our society.' The charge iS that the income
tax system results in investments that would not otherwise be
undertaken at the expense of possibly better alternatives and
in unnecessary impediments to an efficient economy. The use of
the tax system totinfluence economic activity also contributes

- 4 -
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to complexity and reduces revenue with the result that .r3tes
must be higher for other taxpayers Recent changes in the
depreciation system, tgethef with the investment tax c',edi.t-,
produced-l-arge disparities in marginal tax rates across
industries.' Although there is agreement that there are too.
many economic incentives and support fo'r the theory that the
income tax should be "neutral" with respect to sdch matters,
various.groups will disagree with respect',to which..incentives
should be retained.' Incentives packaged as preserving-or >.
encouraging economic growth are currently in-vogue.- Growth
promoted by the Code in one area or sector inevitably skews the
allocation of capital away from a free market determination."

The view is widespread that the income tax system is
unfair for an enormous variety of reasons, including the belief
that tax breaks or helters are the province of the powerful or
wealthy.'' The pe c option is that persons in comparablecircumstances shou d e treated alike and that special
except ions and "I opho " make "the income tax unfair. 1

'" The public' view of'the income tax;" the determnation o&

Many to avoid ta s a'nd some to evade *taxes and the- income
-'tax's irfx~dible intricacies have resulted in compliance .

roblems for bot the taxpayer and the Government.'4 '
Taxpayer attitudes have contributed to the growth of tax
shelter inv sRents and are generally thought to result in an
ndergrou da economy.' In turn, the current Government

efforts gainst what the IRS views aS abusive tax shelters and
the und rground economy have consumed substantial public and

, private resources which could better be devoted to *other
purposes.s

The marketing of aggressivee" tax advice by, professionals
•has created problemsnot only:'for the Government and taxpayers,

but also for professionals in their relationships with the
Government, their' clients. 'nd investors in various
enterprises. Despite Governmental standards embodied in
Circular 230, increased penalties imposed by' the Code, law,
suits against tax advisors and professional ethics. Opinions,
these problems have continued and are, in part,'attributed to..
the conmpleities and ambiguities of the current income tax.'

SThe problems associated~ With the federl income tax have

led to suggestions 'for alternative means of raising revenues,"
such, as a value-added tax or a national sales tax. '8 The

-prospect of. serious consideration of suckl propps ls is--
heightened currently by large deficits which I, mit suggestions
for reform.''

-5-
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THE GOALS OF TAX REFORM

A consensus exists for- the broad goals of tax reform.
Although s-ubject to different verbal formulations the goal's for
tax reform are:

(1) simplicity;

(2) predictability and stability:;

(3) neutrality (transactions should not be affected
primarily because of income tax considerations);~

(4) fairness. (taxpayers similarly situated should be
taxed in a comparable manner); and

(5) ease of. application by taxpayers, their advisors
and the IRS.

In measuring any proposals for change, they should be
tested against the achievenierit ofthese goals. Any-proposals
which do not promQte one or more of 'these goals (or reduce'the
deficit) should be abandoned.

ISSUES FORDISCUSSION

t WHAT PROPORTION OF THE INCOME TAX BUROEN SHOULD BE BORNE
BY BUSINESS CORPORATIONS?

In considering this issue, the f lowing matters, among
others, relevant to the corporate in me tax may be considered:

(1) uncertainty with respect to its ultimate incidence;

(2) jits effect on capital and its economic evaluation;

(3) the pragmatic reasons, suppo'rti-ng 'its payment;

(4) equity among corporations in various idustries and
with differing sizes, capital.structures and
characeristics;

(5) recommended ta brackets and rate structures for
corporationss.

(6) the relativ# treatment of business partnerships;

,(7) the relative treatment of S corporations;

-6- r
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(8) special treatment of-some kinds.of entities, such
as mutual funds, real estate investment trusts,
personal holding companies;

(9) individual tax brackets and rate structures, and,
the consequences, of double taxation; and

(10) the rate of savings by corporations that
contributes to new investment compared with-the
savings.to be expected of individuals receiving "x-
cuts. A

II. WHAT DIFFERENTIALS, IF ANY, SHOULD BE RETAINED IN THE
INCOME TAX FOR CAPITAL GAINS?

In considering this issue, the, following matters,' among
others maybe considered:

(1) the importance of capital gains in inducing'
investment in newbusiness;,

(2) whether passive commodity investments (e.g. gold)
should receive the same capital gain treatment asdirect investments in busies' enterprises;

(f 3) what rate'and holding period should be required td
qualify for differential rates;'

(,4) should all, suppliers of capi'tai to-all industries
* receive the same differential rate;

(5) -the. effect o differential rates for.capital gai'is ........
on tax revenues; and: . .

(9) treatment of capital -losses and losses on sale of
business assets (Section 1231).

III. 'WHAT CAPITAL INVESTMENT INCENTIVES, IF ANY, ARE
SUFFICIENTLY.CONSISTENT WITH THE GOALS OF TAX REFORM THAT
THEIR RETENTION IS RECOMMENDED?

In considering this issue, the following investment
i -ncentives and their consequences, among others- day-be
considered:

/

(i) ACRS; - - -

(2) liberal rules for expensing items;

(3) investment credits; , -

-7-
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(4) R&D credits;

(5) other credits; and

(6) depletion.

IV. WHAT CURRENT OR PROPOSED TAX PROVISIONS CONTRIBUTE UNDUE
COMPLEXITY AND BURDENS ON TAXPAYERS AND SHOULD BE
ELIMINATED?

Without limiting the enumeratioh of others, the following
current and proposed provisions should be considered:

(i) the time value of money, including the 1984
'original- issue discount provisions and similar
provisions;

'(2) the proposals to compel cash basis service
organizations to pay tax on the accrual basis;

(3) all'tax provisions di-ffering" from-generally
accepted accounting princirp.les;

(4) attempts to tax unrealized appreciation;

(5) all pr.6posals involving bookkeeping costing more
than the revenue to be collected;

(6) proposals and provisions involving unwarranted
intrusi ns into personal privacy not Warranted by a
rationa\ tax system; and

(7) all indexing to be done by taxpayers.

V. WHAT CHANGES ARE REQUIRED IN THE WAY TAX-LAWS ARE ENACTED
AND ADMINISTERED IN ORDER TO ACCOMPLISH THE GOALS OF TAX
REFORM?

I6 considering this issue, the following matters, among
others iay be considered:

1(l) impact of high marginal rates cn tax shelters
preferences, loopholes and complexity;-,

(2) restraint to be exercised by Congress in making
changes in the tax law;

(3) avoidance of hidden agendas, such as subsidies,' tax:
increases or decreases;

(4) restraint of the Administration in proposing

changes;

-8-
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(5) .influences of special interests that contribute to
perceived unfairness and complexity;

(6) issuance oUfTreasury regulations on a timely basis;

(7) unnecessary filing and paper work requirements;

(8) retroactive changes;

(9) collection-of tax on the underground economy;

(10) elimination of tax shelters which have no
independent economic justifi ation;

(11) encouragement of taxpayers and their advisors to
comply promptly with tax laws; and

(12) steps to induce more public acceptance of the
citizen's obligation to pay taxes.

VI. WHAT ALTERNATIVES ARE AVAILABLE TO THE CORPORATE INCOME
TAX AND SHOULD-THEY BE ADOPTED?

In considering this issue, the following matters, among
Others may -be considered:

(1) whether another source of revenue is required to
enable us to afford or enact federal income tax
reform satisfying the goalsof tax reform;

(2) other taxes now borne by corporations including

employment taxes;

(3) a corporate consumption tax;,,

(4) a gross receipts tax;

(5) value added tax;

(6) a national sales tax; and

(7) other proposals. b- . .

PROPOSALS OF THE PLENARY SECTION

The foregoing six issues were the subject of one full
day's discussion and debate by six "discussion groups" and one
further day's deliberation in six "drafting~groups.0 The
proposals emanating from each draftin 9 group were submitted to
the plenary session on the last one-half day for further
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debate, revision and adoption or rejection. Those prop6sals
set forth below were adopted unanimously or by a substantial
preponderance of:those participating in the plenary session.

ISSUE ,ROUP I. WHAT°PROPORTION OF THE INCOME TAX BURDEN
SHOULD BE BORNE BY BUSINESS CORPORATIONS?

1. The corporate iAcome-tax should be integrated with
income taxes imposed on individuals.

Reasons: The integration of the corporate income tax to
reduce double taxation received strong support because-of the
perceived unfairness in taxing corporate sector income more
than income earned by partnerships, individuals or S
corporations which compete, with taxpaying corporations both in
the market place 'and for new investment. Integration also
received strong support because the present tax laws encourage
theyuse of debt with the result that capital structures are
unduly leveraged. Integration also is expected to reduce
impediments to capital formation and increase economic
efficiency. Present law provides a-strong. incentive to retain
earnings in the corporation even though tne corporation does
not have the optimum economic use for the funds. In summary,
the Conference concluded that the tax law should not continue
its di-sdrimination against the corporate sector but shoulder
neutral nith respect to' the form of' the business enterprise and,
reduce existing incentives for debt financing and retention.of-
corporate earnings.

2. ' This integration should be advanced by a corporate
dividend paid deductions.

Reasons: The Conference concluded that integ-ttio--.
should best be advanced at this time by a corporate dividends
paid deduction. Proposals for achieving full integration were
considered but rejected as too complex to warrant adoption.
The Conference concluded that the dividend .paid deduction was
the simplest method of achieving-partial integration and would,
not change the relative treatment of shareholders, whether
low-bracket, tax-exempt-or.otherwise. Corporations having need
to retain funds could do so with dividend reinvestment plans.

3. Revenue loss due to partial integration should be
replaced by limitations on tax credits and her allowances.

Reasons: The Conference concluded that i egration of
the corporate and individual income tax should be high
priority goal for Congress because of fairness, econ ic
efficiency and the -advisability of reducing tax incenti es for '
leveraged financing. Consistent with that position, the-,.

- 10 -
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Conference concluded that revenue actually needed for the
efficient operation of the Governme'nt should not be raised by
double taxation:. but by changing other p rovisions of the tax
laws.

ISSUE GROUP rl. WHAT DIFFERENTIALS, IF.ANY, SHOULD-BE RETAINED
IN THE INCOME TAX'FOR CAPITAL GAINS?

1. Because the capital gains differential is a
significant factor in inducing investment and business growth,
the preferential treatment of capital gai-ns should be
maintained at ar near its present level in spite of the
complexities it fosters.

Reasons: .The capital gains differential and rules to
limit its application are sources of great complexities .in the
Code. Notwithstanding, the strong consensus of the Conference
was that the differential is s6 essential and efficient as an
investment incentiv-e necessary to fuel business growth hat it
should be.retained at essentially current levels. Many who
supported this 'conclusion-expressed theview that the
dif(,erential would probably be less important in the event the
high st marginal rate were suffici'ently- 1-w, such as 10%, while
other_ insisted that the differential iS necessary regardless
of raes.
.. " Because corporations-are a significant source of

investment capital, the capital gains treatment for
corpor tions should be the same as it is for-individuals.

Reasons: The Conference could see no justification for
differentiating the tax treatment of capital gains between
corporations and individuals.

3 The current holding period for long term capital
gains should be retained to promote high risk investment,
mobilit of capital, consistency.and predictability-.-

easons: A: relstively'short,'holding period provider-"
neces ary liquidity and thus supports risk'Tii-tment by
prom igg marketability. 'The group'was equally supportive of

* ' six onths or one year in the abstract, but in view of the
conf sion-and di-sruptions resulting from past changes, the
sens of the Conference was that in the interest of-consistency
and predictability the ,present six months holding period should
not be changed.

4. Replacing the' capital gains-differential with
indexing for. inf-t-atlon would fail to address the investment
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incentive aspect of the differential, would be unduly complex
and should not be adopted.

Reasons: The capital gains ferential h1as often been
supported as a rough justice" adjustment-for taxing at a
reduced rate gains-resulting primarily'[from inflation.
Recognizing the need for such an adjustment, proposals have
been made in the past toreplace the capital gains differentialwith an indexing system which, it is cOntended would more
accurately reflect inflationary gains , nd losses.' The
Conference was virtually unanimous in rejecting the indexing

--approach as. unduly complex and burdens'oe to taxpayers,
-especially individuals and small busines-, More importantly,
this approach was rejected as failing to-provide the necesa-y
investment incentive offered, by the differential.

5. Notwithstanding that different classes of capital
assets may contribute in different degrees to-the objectives of
the capital gains differential, varying the tax treatment of
gains-from such assets would li-kely be. unduly complex and-not
justified by the resulting animal *impact on revenue.

Reasons: Discussio focused on the differingcontributions 'to grQwth made by business assets, and securities
on Qe"one hand and object-s of art, precious metals and

:ant-iques'and other'collectables, on the other. While detailed
rules might be carefully crafted to recognize any clearly
perceiveddifferences, the senseof the Conference-was that.
such an effort would necessarily produce unduly complex-and
controversial rules, a result probably not justified by its,
effect on revenues.

ISSUE GROUP III. WHAT CAPITAL INVESTMENT INCENTIVES, IF ANY,
ARE SUFPICIENTLYCONSISTE'NT WITH THE GOALS OF
TAX REFORM THAT THEIR RETENTION IS RECOMMENDED?

o 1. Generally it would be best if investments were made
without regard to tax laws, credits and other special
incentives which distort the allocation of economic resources
and complicate the tax,laws, They'should only be provided
where there are overriding'social or economic considerations.

2. Distortions inherent in tthe current and any likely
future U. S. income tax system(including a bias in (avior of
consumption and housing) and arising from other economic
forces, require retention of investment incentives.

3. 'Lower tax rates diminish the need for, and impact
of,, business investment incentives,.

/i/
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Reasons: .The. consensus-on the first three issues
developed after considerable debate, both in the drafting group
and again' in the plenary session. That discussion reflected
the view that under the current and any likely future incom
tax system, although far from ideal, it is necessary to provide
investment incentives'. This view is based in part upon.the
perception that under our-tax system there are inherent and
legislated distortions which-need to be balanced by incentives
to stimulate investment if our economic-system is to be
effective. Generally, encouragement of investment and savings.
rather than consumption, was considered more important to
economic growth of the economy and-control of inflation.

The debate-acknowledged the complexity added by these
incentives and considered whether these ince.nttves could better'
be provided by othermeans.or other governmental agencies. The
reluctant" conclusion was, that the tax system wqs the most
effective place to adopt and administer'these incentives. The
use of other means would likely mean new bureaucracy and
probably greater complexity and inefficiency. The Conference
,alsoacknowledged that from'time to time there May be a need
for tax incentives tocounteract the effect of other national
or international economic distortions, and that the -income tax
system lends itself to prompt response to such'.distortions.

The' tenor of the discussion also evidenced the practical
estimate.that we' are unlikely to have total reform which'would
eliminate existing distortions or reduce their significance to
a negligible-level. In this connection it'was-also recognized
that while creating such incentives may result in dislocations
in some.quarters, to the extent that-tax rates wer6 lowered

,/such dislocations would be diminished. It -was hoped that such
lowering could be achieved and the.need for incentives
dimihished.-

Introductory Comment ,to Proposals 4 through 10

.. Write-offs and tax credits reflecting recovery for the
"taxpayer in excess 'of cost includingg particularly tax shelter
investments where concern for the tax benefits often exceeds
focus dn economic growth or gain) were geqerally viewed as a
source of unfairness and undue complexity and a principal area
requiring reform. Suchwrite-offs'ahd credits -to the extent
they exceed cgsts were viewed as a.subsidy and should be
disfavored in the absence of a strong 'Countervailing social or
economic need.' The drafting group also considered the apparent

-bias in favor of service businesses which expense rather than
capitalize what may be,-viewed as long term investments and
against manufacturing businesses which'are obliged to (
capitalize their investments. Based on these perspectives.the

______ - - 13 -
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recomrnen ditons set forth below in Items 4 thr ughs10 were
"presented b the drafting group and adopted by a substantial
majority of the plenary session.

4. Generally business tax incentive should hot be
permitted which-are likely to result in a pretax loss and after
tax gain.

Reasons: 'The so-called "negative tax" effect was viewed
as inconsistent with the g.als of tax reform. It induced
investments based on tax savings rather than sound business-
prospects. The result is economicdistortions and unfairness.
The drafting-group which authored this proposal took exception
to tax provisions-resulting in recovery--of more than costs ovet-
the write-off period whether arisfng from dedtuctions'-or' credits.

5. Depletion deductions in excess of basis of the
property should be. eliminated.

Reasons: This proposal was'considered with Item 8.below
dealing with deduction of-intangible drilling 'costs. The
deductio uder this it-em was-generally viewed as-a type of
incentive which was- unfair, had the. potential of producing a
nerati.4,e taxand induced tax mot-ivted rather than growth
motivated investments'.

6. Industrial development bonds for-non-public _"
purposes should be eliminated..

Reasons: The Conference view was that the use Of
industrial development bonds' or industrial-revenue bonds for
essentially-private purposes has been abused, was excessive and
has not ,provided the anticipated degreeof economic benefits.

7. A. Investment tax credit should be eliminated.

Conference approved-with a very few in dissent..-
-(Mr. John Mendenhall requested to be recorded in'dissent.)

B. ACRS as..currently allowed for tangible
property\other than realty be continued.

Reasons: Tax credits'were viewed as'generally
excessive and unfair and leading to negative tax effects.....
*Assuming elimination of the tax investment, credit, the
continuation of the ACRS was favored as a-re.asonable, simple
and.-balancing incentive, with the shortness of term for the,
wr'iteoffs counterbalancing costs:arising-from the continuing,
if modest, rate of inflation. -

-- 14 -
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8. Permitting current deduction of intangibledr-illing
costs is recommended.

Reasons: As distinct fromdepletion deductions the
deduction of intangible drilling .costs was-seen as true cost
recovery and an appropriate incentive for the risks involved.

9: With respect to realty improvements and buildings
and tangible personal property, recapture of depreciation
(including straight line) upon disposition is recommended.

Reasons: Consistent with the basic perspectives
described'above, recapture was viewed as eliminating unfair
distortion.

10. With regard to R & D.expensing and credits, it ,is
recommended to continue R & D expensing as presently allowed,
to eliminate present R &'D -cre6lt provisions, and to add a well
constructed alternative R'& D tax credit incentive.

Reasons! Permitting R & D expensing and some form of
credit reflected support for an overriding economic goal,
inducing, business cre-ativity with "resultant growth ond jobs.
The R & D credit was consi-dered'overly complex and difficult to
apply. It should be reconstructed to simplify its provisions
and continue its application..

11. Indexing is not recommended at this time.

Reasons: Indexing in connection with depreciation,
deductions or other investment incentives was not favored. It
was considered-as extremely complex and as building into the
tax system an adjustment to an economic ill rather than seeking
a cure for that ill.

ISSUE GROUP IV. WHAT CURRENT OR PROPOSED. TAX PROVISIONS-
CONTRIBUTE 'UNDUE*COMPLEXITY AND BURDENS ON
TAXPAYERS AND SHOULD BE ELIMINATED?

I. The'rules dealing with the time value of money
should have a higher. threshhold before becoming operable, and
'the current provisions should be simplified and consolidated .in
one-section of the Code.'

Reasons: It is recognized that there is a need for tax
rules dealing.with .the issues of time value of money. The time
value of money computations are toMplex, particularly in view

*of therequirement of compounding interest and changes in
principal balances and the changing applicable rates of
interest.. .Accordingly, 'to relieve small businesses and

- 15 .-
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individuals from such burdensomre calculations, :uIl.s dea Lng
with time vafue of money should have significal' higher
thresholds. Further, the current provisions/now scattered,
arrong several sections of the Code should be simpl-itfied an
consolidated into 6ne-section.

2. There should be a greater conformity-of tax
accounting'to generally accepted accounting principles in the
,taxation of business, entities; there should be a presumption
that generally'accepted accounting principles apply unless
inconsistent with the express statutory provisions of the Code.

Reasons: The regulatory and judicial processes-have
introduced modifications of-accrual- accounting for tax purposes
beyond tho-se required by specific provisions of the Code. GAAP
represents a fairer and more -accurate starting point in

,*computing taxable net income. For example, prepaid income
should not'be taxable asi it creates a mis-matching of cost .and
revenue. - -

3. Generally taxpayers shodild not be required to
recognize gain prior to realization.

Reasons: Taxation of unrealized appreciation. would
introduce a new area of complexity into the administration -of
the tax laws, involving appraisals and-valuations beyond those
now required. The taxation of the unrealized appreciation-
would impose a burden on taxpayers by requiring them to pay ,
taxes without related cash flow available for the purpose.,,-'

'4. Taxpayers should not be requiredd to apply irexing
formulae and procedures for purposes of calculat-ing income tax-. liabili y I .. . " -

Reasons: It id recognized that some type of indexing is
necessary to overcome the effects of inflation and to prevent
"bracket creep," where-inflation rather than-true income is
taxed. However, ail..suc'h adjustments should be built into the
rate tables, including exemptions and the standard deduction.,
Any requirement for taxpayers to apply indexing formulae, as,
for example; to. bases of assets in computing gains, is too
burdensome and can be best handled by rate differentials.

ISSUE GROUP V. WHAT CHANGES ARE REQUIRED IN THE WAY TAX LAWS
- - ARE ENACTED AND ADMINISTERED IN ORDER TO

ACCOMPLISH THE GOAL FOR TAX REFORM?

1. The over-riding goals in improving the processes oflegislation and regulation should be-to strive for a' reasonably
understandable law that can be interpreted without excessive
costs relative to thecosts of the transaction inOdl ed.

16 -
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Primary needs at the present"time are certainty and stability.
A concerted -ffort to educate Congress, the Treasury and the
public to this need should be undertaken.

2. The use bf the Code to achieve targeted social and
economic objectives is'at the heart of the complexity of the
system and is primarily responsible for many of the problems of
"uncertainty, enforcement and administration. Congress should
exercise substantially more restraint in utilizing the income
tax to achieve such objectives-.

Reasons: Targeted provisions of the Code, resting upon
narrow social and economic bases, place an-inordinate strain on
'the tax system. The Conference felt-that such provisions
should be regarded as exceptions, justifiable only by
compelling Cercumstances. Under our representative government,
Congress serves as the proper medium for deliberating such
provisions. While an outright ban was not recommended, the
Conference urged "substantially more restraint."

3. A. Tax lays should not be changed as frequently
in the future as they have been in the past. Wholesale
revision should not take place more frequently than-every ten
years. Targeted revisions to specific areas should not take
place-more frequently than,every two years and then only after
the proposed' revisions have been thbrougbly studied by'
interested professionals and trade groups, (e.g., Subchapter S
Revision Act of 1982).

Reason: Since 1975 there have been six major tax bills
enacted (in 1975, 1976, 1978, 1981, 1983 and 1984) and a
seventh is. currently. pending. The backlog of 437 regulation.
projects at. the time of the Conference 368 in Legislation 'and
Regular ,jon a nd 69 in Exempt Organizations) indicates the

-Governmint is behind in implementing these changes. While
there is no comparable index to judge private sector absorption
of this material, the experience of Ame-rican Bar Association

memberss is that both practitioners and clients are having
difficulty in keeping up with changes of this magnitude and
frequency. -This recommendation proposes a possible timetable
for major and minor tax revisions as a basis for discussion of
whether such cycles would be acceptable and practicable in the
administration of the tax law. Such acycle. would also,
facilitate increased consultation with professional
practitioners, and trade groups, which is recommended in
Items 4 and 10.

B. ' -There should be no, sunset provisions in tax
legislation., However, if Congress does use'sunset provisions,

17 -

4



240

it should at least lirpit such provisions to legislative actions
which are a direct response to a national emergency :e.g., 'the
energy crl~is).

4. Concerted efforts should be made to improve the
public perception of our tax laws and those administering the
tax laws. These efforts should include:

(a). Adequate f uding of the IRS, to provide more
education ant-training;

(b) Redirecting enforcement efforts toward
(i) criminal enforcement, (ii) the underground
economy, and (iii) thepercentage of tax.
returns'examind;,

(c) Reduci-ng substantially the adversarial
attitude between the Internal Revenue Service
and tax practiE.ioners; and

.(d) Encouraging ongoing contact between the
Internal Revenue Service and the enti-re tax
practitioner community.

Reason: Effective administration builds confidence in
the tax system. The Conference believed that administration of

,the tax laws should be a higher prioriy with professional and
practitioner groups and with the public at large.
recommendations are found in Item 6 and Item 10.

5. The adoption of-rational policy guidelines on the
use of transition rules will -help to make tax legislation more
rational an palatable.

Because of inefficiencies during transition periods,
delayed effective ,dates are only advisable when immediate
effective dates will cause serious administrative problems.

Retroact 'e effective dates (defined as/an'effective date
before enactmeWt date) should never be used. There may bave
been instances ih. the past where retroactive implementation'
dates were required., legislation containing rational transition
rules will minimize or eliminate the need for retroactive
effective dates:

Reason Retroactive application of law was felt to be
one of the most flagrarit breaches of fairness and orderly
administration-of the tax-laws. The Conference felt that there
may be circumstances justifying warnings'by high Administration
or Congressional officials that the tax law may be changed, but
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that the uncertainty over tne actual lnquage. between the t1:-e
of-the warning and the enactment of the legislaton. argue forE
treating this problem by way of transitional rather than'-
retroactive rules.

6. Higher priority in the next several years-shduld be
given-to eliminating the.regulation backlog. More-Treasury. and
IRS resources should be devoted to the regulatory process; and
the assistance of outside experts in. this endeav6r.should be
increased.

Reason: The absence of regulations leaves practitioners
and business taxpayers in a state of uncertainty, and
discourages informed compliance with the tax law. The backlog
of regulatory, projects has now grown to 437, an indication of a
major, problem in this area. The recommendation was thought'to
be balanced, in calling for increased resources both from
inside and outside of the government to be devoted to't/his
situation.

u7. The IRS should-be included in the Equal'Access to
Justice Act (Public Law 99-80)..

Reason: Making the IRS accountable for, its d6.cisions
under the Equal- Access to Justice:Act, would, as with other
agencies, promote fairnessiparticularly with small business
taxpayers. It would place the IRS on an equal footing with
other departments and- agencies Subject to this law.

8. Partnership Return Filing. The Partnership tax,'
tur -(Form 106) should have a filing date of March 15 each-

year .or, in thel case-of tax years other.than-the calendar
year 2 1/2 months after the close of the tax year.

.9. Cost/benefit analyses should be undertaken in
connection with the legLslative and-administrative efforts to-
collect taxes due from abusive tax shelter participants,
non-ffilers, and participants in tie. underground economy. In
devi~ting the most cost effective Vnforcement mechanisms,
explicit recognition should be given to costs whichwould be
incurred by law abiding taxpayers.

Reason: The principles of cost-effectiveness should be
elevated in tax administration, in order to promote techniques
which have more impact on non-compliers and less impact on
complying citizens.

10. The efforts of the Treasury and IRS to encourage
*zens to assume their obligationsito pay taxes and promote
the eneral goal of voluntary compliance with the tax laws

- 19 -
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should be supported. Appropriate sections and cdrnittees
within the ABA should maintain ongoing contact with the -
Treasury and IRS forpurpose of gaining informati n t ." a
serve as a basis for more informed support of the et'forts.

ISSUE GROUP VI. WHAT, IF ANY, ALTERNATIVES TO 'HE CORPORATE
INCOME TAX SHOULD BE SERIOUSLY CONSIDERED?

1. Without fundamental changes in the way Congress
.determines spending and tax levels, Congress should not
consider alternative revenue sources, It should instead move
to broaden the base of-the existing tax system whnle lowering
rates.

Reasons: Our, present deficit arises in large part -
because of the failure of Congress to limit expend ures to
ma-tch available' revenue. PRform of the income tax laws should
be accomplished by broadening the base of the exis ing tax
system while'lowering rate. . Income tax reform s did not be
carried'out by 'looking f.or new sources of revenue outside the
income tax system. i•

-2. v" "the unlikely event that restraint on spendingt

can be established, a VAT is viewed as preferable to income
taxes :and should be considered to reduce or eliminate taxes on
income.

Reasons: If an additional revenue source is needed, a
VAT is preferable to income taxes or minimum taxes and should
be considered rather than -a corporate income tax with high
rates. A minirhum corporate income tax is highly-'undesirable as
a source -for additional revenue. Siuch a "double-track" tax--------
system, by its nature, adds to the complexity of the law. A

'minimum tax at a high effective rate also destroys the
incentives which Congress determined were necessary in the
basic' system.. If changes-are to be made, they should be made"
in.the basic a-stem.

3. Profound concern is expressed with the spending
practices of Congress, and the Conferenqe is reluctant to

. entrust it with an efficient, revenue raising vehicle such as'
VAT or simplified income tax. K

Reasons: The strongest argument against VAT is the
-efficiency of such a system and the ease with which rates can
be raised and additional money collected if Congress is
unwilling 'or unable to control spending.

4. No-new tax other than some.form of VAT 1-s
considered feasible. The tax '-on value added should be at a
single rate with respect to all 'goods and services with no
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exclusions and no rate differential. Border adjustments
employed for international business and conventional VAT-
arrangements should be utilized. Concerns with regressivity
should be addressed by credits and refunds administered through

.-existing agencies.

Reasos: Other possible tax sources, s h as another,
consumption tax, a gross receipts tax, or a national sales tax,would interfere with revenue sources traditional y left to
state and local governments. Such taxes also dis ort economic
decisions and, because of a pyramiding effect, en odrage
inflation. Vnder a VAT there is no pyramiding be use a
deduction is available for goods previously taxed.

Taxing value added at a single rate wi
respect to all goods an0,services with no exclusions and no.
rate differential would'make the tax easy to administer and
avoid the special rate and exemption provisions which have so
greatly complicated the income tax law.

5. Congress should resist pressure to make snap
decisions, particularly in selecting any alternative source of
revenue such as VAT. The eftective date of any structural
change in the tax law should'be at least one year after the
date of enactment.

Reasons:' Experience with the corporate incom% tax
. has proved that snap decisions make bad law. Particularly in
the case of any structural changes in our tax law -- such as
adoption of a VAT -- all .'questions'of subStance should be
considered before enacting a law. In order-to provide time for
both the government and taxpayers to establish satisfactory
compliance procedures, the effective date should be at least
one year after the date of enactment.-

EPILOGUE

The "Case for Reform" and the "Goals of Reform" clearly
point to the pr-oblems of the existing £odd," its complexities,
difficulties of'aaministration and the like. The Plannitq.
Group did not endeavor to direct the Conference either on'the
path of pure reform or-on the path of doing what may be
politically "do-able" or economically advisable (even assuming
it could so direct 'participants who'volunteer their time and
expense).

The progession of events from Treasury I to Treasury II
to the activities of the House Ways and Me4ns Committee (in its
final threes during the Conference) coulnot have_given the
participants confidence that anything approaching reform - in*
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-its customary meaning - would beforthcoming. Not surprisingly,
then,-some recommendations of the Conference would retain
certain investment and business incentives, with their
inevitable complexities.--

The.Conference dia strike at existing complexities which'.
may produce "negative taxation" by recommending -

- the elimination of ITC, coupled wi'h the recommen ed

retention of the current ACRS schedules,

--the elimination of deductions in excess of basis and

the recapture of depreciation (including straig t
.line) 'upon disposition of buildings, improvements and t-an ible
personal property.

The Conference did demonstrate its concern about t e
complexities of and frequent&changes in the Code.

- It called for partial integration of the co porate
and individual income taxes by permitting a dividend p id
deduct-ion..

- It, reacted any statutory distinction bet een
categories of ass@ s available fo'r capital gains tr atment.

- It rejected any taxpayer indexing for i' on.

- It recommended greater conformity of't x accounting

to generally accepted accounting principles.

How the Conference would have reacted to these issues if
there were a real prospect o, Ibw individual in ome tax rates
and low corporate tax rates cannot be predicte .There Was a
hint from the Capital Gains Group that' perhap preferential
'treatment would not be needed to, sustain inve tment if the
individual rates were in the area of 10%. T e Capital
Incentive'Group noted that-lower--co-p-ao-t r-tr t-es dc-e
need for business _incentives, as well as their impact.

Substantial reductions in rates and implification are
not now in sight. Th eConferencedid unqikestionably express
grave concern about the rapidity of changes in-the-Cede. Given
stability, the IRS, tax practitioners and the courts have
demonstrated abilities to interpret and administer difficult

-ahd comple1x-ax~provi~ions. The stated/goals"of predictability
and stability would be served through do change at all. While
there are indications that the Conferencd-would have favored no

,1 2 1

5 " /
/ // ' -

4/ / ,



change over increasing complexities coupled with somewhat lower-
ra'tes, such cannot be stated with certainty.

And that is one question we would present tpo the
Conference - if' we had it to do over again.

./
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MTAYsmNTz or Am.cAn oS AssoCIATIO
TO TEE SENATE INANCE COITTEE ON-TIM

TAX !V03 : I T EV

The American Dus Association is the national trade

association for the Intercity bus industry. The Association has a

membership of nearly 3,500,.Including bus owners and operators as

well as suppliers and ot ers engaged in-travej and tourism. The

bus industry has become/a vital element and in some cases, theo

lifellnefor travel and tourism which contributes $140 billion
annually to the nation's economy and le a foremost business

generator in nearly very state-

The AssociatioA it concer ed with the direction of the tax

reform Initlatlve currently der consideration by the Senate

Finance-Committee because thO outcome will have a significant

impact on our members' ability to stay in business and promote

service to the public. It should be noted that the bus industry

has been hit with catastrophic Insurance cost increases, and If 7
the industry is confronted with a deleterious tax environment,

many small operators will go out of business. The ABA supports

the effort to reform and Improve the tax system and will continue

to work to preserve the parts of the system ye favor and to modify

or eliminate the provisions that we see as being ill-conceived.
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The ABA strongly supports the reduction of corporate and

individual income tax rates, and supports the retention of a

modified graduated rate structure for stall corporations. In

addition, the Association supports the maintenance of a capital.

recovery system that allows for the recovery of the cost of'

depreciable assets and for accelerated recovery of the cost of

equipment. It the Senate were to mIovetoward abolition of

the investment tax credit ab the Hougsq has, then the depreciation

schedule for equipment should be improved over the House-version.

The Association believes that these proposals offer significant

investmentincentives and provide a stimuluS-for economic growth.

The Houeetax bIP1 H.R.3838, repeal the Investment credit

for property placed in service after December 31, 1988. As -

"utrently structured, the Investment credit encourages investment

in new equipment and, isof major importance to Association

members. Repeal of the-investment credit would increase the

effective cost of /ew equipment a d would have an-adverse impact

_on the operations of many bus iiA .. The investment credit helps
to reduce the risk of Investmen in equipment that rapidly

declines in value. Equipment Intensive industries, such as bus

lines, face a dramatic increase in the cost of new equipment.

Thus, the repeal-of the investment credit presents a substantial

disincentive for.Investment and economic growth.

/

-.1
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The Association believes that it Is counterproductive to

raise the taxes of companies that have sade-and continue to make

commitments to expansion through substantial investments in new

equipment. The repeal of the investment credit t would abruptly '-

raise*taxes on capital investment. This increase would lead to a

decrease In business Investment-by bus companies in capital and a

decline in the growth Of many bus lines.

The Association strongly supports retaining capital

incentives provided by current law. Repeal of the investment.

credit in the House bill would effectively increase the cost of

capital and slqw bus company fixed investment. The bus industry's

ability to serve the public's transportation needs will be

dramatically impaired. To prevent this adverse Impact on the bus

industry and--thi national economy, the Association strongly

supports retaining the investment tax credit, in whole or in part.

The House bill colls for the repeal of the accelerated cost

recovery system for assets placed in service after December 31.

1985. ACRS would-be replaced by the Incentive Depreclit~on System-

(IDS)t The.Association supports the-basic concept of IDS and

advocates maintaining a depreciation system that provides an

-
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accelerated stream of depreciation deductions over a relatively

shor/ recovery period. The success of many bus lines-depends on

rapid depreciation of buses and other equipment. However, IDS

dos not provide a sutficlent stimulus for investment in now

I /e 1; ipment,

Repeal or significant reduction of the investment.€6edit will

ave an adverse impact on Aspoclatlon members and the economy as a

whole. The repeal of both the investment credit and ACRS would

have a cumulative negative impact on Association members. When

/ coupled MI th the loss of the investment credit, Implementation of.

IDS depreciation system-does not provide sufficient lncentiQes for

capital investment. The House Bill will raise taxes on businesses

- that make significant investments In equipment. The Association

advocates maintaining .a more favorable depreciation system to help

counter the impact of .repeal or reduction of the investment.
credit.

The. business energy credit for investment in qualified

Intercity buses was allowed to expire on December ,31,. 1985. -

The current'shrlnkage in train and air-travel has caused a growing

demand for bus transport.-..The business energy credit'decreases

the c st of expanding bus fleet capacity, allowing Association
" members-to better- serve public transportation needs. The business

-1
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energy credit facilitates expansion of bus service, benefitting,

local economies through increased trade and tourism. The

expiration of the energy credit will dramatically increase the

cost of investment In new buses, making it more difficult for bus

lines ,to feet growing-demands. The.Association'strongly supports

the extension of the business energy credit for qualified

intercity buses. The national Interest in energy conservation is

still paramount.

Most of the provisions of'the House bill take 4ffgct January

1,'198.6. Although b6th- the'Mouse and Senate have passed non-

binding resolutiops calling for an effective date of January 1,

1987-for many provisions-in the House Bill,'no. action has yet been--

taken to Implement these resolutions; 'The.Association strongly

urges that the Congress codify, the resolution on effective dates.

The uncertainty over the possible application of many of the

provisions of the House bill has made Investment and business

planning impossible for many bus lines. The effective cost of new

equipment depends on the application of the investment credit,

depreciation and tax rates. Theuncertainty caused by the

effective dates in the 'House Bill has made new investment In

capital uncertain. The Inability to plan has caused a slowdown in

InOestment by many bus lines. This slowdown will have a adverse
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Impact on h ability of bus lines to meet the public's

transportation nebde. The Association calls for a codification of

an effeclve idate of.January 14 1987 for any tax reform

legislation o enable its'members to plan for the future of their

S'"businesses.1 .

The tox reform Initiative Is designed to be revenue neutral.

'A new revenue measure may be necessary to maintain the revenue

neutrality of the bill. If such measure Is adopted the-bus--

industry should not be singled out for, any inc eased taX burden.

The bus Industry has suffered.a number of severe shocks in

recent years. Since deregulation-of the industry occ rred bus

lines have faced Increasing costs. Association members have been

forced to compete with subsidized entitles such as 4x exempt

organizations such as mase'translt districts who 4 apete with A

for charters and, of course, Atrak whic? has bes,7 subsidized

"about $35 a.passenger.' In-addltlon, there is a Insurance crisis

in the industry, as wlth other.businesses. This crisis has dealt

a severe blow to Association membersand'hda dramatically

.Increa~ed the cost of operations. Many Pus lines have been forced

to cut their routes and ellalnate needed public transportation. A

tox Increase at this time would cripple a, industry already

struggling to cope with increasing economic pressures.,* Current

/ ,-
/
/
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law provides for a refund or tax credit for part ofthe diesel

fuel tax for bus lines. The Association strongly supports

retaining the diesel fuel tax refund and credit.

Finally, the Assoclat ion maintains that the House bill has

gone too far In the/reform of the taxaticno-f fringe benefits.

The Associationopposes-the Imposition of no,.-discrimination rules

on the provision of fringe benefits for employees. These rules

would make it incrasingly difficult for employers to provide

benefits for employ ees, and would be disadvahtageous to aUl

employees.

Section 401(k .cash or deferred plans, provide Important

savings opportunity es to all employees. Statistics have shown

that 401(k)'plane jlre extremely popular plans, and that many

employees take ad antage of then. The Association opposes the.

modification to Section 401(k) plans. The curtailment of

employee plans sech as 401(k) plans and increasing reliance on the-

federally control led retirement systems. decreases the workers'

self reliance a removes a significant savings Incentive. rokr
thie reason, thAssociation supports the retention of private

initiative retraent.savings plans. 1
In addit on, the Association opposes the taxation of

educational benefits provided to employees by'employers. Taation

of these b4nef its is a substantial disincentive to smploysrl

providing/necessary educational benefits to their .uployee

' i
*1'
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- STATEMENT

-O F

K. MARTIN WORTHY
CHAIRMAN', AMERICAN COLLEGE OF TAX COUNSEL

Before the Senate Finance Committee, February 1986

My name is K. Martin Worthy. I am a former Chief Counsel

for the'Internal Revenue Service and a former Chairman of the

Tax Section of the 'AmeriCan' Bar Association," and have been a

practicing tax lawyer for over thirty years. 'I' am here today,.

however, in' my capacity as Chairman of the Ameican College of

Tax Counsel.

The American College of Tax Counsel is composed of senior

tax 'lawyers 'throughout the United States. Election is by

invitation, andto qualify-a lawyer must have demonstrated 'an

exceptional degree of professional commitment by active

involvement in the organized tax bar, participating in tax

seminars, doing significant legal writing or olding important

office involving tax administration with the Federal '

government. LeSs than 5% of the tax bar in each Federal -

judicial circuit -is eligible. Among the fourteen members of

he governing Board of Regents are twp former Commipsioners;.of
internal Revenue, a former Chief Counsel for the Internal/ -

evenue service, and five past or 'recently elected Chairmbn of

Ithe Section o.f Taxation of the American Bar Association.

I-

. ' i
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One of the principal ifiterests of the College is tax

policy -- and it, is that interest that prompts this statement,

today.

The Country is crying out for greate' equity, and greater

simplification, in the Federal tax statutes. This

accomplishment will require resolution of many substantive

issues. Those involve ptimarily political decisions. We are

not here to.take-a position on such issues -- our. membership,

includes a broad spectrum of political views -- but we are here

to talk about philosophical, principles that we think are

.essential to the achievement of a sound, fair, reasonable'tax

system.,

Historically our Federal tax system has been the envy of-

the world. The backbone Of the system during most of this

,.century has been the income tax. . It has succeeded primarily

because of the.willingness of the greatmajority of the

taxpaying public Co report their incomes voluntarily and

honestly, accepting that burden as the duty of every loyal.

American..- But as the years have gone on -- particularly since

World War II -- the law has become much harder to understand,

*the ability of the average taxpayer to comply has become far

more difficult, and -- whether justified or not -- there has

developed a growing opinion that so many others ate escaping a

fair share of the burden that the duty of a particular taxpayer

to file an honest return is notas great as i't once was.
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We urge that new legislation be des. ned and written not

only to'provide a fair and equitable/system, but so a's to be

understood by every taxpayer as providing a fair and equitable

system for raising revenue and, thus,,insuze.a high degree of

public compliance.

* There is increasing evidence that there has been a-steady

decline in the degree of voluntary cdmpliancewith the tax

laws. There has been a marked loss of respect for the system.

The Internal Revenue Service is sometimes blamed for this loss

of respect butwe suggest that the Service cannot be expected

to administer effectively a law which isalmost

unadminis'trable It should not be surprising that a law

filed with abstruse complexities and innumerable variables to

fit par-ticular circumstances, will be the source of a constant

battle between those, on the one hand, who seek to find ways to

avoid.uhfair consequences or to use such provisions to escape

their intended reach, and those on the other, who find it ..

necessary to resort to extreme means to-carry out what appears

(even somewhat amorphously) to be theiT intended objective..

To insure understanding tha,' the system is fair and

equitable, it should be simple; it should be as uniform as

possible, treating similar transactions alike, regardless of

.... w---- hether the taxpayer falls inosome group or clas$ having claim

to entitlement to some special treatment.'

, 4-
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The College-believes that the baseline from which a sound

income tax system'should begin is total net economic income.,

This should produce a code, the sole purpose of which is to

raise revenue.

Over the years the tax base hag been increasingly

diminished by departing from the concept of'total net ecQnomic

income through enactment of innumerable special
classifications, exceptions,' conditions and pqrmutations.

These-are often described'as *tax expenditures' because they

involve loss (to some'degree at east, though not necessarily

dollar-by-dollar) of revenues which would have been collected

ha the'tax base been'total net economic income. "These special

classifications and exceptions hAveoproduced cries of

Ounfairness,O "abuse," 'avoidance,' 'unwarranted tax

sheltering," etc., and unfortunately'the resgoe h s

frequently been enactment of a proliferation of complex,

sometimes incomprehensible provisions incapable of being.

complied with or administered in any rational way. We regret.

that the tax reform bill recently passed by fhe'..Qe-i"ife__

with such complexities and sincerely believe that however

meritorious the objectives, they can be accomplished (with

little real inequity) in much simpler fashion.

In the area of 'tax expenditures," there are three

fundamental inquiries.
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The first is to determine the extent of the need for public

financial support -- the extent to which government financial

support should be given to aid or expand certain business or

commercial activities or to foster certain social goals.

The second is (to determine whether -- even assuming that,

government support should be provided -- the most effective

means of,-such support is a special provision in the tax law or

some other means.

Th third consideration concerns the transition from the

present system to the new system in areAs where a 'tax

expenditure" is being reduced or removed. It must be

recognized'that the production of business income has often

resulted during recent years from the investment of funds

obtained from lenders and other investors who have structured

their investments in reliance on 'tax expenditure provisions

which directly affect investment yield that market forces-

dictate. Over the last fifteen years, we have blown hot and

cold on industrial stimulation. We have had investment tax

credits which were repealed, then reenacted. We have had with

ADR what was perceived to be economic life depreciation, but we

have changed that to Accelerated Cost Recovery and the debate

still rages over the economic effect of both these actions.

'Any proposal that eliminates a tax break for which a

specific interest group has fought will encounter intense

resistance from that group. Arguments for maintaining the
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status quo will be-appealing/ particularly as -the abrupt change

in policy may cause severe economic dislocation. However, we

believe that dislocations s ould not be solved by carving out

numerous exceptions. To do' so would play havoc with th

principles which we believe both the Administration an

Congress have agreed as a basis for. tax reform, namely that the

tax policy be neutral and that i't be fair to all. B Ilancing of

'equities suggests that these problems oe handled by the

adoption of transitional rules which-would,-over a easonable

period of time, alleviate the short term effects of. change.

However, to the'same end, we would urg6 that these be real

transitional rules and not simply delay in affecting-repeal of

the special classifications and exceptions of present law. We

believe'that delayed effective dates.have too often resulted in

repeal of the repealing legislation, and thus wasted the

..... Congress' tine. At the same time, it-should be understood that

we do not advocate imposition of new burdens by retroactive

legislation; taxpayers should be free to arrangetheir affairs

on the basis of the-law-as iL is until the Congress makes a

final determination of what the law should be for the future.

7-The g6al of simplfification -- which we believe essential to

r store public confidence and.make the system workable -- seems'

- to have been almost totally'lost in the process.
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We also must not--lose sight, of-the -basic .principle inherent

in all tax proposals, i.e., that in order to lower marginal

raies for both business and individuals, the base must be

broadened.- If special exceptions are allowed to continue, ,the -

base broadening principle will be defeated. -

We believe that now is,-the time for effective tax reform

that wil-l--l-ead to strengthening voluntary -assessment and to a

,general perception that the ;Internal Revenue Code-is fair. In

working'towards that goal, however, the College recommends that

the Congress and the Administration.proceed with the objective

that the legislation now adopted be total, comprehensi-ve and

per,anent-and that no further significant tax legislation be -

undertaken for a numberof years. The all-too-frequent

enactmen-ts of recent years -- fifteen major enactments in the

last ten years, followed in almost every insta-nce by separate ------

Technical Cor-rection Acts-a year or two later -- have not

engendered confidence in the system or stability in the

economy. -

*Ar_&shedule attached, prepared by Harold I. Apolinsky, a
-f-or chairman of- the College,.shows that 5,815 subsections of

the Code were affected by various TaX Acts over the past ten-
years and that 4,051 would be changed by the bill recently
passed by the House.



274

-8-

The attached Resolution was adopted by the Board of Regents

of the College last February stressing the need for a

deliberate approach to the developmidnt and implementation of"

tax policy and-for greaterpermanence in whatever is adopted.

This Resolution, addp-ted before fundamental tax reform and

simplification became a real possibility, should not be

'construed as a recommendation against such' reform, but rather

as a plea that it be done wiith geeat care and with expectation

of enduring effect. By giving due attention to responsible

views at this time, the Congress and the Administration may,

enact thd kind of reform and simplification needed without the

requirement-of early and frequent changes of significance.

Given the scope of the proposals for basic tax reform and

simplif-ication, I should add that w.e believe it essential. that

throughout the process the tax writing committees afford

opportunities for knowledgeable ahd responsible elements of

--society to provide meaningful comment-s and-suggestions. The

Congress should take advantage of the ability, experience and

judgment of those in the professions and academia who have

devoted lifetimes to t~e Study of the theoretical and practical

effects of various tax concepts. To the extent the Coll~ge, or

its members, can assist, e-will obviously be willing to do so.

In-summary, thd College respectfully submits that:

(1) Fundamental tax reform, including base broadening and

simplification,, is-a matter of urgency, although the'substance
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and effective dates will have to be tailored -carefully to avoid

severe economic dislocation; I
(2)- Adoption of any signi icant tax legislation without

adequate hearings-and opportuniIty-for thorough input would be

inappropriate -- considering bheir scope, and consequence on

nearly every one of the various proposals,.but Ehis should not

present an insurmountable problem in view of the apparent

consensus for reform and simplification; and

- - (3) -Even though-the income tax system needs drastic reform

and simn01ifi-lon, te process should be undertaken in a

manner to achieve not only that goal but also stability for a

long time to come.

Thank-tyou, Mr. Chairman.

7 3
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LAW

Tax Reform Act of 1976

Revenue Act of 1978

Economic Recovery Tax Act - 1981

Tax Equity and Fiscal Responsi-
bility Act -. 1982

1984 Deficit Reduction Act

-1984 Retirement Equity Act

TOTAL

*(3,302 since 1981)

Tax Reform Act of 1969 (major
reform after 15 years):

The number of Code subsections changed
by the proposed Internal" Revenue Aot of
1985 (H.R. 3838)

NO. OF CODE-
SUBSECTIONS AFFECTED

1,849

664

483

530

2,245

44

5,815*

271

4,051

A

(I
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RESOLUTION OF

BOARD OF REGENTS

AMERICAN COLLEGE OF TAX COUNSEL

WHEREAS, The Tax Reform Act of 1976, Revenue Act of
1978, Economic Recovery Tax Act of 1981, Tax Equity and Fiscal
Responsibility Act of 1982 and the Deficit Reduction Act of
1984 have substantially affedted over 5,000 subsections of the
Internal Revenue Code in less than eight years; and

WHEREAS, Frequent enactment of tax legislation of
broad scope-and substantial complexity adversely impacts upon
_both the ability of the Internal Revenue Service to monitor
compliance and taxpayers' efforts to comply with.tax laws, im-
pedes long-tqrm planning of commercial activities, and impedes
the orderly development of consistent tax policy; and

WHEREAS,- The American College of Tdx Counsel hasa s -

one of its purposes the development of sound and effective
tax policy;

NOW, THEREFORE, Be it resolved that the Regents of
the American College of Tax.-Counsel urge the members of
Congress to adopt a more deliberate approach to the development
and implementation of tax policy and to foster efficient admini-
stration and compliance with the Internal Revenue Code-by
allowing appropriate intervali bewteen major statutory revisions.

- (

IL..-
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. American Foreign Service Association

February 17, 1986

Senator Bob Packwood,
Chairman
Committee on Finans
United States Senae
Washington, 6C 20510

Dear Mr. Chairman:

We wish to record our strong opposition to any proposal which would rescind
the present three-year recqvery rule applicable-to the taxation of federal
retirement annuities. Section 1122(c)(1) of H. R. 3838, the Tax RefoTm Act of
1985, now before your-committee, tould impose an immediate tax on retirement
annuity payments rather than initially allowing the retiree full recovery,
free of tax, of his depoSits into the retirement trust fund, on which income
tax had already been levied at the time of payment. H. R. 3838 would make
this change effective July 1, 1986.

As you know, Mr'. Chairman, most individuals begin years in advance to create a
personal financial plan to take'effect at the time they retire. The tax free
recovery of their retirement fund deposits in the months immediately following
their retirement is a basic element In such planning. This is especially

"relevant to the members of the Senior Foreign Service, of whom three out of
every four are already eligible for immediate retirement. The men and women
-of the Senior Foreign Service provide-the top-level professional, technical,
and managerial expertise which is indispensible to both the short and
long-term conduct of our relations with otheX countries.

Normally, approximately 15% of the Senior Foreign Service retire each year.
Present indications are, however, that if the three-year recovery rule is
rescinded, this, might well result in the immediate retirement of three times
that number. Should this occur, it would create a most serious problem in
staffing the key positions in our embassies and consulates abroad as well as
in the Department of State in Washington.

To avoid precipitating such a situation, we respectfully urge your Committee
not to indlu~e any'pirovision in its mark-up of the tai reform bill which would
eliminate the'three-year recovery rule.

Sincerely yours,

2101E StreeNWWash...., D20037 (202) MA45

I +-/ .
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Statement

of the

American Heart Association

, \.,

on

Tax Simplification

Submitted to the

Senate Finance Committee
, G '

February 14, 1986
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The American Heart Association on behalf of its two milli9'n volunteers

nationwide, appreciates the opportunity to'submit testimginy to the Senate

Finance committee on two provisions in their considertinof tax

simplification proposals which effect the charities: th charitable

contribution deduction for__nonitemizers and taxation of health insurance

benefits.

We, at the American Heart Association are pleased that the Senate Finance

Committee in the true spirit of an open over lng process is holding this

second round of'hearing.; on tax reform.
- I ° ,

We believe that a- fair and balanced tax simplification plan will benefit all

'sectors of the American Society. Fairness, Mil mean itemizers and

nonitemizers, and the poor and the rich, ill be treated equally., The'final'

,outcome will mean the opportunity to.shre economic prosperity for every"

mbn, woman and child in America. / . .

Through generous contributions of the 1merican people, AHA has been able to

maintain high standards and ideals. Sif ce 1949, AHA has invested more than

$565million in scientific research and fiundreds of millions in updating

medical skills that improve patient care In public education and in

community service programs.

"I .
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AHA has designed programs in the areas of smoking cessation, high blood

pressure, nutrition and fitnesS. These programs are aimed' at increasing

Americans awareness and knowledge of these heart- risk factors and

encouraging positive changes in-attitudes and beliefs.

The benefits from these cardiovascular research and community education

programs are staggering. Since 1968, the adjusted death rates for all

cardiovascular diseases declined by 29'percent.

While the trend is fncourag.i, we must not become complacent. Currently,

it is estimated that over 63.29 million Americans have one or more forms of

cardiovascular disease. In short, cardiovascular disease, continues to be-

the nation': number-one killer. .

American Heart Association is committed to basic research that is

responsible for advances in medical science.. Adequate and continuous

support from private tax dollars are essential to ensure that today's

sci sts make further headway and that a generation of, trained researchers

cary on this work. -

Through tax incentives fqr charitable giving, and an aggressive fundraising

program, the Ameriin eart Association, and its 55 affiliates, have

increased revenues for/he past five years by an average of 9. percent

annually. / . . . -

-2-
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In 1985, the American Heart Association raised over 140 million in revenues

-- up 9.5 Percent from 1984. As the following chart indicates, we have used

our revenues effectively and efficiently.

The American Heart Association is proud of its accomplishments in research

and health prevention and promotion, but we are concerned about' maintaining

and expanding funding for AHA programs. -.

The American Heart Association, is pleased that the President, and the

United States House of Representatives understandihe impoDrtance of

continuing tax incentives for charitable giving to itemizing taxpayers.

However, for the sake of fairness and equity, any tax srplification

proposal should also make '100.percent of the. nonilemizer deduction

permanent.
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We believe that reducing tax incentives for nonitemizing taxpayers is unfair

to the majority of Americans.

For that reason, AHA is most concerned about two components of the

President's tax proposal which cold unravel fundamental programs that have

dramatically reduced cardiovascular disease in America.

/

1. Proposals included in the President's tax simplification plan would tax

the first $10 of employer contributions for individut -insurance

benefits, and j-first $25 of employee contributions for family health

insurance benefits. We, at the American Heart Association are pleased

that H.R 3838 retains current law by allowing employee health insurance

benefits to be tax free.

2. House Tax Simplification language'included in H.R. 3834 would m~ke

thecharitable contribution deduction for nonitemizers permanent with a

$100 floor before deductions are allowed.

Currently, 65 percent of the American people are nonitemizers. When tax

simplification passes, approximately 80 percent of all Americans will be

nonitemizers.

.-4-
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Chi4enttly. tax deductions for charitable giving will .be limited to a very

small percentage of wealthy Americans.

'Umiting the charitable deduction for such q -small percentage of Americans

coulI drastically undermine effQgts to raise' money from lower and middle

Aihcome Americans.

I Currently, non-itemizers give 85 percent of all deductions. ' .

Ninety-nine percent of those who tobk the deduction for nonitemizers in 1983

had incomes under $50,000 a year. Ninety-one percent had incomes under

-$30,000.

If nonprofits are to be insured a n tional base of financial support, any

tax simplification plan must include a provision to make the nonitenjzing

deduction permanent

Maintaining the nonit miz'ing deduction retains the true spirit of a fair'and

equal tax plan -- One hundred percent of all Americans would be eligible to

receive a tax deduction for charitable giving not just a select- 10 or 15

percent of the population.

/
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Also, it is important to not that the charities are being'asked to pick-up

the Alack from over $15 b lion in federal cuts annually foi- social service

and research programs th t are traditionally funded by the federal

government. Witih the o set of Gramm-Rudman-Hoilings cuts, the need -for.

private donations for research.and human service programs for the charities -

will be further intensifieL. -

Noioprofits have other /easons to be'concerned with the $100 floor When"

floors on tax deduction s are imposed, too often the percentage of the

deduction is increased. For example, the three percent floor on medical

deductions has been increased to 5 percent. There can be no assurance that ,

there won't be a siniar effort to increase the floor on the-nonitemizer

deduction.

Besides the issue of charitable contribution deductions, the American Heart -

Association is also concerned about PresidentReagan's proposal to tax the-

first $10 of employer contributions for an individual's health insurance

benefits, and the first $25 of employee contributions for health insurance

benefits. Again, we would like to congratulate thp'House of Representatives

in their foresight in retaining current law which does not tax heeth

insurance benefits.

-6-* -
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We, at the American Heart Association, do not support taxation of health

benefits. Individuals should be encouraged to purchase health insurance and

participate in wellness, nutrition and fitness programs.

To tax health benefits would hurt workers at all income levels, not just

higher-paid workers It would impose a new tax on millions, and would be

.particularly harmful to low and middle income workers. The very people who

need the protection most acutely could not accept lower take home pay, and

would choose less protection or be forced to withdraw from these private

protection programs altogether. The inevitable result would be a growing

national demand for new government programs to fill the gap.

As you know, less comprehensive health insurance tends to have less of an

impact on health prevention and promotion activities, and necessary medical

intervention.

The first step toward reducing premature death by cardiovascular disease is

for the American people to develop proper eating, exercising and nonsmoking

habits. Also, people should be encouraged to get medical assistance when it

it necessary. Putting off going to the doctor often costs the individual,

the government and insurance companies unnecessary dollars, not to mention

the added health risk. The old cliche an ounce of prevention is worth a

pound of cure is true.

-- 7 -
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It is essential that revisions of the tax code do not include disincentives

for individuals to purchase health ;nsurance.

Also, the tax code must be fair, and benefit all Americans. If all

itemizers and nonitemizers receive a tax deduction for charitable giving,

all sectors of society will benefit. The Congress cannot allow current

charitable contribution deductions to be dropped. It does not make sense.

It gives 10 to 15 percent of all taxpayers a tax advantage that 85 to 90

percent of all taxpayers will not receive.

Elimination of the charitable giving coupled with Federal budget cuts,

reduction or elimination of certain charitable contributions would mean a

national decline in community service and research programs.

In conclusion, Oliver Wendell Holmes once said, When you pay taxes you buy

civilization," but we have to ask ourselves what kind of civilization will

we be buying with a tax policy that limits charitable contributions

deductions, and taxes health benefits? Will it be a civilization in which

the poor and average working American cannot afford health insurance? Will

it be a civilization in which our traditions for volunteerism and charitable

activities will be unable to meet the needs of our communities?

-8-



288

A TEE ' 1 FCh C

maiaji ity: Roo,= phe .25-

Don Fuqua (FL), (Chair) 2269 5235

Ov oetA. Roet S)c.r~S~~ 2243 4.&so eA-.1~ 5251
l.J-George E. Brown. Jr. (CA) 2256 6161

James H. Scheu or (.Y) gn , A 2402 Mt4 5471
Marilyn loyd (TN)j-, j ,. ,,j 226
Timothy E. Wirth (CO) 9.4-4 .C., 2?62,dx 2161
Doug Walgren (PA) 2241 2135

an Gllckman (KS 0A$A aa Ay.c-- 2 4 3 5 - XA0 .s..?A 6216
4 1  /Robert A. Young (MO) PAi_ j'f-4 J4J-, . 2561

4Hrold 1.. 4ulkmer (MO) %fo4%fl&pf 4T13 -4r-b 6631
'" 4, Bill Nelson (fL) - 307 - - 3671

St an Lundine (NYy , SbjJS 2427 tAXA., .rA 3161
S Ralph M. Hall (Tf1/ a0tn-A &Nz-L. 1728,A-(.1Jr14S 6673

is 'Dave Mcurdy (OK) P.A4 fg4 4 3 13Aj' ~~ 6165
L N..orman Hineta. (CAP) C1S-rrt7 2350 2631

Michael Andrews (T) -.i - '039 75084 Tkm Valentine (NC) 4 1)107 43
Harry M. Reid (NV) 13 4A- A 4% 1
Robert G. Torrlcelli (NJ) fa..,, A0ki-t-a.. 3175trl.1ftf 5061
Frederick C. Boucher (VA)Aa&cauU" 428 -356I
Terry 6. Bruce (IL) 44?fl. 1009 5001
R hard Stallings (ID) tJC f 133 -- ' 5531
Barr Gordon (T)Aas.~s-. l2n el'J ' 4231

91iwfl~James A. Traficant (OH) 5C#4 J~t 128'SZL 3 5262

~cn~As~

L Cat0

AL

3

J t~a .i ~ ' c azafl tfn7'

~/L$ C-w~wo-to -



289

Am.eicsn Moptal Asociito

4 IA I 1-Ni 1*t" 11- .AMRI(A L l M,&1ATlI,

hFURE 'IlW,
Ct$41lrl1FL U% FR|NCE
UNIaIAD SlATFE- S 51AI

ON
IE IWtALl ul U*kIPRI ENSISE: lA. RErFORNIM ON ONPPLHi tiI.PIIALs)

F-LitUARf i8, 1980

lhe tacrican hospital Association strongly opposes the provisions of I.R.
5bsi, the Tax Reform Act of l98S, that would severely restrict the use of tax-
exempt financing for nonprofit hospitals, and drastically change the status of
deferred com nsation plans used by nonprofit, tax-exempt health care
institutions. 'Ibis statement supplements my statement before the Committee
uuriig hearings in July of 1985.

Hospitals serve a critical public purpose by providing high quality health
care services to their commnities, often at no charge to the indigent.
hospitals also serve society through their educational and research activities.

'ihe ability of hospitals to continue to provide high quality medical care
depends heavily upon success at capital formation. Capital projects are
primarily undertaken for modernization and restructuring of outstanding debt,
keeping facilities in compliance with life and safety codes, and financing the
purchase of sophisticated medical equipment.

If the Tax Reform Act of 1985 is enacted as passed by the House, many
nonprofit hospitals would be denied access to capital markets and the cost of
capital used to modernize, renovate, and upgrade those institutions would
increase dramatically because they would be forced to turn to taxable markets.
In addition, the ability of nonprofit tax-exempt hospitals to attract and
retain top personnel would be diminished in relation to private institutions
because of limits that woulu be placed on their deferred compensation plans.
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Nonprofit health facilities provide essential public purpose medical services

and have traditionally been the mainstay of our nation's health care

system--S8 percent of the nation's community hospitals are nongovernmetal,

nonprofits. These institutions are created, supported, and directed by

communities to supplement the public hospital system that exists to meet state

ana local governments' basic responsibility for ensuring public health. They

provide 70 percent of all community hospital beds and deliver high quality

health care to a large proportion of Medicare, Medicaid, and indigent

patients. They provide the vast majority of socially desirable but

unremunerative medical services, including medical education and research,

neonatal care, open heart surgery and cardiac care, organ transplants, burn

care, and pediatric intensive care.

Capital is necessarily vital if private, nonprofit hospitals &re to advance

public health policies. Capital is needed for renovation and replacement of

large numbers of facilities constructed after World War II, generally in our

older urban centers, and now at the end of their useful lives. Likewise,

capital is needed for modernization to employ new life-saving technologies;

creation of more efficient health care delivery facilities such as ambulatory

care centers and nursing homes; and new or expanded facilities, generally in

the sun belt where population is increasing (this represents less than 40

percent of hospital bond issues). At the same time, costs of modern medical

equipment and hospital construction continue to increase.
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INPACI Ol- H.R. 3838 ON TAX-XLN1 VI FINANCING

VULUME LIUS

As passed by the House, H.R. 3838 would effectively limit the issuance of

tax-exempt bonds for S01(c)(3) organizations to about one-half of the issuance

of such bonds in 1984. Tax-exempt bonds for nonprofit health care facilities

should not be subject to the volume limitations imposed by the House bill.

Because the limits are based on population on a state-by-state basis, some

states would be more adversely affected than the average, particularly where

many older hospitals are now in desperate neeo of renovation or where

population influxes have created the need for new facilities. A per capita

measure for tax-exempt bond issuance is particularly inappropriate for health

care facilities because much of their capital needs are not a function of

current population levels.

Tax.-exempt bonds provide the primary source of capital for nonprofit health

care facilities because other sources are increasingly unavailable. Over 75

percent of all major hospital construction projects are debt financed, and 80

percent of these are financed with tax-exempt bonds. Other sources of public

funding have been terminated (in the case of the Hill-Burton program of

grants, low interest loans, and loan guarantees for hospital construction), or

substantially reduced (in the case of Medicare and Medicaid reimbursement).

Charitable contributions are a small and decreasing percentage of hospital

capital. Many nonprofit hospitals would have no access to the taxable bond

market because of their inability to meet the higher debt service costs of

taxable debt.
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Other policy changes would create more demand for hospital capital but reduce

their ability to raise and repay it. Proposed further reductions in federal

health care, operating, and capital reimbursement payments will require new

investment in more efficient health care delivery facilities. Proposed

reductions in Meoicare capital payments to hospitals, estimated between $5

billion and $13 billion over the next five years, are based on interest

payments at tax-exempt rates. Financially weaker institutions would be unable

to raise funds in the taxable market if their access is blocked to the

tax-exempt market. Stronger institutions able to issue taxable debt would

have higher debt service costs and would either have to raise their rates or

divert funds from patient care services to debt service payments.

OTHER RESIRlC'IONS

Under the House bill, hospitals would be unable to advance refund to reduce

interest costs or remove covenants that prevent appropriate reorganizational

responses to changes in the health care system, especially due to federal

policy changes, that were not contemplated when the bonds were issued.

Nonprofit health care facilities must be able to advance refund on the same

basis as governmental entities because hospitals need the mechanism to comply

with changes in federal health policy. Federal reimbursement changes and cost

cutting measures require that hospitals advance refund when interest rates

decline in order to reduce their debt service costs. They also require that

hospitals be able to change restrictive covenants that would preclude the
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establishment of more efficient health care delivery facilities such as

ambulatory care centers and clinics or preclude mergers and acquisitions to

form more efficient multi-hospital systems.

The definition of advance refunding should be revised to extend the proposed

period between issuance of the refunding bonds and the redemption of the

refunded bonds from 30 to at least 90 days (current law provides 180 days

between issuance and redemption). This is necessary because it is impossible

to refund and redeem in 30 days due to the 30-to-60 day notice requirement.

The volume of advance refunding should not count against any volume limitation

because new issues will generally take precedence, effectively eliminating

advance refunding authority. The requirement that the refunded bonds be

redeemed as soon as possible should be deleted because it would prohibit all

low-to-high refundings to remove restrictive covenants. This is because

redemption before the maturity date of the refunded bonds would be

prohibitively expensive.

The [louse bill requirement that five percent of bond proceeds be spent within

30 days should be extended to at least six months because it is not possible

to prudently spend five percent of the very large sums involved in major

hospital construction projects (up to $500 million) in that short period of

time. In addition, issuance costs should be included as an expenditure

towards the five percent.

The requirement that all proceeds be spent in three years should also be
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Deleted. Issuers ana bona'counsel cannot guarantee that unforseen

construction aelays ana projects that typically take three years will not

preclude compliance with this requirement. Meeting this requirement is

totally beyond the control of the issuer.

The arbitrage restrictions proposed in the House bill would increase the

volujue of bond issuance, increase debt service costs, and divert funds from

patient care services to debt services. Although the AHA opposes restrictions

on this important financing tool, if it is necessary to impose restrictions,

then at least the proposed rules should be revised to eliminate provisions

that increase administrative costs of issuers and hospitals with little or no

increase in federal revenues. Accordingly, the temporary period for

construction should be extended to six months for single issues and 12 months

for pools. The temporary period for construction should be extended to five

years to account for large multi-phase projects, and acquisitions occurring in

conjunction with construction projects should be subject to the same rules as

the construction project.

IMPACT OF H.R. 3838 ON EMPLOYEE RETIRENM PROGRAMS

As passed by the House, H.R. 3838 would apply the limitations and restrictions

applicable to eligible and ineligible unfunded deferred compensation plans of

State and local governments to unfunded deferred compensation plans maintained

by private, tax-exempt organizations. This provision drastically changes the

status of deferred compensation plans of many private, nonprofit hospitals.
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The imposition of restrictions on deferral arrangemenc5 nuintained by

50i(c)(3) hospitals would unjustifiably discriminate against these hospitals

in relation to their private counterparts because the latter could continue to

offer deferral arrangements without the restrictions proposed in H.R. 3838.

This important retirement tool, currently used to attract and retain key

personnel, would be denied to nonprofit hospitals and-permitted for private

hospitals.

Deferred compensation plans are an attractive benefit to top executives and

professionals and an effective cost reduction device for their employers.

[ospitals benefit because many top professionals will accept lower salaries if

coupled with a deferred compensation plan. These plans allow nonprofit

organizations to stretch limited salary budgets to attract top personnel who

might otherwise not be available.

Most nonprofit hospitals lack the resources to complete with corporations and

government for top talent. To aggravate the problem, private and public

sector organizations have ready access to deferred compensation plans, but

nonprofits would not have the same access under H.R. 3838.

The proposed change does not allow the participants in retirement plans to

avoid taxation. The deferral today of otherwise taxable wages or fees in no

way avoids taxation; deferred dollars will be fully taxable when received. In

fact, both principle and and interest are both taxable as ordinary income when

they are ultimately received by a plan participant.
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CONCLUSION

The nation's nonprofit hospitals as well as their access to capital have been

firmly supported both by public policy and private giving. The President's

proposal for comprehensive tax reform and the House-passed Tax Reform Act of

1985, contradict this historical commitment and fail to recognize the

practical realities of both the current health care marketplace and the

problems confronting nonprofit hospitals in taxable corporate debt markets.

Neither the federal government nor the public would be well served by

hindering the ability of nonprofit hospitals to maintain and upgrade their

facilities adequately so that access to health care may be ensured. The

revenue realized by the elimination or restriction of tax-exempt bonds for

nonprofit hospitals would be insignificant in comparison to the costs that

inevitably would result from failure to maintain the nation's hospital

infrastructure.

Most importantly, the private, nonprofit hospital sector, which meets a

majority of this nation's hospital care needs, is made up of institutions

serving a public purpose in their communities. Thus, facilitating access to

tax-exempt financing is an appropriate and positive tax policy.

Similarly, restricting the ability of private, nonprofit hospitals to attract

and retain top personnel will put them at a disadvantage with their private

sector counterparts. The restrictions on deferred compensation proposed by

the House-passed Tax Reform Act of 1985 will put private, nonprofit hospitals
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at a c mpetitive disadvantage. In order to meet the challenge of the private

sector for such talent, the tax-exempt hospitals must be legally permitted to

offer as many benefits as are offered try the private sector.
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American Health CareAssociation 1200 ISth SIcret. Washington.. DC 200051 833 2050

February 5, 1986

The Honorable Robert Packwood
Chairman, Senate Finance Committee
SD-221 Dirksen Senate Office Building
Washington, DC 20510

Dear Senator Packwood:

The American Health Care Association is the largest organization of nursing
homes, representing more than 8000 non-profit, proprietary, and governmental
facilities throughout the United States. Our memt-er facilities provide lung
term care services to mors than 800,000 of our nation's elderly and disabled.

We are writing you concerning the Finance Committee's hearings on federal
tax reform and request that this letter and the attachment be incorporated into
the hearing record. ARCA believes federal tax reform is long overdue and necessary
if we are to bring simplicity, fairness, and proper economic incentives back
into our federal tax code. We also believe tax reform should be integral to
and instrumental in reshaping the health oare delivery system in the United States,
to make It more effective in dealing with the catastrophic costs associated
with chronic illness, especially for our elderly.

We have concerns, however, with the House tax reform bill (H.R. 3838) and
want to bring to your attention several proposals which we believe wilt impact
beth the delivery of care to the residents of nursing homes and the ability
of the long term care industry to meet future needs of the elderly and infirm.

How to pay for long term health care and capital formation are by far the
most critical issues facing the nursing home industry over the next two decades.
We recognize that manr elderly face impoverishment paying for nursing home care
and that the demand for long term care services already far exceeds the capacity
of nursing homes to provide such services. Future demographic trends will only
exacerbate this capacity shortage unless adequate capital formation can be attracted
into the nursing home industry.

Tax laws can and should be utilized to address the long term care health
needs of elderly Americans by both encouragIn' the accumulation of private financial

rjourcf to pay for such services and creating a favorabltnvestMent climate
for needed capital formation in the long term care industry.

Utilizing the tax code to encourage accumulation of private resources will

relieve the unrelenting pressure on public health programs that currently bear

the burden for nursing home care. The development of private long term care
insurance and fostering of other private financing options should be aggressively
pursued through the tax code. Federal tax incentives should be implemented
so individuals and families are encouraged to accumulate personal savings

A non-profil oIRaniflaOn of ptopneuJn &ad nomlognetary long term health car facities dedicated o impiolng health carn of
the conralcent ad c.uonaclly 1 ofa ages. An equal opporltdrty Cmployer.
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Senator Robert Packwood
February 5, 1986
Page Two

and purchase private long term care insurance. Specifically, tax reform should
eliminate current IRA age distribution requirements, develop health care IRA
legislation and enact tax incentives for the development and purchase of long
term care insurance protection.

Concerning capital formation, AHCA offers the following recommendations
which are intended to create a more favorable environment for private capital
investment.

Pestrictions on tax-exempt bond financing because of the extension of the
overall statewide limitations to all private purpose obligations will have a
serious impact on the nursing home industry. Not only will the sources of capital
become more competitive, but the cost of capital may increase as well. Because
tax-exempt bond financing is so critical to nursing homes, AHCA recommends that
not only should tax-exempt financing (including small issue IDB3) be retained
for nursing homes but recognition should be given to the public purpose of these
facilities by including all nursing homes and other long term care facilities
in a separate per capita set-aside as is being proposed under the House bill
exclusively for non-profit organizations.

Elimination of the investment tax credit is one of the largest revenue
items in the Administration's tax reform proposal and will have a particularly
significant impact on capital-intensive industries like the nursing home industry.
Repeal of the credit will significantly alter operational cash flows and make
new construction, expansion, the purchase of furniture, equipment, or other
tangible proj-srty that much more unattractive. Loss of these significant tax
credits wi.! require a restructuring of nursing homes working capital needs
and, as a result, place increased emphasis on operational revenues to justify
capital expansion and renovation decisions at a time when such revenues are
facing further constraints by public programs such as Medicare and Medicaid.
ARCA recommends retention of the investment tax credit for capital intensive
health care providers such as nursing homes or, the implementation of a corresponding
reduction in corporate and individual effective tax rates to negate the loss
of the credit.

Depreciation rules, as proposed by, the House bill, will have less generous
asset depreciable lives than the current accelerated cost recovery system (ACRS).
ARCA recommends that the depreciable life for real property be retained as under
the current ACRS methodology, and not increased to 30 years as proposed under
the House bill.

AHCA agrees with the House provision that the at-risk limitation rules
should not be extended to real estate acquired on or after January 1, 1986.
Currently, the ability of nursing homes to use partnerships to increase private
capital funding sources has relied or the use of limited partnership and non-recourse
financing arrangements. Any requirement for full recourse financing arrangements
in order to obtain loss recognition for partners will greatly diminish this
significant source for private capital investment for nursing homes.
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Finally, the Targeted Jobs Tax Credit (TJTC), expired at the end of 1985.
ARCA recocuends it be reinstated. The TJTC, which applied to wages paid to
eligible employees who began work on or before December 31, 1985, was available
to employers for hiring various targeted groups of less fortunate individuals.
According to a recent Congressional Re3earch Service analysis of the targeted
job tax credit program, the program has been cost effective. Furthermore, the
TJTC is as important as the investment tax credit for the nursinC home industry.
In 1982, the industry claimed more than $6.8 million in job tax credits. Since
labor accounts for approximately 60 percent of a nursing home's total costs,
elimination of this credit will have a detrimental effect on the ability of
nursing homes to supplement their labor force with cost effective but dedicated
employees at a time when federal and state Medicaid funding is becoming increasingly
cinstrained. AHCA strongly encourages the retention of the TJTC.

A more detailed explanation on AHCA federal tax reform recommendation is
attached for further irfor-ation. I hope to discuss these and other issues
with your committee as you continue to consider tax reform this year.

Sincerely,

William Hermelin
Vice President
Congressional Affairs

WH:TJ/Jbe

8679.02

Attachments
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AIMICiI HALTH CAn S3OCIATICK

PoaLtion Paper
on

Federal Tax Refors

AHCA believes federal tax reform is long overdue and necessary if simplicity,
fairness, and proper economic incentives are to be brought back into our tax
code. AHCA further believes that appropriate tax reform can also become an
instrumental public policy designed to increase private initiatives to meet
the long term health care needs of an increasing elderly American population.

How to pay for long term health care and the capital formation needs of
long term care providers are by far the single most critical issues facing ttle
nursing home industry for the next two decades. We already recognize that many
victims of catastrophic illness or chronic disease face eventual impoverishment
in paying for needed health care services. The only viable current alternative
is a reluctant and devastating dependency on public assistance programs like
Medicaid. Demand for long term care services already far exceeds the capacity
of nursing homes to provide such services and future demographic trends will
only exacerbate this capacity shortage unless adequate capital formation can
be attracted into the nursing home industry.

Lack of private long term care health insurance and limited financing options
to pay for long term care needs hav all led to an inordinate dependency on
public assistance programs. Greater capital financing costs and increasing
constraints on Medicare and Medicaid reimbursements have all contributed to
adversely affect economical capital formation for nursing homes. Combined,
these two dilemmas pose serious prchlems to our health care delivery system
at a time when health c3re needs of our elderly should be a national priority.

Tax laws can and should address the long term health care needs of elderly
Americans by:

0 encouraging the accumulation of private financial resources to pay
for such services, while

0 creating a favorable investment climate for needed capital formation
in the long term health care Industry.

In addition, federal tax reform should retain special tax incentives (Targeted
Jobs Tax Credit) encouraging employment opportunities for certain targeted indi-
viduals which will assist and enable the health care industry to maintain and
attract a needed labor force.

I. XM Need fo.r Boe Servicea: a u

Nursing homes shoulder a heavy public responsibility of providing health
care and housing services to our nation's frail elderly and disabled.
There are approximately 13,300 nursing homes certified under Medicare or
Medicaid providing more than 1.3 million skilled or intermediate care beds
to the neediest and most vulnerable of populations.
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Residents of nursing homes require a wide variety of medical and social
services. All require health care treatment, ranging from complex to routine.
A recent Maryland Task Force report on Alzheimer's Disease and Related
Disorders, citing a epidemiological study done by Johns Hopkins University
and Medical School, indicates that upwards of 60-70 percent of all residents
in nursing homes may be victims of the tragic Alzheimer's Disease or other
related disorders. In addition, national health care data indicates that
approximately eighteen percent of nursing home residents have ambulatory
problems. Twenty-two percent of residents require full assistance in eating.
Forty-eight percent are incontinent.

There is also an extremely high level of dependency by residents on public
assistance programs to help pay for nursing home services. More than 2
out of every 3 resident of nursing homes are on Medicaid. Medicaid is
by far the single largest public payor for nursing home services. Approximately
45 percent of all nursing home expenditures are financed with Medicaid
program assistance, approximately 2 percent from Medicare and another 4
percent from all other federal programs such as the Veterans Administration.

During the next two decades, a profound change will occur in the makeup
of the U.S. that will significantly increase the need for long term care
services. By the year 2000, 13.1 percent of American citizens will be
over 65. Six-and-one-half percent will be over 75. Alone, these statistics
may not seem significant. However, what is significant are projections
showing that in a mere 15 years the 75-84 age group will increase from
7.7 to 12.2 million, while the 85 and over population will more than double
-- from 2.2 to 5.1 million. It is anticipated that 1 out of 5 individuals
over age 75 will need nursing home care.

Statistics also show that the rate of nursing home use increases dramatically
with age: for individuals over 85, the utlization rate is 23 percent;
for the 75-84 age group, the rate is six pccent; for the 65-74 population,
utilization is two percent. These rates are cicsely tied to the fact that
older seniors are prone to chronic illness and therefore have greater need
for supportive services. Trends show and studies confirm that as the population
ages, the need for long term care increases. Independent researchers have
also documented that an additional 1.2 million nursing home beds will be
needed by the year 2000 just to maintain the present age-specific level
of service. In practical terms, a 120-bed nursing home would need to open
each day through 2000 just to meet the projected demand for care. The
cost of these beds is projected to exceed-$60 billion.

II. PayinR for Lom Tarm Heamlth-a

Tax laws can become an effective and powerful tool to encourage the accumulation
of private financial resources needed to pay for long term health care
services and accordingly, lessen dependence on public assistance programs
like Medicaid. A recent study by the Harvard Medical School cited by the
House Select Committee on Aging concluded that in a sample o" elderly 66
years of age and older and who live alone, two-thirds would risk impoverishment
(and require public assistance) by the 13th week of entering a nursing
home. As a means of controlling increasing public expenditure levels on

2
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long term care, various federal tax incentives should be utilized to prompt
the development of adequate private financing options, including the development
of private long term care Insurance.

AHCA believes the following federal tax incentives are necessary towards
encouraging the development of private financing options for long term
health care needs:

0 substantial tax credits for individuals who purchase private long
term care Insurance and corresponding incentives to insurance companies
such as accelerated amortization of research and development expenditures
and special taxation for premium advances, premium income, and loss
reserves for long term care insurance products.

0 strengthening of current Individurl .otirement Account (IRA) provisions
to allow for continued corpus :ccumulation after age 70 1/2 and elimination
of the current distribution requirements at such age.

creation of incentives for developing health care IRA's such as the
legislative proposal introduced by Congressman Slaughter of Virginia
(H.R. 3505) and the concept of individual medical accounts (IMAs)
as proposed by the Secretary for Health and Human Servles (Otis R. Bowen,
M.D.).

* elimination of current federal tax disincentives to family caregivers
or financial supporters under the dependency exemption requirements
(Code Sections 151 and 152) and the enabling provisions for dependent
care credits (Code Section 44A).

III. aanLtai 
7 orlon Inoentives for Lon em Care Providerz

Using a cost base of $25,000 per bed and an annual !nflation rate of 6
percent, a $60 billion capital investment would be needed to maintain current
service capacity. In addition, because more than 70 percent of all nursing
homes are at least 20-years old, this price tag is probably significantly
higher when renovation needs are projected.

At a time when the number of dependent elderly is increasing, the ratio
of nursing home beds to aged population is decreasing. Nursing homes currently
are having difficulty attracting economical private capital investment.
Several states, under the pressure of budgetary shortfalls, have constrained
Medicaid reimbursement, restricted certificate of need, imposed building
moratoriums, and created a fiscal climate that raises apprehension in the
Investment community over capital funding for nursing homes. When available,
Investment capital is usually at more expensive financing rates because
of risk premiums associated with nusing home investments. ARCA believes
that federal tax policies should croate a favorable investment climate
for needed capital formation in tha long term care industry, or at least
one that is neutral to the above capital constraints, if the elderly are
to continue having access to LTC services.

-3
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AHCA recommends that federal tax reform include the following capital formation
provisions:

* retention of tax-exempt bond financing, including small issue industrial
development bonds (IDBs) for nursing homes,

* lower effective tax rates or retention of the investment tax credit,

* continuation of accelerated depreciation provisions for real property
assets,

* retention of current real estate exclusion from partnership "at risk"
rules.

A. Tax nEnrat Bon Finane-n

Tax-exempt bond financing is critical to meet ths capital formation
needs of nursing homes and should be retained. Section 501(c)(3)
non-profit nursing homes using tax-exempt entity bonds and proprietary
nursing homes using small issue IDBs will retain access to tax-exempt
bond financing under the House tax reform proposal (H.R. 3838), but
that access will become more competitive and limited.

House bill 3838 requires all non-governmental tax-exempt bonds to
be annually limited in the aggregate to no more thin the greater of
$200 million or $175 per resident ($125 after 1987). A separate $25
per resident set-aside is reserved for non-profit organization prcects
leaving only a maximum $150 per resident limitation on all other bond
financed projects.

In addition, small issue IDBs will be limited not only by tl.--$200
million!$175 per resident limitation but also by the existng $40
million per user ceiling imposed under the 19,84 Tax Reform Act.

AHCA believes that these overall limitations will lessen the availability
of tax-exempt bond financing for nursing homes. That use will adversely
affect the nursing home industry and possibly the availability of
long term care services to our elderly. Not only will the sources
of capital become more competitive, but the cost of capital will increase
as well.

The federal government directly benefits from the use of tax-exempt
financing by nursing homes. The resultant reduction in nursing home
capital financing costs in conjunction with the restrictions on use
of accelerated depreciation result in lower operating costs, thus
increased net operating income and greater treasury tax revenues.
In addition, Medicare and Medicaid pay less through lower reimbursement
levels for capital costs. And probably most important in terms of
fiscal savings, the potential to save significant dollars in added
and inappropriate expenditures for patients backed-up in hospitals
awaiting nursing home placement is directly proportional ,'o the availa-
bility of nursing home teds. The General Accounting Office has estimated
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that Medicare and Medicaid annually pay for up to 9.2 million days
of inpatient hospital care on behalf of patients who only require
a level of care that could appropriately be provided in a nursing
home. Since these inappropriate costs are already built into our
acute care system, added costs are being incurred by both Medicare
and Medicaid, as well as other third party payors for such inappropriate
services. The capacity of the nursing home industry to accommodate
the inappropriately placed patients can significantly reduce overall
expenditures on health care services.

Much of the discussion in the House Ways and Means Committee over
retention of tax-exempt bond financing was directed towards the needs
of hospitals and acute care, but little, If any, discussion was directed
at the need for long term care services. It was for this reason that
the Committee not only retained tax-exempt financing for non-profit
organizations, but created a separate $25 per capita set-aside provision
as well.

AHCA applauds the Committee's limited recognition of capital needs
for health care providers but believes the criteria for determiration
of tax-exempt bond financing should be public purpose usage, not organi-
zational sponsorship. More than two out of every three 1saldents
of nursing homes are dependent upon the Medicaid public assistance
program to help pay for their care needs. Thus, nursing homes, both
non-profit and proprietary facilities alike, already serve a sdgnJficant
public purpose in providing long term care services to the neediest
of. populations and thus should be included in the $25 per capita set-aside
proposed for non-profit organizations. In addition, the $25 per capita
set-aside should be increased accordingly.

In addition, to make tax-exempt financing even more unattractive,
the House adopted a corollary provision recommended earlier in the
President's tax proposal, to deny a favorable interest deduction for
banks, thrifts and other financial institutions carrying tax-exempt
obligations. Currently, these institutions receive an 80 percent
deduction for interest expense incurred to carry or purchase tax-exempt
obligations. This deduction has been a significant incentive for
financial institutions to carry tax-exempt obligations. The House
bill will eliminate this interest deduction for financial institLtions
acquiring tax-exempt obligations after December 31, 1985, and thus,
will probably have a dampening effect on the availability of tax-exempt
bonds.

As a corollary recommendation, AHCA urges that the current favorable
tax treatment afforded financial institutions to carry public purpose
tax-exempt obligations should also be retained to encourage their
continued participation in carrying such obligations.

5
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B. E112Pation of the Ivestment Tax Credit

This is one of the largest revenue items in the House tax reform proposal
and will have a particularly significant impact on capital-intensive
industries like the nursing home industry.

Repeal of the credit will significantly alter operational cash flows
and make new construction, expansion, the purchase of furniture, equipment,
or other tangible property that much more unattractive. Loss of these
significant tax credits will require a restructuring of nursing homer
working capital needs and, as a result, place increased emphasis on
operational revenues to justify capital expansion and recapitalization
expenditure decisions at a time when such revenues are facing further
constraints by public programs such as Medicare and Medicaid. AHCA
recommends retention of the investment tax credit for capital intensive
health care providers such as nursing homes or a corresponding reduction
in effective corporate and individual income tax rates in order to
neutralize the significant loss of the credit.

The Hnuse tax reform bill will repeal the current accelerated cost
recovery system (ACRS) and replace it with a less generous depreciation
system, one that will generally lengthen the period of time over which
a business asset can be written off. Specifically, the proposed depre-
ciation system will allow business assets to be classified into one
of ten classes and depreciated over periods ranging from three to
30 years depending upon the asset classification.

The House bill, while lengthening depreciation periods, will offer
a unique provision enabling depreciable assets to be partially indexed,
beginning in 1988, to offset some of the impact of inflation. According
to the bill, if inflation exceeds 5 percent, 50 percent of the inflation
above 5 percent will reflect in the asset valuation basis for depreci-
ation. This provision will allow partial but reasonable tax relief,
through higher depreciation allowances, during periods of excessive
or chronic inflation above 5 percent.

Nursing homes however, require a significant real property investment
and it is real property that will be most adversely affected under
the House method because with the depreciation recovery period will
be significantly lengthened from 15-19 years to 30 years and the straight
line method of depreciation will be the only allowable method used
to calculate annual depreciation allowances. Thus, real property
assets will be written off at a much slower pace than currently allowed
under the ACRS method.

ARCA believes that capital investment in long term care facilities
should be encouraged and that depreciation guidelines should accordingly
reflect this encouragement. A thirty year recovery period is too
extended for capital formation and replacement of nursing homes.
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D. Partnership At-Risk Rules

AHCA believes that the decision by the House in H.R. 3838 to continue
the real property exclusion from the partnership at-risk limitation
rules was proper and reasonable. Earlier, the Administration had
proposed to extend the at-risk limitation rules to real estate acquired
on or after January 1, 1986, thereby limiting partnership losses to
the amount the taxpayer has at-risk with respect to an investment.
Currently, the ability of nursing homes to use partnerships to increase
private capital funding sources has relied on the use of limited partner-
ship and non-recourse financing arrangements. Requiring full recourse
financing arrangements to obtain full loss recognition for partners
in real estate partnerships could adversely affect the nursing home
industry's ability to acquire needed private capital investment, especially
given the risk perception associated with the fiscal uncertaintlea
of state and federally sponsored public assistance programs like Medicaid.

IV. Tarre Job Tax Credit

The targeted jobs tax credit (TJTC) expired at the end of 1985 but the
Hou-se bill proposed to extend the credit for an additional two years.
Under the bill, the credit would be available to employers for wages paid
to eligible Individuals who begin work on or before December 31, 1987.
The bill would modify the previous credit by reducing the 50 percent credit
for first year wages to 40 percent and eliminating the 25 percent credit
for second year wages. In addition, the bill requires that individuals
must be employed for no less than 14 days to be eligible for the credit.

AHCA believes that the TJTC is an important tax provision for the nursing
home industry and accordingly urges that it be reinstated. According to
1982 U.S. Treasury Department data on corporations, nursing homes claimed
more than $6.8 million in jobs tax credits. Since labor costs represent
approximately 60 percent of a nursing home's total costs, elimination of
the credit would have a detrimental effect on the ability of nursing homes
to maintain and attract a needed labor force at a time when Medicare and
Medicaid funding for health care services is becoming increasingly constrained.

TJ :Jbe
8680.02
2/3/86
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American Institute of Merchant Shipping
1000 16111 Street. N W, Suite 517, Washington, D C 20036 5705
Telephone (202) 775-4399 Telex 89424 AIMSHIP WSH

February 18, 1986

The Honorable Bob Packwood
Chairman
Senate Committee on Finance
SD-219
United States Senate
Washington, D.C. 20510

Dear Mr. Chairman:

The American Institute of Merchant Shipping (AINIS) would respectfully -request that
these comments be included in the record of testimony for H.R. 3838, the louse
passed Tax Rc\ ision Bill.

'The American Institute of Merchant Shipping (AIMS) is a national trade association
representing 22 U.S.-flag shipping companies which own or operate approximately nine
million deadweight tons of tankers, dry bulk carriers, container vessels, and other
oceangoing vessels engaged in the domestic and international commerce of the United
States.

AIMS is deeply concerned with the devastating negative impact the tax changes.
contained in the President's tax reform proposals and, to a somewhat lesser degree in
II.R. 3838, would have on the maritime industry. Our concerns are shared by the vast
majority of the maritime industry, and I am sure by many members of both housess of
Congress. Our remarks will not be new and startling, rather they will be a restatement
of fundamental truths which, in our opinion, inexorably lead one to the conclusion
that the CC" Program, as well as the Accelerated Cost Recovery Schedules (ACRS),
should not be changed as they are viable economic methods of supporting a U.S.
Merchant Marine capable of safeguarding our nation's commercial and
security/defense interests.

If we are to reverse the current unhealthy trend and revitalize the U.S. maritime
industry, the United States must maintain policies comparable to those of the rest of
the world. We must create a climate in which American-flag ships can compete fairly
and on a par with their foreign competitors. As part of such a policy to stimulate the
U.S. Merchant Marine, we should include a competitive environment which encourages
capital formation and investment.
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If our U.S.-flag maritime industry is to compete with their foreign counterparts on an
equal basis, our tax environment must reflect substantially the same benefits as theirs.
All major maritime nations pros ide tax environments much more conducive to
shipping than does the United States and fa,orabic capital formation is an essential
component of their environments.

The President's tax reform proposal proposes to do away with the Capital Construction
Fund (CCF) Program as set forth in section 607 on the Merchant Marine Act of 1936.
The CCF Program has been one of the most successful federal maritime promotion
programs ever conccised. Since the fund was established in 1970, it has been a major
factor in assisting the maritime industry in accumulating capital for the construction.
reconstruction or conversion of a wide variety of marine vessels.

The CCF is but one of a number of interlocking and complementar. maritime
programs designed to help the maritime industry reach the goal of "adequac." as
defined in the Merchant Marine Act of 1936, as amended. CCI is a maritime polic.
issue--not a tax issue, as witnessed by the fact it is not in the Internal Revenue code.
and should be caluated as such. AIMS endorses retention of the CCF Program as it is
presently constituted but could support those changes contained in the House passed
bill.

fhe capital recovery,'formation modifications proposed in the Treasury Department's
proposed changes in the tax code, and H.R. 3838, i.e. elimination of the investment tax
credit and the extension of the depreciable life of vessels, would return the U.S.-flag
operator to the status of the significant capital recovery disadvantage that existed
prior to 1981. The Treasury Department's proposal would extend the depreciation life
of a vessel from the five years under current law to ten %ears. The Ilouse tax reform
bill would replace the ACRS with the Incentive Depreciation System (IDS). Under
IDS, assets would be grouped into classes based on class lises assigned under th,: Asset
Depreciation Range (ADR) system. Vessels arc assigned to class 6, with the cost of a
vessel recoverable over a sixteen year period. The only offset to the maritime
industry for lax increases proposed by the Administration and in H.R. 3838 would be
a reduction in the corporate tax rate from 46% to 36% on earned income.

Because operating earnings for U.S. operators are at best low and will continue to be
highly depressed for the foreseeable future a reduction in the corporate tax rate is
symbolic at best and does little or nothing to offset the impact of the negativ-e changes
presently under consideration. Under those conditions, the ability of shipowners to
replace inefficient vessels with modern units and/or to increase their fleets will be
next to impossible. As a consequence, a cornerstone of our national security planning,
namely, that merchant vessels will be available as military auxiliaries in time of
national emergency as a low cost by-product of our commercial shipping activities will
be destroyed.

A classic example of the possible effect on national security of a increase in the
depreciation schedule for shipping is the case of vessels solely operating between U.S.
ports. The "Jones Act Fleet", as these vessels are referred to, is comprised largely of
tankers used to transport domestic crude oil to refineries and refined products to
market. Nearly the entire supply of militarily useful commercial tankers available to
serve the needs of the military in a national emergency are the vessels that operate
under the protection of the Jones Act. However, if serious disincentives to invest.
such as alterations to the ACRS, were to become law it is highly unlikely that
commercial operators could afford to invest in the large number or replacement vessels
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needed to provide the underpinning of our national security shipping inventor%, Thc
national defense planihing which presumes that the Jones Act will continue to supply a
large part of the required in-,entory of militarily-useful tank vessels becomes
erroneous.

It is considerably more cost effective for the U,S. government to maintain its sea-lift
base through tax incentives to the private sector than for the Department of Defense
to fund the full cost of construction and maintenance of the nation's sealift assets.
rhis fact cannot be emphasized enough - scalift is a necessary part of an effective
national defense and it must be made available to our defense establishment either
indirectly from the privately owned commercial fleet or directly by a government
owned fleet. The USSR has opted for the latter and b- default or neglect in failing to
provide modest incentives to our commercial fleet we may be forced down the same
path.

AIMS is also ccnccrned with the national security implications of proposed changes
contained in the Iouse bill that would repeal the shipping reinvestment provisions of
Subpart F of the tax code even if those earnings are reinvestcd in shipping assets. Ve
believc this proposal could have a disastrous effect on the Effective U.S. Controlled
Fleet (EUSCF) which is counted on to maintain the commercial viability of the United
States while U.S.-flag vessels are called on for delivery of fuel and supplies to the
crisis area.

Proponents of Subpart F changes claim that the funds now invested in foreign flag
shipping would be invested in U.S. flag shipping. That is shear nonsense and not one
more ton of U.S. flag shipping vould spring from that change. In fact the United
States would be a loser all around -- no additional U.S. flag ships and a stead% erosion
of our EUSCF.

The resulting loss of ,essels under American ownership could damage our national
securit% without generating a significant amount of tax recenues ($10 million per
year) to the Treasury or bringing an, additional vessels under the U.S.-flag. For this
reason AIMS would urg" the retention of Subpart 1 in it current form.

AIMS would again like to thank you for the opportunity to testify on this important
legislation.

Thomas crigycl
President
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WRITTEN STATEMENT

ON BEHALF OF

THE AMERICAN INSURANCE ASSOCIATION

AND

THE AMERICAN COUNCIL OF LIFE INSURANCE

FEBRUARY 21, 1986
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This statement is submitted on behalf of the American Insurance

Association and the American Council of Life Insurance concerning the impact

on U.S. insurance companies that would flow trom the changes H.R. 3838 (the

proposed Tax Reform Act of 1985) would make in the rules of the Internal

Revenue Code governing or affecting the foreign operations of U.S. insurers.

It is offered for inclusion in the record of the Comittee's hearing on H.R.

3838.

The American Insurance Association is a trade association representing

approximately 174 Property and Casualty insurance companies nationwide. The

American Council of Life Insurance is a trade association representing

approximately 630 Life insurance companies nationwide.

We step forward with this statement because of our deep concern that the

changes H.R. 3838 would make in the foreign tax rules would be, for the mOost

part, deleterious for our industry and for the U.S. economy. In particular,

we are concerned that many of the proposed changes would adversely affect the

ability of U.S. companies to compete effectively in the world markets. And

this would come at a time when all multi-national businesses within our

economy -- including the insurance business --- need to find ways to compete

better in the foreign markets, to aid in the vital endeavor of shrinking or

eliminating our cavernous trade deficit.

In the following discussion, we undertake to address some six sets of

changes in what we generally describe as the foreign tax rules -- more

specifically, the changes proposed in the rules concerning controlled foreign

corporations, the foreign tax credit, the sourcing of Income, and the excise

tax on foreign reinsurance premiums. Naturally, in all of this, we focus our

remarks and requests for rollef or clarification on the special way that the

existing and proposed rules operate on insurance companies and their foreign

operations.
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I. Definition of Insurance Irncome (Sections 952 and 953 of the Code, Section

§2flb) of H.R. 3838)

Section 952 of the Code specifically includes, as income currently taxed

to the shareholders under "subpart F" (sections 951-964 of the Code), a

controlled foreign corporation's "income derived from the insurance of United

States risks." Section 953 defines that term to mean income, including income

derived from investments, which is attributable to the issuing or reinsuring

of any insurance or annuity contract in connection with U.S. risks. Section

953 also provides a de minimis rule which excludes income from the insurance

of U.S. risks that is otherwise subject to subpart F if it constitutes five

percent or less of the total premium-type income of the insurance company. In

general foreign insurance income, including investment income, is granted

deferral, except for that related to the insurance (or reinsurance) of U.S.

risks.

The provisions of H.R. 3838 would expand considerably the "insurance

income" that would be subjectnd to current taxation under the subpart F

rules. The bill's proposed new definition would include as insurance income

subject to inediate repartriation any income attributable to issuing (or

reinsuring) any insurance or annuity contract in connection with risks in a

country other than that in which the Insurer is created or organized. The

five percent de minimias rule of current law would also be repealed by the bill.

The effect of these proposals (end certain related proposals, which would

a.end section 954 of the Code) is to continue to subject to current tax the

income from the insuring of U.S. risks, and to expand it to the current

taxatio.. of all the insurance income . investment and underwriting

income) attributable to the coverage of all risks outside the foreign

insurer's country of incorporation. Thus, world-wide insurance income would
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now be subject to current taxation with one exception: only the underwriting

Income connected with country-of-incorporation risks would continue to receive

deferral.

For the reasons we presently set forth, we believe that current section

953 should not be changed. In our view, the Income from the insurance of U.S.

risks should continue to be taxed currently under subpart F (as is the income

frcm the insurance of related persons' risks in countries outside the

insurer's country of incorporation). With this exception, the foreign-source

insurance income of a controlled foreign insurance company, including the

company's investment income, should continue to be granted deferral, since it

is the Income of a legitimate, active foreign business. Also, we urge that

the five percent de minimis rule be retained. (As a related matter, see also

our discussion below concerning "Investment Incomo of Insurance Companies

Included in Foreign Personal Holding Company Income", addressing the proposed

repeal of section 954(c)(3)(B) and (C). Those provisions also must be

retained to maintain the deferral allowed by current law, since the investment

income to which they relate is an integral part of an insurance company's

operation.)

Current Taxation of World-Wide Insurance Income. The provisions of

subpart F have never before attempted to repatriate currently the earnings of

foreign multi-national insurers with U.S. ownership, except for income related

to coverage of U.S. risks (section 953(a)) and any investment income in excess

of earnings on reserves and certain surplus (section 954(c)). Rather, they

have recognized that such earnings belong to legitimate, actively conducted

insurance businesses, and have respected the general rule that corporate

Income is not taxable to the shareholders until distributed.
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The relevant facts have not changed: there is a U.S.-owned, foreign-based

international insurance business of significant proportion. This businesL can

hardly be dismissed as the "offshore Incorporated pocketbooks" of domestic

taxpayers. As noted by insurance scholars David Bickelhaupt and Ran Bar-Niv

in their 1983 publication for the Insurance Information Institute,

International Insurance (pages 34-35):

"The total insurance premiums received by life and non-life U.S.
insurers outside the U.S. totaled $6 billion in 1980. The regional
breakdown was estimated as follows: Europe, 66 percent; Far East, 20
percent; Latin America, 11 percent; and the rest of the world, 3
percent [footnote omitted]. The American Foreign Insurance
Association (AFIA) wrote premiums of about $1 billion by the
beginning of 1980 and the 10 largest stock and three largest mutual
property-casualty insurance companies wrote almost another $1 billion
of direct premiums outside the U.S.

"Much international insurance business accompanies foreign
direct investment (FDI) in other contries. U.S. businesses, for
example, have their U.S. insurers protect their investments through
subsidiary or affiliated insurers operating in other countries ....

"About 13,000 insurers operate in the 69 major countries of the
non-Communist Bloc and about 2,500 or 20 percent of these operate
outside their own home countries. The U.S. and U.K. accounted for 54
percent of these insurers that operate internationally. In the U.S.
(including Puerto Rico), of more than 5,000 insurers about 630
insurers operate outside the U.S. ...... "

Bickelhaupt and Bar-Niv also list among the "major reasons for international

operations" of insurers: following U.S. business to other countries; profits,

with high potential in expanding economies; spread of risks; enhanced

competition; and enhanced reputation.

In justifying the proposed major revisions in the subpart F rules, the

Ways and Means Committtee report reasons that it is appropriate (to prevent

tax avoidance) to tax currently "movable income" earned through a foreign

corporation that "could often be earned through a domestic corporation

instead," and that insurancece income generally represents the type of

60-412 0 - 86 - 11
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inherently manipulable income at which subpart F is aimed, since such income

can frequently be routed through a corporation formed in any convenient

jurisdiction" (pages 391 and 395 of H.R. Rep. 99-426).

While this characterization may well be true of the income earned by

so-called "captive" insurers of domestic non-insurance firms -- a problem that

is already addressed in part by the existing subpart F rules, and the balance

of which is being addressed in the evolving case law on such captives -- it

simply cannot be applied to the income of the actively conducted businesses

described above. As should be evident from the facts summarized, the latter

are legitimate foreign commercial enterprises of major proportion, not merely

investment accounts containing "movable income." (To some extent all

corporate income may be "movable," but this has never been considered a reason

to tax shareholders on it prior to distribution, and the current Comittee

report does not contend otherwise.) Further, the investment income earned by

these foreign insurers (whether relating to reserves or surplus) is not a

separate, dispensible element of their operation, but rather is integral to

it: all insurers rely on investment income, together with premiums, to cover

their costs of doing business. (Again, see our discussion of "Investment

Income of Insurance Companies Included in Foreign Personal Holding Company

Income," below.)

It is also not the case that the income of these U.S.-owned foreign

insurers could have been earned through a U.S. Corporation instead (a point

that, again, seems aimed at the non-insurance firm's "captive" insurer). In

many instances, in operating abroad it is necessary for an insurer to do a

foreign multi-national business out of a foreign corporaton, particularly to

avoid the trade and tax barriers that other countries erect against U.S. branch



317

-6-

operations. For example, within the European Economic Community it Is vital

for an insurer to be incorporated within a member country, for under the EEC's

freedom-of-services rules such an insurer may conduct business in all the

member countries with greater ease, whereas a non-member country insurer Is

faced with competitive disadvantages (see page 82 of International Insurance).

It would therefore be damaging to the competitive posture of U.S.-owned

foreign insurers conducting a foreign insurance business to burden them with

the requirements that would be imposed by the proposed expansion of the

subpart F rules. Rather, consistent with the U.S. trade policy priority of

promoting the sales of U-.S.-owned services abroad -- including insurance

services -- foreign insurers should be permitted to have their incomes taxed

by the jurisdictions in which they operate, just as their competitors do.

De Minimis Rule. The five percent de minimis rule of section 953(a)

provides that the basic rule -- the current taxation of insurance income

arising from the insurance (or reinsurance) or U.S. risks -- does not apply

unless the controlled foreign Insurance corporation receives premiums or

annuity considerations representing U.S. risks which are in excess of five

percent of their total premiums and considerations. This rule was originally

included in section 953 because various U.S. insurance trade associations

brought to the attention of Congress the heavy burden a number of foreign

insurance companies would have complying with the House provision, and that

the I.R.S. would have in enforcing it. The basic problem was the tremendous

work required to trace the ownership of a small number of policies or the

location of various property.
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For example, without a five percent de minimis rule, the new definition of

insurance income proposed in the bill would apply to the insurance by any

controlled foreign insurance company of one or more risks. To illustrate,

consider the following:

Case 1. -- A Canadian life insurance company is wholly owned by a U.S.

life insurance company. The Canadian company does not do business within the

United States. The U.S. parent does not reinsure with its Canadiar

subsidiary. The Canadian subsidiary issues a group life insurance contract to

a Canadian employer which covers its employees. Several of these employees

are residents of the United States. Absent a de minimis rule, section 953

would apply to this case and the U.S. parent would have subpart F income of a

small number of dollars. It is submitted that this example does not in any

way represent any abuse of the tax law, and It should not be the purpose of

section 953 to cover this case.

Case 2. -- Assume the basic facts of case 1, except that, at the time the

group contract was issued, none of the employees were residents of the United

States. Later, one of the employees moves to the United States and becomes a

resident. At that time, presumably, the parent U.S. company would become

subject to the provisions of section 953 absent a de minimis rule. Again, it

is submitted that this is not an abuse situation which needs correction. In

fact, the place where the employee resides is completely out of the control of

the insurance companies involved. A variation of this case involves the

Canadian or other foreign subsidiary that insures the life of an American

citizen residing abroad, who thereafter returns to reside in the United States

(perhaps years after the policy has been issued). Again this type of case is
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not an abuse area to which section 953 should be applied.

It is believed that the amount of revenue involved under the five percent

rule is negligible. To our knowledge, loss of revenue has not been alleged as

a reason for the proposed repeal of the five percent rule. To avoid the

problems illustrated above, the rule should be retained.

1I. Investment Income of Insurance Companies Included in Foreign Personal

Holding Company Income (Section 954 of the Code, Section 621(a) of H.R.

3838)

Section 954(c)(3)(B) and (C) of the Code excludes from foreign personal

holding company income dividends, interest, and gains from the sale or

exchange of stock or securities derived from the investments made by an

insurance company of (1) its unearned premiums or reserves ordinary and

necessary for the proper conduct of its insurance business and (2) an amount

of its assets equal to one-third of its premiums earned on insurance contracts

(other than life and annuity). The effect of these two exclusions Is to

permit deferral of this investment income.

Section 621(a) of H.R. 3838 would repeal these two exclusions. Thus, the

U.S. shareholders of a controlled foreign insurance corporation would be

subjected to U.S. tar currently on the corporation's Investment income arising

from its Insurance business. (And as we just explained, by virtue of changes

proposed in section 953 of the Code, most other insurance income of the

corporation similarly would be taxed currently.)

We urge thac section 954(c)(3)(B) and (C) of existing law not be

repealed. The investment income of a foreign insurance company is an Integral

part of its insurance business and, like all other income of that company,
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should not be taxed by the U.S. until distributed to the U.S. shareholderss.

The reason for the section 954 exclusions is that an insurance company

derives its income from two sources, investment earnings and underwriting gain

(or loss). Investment income is the portion of a company's Insurance income

which is derived from its investments, e._., interest, dividends, rents, and

royalties. Underwriting income (or loss) is the amount which an insurer gains

(or loses) as a result of its risk-taking (or underwriting) process, i.e.,

the sum of premiums received for insurance coverages less claims, insurance

reserves, and expenses related to the underwriting of risks.

If the insurance income of controlled foreign corporations is generally to

be deferred (consistent with the overall scheme of the existing subpart F

provisions), then both underwritng income and investment income must be

deferred. While existing section 953 permits such deferral (for both type of

income), since section 954 generally includes within the reach of subpart F

the income from investments (specifically, foreign personal holding company

income as defined in section 553 of the Code), it is necessary to except out

of that provision the investment earnings of the foreign insurer. This is

done by section 954(c)(3)(B) and (C).

Of course, it is in connection with the proposed broadening of the scope

of section 953. resulting in the current taxation of all the insurance income

of a controlled foreign corporation (other than underwriting income on

country-of-incorporation risks) that the section 954 exclusions are proposed

to be repealed, However, as explained in our above discussion of the

"Definition of Insurance Income", the existing section 953 rules are correct

and should be retained, thus treating all of the controlled foreign

corporation's insurance income -- including its investment income -- as



321

-10-

outside the scope of the subpart F rules (other than, perhaps, the limit on

surplus earnings found in section 954(c)(3)(C)] and therefore eligible for the

usual deferral until it is distributed. Accordingly, there is no need to

alter the section 954 exclusions in light of the section 953 rules.

Moreover, in view of the fact that the investment income earned by foreign

insurers (whether relating to reserves or surplus) is not a separate,

dispensible element of the their operation, but rather (as for all insurers)

an Integral part of the business of Insuring risks, there is no independent

reason to change section 954. Indeed, the magnitude end importance of

investment income in relation to total insurance income is seen in the

operating results of U.S. property-casualty insurers. As shown in the data

appearing on pages 19-20 of Insurance Facts. 1985-86 Property/Casualty Fact

Book (an Insurance Information Institute publication), for the period

1968-1984 there was an aggregate underwriting Loss (again, premiums less

claims, reserves and expenses) in excess of $65 billion. For the same period,

however, there was aggregate investment income of approximately $130 billion,

yielding a positive total insurance income (despite the underwriting loss) of

$65 billion. Without the investment income that is so integral to their

operations, the U.S. property and casualty insurers would not have been able

to pay their claims. It is believed that these results are consistent with

those of the property and casualty industry world-wide.

Similarly, the magnitude and importance of investment income for life

insurance companies may be seen from the data on page 55 of the 1984 Life

Insurance Fact Book (as published by the American Council of Life Insurance).

For example, of the total receipts of U.S. life companies in 1983 ($176.0

billion), 28.9 percent ($50.9 billion) was derived from investments, 67.6
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percent ($119.0 billion) was attributable to premiums, and the remaining 3.5

percent came from miscellaneous sources. It should therefore be evident that

for life Insurers as well as property and casualty insurers, and foreign

insurers as well ts domestic insurers, investment earnings are integral to the

business they conduct and are very much inseparable from their total insurance

income.

Accordingly, the rules of section 954 (and section 953) relating to

inaurence income should not be changed. The legitimate, U.S.-owned foreign

commercial enterprises that constitute a significant portion of the

international insurance business should not have any part of their income on

non-U.S. risks, whether that income is derived from investment or underwriting

activities, treated differently under subpart F than is provided under current

law.

III. Separate Foreign Tax Credit Limitation for Insurance Income (Section 904

of the Code. Section 601 of H.R. 3838

Section 904 of the Code imposes a limitation on the amount of foreign tax

credits that can be claimed in a taxable year. The overall foreign tax credit

limitation Is calculated separately for certain categories of income (e.,

DISC dividends, passive interest income). Insurance income, including

interest income of insurers, has never been subject to a separate foreign tax

credit limitation.

Section 601 of H.R. 3838 would subject "banking or insurance income" to a

separate foreign tax credit limitation. "Insurance income" is defined as

income which is derived from (1) the investment made by an insurance company

of its unearned premiums or reserves ordinary and necessary for the proper
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conduct of its insurance business, and (2) any income from the issuing or

reinsuring of any insurance or annuity contract (regardless of whether the

risk insured is in the country of incorporation).

While we do not object to the amendment that would be made 1y section 601

of the bill, we do request that its content be clarified to assure that all

insurance activities will be included in the same "pool" of income and

expenses, albeit treated separately from non-insurance activities.

Specifically, It should be made clear that both net investment income (whether

attributable to reserves or surplus) and net underwriting income of all

insurance operations, including foreign branches and controlled foreign

corporations, are included in the insurance income "pool."

The Ways and Means Committee report of H.R. 3838 aptly describes the

amount of a domestic corporation's foreign income that would be subject to the

proposed separate limitations as "the amount that would be taxed under

subchapter L . . . if it were the income of a domestic insurance company

(subject to the modifications provided in Code section 953(b))" (page 338 of

H.R. Rep. 99-426). This would appear to include within the same limitation

all of the income and expenses of an insurance company attributable to its

investments (relating to surplus as well as reserves) and all of its income

and expenses attributable to its underwriting activities, in that subchapter L

covers all such items without differentiation in computing an insurance

company's taxable income. It would also seem to include within that

limitation all foreign insurance branch income from investment and

underwriting activities, since that income "would be taxed under subchapter L

as well as the subpart F income generated by controlled foreign

insurance corporations (such as from the coverage of U.S. risks), since that

jitcome "would be taxed under subchapter
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L . . . (subject to the modifications provided in Code section 953(b))."

As drafted, however, section 601 of the bill itself, and new section

904(d)(2)(B) that the bill would add to the Code, do not clearly provide for

the treatment indicated in the Comwnittee report. In particular, subparagraph

(B) of the new Code provision gives the appearance of including the Investment

income of an insurer (described in clause (i) of the subparagraph) under a

limitation that is separate from, rather that part of, the limitation

applicable to all other income of the insurer (described in clause (iM)).

Further, clause (I) mentions only the investment income attributable to

unearned premiums and ordinary and necessary reserves, potentially leaving In

question the treatment of investment income attributable to the insurer's

surplus -- surplus that is integral to the insurer's business of underwriting

risks and without which the insurer cannot function.

In addition, in referring to the insurer's income in clause (ii) of new

subparagraph (B), the bill refers to income "of a kind which would be

insurance income as defined in section 953(a)" as further amended by the

bill. This language leaves somewhat unclear the treatment of foreign

insurance branch income for purposes of the new separate limitation.

Accordingly, if section 904 of the Code is to be amended to subject

insurance income to a separate limitation, the amending language should be

clarified to remove any such questions, consistent with the explanation in the

Committee report. As so clarified, new section 904(d)(2)(B) might read:

"(B) BANKING OR INSURANCs INCONB. -- The term 'banking or
insurance income' means income (whether or not derived from
investments) received or accrued by any person which is derived from
the conduct of --
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"(i) a banking, financing, or similar business, or

"(i) an insurance business and which is taxed under subchapter
L of this chapter or which would (subject to the modifications
provided by paragraphs (1) and (2) of section 953(b)) be so taxed if
such income.were the income of a domestic insurance company."

In addition, the intent of this revision might be explained as follows

(referring to page 338 of H.R. Rep. 99-426):

"The amount of insurance income subject to the separate limitation is
the amount that is taxed under subchapter L of the Code (as modified
by the bill) or that would be taxed under subchapter L if it were the
income of a domestic insurance company (subject to the modifications
provided in Code section 953(b)). Thus, both net investment income
(whether attributable to reserves or surplus) and net underwriting
income of all insurance operations, including foreign branches and
controlled foreign corporations, are included in the 'pool' of
insurance income that is subject to the separate limitation."

IV. Treatment of Certain Withholding Taxes on Interest Income Received by

Insurance Companies (Section 901 of the Code, Section 602 of H.R. 3838)

In general, foreign withholding taxes on interest income are creditable

taxes as "in lieu of" income tax. However. section 602 of the bill would

provide that no foreign tax credit is allowed for any withholding tax (or

other tax determined on a gross basis) imposed on interest income or its

equivalent that is received by an insurance company (or bank) to the extent

that the tax exceeds the U.S. tax which is attributable to the associated

interest income.

We urge that this proposal be deleted from H.R. 3838. As already noted in

our discussion above, section 601 of the bill subjects banking and insurance

income to a separate foreign tax credit limitation. The Ways and Means

Committee report, (page 340 of H.R. Rep. 99-426) states, in part, as follows

in explaining this provision:
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"The rule excluding high-taxed income from the passive
income basket does not apply to income in either the banking and
insurance income basket or the shipping income basket. This reflects
the judgment of the committee that a bona fide bank, insurance
company, or shipping company, while it should not be able to average
its banking, insurance, or shipping income with any other, unrelated
types of income, generally should be able to obtain the benefits of
foreign tax rate averaging with respect to its active business income
to the same extent that, for example, a manufacturing or service
enterprise can."

We stated in our comments on section 601 of the hill that we believe the

definition of "insurance income" needed to be clarified to make certain that

investment income (e.z. , interst income) be Included within the insurance

"Fool." Moreover, our comments with respect to section 621(a) and (b) of the

bill confirm that investment (including interest) income is part of insurance

income.

Since the Ways and Means Committee desired to continue to permit bona fide

insurance companies to be able to obtain the benefits of foreign tax averaging

with respect to its active insurance business income, the restriction imposed

by section 602 is contradictory to the Committee's purpose. Therefore, it

should be dropped from the bill.

V. Allocating Interest and Other Expenses to Foreign Source Income (Section

864 of the Code, Section 614 oF H.R. 3838)

The Code provides, in general terms, that taxpayers, in computing net U.S.

source and foreign source income, are to deduct from U.S. and foreign source

gross income the expenses, losses, and other deduction properly allocated or

apportioned thereto. This allocation is to be determined on a separate

company basis. Moreover, tax-exemp income and assets generating tax-exempt

income are, in general, permitted to be taken into account in allocating
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deductible expenses.

Section 614 of the bill would provide, in general, that for purposes of

the foreign tax credit limitation of section 904, the taxable income of each

member of an affiliated group from sources outside the U.S. is to be

determined by allocating all interest expenses as if all members of the group

were a single corporation. Thus, the allocation of interest expense would be

determined on a grouo basis rather than a separate company basis. An

exception to this new group basis rule was made for financial institutions.

Moreover, section 614 provides that tax-exempt assets and income associated

therewith are not to be taken into account in allocating or apportioning any

deductible expense (other than interest expense).

We strongly recommend that the financial institution exception be extended

to insurance companies, and that the provisions of existing law taking into

account all assets, including assets which produce tax-exempt income, in

allocating expenses be retained.

Extension of Exception. Section 614 contains an exception to the general

rule requiring treatment of an affiliated group as if all members of the group

were one taxpayer for purposes of allocating interest expenses. Under this

exception certain financial institutions -- banks, savings and loans, mutual

savings banks, etc. -- will not be treated as members of the group for

interest expense allocation purposes. Thus, the current law rule (separate

company basis allocation) is continued for these financial institutions.

Specifically, the financial institution exception applies if the institution's

business is predominantly with persons other than related persons or their

customers, and if the institution is required by State or Federal law to be

operated separately from any other entity which is not a financial institution.
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Insurance companies are rquired by State law to operate separately fcom

any other entity which is not an insurance company. In fact, most State laws

do not permit a life insurance operation to be conducted in the same entity as

a property and casualty insurance operation. Thus, the rationale of the

special rule for financial institutions is squally applicable to insurance

companies. Accordingly, the bill should be amended to grant the same

exception to insurance companies.

Tax-Exempt Income. In allocating or apportioning expenses, it is

appropriate to consider all assets of the corporation. To date, this has been

the approach taken in the Treasury Department's regulations. By definition,

no allocation formula is perfect. Rather, its function is to allocate

expenses in a reasonable and economically efficient manner. Underlying the

formula in existing law is the general recognition that expenses which are

inherently readily identifiable ai to source (U.S. or foreign) are best

allocated by reference to the situs of the asset base. No attempt was made to

identify the relative value or timing of future income yield from various

assets, much less the taxable status of the income derived from such assets.

There refinements were irrelevant (and costly) to the task at hand: the

allocation between U.S. ind foreign sources of properly deductible expenses so

fungible as to be identifiable only by reference to the location of the assets.

Refinements of the nature proposed in the bill are an attempt to make

"precise" an allocation formula that, by definition, is incapable of complete

accuracy (because of the nature of the expenses being allocated). Further

attempts at precision would force one to make decisions with respect to assets

which do not produce income (e.g., cash on hand or held in non-interest

bearing accounts, furniture and fixtures); assets which currently are
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producing no income (investments such as undeveloped land, non-dividend paying

stock, loans in default); and assets which may produce capital gain income

rather than ordinary income. These refinements, and others of a similar

nature, would only complicate an%: make more costly an asset allocation formula

without, in all likelihood, measurably Increasing its accuracy. Accordingly,

the change proposed -- to exclude assets that generate tax-exempt income --

should be deleted from H.R. 3838.

Suaxested Statutory Changes. To remove insurance companies from the scope

of the proposed rules, a new subparagraph might be included within proposed

section 864(e) of the Code (as would be added by section 614(a) of the bill)

by renumbering proposed section 864(e)(6) to (7) and inserting in lieu thereof

the following:

"(6) SPECIAL RULE FOR CERTAIN INSURANCE COMPANIES. -- The first
sentence of paragraph (1) shall not-apply to any insurance compay
taxed under subchapter L if ..

"(A) the business of such insurance company is
predominantly with persons other than related persons of their
customers, and

"(B) such insurance company is required by State for
Federal) law to be operated separately from any other entity which is
not such an insurance company.

Such insurance company shall not--be treated as a member of the group
for purposes of applying such first sentence to other members of such
group"

In addition, to remove the new rule regarding tax-exempt interest, paragraph

(3) of proposed new subsection 864(e) (as contained in section 614(a) of H.R.

3838) should be deleted.
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VI. Excise Tax on Insurance Premiums Paid to Foreign Insurance Companies

(Section 4371 of the Code, Section 654 of H.R. 3838)

Section 4371 of current law imposes an excise tax on any direct insurance

transaction with a forerun insurer (not subject to U.S. income tax), and an

additional tax on any reinsurance transaction with a foreign reinsurer, if the

transaction involves the insurance or reinsurance of a U.S. risk. The excise

tax is imposed at the rate of (1) four cents on each dollar (or fraction

thereof) of the premium paid for casualty insurance and (2) one cent on each

dollar (or fraction thereof) of the premium paid on policy of reinsurance

covering casualty insurance.

Section 654 of the bill would increase the excise tax imposed on the

reinsurance of U.S. casualty risks to four percent of the premium received by

the foreign insurer. It would also modify the existing tax rate on direct

insurance with a foreign insurer from a rate of four cents on each dollar ( or

fraction thereof) of the premium paid to a rate of four percent of the premium

paid. Finally, it would adopt a withholding provision in the administration

and collection of the excise tax.
A

The Rate Increase. The rate increase on casualty reinsurance is

proposed as a tax reform measure, designed to prevent U.S. insurers from

avoiding the "proper level of excise tax by careful structuring of insurance

and reinsurance transactions." Although the Committee report does not

elaborate, it is intended to eliminate any possible tax advantage in using a

domestic insurer to "front" for a foreign carrier.

a

Life insurance Is taxed at 1%. and the rate on life reinsurance would

remain at 1M.
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Under a fronting arrangement, the direct insurance would be placed with a

domestic insurer which would then reinsure the bulk of the coverage (and,

coincidentally, the premium) with a foreign insurer. Under current law, no

excise tax would be due on the first transaction (though a state premium tax

would be due, and these rates are typically 2-3%), but a 1. excise tax would

be due on the reinsurance placement. The Committee Report assumes that the

two transactions in the example would be eliminated and a single transaction

subject to a 4% excise tax would be the norm. Implicit in the Committee

report is an assumption that the placement with a domestic insurer is purely a

tax avoidance device without validity as a business measure.

If that were the case, ample precedent exists to attack the transaction

under existing law. In Aiken Industries. 56 T.C. 925 (1971), the Tax Court

denied an exemption for interst paid from a U.S. corporation to a Honduran

corporation where it found that there was no "business purpose" for the

transfer of notes from the Bahamian parent to the Honduran subsidiary, other

than tax avoidance. The U.S. corporatation, a second-tier subsidiary of the

Bahamian parent, had borrowed $2,250,000 from the Bahamian parent at 4%. The

parent transferred the U.S. corporation's note to Ito Honduras subsidiary in

exchange for nine notes totalling $2,250,000 at 4% - a mirror transaction in

which the Honduras corporation was obligated to pay to the Bahamas corporation

exactly what it received from the U.S. corporation. The court denied the

exemption on the ground that the Honduras corporation was "merely a conduit

for the passage of interest payments." 56 T.C. at 934. See also Court

Holding Co. v Comm'r., 324 US 331 (1945) Gregory v. Helvering, 293 US 465

(1935). A business purpose analysis of the fronting transaction described

above would disregard insurance premiums paid to a U.S. insurer, where it

served as a "mere conduit" for purported reinsurance premiums to a foreign
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insurer. Reinsurance premiums paid to a foreign insurer would then be subject

to the tax at the 4% rate for direct premiums.

If the rate increase were adopted, however, it would affect many

legitimate reinsurance transactions having no tax avoidance purpose. All

reinsurance transactions would be affected, not merely those questlonuble

transactions having a tax avoidance motive and lacking a "business purpose."

As a tax reform measure, the rate increase is overly broad. Its

objectives can be achieved under current law without adversely affecting

ordinary reinsurance transactions. Its objectives can be obtained without

imposing very high costs upon insurers (and ultimately U.S. policyholders) in

their routine business transactions where no tax avoidance motive exists.

This rate increase comes at a time when the domestic industry is unable to

satisfy the demands of U.S. policyholders for insurance and is actively

searching out foreign carriers to provide additional capacity. The U.S.

Department of Commerce, reported that available property casualty insurance

could fall short of demand by as much as $62 billion over the next 3 years.

The Commerce Department, which relied upon a study by the Insurance Services

Office, a private sector organization that supplies a wide range of rating,

actuarial and statistical services, noted that 91% or $56.2 billion of the

$61.8 billion shortfall for the period 1985-87 would be in commercial lines,

i.e., insurance for businesses, organizations, governmental agencies, and

others. The study found that "availability of insurance is down, cost is up

-- in many cases by 300 or 400 percent -- and coverage is increasingly

restricted." 1986 U.S. Industrial Outlook at 51-6. Some of the examples of

troubled lines include environmental liability, product liability, long-haul
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trucking liability, directors! and officers' liability, medical malpractice,

professional liability for lawyers, accountants, architects and engineers,

municipal liability, and occupational disease. Increasing the rate of all

foreign reinsurance would inevitably contribute to the increases in premiums

to U.S. policyholders and would impair U.S. companies' efforts to obtain

much-needed additional capacity.

Increasing the rate on casualty reinsurance from 1% to 4% would represent

a more substantial increase in costs, then it may appear to observers outside

the industry. Because the tax is imposed upon the gross premium, without any

recognition of the related costs insurers must bear, it has the same impact of

a rate increase on net income many times its size. In reinsurance, where

profit margins are often narrow, the additional tax will inevitably force an

adjustment of premiums (or a reduction of coverage) in recognition of the

additional tax.

Finally, the rate increase is not appropriate or necessary as a means of

protecting the domestic industry from competition with foreign companies. In

its discussions of the revision of taxation of casualty insurers, the American

Insurance Association has not sought to have additional protectionist taxes

imposed upon foreign companies. The Association has been concerned that the

increase imposed as tax reform measures could produce such substantial

revenues that the domestic industry might be at a comparative disadvantage,

unless the revenue total were monitored carefully and balanced by these

competitive concerns.

For the foregoing reasons we believe the excise tax on casualty

reinsurance should not be raised from one percent to four percent.
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The Withholding System. The bill would institute a new withholding system for

the excise tax which would apply to both direct insurance and reinsurnce.

under current law, the tax is collected by the resident party which transmits

the premium to the foreign insurer -- ordinarily the broker, but in some

cases, the U.S. policyholder. The bill would require the U.S. broker or

policyholder to withhold the tax. On its face, this change appears only to

focus the responsibility for collecting the tax upon the two parties who

ordinarily remit the tax under the present system. While we appreciate the

concern of Congress that amounts due are properly collected, the restructuring

of the tax would impose an unwieldy and costly record-keeping burden upon U.S.

brokers and insurers, whose cost cannot be justified by the slight increase in

receipts that might result. The bill would impose the tax upon "premiums

retained," that is, gross premiums net of reinsurance. To determine the tax,

the foreign insurer must calculate the amount of reinsurance attributable to a

single contract. If reinsurance were written to underwrite a single contract,

(a. the Comuittee report assumes), the calculation would be straightforward.

However, this is not common practice. Direct or "faculative" reinsurance of a

single risk is exceptional. Ordinarily, an insurer, whether U.S. or foreign,

purchases reinsurance for a line of business or its entire book of business -

not a single contract. Reinsurance may be either a percentage of the risk

("proportional" or "quota share") or an amount In excess of certain agreed

limits ("excess of loss.") A company ordinarily has a number of reinsurers

providing different types of coverage. The bill would, presumably require

some attribution of the premiums for each type of insurance to an individual

contract - an extraordinarily complex calculation that would not be
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available at the time the contract is written. A U.S. company purchasing

reinsurance directly from a foreign carrier would be required to maintain and

submit records a year or more after the transaction. Where the amount subject

to tax is uncertain (as it would'be in nearly every case), the full amount of

tax would be withheld, subject to a possible refund.

American insurers would be subjected to burdensome recordkeeping

requirements that would require-foreign companies to remit information about

"retained premiums" long after the transaction has occurred. These

record-keeping requirements are unworkable and unjustified. We cannot help

but be concerned that the adoption of such an unreasonable requirement for

U.S. business would lead some companies to increase rates or withdraw from the

U.S. market, at a time when domestic companies need the additional capactly

provided by foreign insurers.

To avoid the problems discussed above, the withholding requirements should

be deleted.
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Introduction

H.R. 3838 derives in large part from The President's Tax

Proposals to the Congress for Fairness, Growth and Sim2icity of

May 1985. Both this Committee and the House Ways and Means

Committee took extensive testimony as to how the proposals would

affect economic growth, international competitiveness and capital

formation. On July 17, 1985, the American Petroleum Institute

(API) filed a comprehensive statement of its views on the effects

of the President's proposals on domestic and foreign operations

of the petroleum industry which we would like to incorporate by

reference in this statement.

This statement concentrates on the economic effects of H.R.

3838 on international competitiveness and capital formation.

The statement first focuses on the three arenas in which U.S.

companies would be seriously handicapped in competition with

foreign companies in the United States, in foreign host

countries, and in foreign non-host countries -- and describes the

anticompetitive impact of H.R. 3838 in each of these three

situations. This statement then addresses those provisions of

H.R. 3838 which most affect the formation of capital in the

petroleum industry. For the reasons set forth in the following

sections, we believe that no changes in the current law affecting

foreign operations and capital cost recovery allowances are

warranted.

1
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I. INTERNATIONAL COMPETITIVENESS

A. Competition in the United States

U.S. multinationals compete in the United States with

domestic corporations owned by foreign multinationals and with

domestic corporations owned by U.S. shareholders. Changing the

rule for allocating and apportioning deductions for interest,

research and experimental expenditures, stewardship expenses,

legal and accounting fees, income and other taxes, charitable

contributions, etc., from the present separate company basis to

the proposed new consolidated basis, would affect companies

differently. U.S. multinationals would effectively be denied

full U.S. tax relief for expenses actually incurred in connection

with their U.S. operations merely because they happened to own

stock in affiliated corporations doing business abroad. Their

competitors would not be so affected.

A U.S. subsidiary of a U.S. multinational, for example, may

be competing with a U.S. subsidiary of a foreign multinational

with purely domestic operations in exploring for and developing

petroleum reserves in the U.S. Under present law the financing

costs of the two competitors would be identical both before and

after tax. Under Section 614 of H.R. 3838, however, the

after-tax financing costs of the former would be increased,

whereas those of the latter would not. U.S. tax policy should

not give foreign owned corporations an arbitrary competitive

advantage over U.S. owned corporations.

2
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In addition, the proposed repeal of the investment tax

credit (ITC) and the Accelerated Cost Recovery System (ACRS) and

other changes discussed morb fully in Section II of this paper

would make it more difficult for U.S. manufacturers to compete

with foreign businesses in supplying U.S. markets.

B. Competition in Foreign Host Countries

U.S. and foreign subsidiaries of U.S. companies compete in

foreign host countries with local companies. They are equally

affected by the tax laws of the host country at the corporate

level. Under H.R. 3838, however, the United States would tax the

earnings of the U.S. owned companies at the shareholder level

more harshly than foreign countries do.

Section 621 of H.R. 3838 would greatly expand the subpart F

rules and tax U.S. shareholders currently on the undistributed

earnings of their foreign subsidiaries, whereas foreign

shareholders are not generally taxed until earnings are

distributed. Section 661 of H.R. 3838 would tax U.S.

shareholders on foreign exchange gains on remittances which are

not taxed to foreign shareholders. Section 614 of H.R. 3838

would create double taxation at the shareholder level by

allocating certain expenses to the foreign affiliate for U.S. tax

purposes which would not be deductible for foreign tax purposes.

Foreign countries will not permit affiliates of U.S. companies to

3
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deduct interest, research and experimental expenses, etc. paid by

other members of the U.S. group, so that the allocation

effectively means such expenses would not be deductible. Tn-

effect of such treatment will be to encourage U.S. companies to

relocate key activities such as research and development

overseas. Some categories of income are not taxed by foreign

countries, but would bear full U.S. residual tax under the

separate basket rules of Section 601 of H.R. 3838. Collectively

these fundamental changes in how the United States would tax

income earned abroad would substantially handicap U.S. companies

trying to compete with foreign companies in their host countries.

The extreme delay proposed for recovery of IDC and the slowing of

other capital cost recovery allowances for foreign operations

could produce substantial timing differences in taxing income

which could result in a residual U.S. tax that would exacerbate

the competitive problem.

C. Competition in Foreign Non-Host Countries

U.S. corporations compete with foreign corporations in third

countries in two ways -- by exporting from their respective

countries, or by doing business in or trading among third

countries.

1. U.S. Exports

The ability of exporters from the United States to compete

with exporters from other countries would be damaged in the long

4
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run by the proposed repeal of the investment tax credit and the

accelerated depreciation rules (sections 201-203 and 211). An

analysis by Arthur Andersen & Co. found that in the critical

capital intensive sectors, such as mining and manufacturing, U.S.

capital cost recovery allowances would drop from fifth place

internationally to the bottom of the list, substantially raising

the after-tax cost of capital. The increased cost of capital for

U.S. firms will lead to less investment in new plant and

equipment within the U.S. and a consequent erosion ability to

compete in the long run. (See section II for more detailed

discussion of capital formation issues.)

U.S. exporters would also be damaged by the proposed changes

in the source of income rules (section 611 of H.R. 3838). Under

present law half of the income from exports is treated as U.S.

source and half is sourced to the place of sale. Under the bill

all income from exports would be treated as U.S. source unless

the taxpayer restructures itself to satisfy very restrictive

conditions. Moreover, sales to related parties will be treated

as U.S. source despite the taxpayer's restructuring. As a matter

of policy, the source of income rules should not be different

depending upon whether a U.S. exporter sells to a related party

or to an unrelated party. These rules would replace long

established standards which have allowed U.S. taxpayers to

compete in foreign markets.

5
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2. International Trading Operations

In the international petroleum industry companies purchase

millions of barrels of oil and gas daily in numerous foreign

producing countries, transport it over international waters, and

sell it to refining and marketing companies in numerous foreign

consuming countries. Under present law all of this active

operating income is foreign source and eligible for the foreign

tax credit, subject to the limitations imposed by Sections 904

and 907 of the Code.

Sections 611 and 615 would treat such income as U.S. source

and tax it currently if the operating company were incorporated

in the United States. Although lip service is paid to the

principle that the sourcing rules "should reflect the location of

the economic activity generating the income" (H.R. Rep. No. 426,

99th Cong., 1st Sess. 360 (1985)), the proposed rule is based on

country of incorporation, which has less to do with where the

activity occurs than the passage of title test of current law.

The proposed source of income rules appear to have been

developed for one purpose only -- to fragment income in order to

raise revenue by imposing current U.S. tax on each and every

transaction which has not borne current foreign tax regardless of

the overall outcome of foreign operations. No consideration

seems to have been given to basic principles of sound tax policy,

6
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such as internationally accepted standards followed by our

trading partners, the effect on the competitiveness of U.S. or

U.S.-owned companies, and the location of the underlying economic

activity.

II. CAPITAL FORMATION

Another disturbing feature of H.R. 3838 is its impact on

capital formation. API applauds the corporate rate reductions

contained in H.R. 3838 and the implicit recognition that high

rates diminish incentives to save and invest. However, changes

to the capital cost recovery system envisioned by H.R. 3838 cause

API to conclude that the overall impact of the bill on capital

investments in the petroleum industry would be negative. These

adverse effects would be particularly severe for deepwater and

frontier projects which typically involve very long lead times,

heavy tangible capital investments, and high risk. Even under

current law, real cost recovery can be significantly eroded by

even modest inflation rates due to the long lead times. H.R.

3838 would compound this problem by repealing investment tax

credit and dramatically reducing the speed at which costs are

recovered for tax purposes.

Additional more detailed discussion of the items contained

in this section may be found in the attached statement submitted

to the Committee by API on July 17, 1985.

7
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A. Intangible Drilling and Development Costs (IDCs)

The current deduction of IDCs remains the most important

aspect of capital cost recovery for petroleum exploration and

production operations. Section 251 of H.R. 3838 would require 26

month amortization of post casing point domestic IDCs and 120

month amortization or cost depletion of IDCs incurred outside of

the United States.

Under the recovery rules for IDCs, as modified by H.R. 3838,

an integrated petroleum producer would deduct 80 percent of pre

casing point IDCs as incurred, use 36 month amortization of 20

percent of pre casing point IDCs, 26 month amortization of post

casing point IDCs, 120 month amortization of foreign IDCs,

60 month amortization of IDCs for earnings and profit purposes,

and a complex computation for computing the IDC preference amount

for minimum tax purposes.

Although unfortunate distinctions may have been made in

their tax treatment, both the major integrated oil companies and

the nonintegrated independents are needed to find and produce

oil. Expensing of IDCs helps both do their job. Majors tend to

drill fewer, more expensive wells, often in more hostile

environments, but find larger reserves per well. Independents

tend to drill more, less expensive wells. Each group makes a

substantial contribution to the petroleum found in this country.

Both are clearly needed. The current deduction for IDCs

8
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minimizes the adverse impact of the income tax on decisions to

invest in oil and gas exploration and production. Delaying the

recovery of drilling costs would reduce the financial

attractiveness of petroleum exploration and production to both

independents and majors.

The critical importance of expensing IDCs is aptly shown in

the results of a recent API study of the impact of requiring

capitalization of IDCs with recovery through cost depletion and

depreciation as proposed in the November 1984 Treasury Department

proposal. Postponing the recovery of IDCs would reduce drilling

activity and future domestic petroleum production rates would be

cut by almost 900,000 barrels per day of oil by 1990 and 1.6

million barrels per day by 1995. The predicted loss in 1995

would be more than twice the shortfall suffered by the U.S. in

1979 during the Iranian revolution. The Administration, in its

tax reform proposal, recognized the adverse impact on domestic

production and national security that would follow from slowing

the rate of recovery of IDC and accordingly recommended no change

in current treatment. The Committee is urged to do likewise.

B. Percentage Depletion

Under sections 252 and 253 of H.R. 3838 percentage depletion

generally-would be phased out over three years but would be

retained for stripper wells owned by independent producers and

royalty owners. Percentage depletion would not be allowable for

lease bonuses, advanced royalties or similar payments.

9
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Depletion is a capital recovery mechanism. An owner of an

interest in an oil, gas, or mineral property incurs costs which,

for tax purposes, are considered capital in nature. These

include acquisition costs, such as lease bonuses, which are

capital for financial and tax purposes and certain other costs,

such as geologic and geophysical exploration costs, which are

considered an expense item by accounting standards but are

capitalized for tax purposes.

This capital must be recovered by "cost" depletion if

percentage depletion is unavailable. Cost depletion is typically

taken by the unit-of-production method -- which limits current

capital cost recovery to that portion of the property's estimated

total remaining output represented by current production. Thus,

when a barrel of oil is produced, it is divided by the number of

barrels of estimated remaining reserves and multiplied by the

adjusted tax basis of the property involved to determine the

amount of the current depletion deduction. For a long-lived

property, this method of recoupment is the slowest method of

capital recovery available under current law. Even very modest

rates of inflation will very rapidly erode the real value of cost

recovery deductions under the unit of production method. Real

costs of capital invested have thus been "under-recovered" in

recent years due to the effects of inflation. Moreover,

estimation of remaining reserves is an inexact science at best,

and is beyond the capability of most royalty owners or other

1.0
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holders of nonoperating interests who do not normally have access

to the operator's reserve estimates.

API believes that percentage depletion remains an effective

replacement coat recovery mechanism which encourages oil and gas

exploration and production by recognizing the high risks and the

enormous capital outlays required to replace reserves today in

the industry.

C. Capital Cost Recovery -- Incentive
Depreciation System (IDS)

The most disappointing feature of H.R. 3838 is the proposal

to substitute an archaic and misnamed "Incentive Depreciation

System" (IDS) for the existing Accelerated Cost Recovery System

(ACRS) and to repeal the investment tax credit (ITC).

The proposed repeal of the ITC is a matter of serious

concern to the petroleum industry. The ITC has provided a

substantial boost to investment by serving three functions: (1)

offsetting the bias of the income tax against investment;

(2) serving as a surrogate for indexing depreciation; and (3)

providing a source of funds for new investment. Its repeal would

likely lead to a curtailment of investment in the petroleum and

other capital intensive industries.

IDS provides much slower cost recovery rates than the

Capital Cost Recovery System (CCRS) proposed by the President,

11
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the present law ACRS, or its predecessor Asset Depreciation Range

(ADR) used from 1971 through 1980 (Figure 1).

For example, at the end of five years from the date of

investment, oil and gas producers would recover only 53% of their

original cost of well equipment under IDS in contrast to 100%

recovery under ACRS, 92% recovery under CCRS (assuming 5%

inflation) and 63% recovery under ADR. Even the Guideline

Depreciation rules in effect from 1962 to 1970 would have yielded

a slightly greater recovery luring the first five years.

Similarly the present value (at a 10% discount rate) of the

cost recovery allowance under IDS for oil and gas producing

equipment is a dismal 66% of original cost compared to 83% under

ACRS without ITC, or 100% with the credit. Under CCRS the

present value would be 91%, and 72% under ADR without ITC or 94%

with ITC. Even the 1962 Guidelines would have yielded 67%

without ITC or 82% with the 7% ITC then in effect.

The drastic extension of recovery periods under IDS with

only token provision for indexing wil7 resurrect all of the

problems of inflationary erosion of capital values which led to

enactment of ACRS in the first place (Figure 2). In this respect

IDS is by far the worst performer of the various systems

considered recently. For example, at a moderate inflation rate

of 5%, IDS provides recovery of only about 80% of real or

replacement costs by the year 2000 while CCRS provides 100% of

12
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Figure 2
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recovery by 1992. Although ACRS provides only about 90% recovery

of real or replacement costs at 5% inflation, the lTC acts in

part as a surrogate for indexing that makes up the difference.

Investment in new plant and equipment is quite sensitive to

capital cost recovery rates. Projects that are only marginally

attractive under present law would cease to be viable under H.R.

3838 even with substantia\ reduction in tax rates.

Figure 3 compares investment criteria and effective tax

rates for a sample refinery modernization project under present

law and varios cost recovery systems, assuming a 12% "hurdle

rate"-on cost of capital and no change in the present 46% maximum

corporate tax rate. This project would yield a 15.7% internal

rate of return (IRR) before taxes and 14.6% after taxes under

present law. The IRR drops to 12.4% with repeal of the ITC and

to 10.0% if IDS is then substituted for ACRS, which would kill

the project as uneconomic. The IRR could be increased to 12.7%

if the President's CCRS were substituted for IDS, and the project

would regain viability. Figure 4 demonstrates a similar

relationship for the same project among various cost recovery

alternatives assuming the tax rate is reduced to 35% as

recommended by the Administration. Even with the lower tax rate,

H.R. 3838 with Class 6 IDS yields a 20% lower IRR than under

present law. Moreover, the IRR under H.R. 3838 at 35% is below

that under ACRS without ITC at a 46% tax rate.
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The optimum recovery system-which provides complete

neutrality is, of course, current expensing of equity investment.

It does not reduce the IRR below its pre-tax level regardless of

the tax rate. Current expensing eliminates taxes as an

investment consideration, avoiding the necessity of an inflation

adjustment, and provides as much (or more) tax revenue over the

project life as any of the other cost recovery mechanisms at

comparable rates.

Proposed accounting changes would require that

construction-period interest expense and other indirect costs

attributed to new investment be capitalized and recovered under

the IDS system. This delay in cost recovery would further burden

new investment. This additional burden would obviously fall on

those projects requiring long lead times and only serves to

create a bias in the Tax Code against such projects. Such tax

penalties do not serve the long term economic interest of the

United States.

As a result of the slower recovery rates and substantial

disregard of inflation, adoption of IDS and capitalization of

interest and other indirect expense would significantly reduce

anticipated returns on new investment, increase the cost of

capital, eliminate a number of otherwise viable projects, cause a

substantial cut in business spending and invite an overall

economic recession and resulting loss of jobs.

14
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True reform should seek to minimize intrusion of the tax

system into the investment decision process thereby maximizing

economic growth and revenue generating potential.

D. Minimum Tax

Comments with respect to capital formation are not complete

without review of the corporate minimum tax (CMT). As with most

CMT proposals, H.R. 3838 tends to magnify the intrusion of the

tax system into the investment decision process, impede economic

growth, and risk a reduction in new business investment. Once a

taxpayer is subjected to the CMT alternative, the internal rate

of return and present value of the net cash flow on each new

project is reduced. Many projects could lose their economic

viability and be scrapped.

Once the CMT is triggered marginal effective tax rates over

the life of a project rise and the present value effective tax

rate could exceed statutory rates by an even wider margin.

Rather than neutralizing the effects of taxes on investment, the

CMT magnifies the distortion inherent in the regular corporate

income tax and thrusts the tax system further into the investment

decision process.

The basic flaw in the underlying rationale for the CMT is

the fact that with few exceptions the alleged corporate

"preferences" involve the issue of when costs should be deducted

15
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rather than whether such costs should enter into the computation

of taxable income. Virtually all so-called corporate preferences

are clearly costs incurred in earning taxable income and should

be deducted in determining any tax intended to be based on net

income.

In essence, most CMT proposals are simply parallel income

tax structures with capital cost recovery rates that are much

slower than those used under the regular corporate income tax.

No effort is made to determine the most rational or efficient

recovery period for costs which generate multiperiod income, or

adjust any of the "norms" to reflect the impact of inflation.

They simply substitute a slow and ill-conceived capital cost

recovery rate as the "norm" for the carefully crafted provisions

of existing law.

In comparing the corporate minimum tax proposed in H.R. 3838

with the criteria for an acceptable tax, we find that many of the

objectionable features of earlier CMT proposals have been

eliminated, but some remain.

A major flaw in the CMT proposed ,,nder H.R. 3838 is its

failure to use a reasonable method of capital cost recovery as

the "norm" in measuring the timing "preferences." H.R. 3838

would treat as a preference all depreciation in excess of that

allowable under a straight-line recovery method using the 1962

depreciation guideline lives with no adjustment for inflation.

16
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Those recovery rates are much slower than the accelerated rates

permitted under the 1962 guidelines, such as double declining

balance, sum-of-the-years-digits or a combination thereof. The

major criticism of the guideline rates or the successor ADR rates

was the lack of adjustment for inflation. The most reasonable

method of depreciation to adopt as a "norm" is the maximum ADR

rate fully indexed for inflation.

The CMT rate established in H.R. 3838 is entirely too

high -- almost 70% of the regular CIT rate. A CMT at that level

ceases to be an alternative which applies only to those few

taxpayers that make excessive use of so-called "preferences" and

is likely to become the general rule applicable to a majority of

taxpayers. The present alternative minimum tax for individuals

is set at 40% (20/50) of the maximum regular rate -- a far more

reasonable level. Accordingly the minimum tax rate should not

exceed 15%. In addition, carryovers of ITC should be permitted

against CIT liability because taxpayers may find themselves in a

permanent CMT position.

The CMT proposed in H.R. 3838 is simply a parallel tax

system with unrealistically slow cost recovery provisions which

greatly exacerbate capital formation concerns.

Two types of firms that would be most adversely affected by

this type of tax are those firms who are growing rapidly and are

enjoying periods of rapidly increasing investment, or those who

17
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are presently suffering a contraction in operations and income

because of a cyclical downturn. Thus, the perverse effect of the

minimum tax would be to penalize most both those firms who can

least afford it or those who are most likely to contribute to the

economic growth of the nation. Moreover, a rate as high as that

in H.R. 3838 could mean that such companies would find themselves

in a minimum tax trap that could permanently penalize their

investment.

217/10
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STATEMENT

of the

AMERICAN PUBLIC POWER ASSOCIATION

on

Tax-Exempt Bond Provisions of The Tax Reform Act of 1986

before the
Senate Committee on Finance

February 18, 1986

INTRODUCTION

The American Public Power Association, the national service organization

representing approximately 1,750 municipal and other local publicly owned

electric power systems throughout the United States, submits the following

statement on the impact of the tax-exempt bond provisions of the Tax Reform Act

of 1986 on public power's use of tax-exempt financing.

H.R. 3838, the tax reform bill passed by the House of Representatives on

December 18, 1985, contains numerous restrictive provisions which would

adversely affect all issuers of tax-exempt bonds. Under the guise of tax

reform, the tax-exempt bond provisions of H.R. 3838 would impose severe

restrictions on the issuance of tax-exempt bonds for the essential functions of

state and local governments.

While there is a clear need to eliminate the many non-governmental uses of

tax-exempt bond financing, and to ensure that any other clearly defined abuses

are checked, the provisions of H.R. 3838 are so far reaching and indiscriminate

that they represent a serious threat to all traditional state and local
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government financing, including public power, and would make such financing
less efficient and more costly. Public power's operations would be restricted
and its ability to operate efficiently and competitively would be weakened,
resulting in higher costs for all electric consumers.

The Senate Finance Committee has an opportunity to put legitimate tax
reform concerns back on track and to ensure that such reform is accomplished
without gratuitous damage to necessary state and local government use of

tax-exempt financing. However, this will require substantial changes in the
tax-exempt bond provisions as proposed in H.R. 3838.

PUBLIC POWER

Although publicly owned electric utilities serve only about.13.4 percent
of the electric meters in the United States, they are an important element in
this Nation's pluralistic electric industry. They serve approximately 2,200

communities located in forty-nine states and, together with rural electric

cooperatives, provide "yardstick" competition for the dominant investor owned
utilities.

Public power is a traditional public purpose issuer of tax exeript bonds.
Community owned electric utility systems date bac to the inception of central
station electric service in the early 1880's, and many public power projects
predate school, water and sewage service in their localities.

In recent years, many small public power systems have joined together to
form "Joint action agencies." These agencies often are formed to plan and

build efficient size power plants to meet the projected needs of their members.
Joint action agencies ilso accomplish this sometimes by buying a share of a
plant owned by an investor owned utility or a rural electric cooperative. Over

the past decade, thirty-two joint action agencies have issued tax-exempt bonds
to finance electric power supply programs serving over 700 communities in
twenty-five states.

The joint action strategy is intended to give small public power systems
direct ownership control over their power supply costs, the major operating
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cost of an electric distribution system. In many instances It has enabled

public systems to break free of dependence upon large Investor owned utility

wholesale power suppliers and, thereby, rendered them less vulnerable to

takeover attempts by those suppliers. In short, the joint action strategy has

served to strengthen pluralistic ownership forms in the U.S. electric utility

industry.

Finally, public power systems are actively involved, together with other

segments of the utility industry, in the design and construction of

transmission lines to make the maximum use of a limited resource. Because of

land use and environmental factors, the number and location of transmission
lines is limited. These factors, together with the public's interest in

receiving a reliable source of power at the lowest possible cost, frequently
dictate that transmission capacity be shared among public and private users.

As a result, a complex integrated transmission grid has been constructed in

this country, which enables public, private and cooperative utilities to

exchange surplus or lower cost power with systems that face a temporary energy

shortage, or that can meet consumer demand only at considerably higher cost.

PROBLEMS WITH H.R. 3838

The 10%/$10 million rule. Under this proposal, the Interest on

obligations issued by a State or local government would be taxable if more than

the lesser of 10% of bond proceeds or $10 million were "used" in a trade or

business by any person other than a State or local government. It is not

entirely clear what constitutes "use," but it appears that it may include all

output sold under contracts which differ from the service terms available to

the general public.

Because the electric utility industry is the most capital intensive of

industries, and because the scale and cost of facilities is so large, the $10

million half of the 10%/$10 million formula will be the effective limit under

which public power projects will operate. Because of this, in fact, the

effective percentage limit will be substantially less than 1%. The nominal 10%

limit would undermine many of today's joint arrangements; a limit of less than
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1% would destroy the ability of public power to enter any such arrangements
with other utilities. This change would severely restrict the flexibility of
public power systems to construct or acquire economically scaled electric
generating facilities in advance of their need for the full output of such
projects. Many of the economically beneficial joint action agency projects of
the past fifteen years would have been hampered and made more costly, or been
precluded entirely, if this proposal had been in effect. Further, as discussed
below, H.R. 3838 imposes a state volume cap on the amount of tax-exempt bond
proceeds which may benefit a non-exempt entity. If there must be a dollar cap
to accompany a percentage limitation, it should be many times larger than the
proposed $10 million. -This is true because electric facility projects costing

under $100 million are the exception rather than the rule.

Under current law, publicly-owned electric power systems may issue
tax-exempt obligations to finance the construction of generation, transmission,
and distribution facilities, or to purchase an ownership share of such
facilities in joint arrangements with nonexempt persons. Public power systems
may also enter into contractual arrangements whereby nonexempt parties agree to
take or pay for a portion of the output from a facility financed by the public
system. Typically, these private parties may be investor owned electric
utilities, rural electric cooperatives, or large industrial customers.
However, the portion of the output that the public system may sell to nonexempt
parties over the life of the bond issue is limited to 25 percent.

The ability of a publicly owned utility to sell some of the output of a
plant during its early years of operation allows the utility to provide for

expected growth in its own power needs in an efficient manner. For example,
for a utility estimating its po 'r supply needs for 1995, prudent planning
necessitates that it construct facilities that will provide more than enough
power for its system in 1986 or 1990. This type of planning is traditional in
the electric utility industry, and economically imperative for facilities that
have relatively long lead times. Selling excess capacity that is available
during the early years of operation of a new facility allows utilities to take
advantage of the economies of scale inherent in electric generation and
maximize the efficient use of the nation's electric energy system.
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The proposed 10%/$10 million limit is arbitrary and ignores the tasic

economic and technical realities of providing electric energy from publicly

owned facilities. Electric power plants take from five to twelve years to

build and come into service in relatively large increments. While the demand

for electric power in a utility's service area may grow at an annual rate of 2

to 3 percent, it is generally impractical and inefficient to add electric

generating facilities at this rate.

This is not unique to the power industry, but it is Intensified by the

large scale and long life of the most efficient generating units. Any industry

planning capacity additions based on projections of future needs will construct
larger facilities than necessary for its immediate needs. Faced with excess

capacity in the short-run, prudent managers will try to minimize the amount of

unused plant. In the electric power industry, managers do this by selling the

excess output in the early years. This prevents resources from remaining idle

and lowers the cost of electric power to all consumers. The 10%/$10 million

limit would virtually eliminate this practice for publicly owned electric

systems.

The 10%/$I0 million limit, as it applies to public power, is also contrary

to the objective of eliminating anti-competitive and distortive effects on the

economy. Publicly owned electric utilities provide the major source of
competition to the dominant, investor owned utilities in the electric power
sector of the economy. Publicly owned utilities provide an effective benchmark
against which to compare the performance of the much larger investor owned
systems. H. R. 3838 would not impose new restrictions on investor owned
utilities comparable to the 10%/$10 million limit imposed on public power.

While the current limit of 25% of output that may be sold to non-exempt

parties encompasses only take-or-pay or similar "output" type contracts, H.R.

3838 defines "use" in such a way as to suggest that all contract sales would be
included under the proposed 10/$10 million limit. This would Mean that all

sales to large commercial and industrial customers that might be made under

contract terms different from the way electric service is available to the

general public would be Included under the limit. Under such a rule, no small
utility could prudently bid to serve large customers. It would be foolish and
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dangerous for a small utility to make capital expenditures in order to serve a

large customer absent a contractual commitment by that customer. This

interpretation of "use" would constitute yet another impediment to the

continued competitiveness of publicly owned utilities since there would be no

similar restrictions placed on investor owned utilities and rural electric

cooperatives. Sound fIscal management demands that a utility have some

guarantee that a large new customer will use, or otherwise pay for, substantial

plant additions demanded by it. Current law allows utilities to enter into

"take or pay" contracts if the demand of each customer is de minimis (less than

3 percent), or if total contracted demand does not exceed 25 percent. Under

H.R. 3838, however, a publicly owned utility could not require such contracts

and be assured that a single customer's use or an aggragation of such uses

would comply with the bill's limits. As circumstances change, the tax exempt

status of bonds issued for this utility's projects would remain in jeopardy,

Without the availability of tax exempt financing, an important incentive for

large customers to locate within a public power community would be removed,

Instead, utilities will have to rely on less binding arrangements or refuse to

build a plant to serve the prospective customer's load.

To illustrate the broad range of problems caused by the 10%/$10 million

rule, consider the following examples of the potential negative impact of this

proposal:

--Eugene, Oregon; Austin, Texas; Sedttle, Washington. Local governments,

including publicly owned utilities, are actively pursuing energy conservation

programs to reduce the need to make substantial capital investments in

generating facilities, These programs include providing residential and

commercial customers with weatherization materials, or offering loans, grants

and rebates allowing them to purchase other conservation devices. Certain

public power communities such as Eugene, Oregon, and Seattle, Washington, have

used tax exempt bonds to finance these programs. Recently, voters of Austin,

Texas, approved a tax exempt bond issuance expanding considerably the city's

energy conservation program. The city's program has already saved over 50

megawatts of peak electrical demand at a cost of $300 to $700 per kilowatt,

compared with the $1,200 per kilowatt of coal-fired generating plant. If H.R.

3838 is enacted, Austin would no longer be able to proceed with this bond
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issuance. Instead, the city would have to fund efficiency Improvements with
revenues at approximately five times the cost of the bond issuance, or else

incur an even greater expense of building new power plants. Given the

considerable economic benefits which Austin and other public power communities
could derive from these programs, the tax exempt financing of such programs
should not be jeopardized by the artifical restraints of H.R. 3838.

--Southern Minnesota Municipal Power Agency ("SMMPA). SMMPA, a joint
action agency serving 21 Minnesota public power communities, is examining the
feasibility of Joining with Manitoba Hydro to exchange power on a seasonal
basis. This project would require SMMPA to build certain transmission
facilities. SMMPA estimates that the total cost of these facilities, assuming
tax-exempt bond rates of 9.25% and taxable rates of 10.525%, would rise nearly
$17 million if H.R. 3838 were enacted.

--Lower Colorado River Authority ("LCRA'). LCRA is a Texas public power
system which sells power at wholesale to municipally and cooperatively owned

utilities. The Authority plans to issue $1.5 billion in tax exempt bonds over
the next seven years to finance construction of 2 lignite plants. Applying the

$10 million limit, only .66 percent of the output of these facilities could be
sold to its rural electric cooperative customers using tax exempt financing.

--Austin, Texas Electric Department. Austin plans to issue $950 million
in bonds over the next six years to meet its system's capital needs. At the

same time today, this public power system's largest industrial customer,
Motorola, is providing $7 million In revenues or nearly two percent of its
total revenues. A question may arise in the future over the extent to which
the utility can continue to provide power to Motorola without violating the $10
million limit.

-- Intermountain Power Agency ('IPA"). IPA is a joint action agency
comprised of 23 Utah municipal utilities which are investing $4.7 billion in
two coal-fired power plants. A limited portion of the output of these
facilities will be sold to six rural electric cooperatives and one private

utility. Again, if the $10 million were in place, the effective percentage
rate here would be .2 percent.
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--Municipal Electric Authority of Georgia ("MEAG"). MEAG is a joint

action agency comprised of 47 Georgia public power systems who are

participating with Georgia Power in the construction of several plants. MEAG's

financing of its Project I totals $2.7 billion and, in the early years of this
facility, much of the output of the plant is being sold to the private utility

in compliance with the 25 percent rule. In marked contrast, if the $10 million

limit were in place, less than one-half of one percent could have been sold to

the private utility.

Reducing the viability of publicly owned utility operations would lessen

competition in the industry and foster the distorting effects of monopoly

power. Such a result is intensified by other parts of H.R. 3838 which would

continue many of the tax subsidies to investor owned electric utilities, and

thereby enhance their economic power.

The goal of tax reform would not be served by applying the 10%/$10 million

limit and its artificial and unrealistic definition of "use" to public power

bonds and other traditional public purpose tax-exempt financing. In the case

of public power, the current 25 percent limit has proven sufficient to prevent

abuses and, at the same time, allows the efficient construction and operation

of facilities.

State Volume Caps. H.R. 3838 contains a system of state volume caps that

would apply not only to nonessential function bonds, but also to general

obligation and essential purpose revenue bonds, including in some instances,

electric revenue bonds, If non-governmental "use" (as broadly defined in H.R.

3838) exceeds $1 million, but does not violate the 10%/$10 million limit, it is
still subject to a state volume cap. This provision would require many public

power entities to compete for allocations under their state's or states' volume
caps. Under such a chaotic system, long-range planning would be rendered

impossible since capital expansion plans would be subject to the political

vagaries of the allocation competition. Obtaining an allocation for facilities

that might serve some out-of-state users (a commonplace in today's integrated

electric utility industry) could become especially difficult; for example, the

Sam Rayburn Municipal Power Agency In Texas could experience such difficulties
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because it not only serves communities in that state, but also one in
Louisiana.

Arbitrage and Early Issuance Rules. Under current law, publicly owned
utilities are permitted to take advantage of arbitrage opportunities under
specific, limited conditions. The revenues provided by arbitrage are used to
reduce the costs of constructing energy facilities and thereby lower electric

rates to consumers. The H.R. 3838 arbitrage proposals would increase the
financing costs of publicly-owned power suppliers by restricting their ability

to earn legitimate arbitrage. It would require the rebate to the Treasury of
all investment income earned in excess of the average coupon on a particular
bond issue, with no allowance for the recovery of reasonable costs of Issuance.
The rebate requirements are complex, and would be particularly onerous for the
many very small essential purpose bond issuers.

There is no practical point in making arbitrage rules so restrictive that

the arbitrage earnings foregone simply result in larger sized bond issues at
greater cost. It makes no sense to increase the volume, expense and complexity

of bond issues when it Is questionable whether there would be a net benefit to
the Treasury.

In alition, the proposal ignores fundamental practicalities of financing
long-term construction projects efficiently. Conventional power plants can

take from 5 to 12 years to build, and it is inherently inefficient and totally
unreasonably to--as the proposal would require--spend 5% of bond proceeds
within 30 days of Issuance and all bond proceeds within three years. Such a
restriction would result In multiple Issues for long-term construction
projects, with attendent higher Issuance and administrative costs. This would
be grossly inefficient and impractical in the case of a simple homebuilder, let
alone the multi-million dollar, multi-year construction of a project as complex
as an electric power plant.

Publicly owned utility financial managers would be limited in exercising

their professional judgment in the structuring and timing of bond sales. The
efficient size of a particular bond issue depends on factors such as the total
cost of a project, the length of construction time, current and expected
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interest rates, issuance costs for various volumes, and other factors. Public

power financial managers would be effectively precluded from considering these

factors. Instead, they would be tied to arbitrary and unrealistic criteria of

spending a significant amount of the proceeds over short time periods that have

no relation to the size and construction schedules of projects.

Whatever ones purpose, arbitrage restrictions which limit and/or require

that arbitrage earnings be rebated to the Treasury would seem to be sufficient

without the additional stricture of the proposed early issuance requirements.

That such layered penalties should be proposed for essential purpose tax-exempt

bonds suggests not merely an intention to reform, but a determination to

harass.

Advance Refunding. The House bill would restrict the number and amount of

advance refundings of many public power bonds and prohibit the advance

refunding of some issuances. These proposals would severely restrict a

publicly owned utility's ability to efficiently manage its debt--the way other

enterprises do--to lower costs to conumers. They would limit an issuer's

ability to take advantage of lower interest rates, to restructure debt service

to match a changing revenue stream, or to mitigate the effects of an overly

restrictive bond indenture. In short, they would seriously impair an issuer's

ability to exercise sound financial management.

Advance refundings do temporarily increase the volume of tax-exempt bonds

outstanding, but they can also substantially contribute to an issuer's

financial soundness. The attempt to reduce the volume of tax-exempt bonds by

eliminating advance refunding undermines local government's right to issue

tax-exempt bonds, and the basic economic benefits they derive from them.

Taking away a publicly owned utility's ability to manage debt efficiently adds

significantly to financing costs and strikes at the very heart of the right to

use tax-exempt financing.

Current law prohibits the advance refunding of IDBs. If there are

additional private purpose tax-exempt bonds that should be similarly

restricted, it may be appropriate to change existing law for that purpose.

H.R. 3838, however, goes beyond the objective of restricting private uses of
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tax-exempt bonds and attacks essential public purpose financing. There is no
justification for changing existing law as it applies to the advance refunding
of governmental purpose bonds issued by public power entities.

Reporting Requirements. The proposal would extend to all tax-exempt bonds
the 10B reporting requirements of current law. Should issuers fail to file
reports, the bonds would lose their tax exemption. This proposal would be both
burdensome and unnecessary. A reporting requirement designed to police the
issuance of private purpose industrial development bonds is totally
inappropriate for public purpose obligations and is In no way related to the

stated goal of tax reform.

Effective Date. The bond market disruption caused by H.R. 3838's January
1, 1986, effective date for its tax-exempt bond provisions is an example of
dereliction of legislative responsibility. The uncertainty and additional
costs imposed upon state and local governments by what remains, not law, but
merely an ill-considered proposal, is inexcusable. While this problem has been
created by the House, we urge the Committee to acknowledge the seriousness of
the situation and work to bring about a speedy solution.

Other Provisions. H.R. 3838 establishes an important precedent which
could erode the tax exempt status of state and local government bonds. Under
the bill's individual and corporate alternative minimum tax provisions,
interest income received from 'nonessential" government bonds would be taxable.
This requirement ignores the fact that many of these facilities are government
owned and operated. Moreover, property and casualty insurance companies will
be taxed on a limited amount of interest income received from all government
tax exempt bonds in their portfolios. These changes will make it more
difficult to market tax exempt bonds and, ultimately, could raise interest
costs for state and local government borrowers.

CONCLUSION

Private entities should not benefit unreasonably from tax exempt
financing; however, H.R. 3838 goes far beyond that limit by placing government
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agencies in a planning "straight jacket." Public power systems will face rigid

limits dictating their use of tax exempt financing while trying to compete with

private power companies who will still retain significant tax advantages.

Public pcwer systems will not be able to make long-term commitments to

participate in any joint projects, even within the bill's limits, because of

uncertainty from one year to the next over receiving a state volume cap

allocation. Public power systems will not be able to assist their communities

in attracting new industries because of the risk of losing their bonds' tax

exempt status. In short, artificial tax code considerations, and not sound

energy practices, will drive public power systems to build inefficiently sized

plants or duplicate transmission lines to avoid the financial consequences of

losing their tax exempt status.

We urge the Committee to disregard the tax-exempt bond provisions of H.R.

3838 and adopt current law as a point of departure for consideration of reform.

Abuses of tax-exempt bond financing should be corrected. This can be done

without joining the attack on the legitimate use of such financing by state and

local governments for traditional public purposes.
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ANDERSON CHEMICAL COMPANY

Superior water-Irestlng chemicals and complete field service

1840 WATERVILLE ROAD, P. 0. BOX 4507, MACON, GA. 31213, PHONE 912-745-0466

February 7, 1986

Attn: Betty Scott-Boom
The Honorable Robert Packwood
Chairman, Senate Committee on Finance
219 Russell Senate Office Bldg.
Washington, D. C. 20510

Dear Senator Packwood:

I would like to personally join forces with the National
Association of Manufacturers in urging you to set aside
tax reform for now, and turn your attention to the nation's
twin problems of deficit spending, and trade.

I believe that the House version of the Tax Reform Bill,
H.R. 3838 that is now before your committee for considera-
tion is irreparably flawed and the bill as it exist should
not be considered.

We hope you will include this letter in the written hearing
records as part of your Senate Finance Committee hearing
and consider setting aside tax reform dt this time to con-
centrate on our two, in my opinion most, most serious problems.

Sincerely,

ANJRSON CHEMICAL COMPANY

K. (Jet) Anderson
[ resident

RKA: mn
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ARIZONA STATE
U N IV ER SIT Y _ ____, ARZONA,34,,

FEB 2 D 1986

The Honorable Bob Packwood, Chairman
United States Senate Finance Committee
207 Dirksen Buirding
Washington, D.C. 20510

Dear Senator Packwood:

H.R. 3838, the "Tax Sim;plification Act of 1985", as passed
by the House of Representatives and referred to the Senate
Finance Cozmmittee, contains a number of provislon3 that
would, if included in the final version of tax reform
legislation, adversely affect colleges and universities and
their faculty and staffs. As we understand it, the sections
in the bill passed by the House of Representatives were not
proposed by the President, but were included in the bill 1,y
the House Ways and Means Committee.

Overview of H. . 3838 Provisions That Affect Retirement
Plans. Among the most important of these provisions are
probably those that affect the retirement laws that apply to
university faculty and staff. The major changes in H.R. 3838
are:

--the amount that a university faculty and staff
member mal' annually contribute to tax sheltered
annuities (TSAs) would be decreased from the current
level of 20% of salary, up to $30,000, to $7,000.
Any TSA contributions would reduce, dollar for
dollar, the contribution that university faculty and
staff may contribute to an IRA;

--the purposes for which withdrawals of contributions
to tax sheltered annuities could be made would be
limited and additional restrictions and penalties
would be imposed on withdrawals

--certaii, "non-discriminatory" tests would be applied
to all university retirement programs; and

--the existing tax exemption for :IAA/CREF would be
revoked.

A discussion of each of these and our concerns follows.

Reduction in Tax-Deferred Annual Rec-remcnt. Ccinributions.
An e=:rpla cesot ' the ac*eroe !f7uct hiat te new
limits would have on a faculty' mrer's ret:rcmult planning
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and taxes. Assume that an Arizona State University faculty
member's salary is $40,000; this salary level is
approximately that of a full professor. Currently, that
faculty member could contribute $8,000 each year to a tax
deferred retirement plan; in addition, the faculty member
could contribute $2,000 annually to an IRA. Thus, total tax
deferred contributions toward retirement would be $10,000
annually.

If H.R. 3838 becomes law, only $7,000 could be contributed
annually on a tax deferred basis. As we understand it, if
the individual has a TSA and contributes as much as $2,000
to the TSA, no amount could be set aside in an IRA. In
effect, an individual would be prohibited from having both
an IRA and a TSA. If the individual in the example is at
the 33% marginal tax bracket, then the additional taxes --
compared to those under current law -- would amount to just
under $1,700 a year.

The result of higher taxes and less retirement income when
a faculty member retires seems to go against the objectives
of making our retirees less dependent on Social Security.
Moreover, the proposals can be classified as "anti-savings"
and "anti-investment"; as such, they are economically
counterproductive at a time when savings and investment need
to be encouraged.

At Arizona State University, over 1,200 faculty and staff
members, or 26%, currently have TSAs; they could be
adversely affected by these provisions. These individuals
participate in plans offered by 33 companies. We support
continuing present law that allows tax deferred retirement
contributions up to 20% of salary and IRAs. In all events,
the proposed $7,000 annual cap is too low.

Withdrawals From Tax Deferred Plans. H.R. 3838 would also
limit the purposes for which withdrawals before age 59 1/2
could be made from contributions to retirement accounts.
Currently, there are no significant limits.

U Lhw Senate accepts the 1Iouse-pacood version, withdrawals
would be prohibited before age 59 1/2 except for separation
from service, financial hardship, death or disability. A 15%
penalty tax would be applied for withdrawals for financial
hardship or separation from service. The proposed penalty
appears to conflict with the purpose of allowing
withdrawals; it has the ironic result of penalizing those
most in financial need through a special tax.

in additicn to : ob1z.n rn= rn~ity ::.-. 3S30 would
require distribution to begin at aye 70 i,,, ;:c&ardlhsa of
the actual retirment data. A 50% excise tax would be
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imposed on the amount that should have been distributed, but
was not, as an incentive to assure distributions. In
concept, these provisions conflict with the Federal laws
that prohibit discrimination against the aged, e.g., forced
retirement. The provisions in H.R. 3838 would force those
who have de ayed a career and began saving for retirement
late in life, e.g., married women who may have stayed out of
work to raise children, to pay taxes on funds that they are
attempting to accumulate toward a decent retirement.

Non-Discrimination RequirementA for Retirement Plans. The
House-passed bill would also require universities to assure
that their plans met complicated "non-discrimination"
requirements. As the American Council on Education has
pointed out:

"In the absence of evidence that a substantial
problem of discrimination exists in college
pension plans, college budgets should not be
heavily and unnecessarily burdened with inside
administrative costs and outside legal, actuarial
and accounting expenses in order to prove
comparability to the Internal Revenue Service on a
continuing basis and to possibly restructure
retirement plans. Application of the existing
comparability tests to the multiple and widely
varied retirement structures that exist at many
educational institutions could, we think, simply
result in saddling colleges with large unproductive
administrative costs."

We believe that the provisions in H.R. 3838 on "non-
discrimination" are unnecessary and expensive. They
represent unneeded complexity in our tax laws and redound
to the benefit of accountants and attorneys whose services
would be required. At the same time, the benefits of the
retirees for whom the plans were developed would be reduced
by thee unnecessary expenses.

TIAA/CREF Taxes2 H.R. 3838 would repeal the existing
exemption from Federal taxes the TIAA/CREF enjoys. Again,
as the American Council on Education has.pointed out:

"The imposition of a proposed tax on the TIAA/CREF
pension system, as currently structured, would have
the immediate effect of reducing the TIAA retirement
income of 150,000 retirees and the pension benefits
arising from past and future contributions to TIAA
for 850,000 partic-pants accnuuatizng btr.3fit5. The
iMpact on =. * -: -man$:.sn.:u :lnr ha
jignil Icant."
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As a practical matter, H.R. 3838 would probably merely
require TIAA/CREF to reorganize in a way that would permit
it to retain its tax exempt status. It would, however, have
to undergo the needless administrative and legal costs of
such a reorganization with the resulting coats and loss of
income to participants.

We understand the need to make the tax laws more equitable.
Nevertheless, we believe that -- for the reasons set out
above -- the provisions in H.R. 3838 affecting the
retirement benefits of faculty and staff at colleges and
universities are inappropriate ways to achieve these
objectives. These provisions could adversely affect our
ability to compete with the private sector for qualified
faculty and staff. The private sector, of course, has
significantly more flexibility to affect any changes in
retirement laws. We strongly recommend that the Senate
Finance Committee amend the House-passed bill to retain the
current laws regarding tax-sheltered annuities.

We appreciate the opportunity to submit written comments and
we hope they are helpful to the Committee.

Sincerely,

Russell Nelson
resident

A; TAX. TXT
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ARTHUH A-NDERSEN Co.

tF FTEt OF FEDERAL SR' JES r 666 K< STNEF , .%

WVASHZsGTo. D C 20006
l.:T9M S DIRECT DIAL %' 41ERe

(202) 862-3206

December 9, 1995

Mr. Dav:d Brockway
Chief of Staff
Joint Com.ilttee on Taxation
Longeorth House Cffoce 3jilding
Room 1015
Wasnington, D. C. 20515

Mr. Robert J. Leonard
Chief Tax Counsel
C-,tmttee on Xes & Means
Longworth Houss Office uillinq
Room 1i36
Washington, D. C. 20515

r. Kenneth J. Kies

Minority Tax Coinsel
Committee on '43y "eani
Longworth oose Office -6UiliLng
Room 1106
Wasos.ngton, D. C. 2'n%5

Gentlemen:

Enclose is a c-;-y, of an 3nal.' - e av-e rz:-iared, tompar n;
certain s.neots Df tr.- Wa/s 6 "heana Co'ntt,- tax reform nilI to the
RepubIcan Alta-?atve for ,nd:'i 1031 taxpayers. ?elev'--nt 0sopt:os 03>2

in preplr:nrg tni cra::on are artachef.

Becise 'ir.-;s trx reform couo,:,i. nave 7any nit -:frnc-s relatng.
to rate It'-t~a an>-:coe 1tsal -i5on no L- a I~
9eemp>t i, no-------------: to mna'.± c -O3 r rno. :n> I, , oi'paz cort t

tamelox. /e' k0 ec Lsl-tt!C to D.3.. ne.ret_ tDrs

a1ternaI '"I tI < r-f r at zsao 'o : z 0,le Z, 'I ypot-e :, i i t.aI
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restroro:- on,' t.',:rc '1 cvioc ba'. 'm; _ 0ar' n r'c : t0 5:1st ce
exoebotelt 00' -:lv'm
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ARTHUR ANDERSEN & Co

- 2 - Dece-rber 9, 1985

We have not made a similar corpa:ison of the Cormittee bill and the
Republican Alternative for other types of taxpayers, e.g. single taxpayers,
heads of ho-useholds or nonitemizers. Furthermore, we have not made
comparisons of the two proposals that reflect differences that might arise,
for example, in computing adjusted gross income or the alternative minimum
taxable income. It would obviously be necessary to make such comparisons, as
well as to examine other differences affecting business, international trade
and capital formation, before drawing conclusions as to the relative merits
of the two tax plans.

We would oe pleased to answer any questions you might have
concerning this analysis.

Very truly yours,

ARTHUR ANDERSEN & CO.

3y

Stephen R. Corrick

DAK

Enclosures
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ASSOCIATION OF BRITISH INSURERS

ALDERMARY HOUSE, QUEEN STR'Er, LONDON, EC4N ITT
TELEPHONE 01-248 4477

Excise Tax on Tinstrance Premitums Paid to Force
Insurers and Reinsurers

The Association of British Insurers (ABI) offers the following
comments on the House of Representatives' proposal to amend the Federal

Excise Tax ('FET") on foreign insurance. We respectfully request that
these comrents be made a part of the record of the hearings conducted by
the Senate Finance Committee on January 29-30 and February 3-5, 1986. The

ABI is a trade association comprising 424 life and casualty companies,
representing approximately 80% of the UK insurance market.

A. Present Law. Present law imposes an excise tax (subject to certain
cxem-:tions) on any insurance transaction with a foreign innurer if the
transaction involves the insurance or reinsurance of a US risk. The income
tax treaty between the US and UK expressly provides an unconditional waiver
of the VET.
B. House of Representatives Provision. H.R. 3838, the "Tax Reform Act of

1985," would convert the unconditional waiver in the UK treaty into a
'conditional" ^aiver. The House provision would tax the UK insurer on a
transaction now wholly exempt under the treaty, if the UK company later
reirsures a policy covering any US risk to a reinsurer from a non-exempt
country. The reinsurance arrangements of a UK company are to insure that
company and are not the reinsurance of US risks.

In addition, the House provision would: i) require the US broker or
insured responsible for transmitting premiums to withhold the tax, thereby
causing the exempt insurers to apply for a refund; and (ii) increase the
rate on reinsurance of US casualty risks from one percent to four percent.

C. Unilateral Abrogation of US/UK Tax Treaty. The Committee stated that
the excise tax provision does not violate the US/UK tax treaty because the
exemption is continued for the payment of premiums to UK companies, and
such premiums are only taxed if the UK company subsequently reinsures any
part of those policies to a non-exempt third party reinsurer. The
reinsurance of US risks theory is not accepted by UK insurers. This
strained legal interpretation of an unconditional treaty exemption violates
both the language and the legislative history of the US/UK tax treaty. The
Committee's argument looks behind the transaction, and beyond the borders
of the US. It creates an unprecedented and unadministrable burden on UK
insurers to become revenue agents for the IRS.

The Senate Foreign Relations Committee Reoort explanation of the US/UK
Double Tax Treaty states unequivocally that:
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No US excise tax will be collected if the UK insurer has no US trade
or business, regardless of whether or not it reinsures the risk.
(Emphasis added). S. Exec. Rep't. No. 96-5 at 8.

Moreover, the IRS and the courts have never extended the tax to secondary
reinsurance transactions. The tax has only been applied to outbound
transactions which originate in the US.

D. No Evidence of Abuse. The Committee Report erroneously asserted that,
under present law, reinsurers in non-exempt third countries may obtain a
substantial part of the exconomic benefit of the US/UK treaty excise tax
waiver. We understand the Committee's proper concern about "treaty
shopping" or the intentional use of treaty benefits by ineligible parties
to avoid tax. This complicated provision was formulated, however, to
correct a perceived abuse that all the available quantitative evidence
indicates does not exist in practice.

The UK Government, at the request of Congress and the Treasury
Department, expended significant resources to produce a survey of the major
insurers and reinsurers in the UK. That survey was unfortunately released
too late for the House or the Treasury to adequately review its findings
prior to the mark-up of H.R. 3838. Even the Committee acknowledges,
however, that the survey data can be interpreted to suggest that
"third-country reinsurers generally do not affirmatively initiate large
'back-to-back' facultative insurance transactions involving US risks
through UK conduit entities." In simpler words, the evidence indicated
that the abuse of greatest concern to the House does not exist in the UK
insurance market.

The Committee Report has implied that the UK Government has not
considered the possibility that numerous individual contracts for US risks
may be reinsured in the aggregate with non-exempt insurers. A special
study was made by the UK Department of Trade and Industry, which regulates
UK insurers, of the 1984 returns for non-life business of the sample of
companies participating in the earlier study. This study found no evidence
that substantial proportions of their reinsurance were placed with
individual reinsurers in non-exempt countries. In short, there is no
evidence of collusion with non-exempt insurers to reinsure large numbers of
US contracts in the aggregate.

A second conclusion substantiated by this study and a subsequent UK
analysis, which the House Report notably failed to acknowledge, is that
economics and UK Governmental regulation already preclude a non-exempt
third party insurer from using a conduit entity in the UK to avoid the US
FET. The UK company must assume substantial insurance liabilities in the
tax avoidance transaction described by the Committee for a savings of the
FET which is nominal, by comparison. A detailed analysis balancing the
minimal amount of tax savings versus the high level of additional liability
assumed by the fronting company conclusively demonstrates that such a tax
avoidance mechanism would be economically disadvantageous to a UK insurer
or reinsurer.
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A memorandum by the UK Department of Trade and Industry, recently
submitted by the UK Government, explain in detail that UK legislation
would inhibit the establishment of a "fronting" company to serve as a
conduit to a non-exempt reinsurer. Moreover, the solvency margin
requirements would discourage existing cGmpanies from "fronting."

An additional study was submitted to Treasury which reviews US
reinsurance placed with foreign counties, using data collected by the US
Department of Commerce (no comparable data is available from the UK). If
the abuse described in the Committee Feport were prevalent, we would expect
that there would have been a significant increase in placements into the UK
after the treaty's ratification. That data demonstrates that (i) the rate
of increase in the US reinsurance ceded to the UK has been significantly
less for the four-year period after the treaty's ratification in 1980 than
for the five-year period before, and (ii) the rate of growth for the UK in
the four-year period after the treaty's adoption has been less than for any
other country, except the Latin American Republics, for which data is
reported by the Department of Commerce. These findings support the
conclusion that the unconditional waiver in the UK treaty has not provided
an incentive to place reinsurance with the UK in order to avoid the tax.

E. Proposal in Unadministrable. Compliance with this provision would
require a British company to trace US risks through complex reinsurance
arrangements and then to allocate reinsurance premiums covering aggregate
risks to single contracts. Such a procedure is not part of current
industry practice. Policies are reinsured typically in a block by product
line that can include hundreds of thousands of individual policies. The
locations of the covered ri3ks in each policy are generally not identified.
For instance, a product liability policy for a multinational chemical
manufacturer may insure against risks in every country in which the
chemical products are sold. Such a procedure would require the development
of new and very costly systems for US business. Making these computations
at the time a contract is written would be impossible. This difficulty in
tracing reinsurance of US risks was a primary motivation for negotiating an
unconditional excise tax exemption in the US/UK tax treaty.

Finally, given the experience of British :ompanies in obtaining a
refund of the excise tax for the 5-year period between the treaty's
ratification (1980) and effective date (1975), British companies have good
reason to be sceptical of the effectiveness of a refund procedure. Neither
direct compensation nor a sense of obligation derived from ongoing business
relationships proved sufficient to ensure accuracy in brokers' returns, and
British companies believe the amount they received was far less than the
full amount due.

The refund procedure would inevitably deprive British companies of the
use of the funds withheld for several years. The allocation of reinsurance
premiums could not be made until the year end and would require several
months, at a minimum. If the US Government required audits of returns, as
it did previously, refunds might be delayed even further.

The amount withheld - 4% of gross premium - is substantial and could
make the difference between profitable and unprofitable experience on -
business. Under the Committee's proposal, the entire amount due could be
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withheld because the amount reinsured would not be determinable at the time
the insurance is written. The loss of investment return on these funds
would not be made up by a simple refund of the tax.

F. Capacity Shortage Would Increase. US insurers are currently
experiencing a widely publicized capacity shortage which restricts the
amount of risk they can insure. Reinsurance from the UK enables US
companies to reduce and diversify their level of risk and allows them to
write new business. It would be contrary to US policyholders' interests to
adopt a measure which would deter British companies from writing or
reinsuring US business, or would indirectly contribute to an increase in
existing rates.

G. Conclusion. The UK Government has more than adequately demonstrated
that the example of abuse provided as the rationale for the amendment is'
not justified. Before legislating burdensome and costly new administrative
requirements applicable to the UK insurance industry in abrogation of US
treaty obligations, it is reasonable to suggest that the Senate should
request the Treasury or Joint Committee to demonstrate a need for such a
change. In the absence of clear and convincing proof of abusive
transactions, we request that the provision be amended to preserve the
unconditional waiver of the excise tax in the US/UK treaty.

We appreciate your consideration of these issues.

Respectfully yours,

K.E. Loney
Manager, Taxation and Accountancy
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The Association of General Merchandise Chains, Inc. (AGMC)

submits this statement for the Committee's record in its hearings

on comprehensive tax reform. AGMC hopes that comprehensive tax

reform will be enacted during 1986, and supports fundamental

reform of the Federal income tax system, with the -goal of making

the tax system more equitable for all corporations and individuals

in the United States.

AGMC represents the nation's pricecompetitivegeneral merchandise

retail industry. AGMC's membership includes retail companies

that operate more than 20,000 discount, variety, dollar, junior

department, family center, off-price, factory outlet, catalog

showroom and other general merchandise stores. These companies

range in size and include many of the nation's largest retail

chains as well as companies active in one or more regions of the

country. AGMC member stores are located in all 50 states, and

account for over $50 billion in annual sales.

On May 28, 1985, President Reagan proposed a plan for compre-

hensive tax reform. The President's plan seeks a transformation

of the American tax system to one that is 'clear, simple and fair

for all." AGMC supports the fundamental restructuring of the

corporate and individual income tax laws contained in the President's

tax proposal, and we intend to assist in the effort to bring a

greater degree of fairness to the nation's tax laws. The tax

proposal is a positive step on the road to making the Federal

income tax system fairer, simpler, and more equitable for retailers

in particular, and for the overall business community in the

United States.
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In December 1985, the House of Representatives passed R.R. 3838,

the 1985 Tax Reform Act. AGMC supports the restructuring of the

corporate and individual income tax laws contained in the bill,

and we intend to assist in the effort to bring a greater degree

of fairness to the nation's tax laws. The bill is a positive

first step on the road to making the! Federal income tax system

fairer, simpler, and more equitable for retailers in particular,

and for the overall business community in the United States.

The current corporate tax system is full of inequities. To

date, most capital-intensive industries are able to take advantage

of tax deductions which drastically reduce their effective tax

rate, while most labor-intensive industLiies bave few deductions

and pay high effective tax rates in comparison.

The result is that a significant part of the business community

pays little or no taxes. Their low tax payments come at the

expense of other industries. For example, according to newspaper

reports comparing K mart with others, K mart Corporation had

profits of $1.3 billion over the last three years, while the

DuPont Corporation earned twice that amount: $2.6 billion. But

under current corporate and Federal income tax laws, K mart -- a

retail chain -- paid $554 million, while the twice-as-profitable

DuPont -- a chemical company -- paid only $100 million in Federal

income taxes. This points out the unequal tax burden that results

from the differing tax breaks available to differing industries

under the current Federal corporate income tax laws.

The current Federal tax system causes too many'business
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decisions to be made solely for tax reasons, not for economic

reasons. Indeed, certain industries structure their business

decisions primarily to reduce their tax liability. We believe

that decisions made solely for tax reasons result in economic

distortions. These continual distortions weaken the United

States economy, and make it more difficult for United States

businesses to compete in the worldwide market.

Many provisions in the present Federal income tax system

benefit industries other than retailing, even though wholesale

and retail trade today constitute one of the nation's largest

industries. In fact, retailing employs more people than any

other segment of the economy, and employment in our industry

continues to grow. Manufacturing sectors of the economy receive

much more attention, and more favorable tax treatment; we believe

that a fairer, more even-handed tax system would better recognize

the contribution that the retailing and service industries make

to the overall economy.

Retailers are encouraged by the overall design of H.R. 3838

and the President's tax plan; we believe we would be fairer to us

than the present system. To us, the most important feature of

the President's tax plan is the proposal to reduce corporate

income tax rates. Retailers in general have a high effective

tax rate resulting from our inability to take advantage of certain

tax breaks available to other industries. High Federal income

tax rates are particularly damaging to the significant number of

small retailers.

Reducing the current top 46% corporate tax rate while retaining
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the graduated rate structure will reduce the existing Federal

income tax disparity among differing industries. Reduced graduated

corporate income tax rates will be especially beneficial to the

numerous small retailers in the U.S.

AGHC supports one important feature of the House-passed

bill, which reflects a change that the Administration has already

made from its original proposals for corporate tax rates: the

recognition that the nation's smallest businesses should not be

subject to the maximum corporate tax rate. In retailing and the

rest of the economy, small business is a major source of employment

and innovation. By retaining a graduated rate structure for

small corporations with taxable income of $140,000 and less, the

Administration's present proposal takes a needed step in the

right direction for smaller enterprises.

Another key aspect of the House-passed bill is the proposal

for a partial dividends paid deduction. Currently, corporate

profits are essentially taxed twice, since corporations pay

income tax on their profits, and individual shareholders pay

income tax when these profits are distributed as dividends. This

double taxation discourages individuals from investing needed

capital in all businesses, and particularly the retailing sector.

For many retailers, their employees also are stockholers. Being

both an employee and owner of a business encourages greater

interest and competitiveness among employees in the retail sector.

By providing partial relief from double taxation of corporation

profits, individuals will be encouraged to participate via equity

ownership, in business enterprises.
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Modification of the existing accelerated cost recovery

system is another important feature of tax reform. The current

system, enacted as part of the Economic Recovery Tax Act of 1981,

provides accelerated cost recovery for certain types of assets,

which has resulted in many non-economic incentives that acquire

certain types of assets. For retailers, our investment is primarily

in inventory, and only secondarily in tangible assets. As a

result, most retailers have not benefitted significantly from the

tax incentives the accelerated cost recovery system provides for

investing in certain tangible types of assets. A revised cost

recovery system, along with repeal of the investment tax credit,

would reduce the disparities which the accelerated cost recovery

provisions now cause-among differing industries.

While enactment of the House bill would help retailing

businesses, its main benefits would go to individual taxpayers --

our customers. While different individuals will be affected in

differing ways by the tax reform plan depending upon their individual

circumstances, overall consumers' tax burdens would be reduced by

the plan's simplification of individual marginal tax brackets,

reduction in tax rates, and the base-broadening restriction

and/or elimination of numerous deductions and credits available

under the current system. AGMC believes a lesa complicated tax

system will be more equitable for a greater number of individual

taxpayers.

Because the retailing industry is labor-intensive, it is

naturally concerned about tax reform proposals impacting employer-

provided fringe benefits. Other aspects of the tax reform plan
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affecting fringe benefits, such as employee savings and pension

plans, should also be carefully considered. Encouraging employee

saving and providing for employee financial needs after retirement

are important considerations for employees during their working

years; the tax system should not create new disincentives to

retirement savings for retirement.

Overall, however, retailers support most aspects of H.R. 3838,

and strongly believe the Senate should move forward now to enact

meaningful tax reform this year. AGMC endorses the general

thrust of the H.R. 3838, even though particular details of the

plan could be improved. On its own merits, the bill has much in

its favor: it would promote greater fairness among corporate

taxpayers, help simplify a tax code that has grown almost beyond

comprehension in complexity, and reduce tax burdens on most

individuals.

The House tax reform plan is also far preferable to other

approaches that some have suggested for achieving fundamental

tax reform. Unlike proposals for a value-added tax, a national

sales tax, consumption taxes or a surcharge on the corporate

income tax, H.R. 3838 would not aggravate inflation or unfairness

in the tax system, and would not harm the consuming public,

particularly low- and moderate-income consumers.

AGMC particularly opposes the business transfer tax proposal,

which would increase the already high tax burden on the retail

industry, increase complexity, potentially negatively impact U.S.

trade, and not achieve the greater fairness than would result if

the current tax system is reformed.
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The Administration has wisely rejected a value-added tax or

a national sales tax as unworkable. There are, of course, a

number of other serious drawbacks to such schemes. They are, by

their very nature, seriously regressive, falling most heavily on

those who can least afford to pay them. And they also build

inflation deeper into the fabric of the economy.

Imposing a corporate surtax, rather than undertaking fundamental

tax reform, will only accentuate the existing inequities in the

Federal income tax system. AGMC believes that it is time to move

ahead with reform of the present Federal income tax structure to

remove the disparities inherent in the present Federal income tax

law for different segments of the business community.

In conclusion, we again wish to indicate our support of the

H.R. 3838. Overall, we believe that it would simplify the Federal

income tax system, reduce tax complexity, and provide incentives

for economic growth. The current Federal tax system discourages

economic activity, and fuels taxpayer resentment. Corporate and

individual rate reductions in the proposal must form the basic

foundation of any tax reform legislation. The 1985 Tax Reform Act,

if enacted, will provide a climate for more rapid economic growth

by bringing needed fairness and efficiency to our tax system and

by freeing the market to allocate investment on the basis of

business sense, rather than to capture special tax breaks. The

time for tax reform is now, and H.R. 3838 generally goes a long

way to accomplish the needed reform of the Federal income tax system.
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INTRODUCTION

The Bankers' Association for Foreign Trade (OBAFTO)

is a trade association of money-center, regional and smaller

banks dedicated to promoting international trade and finance.

Its 135 U.S. voting members comprise virtually all U.S. banks

actively engaged in international banking and trade finance.

BAFT is submitting this statement in order to pre-

sent its opposition to section 602 of H.R. 3838, the 'Tax

Reform Act of 1985," which section would deny U.S. banks

foreign tax credits for gross foreign withholding taxes paid

abroad. BAFT believes there are many compelling reasons for

opposing section 602 of H.R. 3838: it is contrary to sound

tax policy; it is discriminatory because it is directed

solely against banks and other finannial institutions subject

to withholding taxes on cross-border loans; and it is unfairly

retroactive. However, in this statement, BAFT would like to

focus on the very damaging impact which section 602 will have

(in fact, already is having) on the ability of U.S. banks to

finance U.S. exports in highly competitive international mar-

kets. In this connection, BAFT's concerns with respect to

section 602 apply as well to the President's proposed per

country foreign tax credit limitation, which was strongly
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opposed last year by business and banking industry witnesses

before the Committee.

THE SCOPE AND IMPORTANCE OF TRADE FINANCING

Financing is a critical competitive component in

almost every export sale. Intense foreign competition and

debt problems abroad generally require that foreign buyers of

U.S. commodities and goods be quoted an Oall-in" price that

includes financing. U.S. exporters of commodities and goods

have therefore turned to their U.S. bank lenders to provide

this crucial financing component and to assume the associated

buyer credit risk. Money-center, regional and smaller banks

are meeting this need through increased emphasis on inter-

nationally competitive trade financing.

This emphasis is revealed in statistics on U.S.

bank lending abroad. As of June 30, 1985, U.S. banks had

$324 billion in total claims on foreign borrowers. Over 60

percent of the claims had a maturity of one year or less with

the majority representing short-term credits facilitating

exports. Of the total claims, $103 billion were to non-OPEC

lesser-developed countries (LDCs). Of that amount, 47 per-

cent had a maturity of one year or less.

Section 602 of H.R. 3838 and other proposals to

deny U.S. banks foreign tax credits for foreign gross with-
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holding taxes, would have seriously adverse effects on U.S.

bank export financing to countries which impose such taxes

-- countries which account for virtually all U.S. exports.

In fact, House passage of H.R. 3838, has already caused some

U.S. banks to stop export financing involving withholding tax

considerations, because of the legislation's retroactive denial

of foreign tax credits for gross withholding taxes.

In this statement, BAFT would like to explain how

and why reduced foreign tax credits in international lending

will, in turn, cause a significant reduction in private bank

financing of U.S. exports.

PROPOSED CHANGES TO THE FOREIGN TAX CREDIT

Like other taxpayers, U.S. banks that engage in

international activities are subject to foreign taxes on

income produced from such activities and are also subject to

U.S. income tax on the same income. The foreign tax credit

is the tax mechanism by which relief is obtained from the

double taxation of the same income that would otherwise

occur.

Current law entitles U.S. taxpayers, including banks,

to take a credit against U.S. taxes for taxes paid to foreign

countries on income earned in those countries. The credit is



395

-4-

calculated on an overall basis, meaning that the credit is

determined by adding together all of the creditable taxes

paid to all foreign countries. The credit that may be claimed,

however, cannot exceed the total U.S. tax on the taxpayer's

foreign source income. Thus, credits are not used to reduce

U.S. tax on U.S. income.

Fifty foreign countries impose gross foreign with-

holding taxes on interest paid to lenders outside the country.

See Exhibit A. The United States also imposes such a tax.

When a U.S. bank extends credit to a buyer in one of these

countries to purchase U.S. commodities or goods, the bank

becomes liable for payment of the withholding tax.

Under current U.S. tax law and regulations, U.S.

banks are able to take a foreign tax credit for gross with-

holding taxes paid on interest which they receive or accrue.

This availability of a credit prevents double taxation of the

same income and gives U.S. banks the same right as other U.S.

taxpayers to include such withholding taxes in their ove:all

tax credit limitation. While taxation systems differ among

countries, the present U.S. foreign tax credit for withholding

taxes is comparable to the treatment of such taxes currently

employed by our major export competitor countries -- Japan,

the United Kingdom and countries in Contineistal Europe.
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Section 602 of H.R. 3838 would disrupt this com-

petitive balance by imposing an artificial limit on the

amount of withholding taxes that could be claimed as a

foreign tax credit by a U.S. bank. Specifically, under sec-

tion 602, no foreign tax credit is allowed for any foreign

gross withholding tax imposed on interest income received or

accrued by a U.S. bank, to the extent that the withholding

tax exceeds the U.S. tax on the net interest income. With-

holding taxes disallowed under section 602 will be treated as

non-creditable taxes that cannot be carried back or forward

or deducted from foreign income. Such disallowed taxes thus

become an expense of lending to a withholding tax country bor-

rower which either must be absorbed entirely by the U.S. bank

or passed on to the borrower in higher pricing.

ADVERSE IMPACTS OF CHANGES IN THE FOREIGN TAX CREDIT ON
EXPORT FINANCING

If U.S. banks are denied a foreign tax credit for

the withholding taxes they pay abroad, they will not be able

to extend competitive financing in support of U.S. exporters,

because the competition will not allow them to pass this addi-

tional cost on to foreign buyers. In this connection, the fol-

lowirng examples from some of our members are instructive:
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0 A regional bank in the Southeast finances exports

by a tobacco dealer, who purchases tobacco from

U.S. farmers. The tobacco is to be sold to an Aus-

tralian buyer, who can also obtain similar grade

tobacco from Brazil or Korea. Australia imposes a

10 percent withholding tax. Because the Australian

buyer is an excellent credit risk, he can demand

top market terms from his competing suppliers and

their banks. In this case, to be competitive, the

U.S. bank quotes the Australian company a rate which

is 50 basis points over its cost of funds. This

results in a competitive market rate. This compet-

itive rate does not include the cost to the bank of

the Australian withholding tax which also must be

paid by the U.S. bank. If the U.S. bank could not

obtain a tax credit for the withholding taxes paid

in this transaction, it would have to pass the costs

on to the borrower, else the loan would be made at

a loss. However, competition from foreign suppliers

will not allow this cost to be passed on, since fore-

ign banks financing such suppliers can absorb the

cost of the withholding tax under their tax systems.

The result is U.S. financing is not available.
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0 A regional bank in the mid-Atlantic states discounts

foreign trade receivables for a major U.S. coal

exporter. Many countries to which the coal is being

exported impose a withholding tax on the interest

paid on such receivables. These taxes are absorbed

by the U.S. bank because of intense foreign competi-

tion in commodity export sales. Again, if.the U.S.

bank were denied a tax credit for the withholding

taxes paid, the U.S. bank could not absorb the tax and

its pricing would be non-competitive and the export

sale would be lost to foreign coal exporters and

their bank which could absorb the cost of the with-

holding tax under their tax systems.

Countless other examples could be given and, in each,

the result would be the same. Unilateral changes by the U.S.

in its foreign tax credit rules will prevent U.S. banks from

extending competitive financing to their U.S. customers and

export sales will be lost. In this regard, as the examples

above illustrate, trade financing is done to a great extent

by regional and smaller banks which are close to their local

corporate customers. Regional banks play an especially cri-

tical role in financing the exports of smaller business con-

cerns, new to the export market. Thus, reduced tax credits
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in international lending not only would cause our existing

exporters to lose sales but also would prevent newer and

smaller companies with export potential from ever reaching

the export market.

The effects of a reduced foreign tax credit for

foreign withholding taxes is likely to be particularly severe

on capital goods exports, which account for almost 50 percent

of U.S. exports (1984). Multinational companies with produc-

tion capabilities worldwide will generally adjust the sourcing

of these facilities based on many variable costs, one of which

is financing. For example, a U.S. auto manufacturer with an

assembly operation in Mexico has been purchasing components

from Japan and the United Kingdom. Financial institutions in

both Japan and the United Kingdom are able to absorb the with-

holding tax on interest charged by the Mexican government under

their tax systems, thus lessening the financial costs of these

purchases. When a U.S. bank was able to make the same type

of financing available, the Mexican company began sourcing

some of the components from the United States. Provisions

such as section 602 of H.R. 3838 would prevent U.S. banks from

extending such competitive financing and would thus force more

sourcing to occur outside the United States. Provisions such

as section 602 of H.R. 3838 would result in more U.S. jobs --
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not more U.S. goods and commodities -- being exported from

the United States.

ADVERSE IMPACTS ON U.S. EXPORTS

Trade balances are one indicator of a nation's com-

petitiveness in world markets. Large trade deficits indicate

a nation's inability to sell abroad as such as it purchases

from abroad. As Chart I illustrates, U.S. competitiveness

has steadily declined since 1960 as measured by its share of

the world market of exports and imports.

CHART I
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EXPORTS AND IPORTS
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Of the countries imposing withholding taxes, 23 are

industrial countries, 26 are less-developed countries (4LDC8)

and one (1) is a centrally-planned economy. For 1984, O.S.

exports to all industrial countries accounted for 61 percent

of total U.S. exports, while exports to all LDCs accounted

for 33 percent of total U.S. exports (see Chart II).

CHART II

TOTAL U.S. EXPORTS BY COUNTRY CATEGORY
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The importance of U.S. trade is not only in terms

of the balance of trade statistics but also as to how exports

translate into U.S. employment. Statistics recently published

by the Department of Commerce indicate the importance of remain-

ing competitive in foreign markets for the employment consider-

ations that result from the export of U.S. goods and services.

o MERCHANDISE EXPORTS accounted for nearly 25,000 U.S.

jobs per $1 billion of U.S. merchandise exports.

One out of every eight jobs in manufacturing is

attributed to exports, or in aggregate terms, mer-

chandise exports accounted for almost 4.5 million

jobs in the U.S. in 1984.

o AGRICULTURAL EXPORTS accounted for one out of every

four acres of U.S. farmland in production, and

represented 14.7 percent of U.S. exports in 1984.

The Department of Commerce estimated that agricul-

tural exports generated employment for over 700,000

persons in 1980.

o SERVICES exported generated over 2 million jobs in

1984.

U.S. exports by economic sector to all countries

are shown in Chart III. Capital goods (i.e., machinery and

equipment) accounted for the largest proportion (47 percent),
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while manufactured goods (15 percent) and agricultural pro-

ducts (14 percent) accounted for the next largest shares of

exports in 1984.

CHART III

TOTAL U.S. EXPORTS BY TYPE
1982-1985"
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ARGUMENTS FOR LIMITING THE FOREIGN TAX CREDIT ON
WITHHOLDING TAXES HAVE BEEN BASED ON THEORETICAL
AND MARKET MISCONCEPTIONS

The House Report accompanying H.R. 3838 sets forth

a number of purported reasons for denying or limiting foreign

tax credits for gross withholding taxes on the foreign loans

of U.S. banks. These purported reasons are all based on

theoretical or practical misconceptions.

First, it is suggested in the House Report that the

foreign tax credit somehow creates a financial incentive to

lend overseas. That is simply incorrect. As shown by the

examples previously discussed, foreign tax credits merely

permit U.S. banks to extend competitive financing to foreign

buyers of exports from the banks' U.S. customers. The U.S.

bank still makes only a very narrow margin in international

lending, which is determined by market competition. It would

be more correct to state that without the foreign tax credit,

U.S. banks could not lend competitively overseas, since com-

petition would force U.S. banks to lend at non-competitive

pricing terms.

Second, it is suggested in the House Report that

foreign borrowers from U.S. banks almost always assume the

economic burden of the withholding tax. Again, this is

factually inaccurate. The U.S. bank, not the foreign bor-
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rower, bears the liability for the withholding tax. U.S.

banks often assume the full cost of the withholding tax, i.e.

do not pass it on to the borrower in pricing, in order to be

competitive with foreign banks, as illustrated by the examples

previously given.

Third, it is suggested in the House Report that Onet

loans,' i.e. loans made at a stated interest rate net of fore-

ign withholding taxes, somehow confer an unfair tax credit,

since the borrower agrees to pay the withholding tax on behalf

of the bank. This too is wrong. Net loans do not cost U.S.

tax revenues. Loans are sometimes structured as net loans

for convenience in administration and for pricing and market-

ing considerations. The withholding taxes paid by the borrower

are included in the interest which must be reported by the

bank for tax and financial reporting purposes. The tax treat-

ment and the spread to the bank are thus the same whether the

borrower pays the withholding tax or the bank pays it and indi-

cates it in a higher interest rate. Competitive and other

pressures also make the foreign tax credit critical for such

*net' loans. If the U.S. bank cannot obtain a tax credit for

the withholding taxes paid and reflected in its interest rate,

it would have to further increase the cost of its financing,

which either would make its loans uncompetitive or, especially
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in the case of the LDCs, would make its loans too expensive.

In either case, U.S. export sales would be lost.

Lastly, it is assumed in the House Report that

reduction of the foreign tax credit on foreign withholding

taxes will increase tax revenues by a modest amount. This

assumption, we believe, is incorrect. If U.S. banks cannot

competitively finance exports from the U.S., it means less

U.S. exports, less U.S. production, less U.S. jobs, and less

overall tax revenue. In particular, if financing becomes

cheaper from foreign banks at foreign locations, multina-

tionals will be encouraged to export more from jurisdictions

outside the U.S., thus causing further declines in U.S. pro-

duction, jobs and tax revenues.

CONCLUSION

Retention of the present foreign tax credit rules

is critical to the competitive financing of U.S. exports.

Competitive trade financing is critical to the growth of U.S.

exports. Exports are critical to increased U.S. production

and jobs. Retention of the present foreign tax credit rules

is thus critical to our national economic and trade interests.
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EXHIBIT A

FOREIGN COUNTRIES IMPOSING
WITHHOLDING TAXES

Developed Countries

Australia
Austria
Belgium
Canada
Denmark
Finland
France
Greece
Ireland
Italy
Japan
Luxembourg

Netherlands
New Zealand
Norway
Portugal
South Africa
Spain
Sweden
Switzerland
Turkey
United Kingdom
West Germany

Less,.Deveoped Countries

Argentina
Bolivia
Brazil
Chile
Columbia
Ecuador
Egypt
Hong Kong
India
Indonesia
Iran
Malaysia
Mexico

Morocco
Nigeria
Pakistan
Philippines
Saudi Arabia
Singapore
South Korea
Taiwan
Thailand
Tunisia
Uruguay
Venezuela

/
Centrally Planned Economy

China



408

WRITTEN STATEMENT OF THE BANKERS COMMITTEE TO
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The Tax Reform Act of 1985 - Economic Impact and Effect on
Financial Institutions

INTRODUCTION

Many months of intense negotiation between House tax

Members, the Administration and numerous interested groups culmi-

nated in the legislation senc to the Senate. The Tax Reform Act

of 1985 (H.R. 3838). Mr. Chairman you have wisely requested

that financial institutions and others concerned over the impact

of the bill outline their support of or problems with the bill.

Tremendous changes are taking place in the financial

industry due to technological changes and deregulation. These as

well as other factors influencing competition, operating expense.

and macroeconomic considerations are of great interest to all

involved. Fiscal policy and Federal income taxes play signifi-

cant roles in commercial banks' ability to compete and operate

profitably.

The Bankers Committee, a membership organization of approx-

imately 1000 banks appreciates this opportunity to present our

views on certain aspects of the Tax Reform Act. Even though the

Senate Finance Committee may not work from the House passed bill,

the issues we discuss will undoubtably find their way into the

Committee's deliberations. We hope our comments are helpful to

the Committee Members and other Members of the Senate.

The early attention given the tax overhaul measure indicates
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that the bill does indeed comprise major tax revision, although

some would hesitate to call it "tax reform". To some, a reduc-

tion in individual tax rates of 9 percent financed by $140

billion in corporate and business tax increase represents

reversal of the President's 1981 tax act designed to stimulate

investment and economic growth. Others view the measure as a

positive development in a series of tax reform efforts with the

Tax Equity and Fiscal Responsibility Act and the Tax Reform Act

of 1984 as building blocks.

What must be remembered are the goals of tax reform, a more

nuetral sytem, low marginal rates to encourage work and thrift,

and a halt to tax avoidance. This would promote a sound, growing

economy.

At this time, we are not prepared to endorse this legisla-

tion as a means to achieve these goals. in fact, in a statement

to House Ways and Means Chairman Dan Rostenkowski earlier this

year, we urged consideration of a plan much different than what

we are discussing today.

The Bankers Committee urged the Committee to examine a

sweeping proposal that would go a long way to simplify the tax

code, eliminate high marginal rates and the resulting loss of

economic resources devoted to tax avoidance and shrink sub-

st-antially the underground economy which cost the Treasury

billions.

The plan for business is a flat tax of 19% with deductions

only for usual business expense. According to authors of the plan

Stanford economist Dr. Robert Hall and his college Alvin
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Rabushka, the plan would have brought into the tax base economic

income sufficient to raise corporate Federal income tax revenues

by 20 percent in 1980. Considering that the effective tax rate

of corporations in 1981 was about 23%, the simple flat tax

presents an interesting alternative.

Right now, I would like to respond to your questions Mr.

Chairman about the impact of H.R. 3838 on our predominately small

bank members.

Even with the corporate rate reduction from 46% to 36%, most

of our members would experience tax increases. More importantly,

the bill fails to address an issue of tax policy that has been a

chief concern to this group for many years. That issue being

equal treatment of similar income. This concern is dealt with in

detail in Section I of our statement on bad debt reserves and

Section III on credit union tax treatment. Before we address

those issues, let me briefly discuss the environment surrounding

bank tax treatment and policymakers who formulated the financial

institutions section of H.R. 3838.

For many years, Congress has heard much about the effective

tax rates for commercial banks. Both the Joint Tax Committee and

the U.S. Treasury have stated or published information that

details low or negative tax rates for the twenty largest banks in

the country. As most of the Members of this committee are aware,

these tax rates do not reflect the total contribution banks make

to Federal Revenue. Last year alone, the Treasury Department

raised $ 2 billion from banks through interest income from

Federal Reserve mandated deposit reserve accounts. This signifi-

60-412 0 - 86 - 14
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cantly raises the effective tax contribution of banking to

Federal government finances and we appreciate your consideration

of this issue.

Now I will discuss provisions of specific interest to the

members of the Bankers Committee.
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Section I BAD DEBT RESERVES

Since 1921, banks have been permitted to use a reserve

method in calculating the federal income tax deduction for bad

debts. The reserve account is, in effect, an offset to a bank's

outstanding loan assets, reflecting the fact that a portion of -

outstanding loans will prove to be uncollectible. Under the

reserve method, the bad debt deduction for a taxable year is

equal to the amount required at year-end to restore the reserve

to an appropriate level computed under certain approved methods.

The House tax bill (H.R. 3838) would reverse this 65-year

history and experience in the case of "large banks" (i.e. gener-

ally, banks having assets with tax bases exceeding $500 million)

requiring use of a specific charge-off method. A deduction is

allowed for bad debts only when a particular debt owed the bank

becomes either wholly or partially worthless. Moreover "large

banks" would generally be subject to recapture of the e4xisting

bad debt reserve under a provision that requires the entire

reserve amount to be. added back to a bank's taxable income over a

5-year period.

The specific charge-off method in H.R. 3838 represents bad

tax policy, and it should be rejected by the Senate. Instead

the Senate should adopt the Roth-Flippo proposal that retains the

reserve method of accounting for bad debts and requires generally

that the bad debt reserve for tax purposes be conformed to the

bad debt reserve maintained for financial statement purposes.
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Problems With Specific Charge-Off Method Required Under H.R. 3838

A mismatching of income and expense is inherent in the

specific charge-off method. The proper measurement of a bank's

net income must take into account the fact that interest received

on outstanding loans is partially offset by the subsequent

failure to collect interest and principal on loans in the port-

folio that ultimately prove to be bad. If a loan loss is not

deducted until a specific loan becomes completely worthless or

partially worthless, a bank is required to report interest income

on good loans (and perhaps on bad loans) prior to the time it

reports the related loan portfolio loss. The result is an

overstatement of a bank's current taxable income.

This mismatching of income and expense under the charge-off

method has resulted in its rejection by accountants and financial

regulators as a proper means of financial reporting for banks.

Banks are required for financial reporting purposes to maintain a

reserve for bad debts to reflect accurately the value of the loan

portfolio and the amount of net income for any accounting period.

In the absence of a reserve account a bank's soundness may be

imperiled by an artificial inflation of assets and income.

The proponents of the specific charge-off method concede

that the method results in a current mismatching of income and

expense, but they argue that the mismatching i-s subsequently

corrected. They argue that a "risk premium" increment is
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collected on good loans to compensate for losses on bad loans and

that the present value of the incremental income i-a equal to the

present value of the loss. Under this theory, the present value

of the current additional tax liability on the incremental income

is said to be equal to the present value of the tax savings that

will result later from a claiming of the loss. The theory flies

in the face of principles that have long been required for bad

debt reporting by the accounting profession, the SEC, and bank

regulators. But, even if the theory was correct in an academic

sense, it does not reflect real world situations. The inherent

mismatching under the specific charge-off method is increased

considerably when it is applied in practice.

The theoretical argument for the specific charge-off method

is apparently based on the assumption that a charge-off is made,

and a loan loss deduction is therefore available, at the precise

moment a loan becomes non-perforuing (i.e., at the moment there

is any default on payments of interest or principal). In fact,

charge-offs typically occur after a protracted period of non-

performance and may be delayed until all efforts to structure a

work-out arrangement with the debtor completely fail. The result

is a deferral of a loan loss deduction under the specific charge-

off method substantially beyond the time assumed by tF2

theoretical proponents.

There can be little doubt that the specific charge-off in

actual operation would overstate current income and would fail to
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provide adequate understatement of income in later years to

compensate.

In addition to the fundamental flaw of income over-

statement, other problems would be created by the bad debt

provisions of H.R. 3838. For instance, the specific charge-off

method is especially difficult to administer.

In practice, the charge-off of specific loans is not a

process conducted with mathematical precision. It calls for an

exercise in judgment by bank officials and can provide consider-

able latitude for determining the particular moment when a loan

is completely or partially "worthless." This inherent

uncertainty, and resulting abuse potential in the specific

charge-off method led to the Congressional decision 65 years ago

to provide for the use of reserves to account properly for loan

losses.

Moreover, the required use of the specific charge-off method

may have an adverse impact on bank lending practices. Since the

charge-off method necessarily links the loan loss tax deduction

with the timing of the bank's write-off determination banks will

have a tax incentive to write off loans earlier than general bank

procedures might otherwise dictate.

This incentive for earlier write-offs can be expected to

work to the disadvantage of debtors experiencing temporary

financial difficulties. The impact of this development could be

especially harmful to certain small business sectors and of -
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course, the agricultural sector of the economy.

During Congressional discussions of the minimum tax on

preferences in 1983 and 1984, the Bankers Committee recommended

removing bad debt reserves from the list of preferences subject

to the minimum tax and an increase in the bad debt reserves rate

for banks with large agricultural portfolios in order to avoid

this very problem.

In 1986, these problems are even more pressing. Eliminat-

ing reserve accounting in this environment would be especially

short-sighted. The problems that would arise for banks and their

customers would far outweigh any conceivable benefit to the

Treasury from the specific charge-off proposal. Relatively

little revenue is gained from the reduced bad debt deduction

under the proposal.

Most of the gain would be realized from the provision for a

recapture of existing reserves. The bill would force banks to

inc].ude in their income all existing reserves over a five year

period or alternatively through a so-called cut-off method having

about the same effect.

Regardless of what decisions are made with respect to the

basic bad debt issue, the recapture provision seems especially

onerous. On many other occasions when Congress has required

accounting changes, there has been no recapture from the tax-

payer. For example, there was generally no recapture with

respect to accounting changes required by enactment of the 1954
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Internal Revenue Code, nor was recapture required with respect to

the substitution of the FSC provisions for the DISC provisions in

the Tax Reform Act of 1984. The Congress should be suspicious of

a proposal whose chief virtue appears to be its ability to

extract revenue through an onerous transition rule.

Finally, we would like to dispel any notion that the bad

debt changes would affect only large banks. The authors of H.R.

3838 believe that they have arrived at a formula which would

increase effective taxes on "large banks" by subjecting banks and

banks that are members of holding company groups with total

assets of $500 million or more to bad debt resrictions and the

recapture tax. Unfortunately for many smaller banks, especially

those in economic sectors experiencing increasing rates of non-

performing assets, this arbritary cut-off incorporates their

institutions. Under H.R. 3838 groups of smaller banks that have

formed a holding company are subject to the change. The

following examples of instititions that fall into this category

illustrate the problem.

A SA1IPLE OF BANK HOLDING COMPANYS SUBJECT TO RESERVE ACCOUNTING

METHOD CHANGE

Remember, these institutions will also be subject to the

recaputure provisions which require the banks to add back to

income the current amount of bad debt reserves or account for
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loans outstanding on the cutoff method.

BANK NAME CITY

MAGNA GROUP INC.

First N.B. of Belleville

Bank of Belleville

First N.B. in Columbia

Fairview Heights Cmnty Bank

First N.B. of Marissa

Dupo State Savings Bank

First N.B. of Smithton

Illinois State Trust Company

First N.B. of Frt aburg

MAGNA GROUP TOTALS

BELLEVILLE

Belleville

Belleville

Columbia

Fairview Hgts

Mariss a

Dupo

Smithton

Belleville

Freeburg

ST ASSETS

Ii

IL $348,832

IL 180 290

IL 52,232

1L 31 016

IL 30.720

IL 25,787

IL 11,595

IL 0

IL 27.012

$707,484 ASSETS

BRENTON BANKS. INC.

Brenton N.B. of Des Hoinps

Fidelity Brenton Bank & Trust

Brenton First National Bank

Poweshiek County N.B.

Brenton Bank & Trust Company

Brenton National Bank of Perry

Community N.B. & T.C. of Knxvlle

DES MOINES-

Des Moines

Marshalltown

Davenport

Grinnell

Adel

Perry

Knoxville

IA

IA

IA

IA

IA

IA

IA

IA

203,802

92,440

82,729

77 819

64,275

63,888

58,824



420

12 -

Brenton State Bank of Jefferson

Brenton State Bank

Palo Alto County State Bank

Brenton Bank & Trust Co.

Brenton Bank & T.C. of Vinton

warren City Brenton B & TC

Brenton Bank & Trust Co.

Brenton B & T.C. of Cedar Rapds

Brenton State Bank

BRENTON GROUP TOTALS

Jefferson

Dallas Ctr.

Emmetsburg

Urbandale

Vinton

Indianola

Clarion

Cedar Rapids

Eagle Grove

HAvKEYE BANCORPORATION

Jasper County Savings Bank

Hawkeye-Capital B & T.C.

Hawkeye Bank & Trust Company

First National Bank

Citizens N.B Boone

Hawkeye Bank & Trust Co.

Pella National Bank

Hawkeye Bank & Trust Co.

Houghton State Bank

Hawkeye Bank & Trust Co. N.A.

Hawkeye B & T.C. of Des Moines

Commercial State Bank

DES MOINES

Newton

Des Moines

Burlington

Clinton

Boone

Humboldt

Pella

Maquoketa

Red Oak

Centerville

Des Moines

Marshalltown

IA

IA

IA

IA

IA

IA

IA

IA

IA

$993

55,982

51,020

50 759

39,462

34,014

33,188

32 258

30,847

21.850

157 ASSETS

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

109.801

105,824

102,170

78,855

78,172

76.155

-74.388

74,083

69 255

65,980

63.983

61.410
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Hawkeye Bank & Trust Co.

State Bank of Vinton

United State Bank

Tipton State Bank

Onawa State Bank

vaukon State Bank

Hawkeye Bank & Trust Co.

National Bank of uashington

Lyon County State Bank

Hawkeye Bank & Trust Co.

First National Bank in Lenox

Hawkeye Bank & Trust Co.

Hawkeye Bank & Trust Co.

Hawkeye State Bank

Hawkeye B & T.C. Mason City

Hawkeye-Ankeny Bank & Trust

Lake City State Bank

Hawkeye Bank & Trust

State Bank of Allison

First National Bank of Sibley

Hawkeye Bank & Trust Co.

Hawkeye Bank & Trust Co.

Mt Ayr

Vinton

Cedar Rapids

Tipton

Onawa

vaukon

Spencer

Washington

Rock Rapids

Chariton

Lenox

Grundy Center

Mt. Pleasant

Iowa City

Mason City

Ankeny

Lake City

Lake Mills

Allison

Sibley

Eldora

Camanche

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

IA

51 .234

47, 138

46.963

44 643

44,004

42,581

41 101

40,800

37,915

37,675

33,813

31,485

28,415

26,099

25 758

25,436

25,178

24,789

22.489

20,820

20.501

!A 15,283

HAWKEYE GROUP TOTALS 
$1,801,425 ASSETS

HAqKEYE GROUP TOTALS $1,807,425 ASSETS
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This is just a limited sample of the small banks that are

caught up in the definition when holding company members are

included for purposes of the $500 million cut-off. The provi-

sions would have significant impact on many community banks

across the county.

The Reserve Method of Accounting Should Be Retained for Banks and

Improved by Adoption of the Roth-Flippo Proposal.

The Roth-Flippo proposal would retain a reserve system for

deducting bad debts as long as the amount of the reserve

generally conformed to the bad debt reserve maintained for

financial statement purposes. However, the maximum bad debt

reserve could not exceed 1.5% of the total loans, and the maximum

bad debt deduction in any taxable year could not exceed 0.5% of

total loans outstanding at the end of that year.

This approach reflects the fact that a bad debt reserve is

needed to match properly the income of the loan portfolio with

related expenses resulting from bad debt losses. It also re-

flects the fact that the most reliable indicator of the proper

amount of reserve is the amount that is reported as a reserve for

financial purposes.

There is a natural tension between financial reporting and

tax reporting that should act to keep bad debt reserves within

reasonable bounds. Any determination of bad debt losses, whether
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through a reserve method or a specific charge-off method will be

imprecise and will present some abuse potential. However, any

tax benefit associated with overestimation of reserves will

generally be more than offset by the disadvantage of

underreporting financial income.

Therefore, the Roth-Flippo conformity approach provides a

self-regulating mechanism for accurate matching of income and

expense.

Thrift Institutions' Percentage of Taxable Income Method

The treatment of thrift institutions in H.R. 3838 as regards

provisions on bad debt reserves brings into question the entire

basis for the treatment of commercial bank's bad debt reserves.

Somehow, the committee devised justification for continuing very

favorable treatment for savings and loans as compared to commer-

cial banks and taxpayers generally.

The bill provides that thrifts will be allowed both the

experience method and percentage of income method for bad debt

reserve deductions. Any institution meeting a "thriftness test"

will be allowed a deduction up to 5 percent of income. Addition-

ally, institutions which claim the 5 percent of taxable income

method will not be considered as having obtained a tax preference

for purposes of the 20-percent reduction.

This preferential treatment bestows a competitive advantage

over commercial banks and should be eliminated.
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Section II TAX-EXEMPT CARRYING CHARGES DISALLOWANCE

H.R. 3838 disallows 100 percent (as opposed to 20 percent

under current law) of the deductions for interest expense

attributable to exempt obligations obtained after December

31, 1985.

Commercial banks purchase tax-exempts for a number of

reasons including asset diversification and the opportunity

to fulfill obligations to their local community.

Across the country, there are a number of communities

that have no bond rating or an inferior rating. Local banks

provide the only markets for such offerings. Due to recent

legislation, this market is declining. Tax law modification

in the 1982 Tax Equity and Fiscal Responsibility Act and

the 1984 Tax Reform Act which reduces the carrying charge

deduction by 20%, has had substantial impact on the wlllingneos

and ability of banks to invest in such bonds. According

to Federal Reserve System 1984 flow of funds reports, $547

billion in tax-exempts bonds were distributed in the following

ratios among different investors: Households were the largest

investors with 38.8%, commercial banks were second with 32%,

property and casualty insurance firms held 15.5%, mutual

funds held 8.2% and life insurance firms possessed 1.8%.

Other investors account for the remaining 4%.
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The relevance of these figures does not become apparent

without a comparison to years prior to 1983 when banks traditionally

had been the largest holder of tax-exempt bonds with 50 to

60% of the total market.

In discussions with numerous bank Presidents about the

impact of the 1982 and 1984 tax law changes and the prospect

for a 100% disallowance, many stated that they could no longer

invest in the state and local bonds because of the inherently

higher risk, lack of liquidity and low return.

To maintain a bank market, state governments would have

to at least match the interest rate of U.S. Treasury instruments,

and local communities would have to surpass that rate by

50 to 75 basis points or more. Otherwise bank management

would violate its fiduciary duty to stockholders if it acquired

such bonds. A study conducted on the impact of an Internal

Revenue Service ruling designed to terminate deductions for

certain public deposits secured by ta:;-exempt securities

concluded the ruling would have increased cost to local governments

by up to $2.15 billion.

Importantly, it should be noted that strong opposition

was voiced at Senate Finance Committee hearings on Tax Reform

and Tax-Exempt Bonds hearings September 24, 1985. John T.

Walsh, Finance Director of the Government Finance Officers

Association stated:
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"The Government Finance Officers Association

opposes the Administration's proposal on tax-exempt

bonds because it affects general obligation bonds

and revenue bonds issued for governmental purposes.

The elimination of the deduction taken by banks and

other financial institutions for the cost of buying

and carrying bonds will hurt many small jurisdictions

that rely on local institutions for their capital

financing."

The State Treasurer of South Carolina, Grady Patterson,

Jr., said this about the proposed change,

"Prior to 1982, a 100% deduction was allowed

for such cost incurred to buy or carry tax-exempts,

and the elimination of such deduction will drive

away and eliminate a large segment of our market

for municipal bonds. I urge the removal of the

proposal to deny deduction for cost incurred in

buying and carrying tax-exempt obligations."

These are just a couple of the comments at the Finance

Committee hearing that demonstrate the adverse affect on

local communities of H.R. 3838's provision on bank interest

costs.

Banks often purchase tax-exempt bonds to meet required
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pledging obligations for public deposits in excess of deposit

insurance limits. Approximately 35 states and numerous local

governments require banks to secure public deposits with

bonds issued by the state or local government. These relationships

will be disrupted by H.R. 3838 to the disadvantage of the

states and local communities.

It must be clearly understood that the tax advantage

derived from bank investment in municipal bonds is passed

through to the communities. This role of financial intermediary

was devised by the Congress to reduce the local economic

burden when educational, infrastructure and other projects

require financing. A change in the tax code which eliminates

the ability of banks to participate in such bonds, unless

rates are increased systematically, will not alter bank's

profits, but will affect total investment in such instruments

unless new markets can be found.

The deduction for state and local bonds does not constitute

a "tax loophole or preference" but instead comprises a long

accepted Federal policy of encouraging local communities

to institute self-development measures. The practical effect

of the present carrying cost deduction is to reduce the overall

cost of financing for worthwhile projects. Not only do the

proposed changes in current law treatment of tax-exempts

impact the issuance of such bonds, but also the market for

bonds now held by banks.
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Troubled banks may need to sell municipal obligations

they now hold in order to replace them with higher earning

assets. This liquidity will be severely restricted by tax

changes under H.R. 3838. In order to maintain a market for

obligations previously purchased and maintain a reasonable

incentive for bank investment in State and local bonds by

banks, Bankers Committee recommends the following modifcations

of the prosposed act:

1) An exemption from the 100 percent disallowance for

any bonds acquired from a bank that were held by that bank

since enactment of the tax bill.

2) Elimination of the requirement in the transitional

rule that limits the continued 100% deduction to bonds issued

in the same state as where the bank is located. Many communities

are located in more than one state and their natural market

is multi-state. Also, some states have virtually no local

bond market.

3) Raising the $10 million annual aggregate limitation

to at least $25 million. The arbitrary $10 million is far

too low considering the infrastructure and and the need of

states and communities.

4) Change of the transitional rule to a permanent exemption.

Clearly, any geographical or excessively low dollar

amount limitation constitute legislative "overkill" and

an undue burden on state and local communities.
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Section III CREDIT UNION COMPETITION AND TAXATION

For a number of years, the Bankers Committee has advocated

the taxation of credit unions. Although the credit union

industry has experienced extensive growth in the past few years,

head-to-head competition with tax exempt credit unions has con-

cerned community bankers since the early sixties.

More recently, independent bankers that are attempting to

deal with increased operating expense brought about by financial

deregulation, find their credit union competition more sophisti-

cated and quite effective at luring away customers.

Consider-the following statistics outlining growth of the CU

industry.

Credit union representatives assert that their growth is not

disproportionate from other classes of financial institutions.

exclaiming that 98 percent of Federal credit unions had assets of

less than $100 million. How can these small financial institu-

tions compete with commercial banks like Citibank and Bank of

America? well, that question has never been the issue. The

issue of competitive equity centers on a $25 or $50 million

credit union competing with a $25 or $50 million commercial bank.

Two small financial businesses, competing for the same group of

customers in the same geographical area. Only one has consider-

ably less regulatory burden and tax obligation.

This is where the figures on credit union growth shed some

light on competitive equity.

Today, credit unions are the fastest growing financial
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institutions in the nation. There are almost 20,000 credit

unions compared to 14,000 banks. Membership growth has been

vigorous since the 1960s. more than doubling from about 21

million to 49 million by the end of 1983. Credit unions sur-

passed the 50 million member mark in 1984 and by mid-1985 reached

an all time high of_51.6 million members. That equals almost

one-fifth of the U.S. population.

Savings at federal credit unions surpassed $54 billion in

1983. A growth rate of 20.7 percent for the year which was more

than twice the deposit growth rate for commercial banks. For a

twelve month period ending in August 1985 savings continued to

grow at an annual rate of 20.8 percent for all credit unions.

For federal credit unions, savings surged by $8.3 billion to

$66.2 billion, which compares very favorably to $3 billion of

growth for the same period a year earlier.

Figures for loan growth are equally impressive. During

1983. loans at Federal credit unions grew 18 percent. For all

credit unions, total loans outstanding soared 28 percent. For a

twelve month period ending in mid-1985 loans outstanding in-

creased by 15.1 percent. A period of low loan demand for most

financial institutions.

Finally, some brief figures on overall growth of the credit

union industry. Total assets demonstrate year in and year out

growth experienced by the credit union industry. In 1975. total

assets equaled $37.9 billion, by 1980 the industry expanded to
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$72.4 billion. The magical $100 billion mark (the point at which

savings and loans where subject to Federal taxation) was achieved

in 1983. Total asset growth for twelve months ending in August

hit a rate of 20.8 percent, pushing the industry to $133 billion

in assets.

Historically, infant industries have been granted tax

subsidies to promote provision of the anticipated benefits to the

American public. Just as judiciously, Congress has been called

upon to remove tdx favoritism when self-sufficiency is

achieved. when one examines the viability and robust condition

of the credit union industry, it is obvious that complete tax

exemption is no longer necessary.

Importantly, when one looks beyond the growth figures to

determine who the patrons of credit unions are, a different

profile emerges than what one would expect from a "self-help"

organization providing financial opportunities for low-income

Americans.

This examination brings our analysis to the heart of the

argument for or against continued tax exemption. Have credit

unions drifted away from their non-profit and/or mutual

orientation?

The Credit Union National Association has from time to time

published a national member survey. This extensive report

contains nearly 100 tables and provides considerable information

on typical credit union members and their use of financial
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services. It covers members and, for comparative purposes,

nonmembers as well. ohile the study is slightly slanted toward

members of smaller credit unions, it is the best information

available. To get an idea of the membership of large credit

unions, simply consider some of the top few credit unions by

name. The characteristics of their membership are obvious.

Credit unions. such as the Navy Feueral Credit Union with 700,000

members and over $1.6 billion in assets, the Pentagon Federal

Credit Union and the United Air Lines Credit Union do not have a

majority or even a large percentage of low-income members.

Overall, the study found that CU members are somewhat

younger, more affluent and more concentrated in professional and

managerial occupations than non-members. They are more likely to

own their own homes, and a far greater portion have income above

$25,000.

It is interesting that credit unions were viewed most

F.-1vorably on price comparisons rather than services. Best loan

rates and best interest on savings were primary motivating

factors for membership while many respondents stated that

commercial banks remained their primary financial institutions.

Contrary to the views expressed by representatives of the credit

union industry, the report demonstrates that most members have

accounts at various financial institutions and do not rely only

on the credit union for services. Only about one-third stated

that they had their main account with the credit union.
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The customer profiles raise the spector that credit unions

are simply transferring federal benefits to individuals with the

good fortune to work at a company that sponsors a credit union or

with the equally good luck to live in a community that has

somehow acquired a credit union. Oe doubt that Congress

originally intended to provide tax exemption to these types of

institutions.

Ohile growth and expansion is the goal of any business

organization. the desire to aggressively compete with other

sectors of the financial industry has moved credit unions away

from their original purpose. The more affluent and better

educated customer base of credit unions outlined by Credit Union

National Association's survey is due not only to pricing

advantages bestowed by Federal and State tax benefits but also by

an array of new products and marketing techniques.

Consider the following examples of products, who might use

the products and whether the Federal government should subsidize

the activities.

*Litton Employees Federal Credit Union offers members a

discount brokerage product with margin accounts. capacity to

trade options, securities, etc. A similar product is offered by

IBM's credit union service corporation. American Brokerage.

*A policy adopted by the National Credit Union Administra-

tion in November of 1984 encourages credit unions to form "senior

clubs" and enroll senior members without regard to common-bond or
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income.

"A credit union owned service corporation was recently

initiated to process VISA and Mastercard payments and otherwise

manage credit card services for members.

Of course federal legislation has made various financial

products available to CUs including second mortage loans, share

draft accounts (which function like checking accounts) and

$100,000 share insurance on individual accounts, just to name a

few.

Again, while growth is the goal of all business organiza-

tions, growth also leads inevitably to changes in businesses. It

is evident that this has occurred in the credit union industry.

The. array of products similar to other financial institutions and

the deterioration of common-bond have vastly changed the

characteristics of credit union membership.

Apply Cooperative Tax Law to Credit Unions

while many members of the Bankers Committee would prefer to

see complete taxation of income without regard to the concept of

mutual ownership and the corresponding limitations on economic

income, we are today endorsing the tax reform proposal outlined

by the Administration in the "The President's Proposals to the

Congress for Fairness, Growth and Simplicity" presented to the

Congress in May of 1985.
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Essentially, the proposal is an attempt to conform credit

union taxation to current law regarding mutual type organiza-

tions. Surprisingly, few have noted that credit union tax

exemption is highly unusual treatment for a service, membership

organization. shile cooperative organizations are generally

considered by the Treasury Department to merit "pass-through"

treatment, much like a partnership, they are not accorded

complete tax exemption.

The adminstration's proposal is not simply a measure to

advance competitive equity, but indeed is an attempt to correct

an abuse of a basic tax policy tenant of taxing similar income in

a similar manner.

Credit unions, if they are true cooperative business

organizations should be taxed under Subchapter T of the IRC,

which applies generally to all types of co-ops. Importantly,

Subchapter T provides special treatment with a deduction for

earnings distributed to members not allowed other taxpayers.

This special treatment provides for taxation of distributed

earnings only once, allowing the business entity tax exemption on

distributed earnings. In the case of credit unions. income tax

paid at the Federal level would be reduced by distributing

dividends to members.

As with other cooperative businesses, fair tax treatment

would dictate that provisions of Subchapter T apply to all credit

unions regardless of size to ensure that the benefits of single
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taxation are available to all consumers.

Mr. Chairman, we appreciate this opportunity to present our

views to this important Senate Committee and our staff will be

happy to provide any assistance necessary as legislation is

developed to enact tax reform.
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BAPTIST JOINT COMMITTEE ON PUBLIC AFFAIRS
200 MARYLAND AVENUE, N E, WASHNGTON, 0 C 20002-5797 2021544-4:26

OLVER S ',UZZ) THOMASGENERAL COUNSEL

Summary of the Points Made in the Statement of
the Baptist Joitiz Committee on Public Affairs

and the Church of the Brethren

to the
Committee on Finance
United States Senate

on
H.R. 3838 (The TAx Reform Act of 1985)

January 29 and 30, and February 4, 5, and 6, 1986

1. If enacted, S1012 of H.R. 3838 (The Tax Reform Act of 1985)
will result in the taxation of the church pension and welfare
benefits boards.

2. These boards are carrying out the churches' spiritual task of
providing for their needy and retired ministers and are,
therefore, an integral and inextricable part of the mission and
ministry of the local churches.

3. Taxation of the church boards will result in the following:

a. conflict and confrontation with the churches leading
inevitably to a morass of- litigation

b. excessive entanglement between church and state caused by
the continual surveillance, monitoring and investigation
required by taxation.

4. S1012 constitutes a radical departure from the time tested
principle that the state is not allowed to support the church
and, more importantly in this case, the church is not required to
support the state.

5. S1012 should-be deleted from H.R. 3838 or amended to provide
an exemption for "church plans" as defined in S414(e) of the
Internal Revenue Code.

6. Taxing the meager resources of the pensions of retired
ministers and missionaries would yield a minimal amount of
revenue but would wreak a maximum amount of damage on these
already undercompensated servants of the church.
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STATEMENT OF THE
BAPTIST JOINT COMMITTEE ON PUBLIC AFFAIRS

AND THE CHURCH OF THE BREThREN

on

H.R. 3838 (The Tax Reform Act of 1985)

to the

COMMITTEE ON FINANCE
UNITED STATES SENATE

January 29 and 30, and February 4, 5, and 6, 1986

The Baptist Joint Committee on Public Affairs is composed of

representatives from eight national cooperating Baptist

conventions and conferences in the United States. They are:

American Baptist Churches in the U.S.A.; Baptist General

Conference; National Baptist Convention of America; National

Baptist Convention, U.S.A., Inc.; North American Baptist

Conference; Progressive National Baptist Convention, Inc.;

Seventh Day Baptist General Conference; and Southern Baptist

Convention. These groups have a current membership of nearly 30

million.

Through a concerted witness in public affairs the Baptist

Joint Committee seeks to give corporate and visible expression to

the free exercise of religion for dil persons, the separation of

church and state, and the relevance of Christian concerns to the

life of this nation. Because of the congregational autonomy of

individual Baptist churches, we do not purport to speak for all

Baptists.

The Church of the Brethren is a pacifist church with

approximately 170,000 members in the United States. The founders

- I -
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of the church were forced by religious persecution to flee their

native Germany and settled in Pennsylvania. Because of this

heritage and their faith commitment to peaceful living, the

Brethren strongly support the separation of church and state and

oppose any measures which would invite governmental supervision

of matters of conscience.

If enacted S1012 of the Tax Reform Act of 1985 (H.R. 3838)

will result in the taxation of the church pension and welfare

benefits boards. These boards, some of which have been in

existence for more than two centuries, are carrying out the

churches' spiritual task of providing for their needy and retired

ministers and denominational employees. Therefore, the church

pension boards are an integral part of the mission and ministry

of the churches. Taxation of these church boards is tantamount

to taxation of the churches themselves and as such constitutes a

radical departure from the traditional interpretation of church-

state separation.

As noted, church pension boards have been providing

retirement and welfare benefits to their ministers and lay

leaders for centuries. Congress has acknowledged their central

role in the life of the church and has provided them with tax

exemption since the inception of the income tax.

Congress through the provisions of the Internal Revenue Code

has never sought to define the term "church." This reticence is

proper in that any attempt to formulate a single definition would

be fraught with danger. Determinations of whether or not an

organization is a church are best made on a case by case basis.
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Notwithstanding, this Senate committee has clearly indicated

its intent that the term "church" includes "organizations which,

as integral parts of the church, are engaged in carrying out the

functions of the church whether as separate corporations or

otherwise." S. Rep. No. 1622, 83rd Cong., 2d Sess. 30 (1954)

(emphasis added). The committee further stated, "It is believed

that the term 'church' should be all inclusive." Ibid.

In addition to the above-mentioned Senate report, this

committee has given other indications that the term "church"

should be broadly defined in such a manner as to include the

pension and welfare benefits boards. In 1980, in connection with

the amendment of §414(e) of the Code concerning "church plans,"

the following colloquy between Senators Talmadge and Long took

place:

MR. TALMADGE: Mr. President, I understand that many church
plans are maintained by separalgly incorporated
organizations called pension boards. These boards have
historically been considered by church denominations as
parts of their church. May I ask whether the bill would
enable a church pension board to maintain a church plan?

MR. LONG: Yes. I concur that a pension board that provides
pension or welfare benefits for persons carrying out the
work of the church and without whom the church could not
function is an integral part of the church and is engaged in
the functions of the church, even though separately incorpo-
rated. Cong. Rec., July 29, 1980 (daily ed.), at S10167.

Although it is the sole prerogative of the church to define

its mission and ministry, these statements clearly demonstrate

that the Senate Finance Committee considers-the church pension

boards to be part of the churches themselves notwithstanding

their separate corporate status. These church boards are

separately incorporated solely in order to protect employee
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assets from the creditors of other church organizations.

Separate incorporation has little to do with the actual polity or

composition of the church, and this committee has recognized that

fact.

In light of the fact that the church pension and welfare

benefits boards are an integral part of the churches themselves,

S1012 constitutes an unprecedented imposition of taxation on the

churches. It is the position of the Baptist Joint Committee on

Public Affairs and the Church of the Brethren that such a tax

would be violative of the First Amendment and, therefore,

unconstitutional.

The United States Supreme Court has consistently held that

government programs or statutes leading to excessive entanglement

between church and state are violative of the First Amendment to

the United States Constitution. Aguilar v. Felton,

U.S. ___, 105 S.Ct. 3232 (1985). Taxation of the church boards

will require continual surveillance, monitoring, periodic

investigations and audits resulting in an "impermissible degree"

of entanglement. See Walz v. Tax Commission of the City of New

York, 397 U.S. 664, 675 (1970). "Elimination of exemption would

tend to expand the involvement of government by giving rise to

tax valuation of church property, tax liens, tax foreclosures,

and the direct confrontations and conflicts that follow in the

train of those legal processes." Walz, supra, at 674. Although

the Court in Walz does not expressly hold that taxation of

churches would violate the First Amendment, it clearly suggests

this possibility by the above-mentioned statements.
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Congress recognized the dangers of entanglement between

church and state in 1974, when it passed the Employee Retirement

Income Security Act of 1974 (ERISA). An express exemption for

"church plans" as defined in S3(33) of ERISA was provided by

Congress for fear that application of the Act to the churches

would violate the First Amendment. In addressing the exemption

of "church plans," this committee made the following statement:

At the option of an exempt church (or of a convention or
association of churches), plans covering its employees may
be included in the insurance coverage. The committee is
concerned that the examinations of books and record, that
may be required in any particular case as part of the
careful and responsible administration of the insurance
system might be regarded as an unjustified invasion of the
confidential relationship that is believed to be appropriate
with regard to churches in their religious activities.
However, if the church itself has determined to consent to
such examinations, to the premium tax payments, and to the
contingent employee liabilities, then it may elect to have
the insurance program apply to its plan or plans ....
S. Rep. 93-383, 93d Cong., ist Sess. 81 (1973) (emphasis
added).

Perhaps the most compelling reason for exempting church

boards from taxation lies in the potential for state regulation

or control of religion. In the words of Mr. Justice Douglas:

The power to tax the exercise of a privilege is the power to
control or suppress its enjoyment .... Those who can tax the
exercise of (a] religious practice can make its exercise so
costly as to deprive it of the resources necessary for its
maintenance. Murdock v. Pennsylvania, 319 U.S. 105, 112
(1943).

Put more simply, "The power to tax is the power to destroy." See

McCulloch v. Maryland, 17 U.S. 316 (1819).

Apart from the significant questions of constitutionality,

S1012 will undoubtedly engender conflict and confrontation with

the churches and will at the very least lead to a quagmire of

litigation. Enormous sums of time, energy, and money will be
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expended by both the government and the churches as the legality

of S1012 is tested. It is hoped that this committee will prevent

this unfortunate scenario from occurring.

History demonstrates that both church and state are

healthiest when the two are allowed to function apart from each

other. Although there can never be absolute or total separation,

there should be an attitude of neutrality on the part of the

state with regard to religion. Tax exemption of churches serves

to maintain this neutrality. In the words of Mr. Justice

Brennan:

...the symbolism of tax exemption is significant as a
manifestation that organized religion is not expected to
support the state; by the same token the state is not
expected to support the church. Walz, supra, at 691.

For the above-mentioned reasons, we urge this committee to

reject §1012 of H.R. 3838 or to create an exception for "church

plans" as defined in S414(e) (3) of the Internal Revenue Code (see

the attached proposed amendment to S1012). Such an exception

would solve the problems of entanglement created by §1012 while

at the same time complying with the requirements of the

establishment clause of the First Amendment.

Resp tfully submitted,

Oliver S. Thomas
General Counsel
Baptist Joint Committee on

Public Affairs

Leland Wilson
Washington Representative
Church of the Brethren

60-412 0 - 86 - 15



444

-7-
Proposed Amendment to

S1012, Tax Reform Act of 1985

A new paragraph (6) is added to new section 501(m), as follows:

"(6) SUBSECTION NOT TO APPLY TO CERTAIN CHURCHES, ETC.
- This section shall not apply to a church or to a
convention or association of churches, including an
organization described in section 414(e) (3) (A) and an
organization described in section 414(E) (3) (B) (ii) which,
but for this subsection, is exempt from tax under section
501."
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STATVNT OF BLLBOUT CORPORATIO
ON THR TAX REFORN ACT OF 1965,
IMAR INOS OF THU U. S. SENATE

cofMITTE ON INI ,
FEBRUARY 6, 19".

BellSouth Corporation ('BellSouth") Welcomes the opportunity to

file with the Finance committee this statement for the record

setting forth our views on the capital formation provisions of

H.R. 3838, the "TaX Reform Act of 19805 (the "Bill"), as passed

by the House of Representatives on December 17, 1985.

BellSouth is one of seven regional holding companies formed as a

result of the divestiture of the American Telephone and

Telegraph Company. It is the largest of the regional companies

witb $25 billion in assets and approximately 92,000 employees.

Through its two telephone operating companies, southern sell

Telephone & Telegraph Company and South Central Bell Telephone

Company, BellSouth furnishes local and exchange access

communication services to residence and business customers in

nine southeastern states. Other principal subsidiaries are

engaged in directory and Yellow Pages publishing, cellular

mobile telephone service, and management of telecommunications

equipment sales and service.

BellSouth gupporte the general concept of tax reform that

provides for fairness, simplicity and economic growth. However,

BellSouth is quite concerned about the impact of the Bill on
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capital formation even with the proposal to reduce income tax

rates.

BellSouth is opposed to the enactment of the Bill principally

because of the adverse impact the capital formation provisions

of the Bill would have on Bellfouth and its subsidiaries, on our

customers and on the economic development of the nation. We are

convinced that the replacement of the present depreciation

system, the repeal of the investment tax credit, along with the

requirement that production costs be capitalized, would increase

the cost of productive machinery and equipment for American

industries and would hurt the ability of U.S. industries to

compete in domestic and international markets. Increased

obstacles to competition would further deteriorate an already

difficult trade situation.

CaDpital Foration policy

In 1981 the Congress enacted the present Accelerated cost

Recovery System (ACRe). Congress substantially eroded theme

benefits in subsequent legislation. The Bill would not only

eliminate the capital formation incentives remaining in the 1981

legislation but would make the U.S. capital cost recovery system

for investment in machinery and equipment next to last among 15

competing industrial nations.

,2-
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it is essential that the tax code provide an adequate, realistic

capital recovery system so expenditures are recovered at a rapid

rate to provide funds for further investment. Funds generated

by capital formation incentives are a primary source of

financing for BellSouth's capital expenditure program. Any

reduction in these incentives could require additional borrowing

and could result in an increase in the telephone rates charged

to our customers;

BellBouth supports a national tax policy that- continues the

investment tax-Credit and provides for depreciation schedules

that mirror competition and technological realities both global

and domestic.

Inve8tmnt Tgg Credit

The investment tax credit is very important to BellSouth and its

repeal would have a serious, adverse impact on us. Our capital

expenditure program Was $2.6 billion last year with most of the

acquisitions qualifying for the investment tax credit. The

credit was added to the tax laws in 1961 to provide a stimulus

for industry to modernize its plant and equipment eo as to

provide jobs, increase productivity and enable us to become moe

coupstitive. The credit is serving the purposes for which it

wam enacted.

-3-
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over the past sly years, BellSouth has expended approximately

*16 billion for plant and equipment to meet the challenge of

providing state-of-the-art communication services. The

investment tax credit has provided an important source of funds

for our capital expenditure program and the loss of the credit

would create significant increases in our financing

requirements. The availability of the credit as a source of

funds has also' allowed us to charge our customers lower

telephone rates than would otherwise be the -% it we had

borrowed the funds and passed the interest costs to our

customers. The proposed repeal of the investment tax credit is

the single most damaging provision in the House bill for

BellSouth and we feel that present law should be retained.

RMP-gec t ion

The Bill also would reduce cak-ital formation incentives through

introduction of the Incentive Depreciation System ("IDS").

Under the current Accelerated Cost Recovery System (xACRso).

telephone distribution plant (commonly referred to as outside

plant) is classified as 15-year public utility property. Under

the Bill. outside plant would be assigned to class 8 with a

recovery period of 25 years.

IDS is actually a disincentive when compared with the life

prescribed for ratemaking purposes, approximately 19 years for

BellSouth. The recovery period proposed under IDS is

-. 4-
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unacceptable, particularly in view of the fact that depreciation

recovery in the ratemaking process traditionally has been viewed

as grossly inadequate for telephone plartt-

lD also ignores the technological innovations currently

underway in outside plant. In recognition of intense customer

demand for a telecommunication network with greater capacity and

increased reliability, utility companies are Installing fiber

optic transmission cables to keep the network abreast of the

Information Age; The current generation of fiber optic. is

estimated to have a technological- life of five yeas, in

contrast to the 25 year life proposed under IDS. Deployment of

modern technologies introduces efficiencies such as reduced

maintenance expenses, benefiting all customers in the form of

more reliable service and ultimately lower telephone rates.

In order to be competitive in the communications market,

investments must be made in technology which increases

productivity. If BellSouth is to recover the investments being

made in the latest technology, the capital recovery periods

contained in the Bill must not be longer than 15 years as

provided in present law.

Production Costs

The telephone industry has a long history of self-constructing

property used in providing customer service. The Bill would
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reduce capital formation by enacting uniform rules for

capitalizing interest and production costs applicable to

self-constructed assets.

Under current lAw. construction-period interest and taxes

attributable to real property must be amortized over ten years

but are deductible with respect to personal property. Payroll

taxes, fringe *benefits and indirect costs generally are

deductible when incurred.

BellSouth reduces telephone rates for the aeociated tax

benefits as interest and production costs are incurred.

Accordingly, the requirement to capitalize items vhich,

heretofore, have been expensed would result in higher telephone

rates.

effective Dates

The effective dates in the Bill along with the separate House

and Senate resolutions regarding these dates have created large

scale uncertainty among taxpayers. This uncertainty, in turn.

has had a detrimental impact on capital investment decisions.

BellSouth believes all provisions should have a common,

prospective effective date. This would provide a stable

foundation for business planning.

-6-
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lomiuti

Under current law, BellSouth does not ceduce telephone rates in

the current period for capital formation incentives experienced

in the early years of an asset's life. instead, tax benefits

ate "normalized', i.e., reflected in telephone rates over the

life of the related asset. This ensures that investment

Incentives are shared between both current and future

ratepayers. Otherwise, tax benefits would result in immediate

rate reduction that would be paid fot by higher telephone rates

in later years.

Under the Bill, normalization would be required for regulated

utilities, similar to the rules currently provided under ACRS.

In addition, normalization rules would be retained for any

unamortized investment tax credit and any excess in deferred

taxes resulting from a decrease in income tax rateS.

BellSouth supports the normalization provisions in the Bill.

Continuing normalization would preserve telephone rate stability

and ensure that public utilities continue to benefit from

capital formation incentives.

Alternative Kinimum Tax

The Alternative Minimum Tax (ANT) provision of the Bill is

troublesome and should be thoroughly reviewed. Although

-7-
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BellSouth would not be subject to ANT in its present form, it

should be noted that the ANT could negate the capital formation

incentives in the Bill.

8llSouth also is concerned about the administrative burden of

computing the tax. In addition, normalization language must be

added for public utilities to ensure that the ANT is not

considered when computing deferred taxes.

Conclusion

BellSouth serves the southeastern region of the nation where the

population is growing 40 to 50 percent faster than the U.8.

average. BellSouth expects the region's strong economic growth

to continue. However, tax legislation which lacks adequate

capital formation incentives, such as that contained in the

Bill, would have an adverse effect on business in our region and

thus on our company.

we support the general concept of tax reform including specific

goals such as a reduction in tax rates. However, tax reform

should not impair job formation, hinder technological

innovation, restrict economic growth or reduce international

competitiveness.

Capital formation incentives impact the cost and quality of out

service. They are vital to -future investments for plant

-a-
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expansion and modernization to keep pace vith the growth and

demand for our services.

Last year the regulated telephone industry invested over

*17 billion in now plant and equipment.; The industry would be

severely burdened by any change which vould mae It necessary to

raie. between $4 and $5 billion from outside capital markets.

This would not: be in the best interests of the economy.

shareholders or ratepayers. Therefore, lelliouth does not

support the enactment of the Bill as passed by the House.

-9-
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STATEMENT OF

ROBERT A. BEST

PRESIDENT, BEST ASSOCIATES, LTD.

BEFORE THE SENATE FINANCE COMMITTEE

ON TAX REFORM

Once again, the Senate Finance Committee has the difficult and

somewhat thankless responsibility of trying to reconcile the apparently

contradictory goals of making our tax laws: fairer and more equitable;

simpler and easier to understand; economically beneficial to our citizens,

theirjobs, incomes, savings and investments.

My testimony does not argue on behalf of any private interest, but

attempts to lay out a direction which I sincerely believe will be in the public

interest. That direction is based on the need for reconciling the goals of: (1)

simplicity; (2) economic growth; and (3) equity -- consistent with the

budgetary and national security requirements of the United States as well as

its international competitive position -- no minor feat. Senator Roth's

r p aL. in my view, best accomplishes the reconciliation.

Before I give the reasons for my belief that the Roth bill best

accomplishes the reconciliation of national goals, permit a hopefully not

altogether irrelevant digression on the tax reform process. For many years

as the Chief Economist of this Committee, I gave considerable thought to the

reconciliation of national goals. At times, frankly, I wondered whether it

was really possible to reconcile all these goals; whether, in fact, if not in
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theory, the process was so democratic, so subject to conflicting private and

public pressures, it could not really achieve anything more than further

complication and confusion. With the advent of "open sessions" and the

political dynamism of PACs, I frankly wondered whether "reform" was not

just another code word which became an indelible mark in our political

lexicon, but which lacked even a modest definition or meaning.

My beloved Chairman, Senator Long, was wiser than we knew when

he said, in his inimitable manner, that reform means: "Don't tax you, don't

tax me, tax the man behind the tree." The man behind the tree never really

showed himself. And so the tax reform exercises often became an exercise in

frustration--- long and tedious and in the end the Code seemed at least as

complicated as before. But, the laborious exercises did keep the lawyers and

accountants busy, justified the existence of many consultants, and created a

number of fine paying 'service jobs" which at least in part made up for the

jobs which our nation lost in our basic industries -- an honest, if not entirely

self-serving assessment.

Tax reform did not really harm the campaigns of the members on the

tax Committees, except in one case. One very conscientious former member

of this Committee tried his damest to establish the principle that everyone

should pay his or her fair share of taxes. Seizing the initiative in what

appeared to be a politically popular and altogether equitable cause, this

member sponsored a "minimum tax" to ensure that everyone paid something.

He made only one mistake. He tried to perfect his own "loophole closing

amendment." In the perfection process, he lost an election on the grounds --

somewhat unfairly I thought, even in politics -- that he was "opening a
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loophole." Anyway, he became a judge and now has more time to devote to

the finer things in life -- playing golf at Burning Tree. The lesson from that

reform exercise may be don't try to perfect your own "loophole closing"

amendment.

After giving the matter a considerable amount of thought I came to the

conclusion that what this nation needed to achieve the apparently conflicting

goals it faced was a gradual transition toward:

" a maximum corporate and individual tax rate of
about 20 percent, which would enable Congress to
eliminate most of the current credits, deductions
and allowances of current law, combined with,

* a consumption tax (call it business transfer tax)
gradually increasing to no more than 10 percent
which would provide the Federal government with
sufficient revenues to meet our current and
foreseeable security interests and domestic social
and economic responsibilities.

As it appears almost inevitable that the Congress. with the

Administration's blessing, will severely raise the cost of capital. I believe

that in order to avoid a major recession. you will have to reduce the

individual rates far beyond the House bill or the Administration's Droposals.

so that the nominal rates and the effective rates are much closer to one

another. But. if you do that. there is a revenue shortfall problem. Thus. a tax

on consumption' (business transactions ) becomes important. That such a tax

would make our nation more competitive internationally and. in fact.

substitute for a much needed exchange rate realignment, which will not

haonen otherwise despite the newfound enthusiasm for it in the Treasury and
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some foreign financial centers ., is not a minor consideration with the

prospect of $150 billion trade deficits for years to come.

The Chairman has tried to see where a consensus may be found by a

Committee meeting with the President and then a retreat with the members.

That is a great initiative. Politics is a tough business- if there is no basic effort

at working toward agreement an overall national interest consensus

approach, it becomes frustrating in the extreme. If you can't agree on the

basic goals at the beginning of the process and have some consensus on a

direction, it will be impossible to do anything more than further complicate

an already overly complicated system.

Both the Administration and the House- passed version of tax reform

are likely to result in significant increases in inflation as the sharp increases

in business taxes are passed forward in the price structure and/ or a loss of

competitiveness as more businesses move offshore to take advantage of lower

costs of production. Once, the Administration started the process of taxing

Peter to pay Paul-- Peter being business and Paul being individuals -- it was

inevitable that the House would tax Peter a lot more than the Administration

would like. In some ways the situation is analogous to the first Nixon tax

reform which resulted in the 1969 Act. That Act eliminated the investment

tax credit. Some, but not all, in the business community warned that this

would lead to a sharp decline in investment, jobs and incomes, risking the

wrath of the newly elected Republican Administration. The naysayers were

viewed as self serving and the !aw as signed did in fact eliminate the ITC.

After the bill passed, investment fell off, the country was in a recession and,



460

5

tile Administration submitted another bill which made the investment tax

credit a permanent part of the tax laws. It was one of the quickest reverse

field plays that one Administration engineered within a two year time frame.

The 1971 Act made the Investment Tax Credit permanent!

Now the Congress is about to make the ITC permanently impermanent

and reduce ACRS and many, other benefits which do in fact reduce the cost of

capital, and encourage risk taking and investment. If you're going to do

that, and it appears, politically, you are ii a box and will inevitably tax Peter

to pay Paul, then I submit the best tax is not on capital, income and

investment but on consumption.

The President has apparently rejected a consumption tax. If he is

taking that position because he wants to gain as much leverage as possible to

squeeze out real spending cuts, that is one thing. In the light of the hoped for

new self enforcing budget discipline, his current rejection makes tactical

political sense. However, come April and the $144 billion budget deficit

target cannot be met after all the pruning, slicing and terminations of

programs because it is discovered that the economy is not growing at four

percent ard will not grow at that unprecedented rate for five years in a row,

he will have different political choices. At that point, some in Congress will

try to terminate his major defense programs. I don't think the Social

Security COLA fight will be back on the table. If, at that point, the

consumption tax combined with a lower income tax rate structure is still

viewed as another way of insuring the "tax and spend" habits of our

government, I see an end to tax reform and a lot of useless finger pointing. I

understand and share the antipathy for new taxes. I understand the deeply
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held conviction of those who view any tax with grave suspicion as a way of

evading the Federal Government's responsibility of reducing Federal

spending, which is now running at about 25% of GNP despite all the budget

cutting efforts of the past five years. Frankly, Congress exceeds the

President's budget requests, I don't understand why the veto authority is not

weild more frequently. Since, Fiscal Year 1980, according to Senator

Dominici, there has been an increase of $132 billion (99 %) in national

defense; $169 billion in new spending for domestic entitlement programs (an

increase of 60%) and an additional $26 billion in domestic discretionary

spending ( a 17% hike). Even while signing the Gramm--Rudman--Hollings

legislation, the President signed all the spending bills even though they

contained in the aggregate $40 billion more in domestic spending than he

wanted and $30 billion less for defense.

With the apparent new discipline put into the budget process by

Gramm -- Rudman --Hollings, a consumption tax combined with income tax

reductions is. in my view, meritorious in its own right for domestic.

international security and international economic goals.

DLomestically. it is the best way of really reducing income and profits

taxes to stimulate savings and investment; it will create an incentive for

American business to hold down value added (costs). A November 1979

Report of the Republican Policy Committee on VAT, stated:

The institution of a VAT system could enable
Congress to reduce the top rates for both individual
and corporate taxpayers to more reasonable levels,
thereby restoring investor confidence in business and
enabling business management to base decisions
primarily on business motives.
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On the issue of progressivity this Report stated:

Admittedly, VAT without special provisions is not a
"progressive" tax. However, upwards of 100 million
Americans are already paying an even more
regressive Social Security payroll tax. Additionally,
existing income tax laws create many instances of
regressivity. Many higher income people are
successful at avoiding taxes because they can afford
"professional " tax advice while many lower income
taxpayers do not take advantage of even elementary
tax avoidance possibilities. The unintended result is
regressivity.

A VAT is a far less regressive tax than a payroll tax or the cruel tax of

high real interest rates which currently exist and threaten to skyrocket if the

budget deficits are not soon brought under control. Any tax can be made

more or less progressive by a combination of exemptions and credits so the

consumption tax cannot be fairly branded before it is prepared for a final

showing.-

Internationaly1Y, the trade and current account deficits are not

sustainable. No great nation can keep losing industrial capacity, going deeper

and deeper into debt and borrowing from its creditors to pay its bills. Sooner

or later there will be a day of reckoning and the longer we are on the

dizzying merry-go-round of: budget deficits -- high real interest

rates -- capital inflow -- unreal high dollar exchange rates --

trade deficits -- reduction of basic manufacturing industries ..

underemployment of resources -- the longer this vicious cycle

continues, the more painful will be the adjustment to real life later on.
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A Finance Committee staff memorandum to Senator Long on the

Value Added Tax dated February 1, 1979 indicated that :

In general, the application of a VAT to imports and
its rebate on or nonapplication to exports is most
defensible in terms of the GATT, and most likely to
raise significant amounts of revenue, if a mandatory
VAT is applied to a broad range of products.

The revenue potential at the time both the Republican and Democratic

memoranda were written was about $7 billion for each percentage point of a

VAT. It is estimated that a VAT with liberal exemptions would currently

yield substantially more revenues than that, about $15 billion for each

percentage point.

From an international security point of view, the rebuilding of our

defenses still requires substantial outlays for defense. Americans want and

are willing to pay for a strong defense. They leave it up to the judgment of

you ia government as to what that means and tr.ist You will deal strongly with

the rip off artists in the defense procurement world. But the kind of

reductions that the Gramm -- Rudman bill calls for -- given the apparent

sacredness of Social Security COLAs and the increasing deficit drive of

interest payments on the debt -- the defense budget will not escape a meat axe

unless there is some new source of revenue.

People may argue that $200 billion budget deficits and $150 billion

trade deficits may look like "Voodoo economics," but let's face it, we are

enjoying the most fruitful economic period in the postwar history with 11

million new jobs since 1981 and an inflation rate that is well below average.
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Why fix something that ain't broke? That is persuasive on its face, but it is

the Administration which is proposing an elimination of the very incentives

to invest which made the "Voodoo economics" work. There was nothing

"Voodoo" about it at all. We have experienced, over the past five years, the

benefits of the three pillars of Reaganomics: (1) lower taxes on income,

savings and investment; (2) less regulation; and (3) a stronger defense. These

pillars , however, would have crumbled tinder the crushing weight of double

digit interest rates if our Federal budget deficit had not been financed, in

large part. by foreign capital. What would have happened if for any reason,

foreigners had decided that the American dollar was not the best place to

invest their capital? Would we have had the same kind of growth and

inflation record? I doubt it very much.

My point is that if 'ou are going to eliminate those incentives, the

income and corporate taxes must be brought down drastically, and the only

r..asible way of doing that without creating a mpujor mess domestically and

internationally, is through the imposition..of a consumption tax of some kind,

So the President may be saying Nyet now but if you pass his proposal or the

House bill and you are looking at a major recession in the last half of this

decade, beginning perhaps before the November elections, then you will be

back -- that is those who are reelected -- trying to put Humpty Dumpty back

together again. I doubt that this President has any more of a crystal ball than

his predecessors. Though he is a most remarkable and loveable man with

clear and noble values, and yet he and his advisors may not fully appreciate

that if you raise the costs of capital to American business by anything like his

proposal or the House bill, you will kill the goose that laid the golden egg.
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Once you kill the goose, it takes a gestation period of at least two years before

another goose is created.

That statement is not intended to be critical -- no one really knows the

precise interrelationships between the elimination of the investment

incentives and the short, medium and long-term effects on the economy, but

one doesn't have to be a trained economist to realize that if you take away an

incentive there will be a lot less activity. I remember a-former Chairman of

Merrill Lynch testifying before members of this Committee on the

importance of reducing the capital gains tax for risk taking and investment,

broadened equity ownership and jobs. Later, as Secretary of the Treasury

Don Regan fought for the ACRS and other business incentives. They worked

well and he deserves a lot of credit for his past fights for these incentives. But

if they worked well over the past five years, how can we b- sure that

eliminating some and drastically curtailing others will be in oui national

interests for the next five years? I am a little perplexed about the logic and

philosophical consistency of the Administration's cases in 1981 and 1985. Has

the patient really changed so much that what was good for him in 1981 and

what made him so healthy -- despite the deficits -- is now the wrong

medicine? I would prefer to achieve the goal of tax neutrality by a gradual

transition toward a consumption tax than by a re-imposition of taxes on

American business which can't compete very well under the present level of

taxes.

Thank you for your patience. Good luck.
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*/ BLACK& DECKER

STAn1EM- NT nF THE B _A-v A I)r!EE p COR AO T I N

r I't" I macce Frrcr i t ten-

'p , r-t: THE IMPACT (IF TAX REF-ORM PROPOSALS ON THE

ILT'rP r T IPrll t IOM F TITIVENES", ri F U.S. INDLUSTRIF

The Pla & Decker Corporation is a leading global
mar'LfatlJrer and iarketer of power tools, household products and

other lator-saving devices. We are h-adquartered in Towson,

Marvland. Approximately 40% of our sales are outside the United
States and business overseas is conducted through approximately

40] fnreinn subsidiaries in over 50 countries. Manufacturing is

cnnductedl at 7 plants in the .S. and in Brazil, Canada,
Fnoland, France, Cermany, Italy, Mexico, 5iricapore, and
Switzerland.

Flack A Pecker faces competition all over the world from

global companies, most notably from Japan and Germany. Foreign
capital noods producers increasinglv are penetrating U.S.

markets and are gaining a growing share of worla markets. This

trend will continue until the international competitive position
of U.S. industry improves substantially.

However, the playing field is not level. Our
competitors' profit margins and return (n assets are, in many

cases, lower than that rbouired ty the shareholders of a U.S.

company such as Black and Decker. Furthermore, the rules of

competition are stacked against U.S. companies which must

operate under extra territorial codes of conduct that do not

exist for rany of o(jr major trading partners.

The U. S. trade deficit is now at the $150 billion a year

level, and yet the nvernment, instead of encouraging I.S.

companies to develop foreign markets, is pioposing strange ani

perverse tax changes that will further inhitit thr, ability of

U.S. companies to compete overseas.

4r it i nu#-e d
. . . . . . . . . . . . . . . . . . . . . . . . . . .
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Preserving America's competitive position in the world
must now be recognized as a national priority. In today's
global competitive world, we can no longer ignore the incentives
or disincentives our tax code provides for the ability of
American business to compete. To a much greater extent than we,
our major trading partners use their tax codes together with
other government policies to give positive incentives fnr
investment, savings and exports.

Our specific comments to certain of the objectionable
provisions of the tax proposals are as follows:

Foreign Tax Credit Limitation

Black & Decker has been in an excess foreign tax credit
position since the inception of the Section 861 allocation rules
in 1977. Every year we have had excess foreign tax credits
expire before they could be used during the short, five-year
carryover period. However, lack & Decker has never shifted
investments from the U.S. to foreign countries simply on the
basis of tax considerations, such as generating additional
foreign source income with which to use excess foreign tax
credits.

The Administration appears to be of the opinion that
U.S.-based multinationals design their worldwide investment
programs solely with reference to U.S. tax laws. This simply is
not the case. Taxes are a cost of doing business and, as such,
reasonably are a factor in any business decision. However, they
are but one factor among a host of considerations, such as (1)
access to foreign markets; (2) labor costs; (3) size of the
market; (4) transportation costs; (5) duties; (6) exchange
controls; (7) political stability; (8) infrastructure; and (9)
financing.

Black & Decker's foreign competitors in Japan and Germany
are subject to very favorable tax rules in their home countries
on foreign income. For example, Japanese companies use the
"overall" foreign tax credit limitation. Furthermore, Japanese
companies can deduct reserves for possible losses calculated as
a percentage of its investment in foreign subsidiaries. Also, a
portion of royalties received by Japanese companies from
overseas licensing is tax-exempt. Foreign dividends received by
German companies are generally exempt from German income tax if
received from a treaty country. Germany also exempts dividends
received from subsidiaries located in certain developing
countries, even if the subsidiary pays no foreign income tax.

continued ........................
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The "per country" proDposal-s will further aggravate Plack
&.Decker's ability to avoid economic double taxation on the
repatriation of foreign earnings. If Congress is interested in
fostering exports and encouraging the repatriation of foreign
earnings, it is recommended that the foreign tax credit
carryover period be extended tc 15 years (which is the rule for
net operating losses and business tax credits. secondly, the
ordering rule for foreiqn tax credits should pDarallel those for
general business credits. Any carryover crdit should "e taken
into account before the current year's crermit.

Allocation of Interest Fxp-ense

'Oe stronqlv urce ehat t p fsal Re -Peg w' !h
requires interest expense a b i catc ,a a e
basis using only a balance s .

Sur c a Crrjc' i I 1 7 3 r e r 'La~ ~e s
foreign tax credit rin ' et r) % iIaores , c ac S 7 aac
"ecker, find themselves. re ,,es,]t (r e 7ic r h
taxation of foreign ear-4rcs 1 3e r- 'c aS inds
jndnubted , will rrse- t~i - i.t"' , - pa,','1ts
deficit by discouraiinl e rp r- ri -

Tniq oroposl wil I Ie par t ica r r 1 -... ', s
under-cap!ta!ized c<ra n is wn'c are try>I 'r !e.ep 3 -
export business, tu+- C t ") 3a' v'Ce s''-c T
the purpose of redclinc thI)r ie t.

ur research ha 'c " r' 1: v r
which alIrcatos int rest -'-'1e "c e - -

comrutin their fcreiqn ax -rel!4t mini' J , . - "a
marketplace, this prcnsa! il re,lh ,' w': ,r ... '" '"

dnino business that nl3rk Pr-e 'r f . ..

have.

The croDnsal under tl-e i- e' -: to -et -ri .I
investments under the eguit -- ' - --

tion or tax equitV and 3r n enly e , ac re
raising measure. To tne rnest c r
first time the equity ethd f ace r, d ,- a-7 -

tax code. It can be econemirall. ;us ti : .
that a prnvision is aOdel otfsett I c t- v;; 3 '
by credits for interest -xrense :,.rr,'- r- .
in Financing their rwn r rat ins.

0
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Subpart F Proposals

Several of the proposals to expand the reach of Subpart F
income and constrict tax deferral for CFC earnings violate the
legislative purpose of Subpart F and will have a real negative
impact on the competitive stance of U.S. owned foreign
businesses vis-a-vis foreign owned foreign businesses.

The enactment of Subpart F in 1962 for the purpose of
curbing artificial tax deferral transactions, was guided by the
principal enunciated in the Senate Finance Committee,
recognizing "the need to maintain active American business
abroad on an equal competitive footing with other operating
businesses in the same countries." This was one of the reasons
why a de minimus exemption was legislated for passive income
less than 30% of total cross income (restricted to 10% in
1975). A further restriction to 10% of foreign earnings will
result in Subpart F taxation of minor amounts of interest income
of many Black & Decker foreign companies that have cyclical cash
need requirements coupled with marginal profitability. The
proposal will have the punitive effect of requiring this U.S.
tax liability to be paid from U.S. source earnings unless the
U.S. parent is willing to incur sometimes high foreign
withholding taxes on dividend repatriations.

The existing de minimus rule is flexible enough to permit
the retention of sufficient cash by foreign subsidiaries to meet
cyclical working capital needs without permitting abusive
retention of idle cash. Although other countries, such as the
UK, Japan and Germany, have Subpart F type rules, none of these
countries attempt to tax interest earned by foreign subsidiaries
engaged in genuine manufacturing or marketing businesses. Here,
again, this proposal has as its objective revenue raising
without any concern for principles of equity, simplicity or
economic neutrality.

* *
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In summary, these proposals will (1) discourage the
repatriation of earnings from foreign subsidiaries, thereby
aggravating our country's balance of payments, (2) will place
U.S. companies at a disadvantage in relation to their foreign
competitors, and (3) impose enormously complicated and costly
recordkeeping and compliance burdens on multinational
taxpayers. Marginal worldwide tax rates for U.S. business doing
business abroad will increase disproportionately to the benefit
of the proposed reduction In rate.

The U.S. has a large negative trade balance to redress in
the context of having become a debtor nation for the first time
in modern history. Any tax changes need to be cognizant of this
difficult economic environment and be appropriate to the
economic imperatives of the late 1980s.

Black & Decker urges support for The Republican
Alternative offered on December 3, 1985 which accomplishes the
President's objectives without sacrificing the ability of U. S.
business to compete in the international marketplaces.

Respectfully submitted:

7
Laurence J. Farley /
Chairman of the Board/
Chief Executive Officer

/elh

60730
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Mills, Incorporated
IgIKS0 TOWELS, WASN CLOTN

TERRY CLITN
P.O. BOX 97

BELTON, SOUTH CAROLINA 29627

February 6, 1996

Attn; Betty Scott-Boom
The Honorable Robert Packwood
Chairman, Senate Committee on Finance
219 Russell Senate Office Bldg.
Washington, D. C. 20510

Dear Senator Packwood:

House of Representatives Bill #3838 has recently
passed the House and is now going to the Senate
for consideration . The National Assocation of
Manufactures along with Blair Mills, Inc., sees
HR 3838 as a flawed proposal. Our suggestion
would be to set aside tax reform for the time
being and concentrate on the more important
spending and trade deficits.

I urge that tax reform be set aside for now due
to the anti-growth and anti-job nature of the
House passed version of tax reform.

I would also like to request that these comments

being included in the hearing record.

Thank you for your attention.

Sincere

Blair Rice, Jr.
Chairman/CEO

CC to: Senator Strom Thurmond
Senator Ernest F. Hollings

AREA COWI T U"LAPHON mani

,CJ J J14G A GE r

PHONZ 4 K1) 3S a1m

M~ rirr 411 yolL
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Borden
OtMttAM-IANCORO

General Offices at Plant: Hoover Road / P. O. Box 1158 / Durham, N. C. 27703 / Phone (919) 596-8241

February 7, 1986

Attn: Betty Scott-Boom
The Honorable Robert Packwood
Chairman, Senate Committee on Finance
219 Russell Senate Office Bldg.
Washington, D.C. 20510

Dear Senator Packwood,

I am writing this letter to you to express my opposition to the
HR3838 tax overhaul bill, which I understand your committee will
begin consideration on.

This bill as far as business is concerned would seem to undo all
the excellent goals of the 198] Economic Recovery Act.

If industry in this country is to stay competitive with other
nations we must have a constant stream of investment in new equip-
ment. This is particularly true of businesses such as ours which
are capital intensivt. With new equipment becoming ever more
sophisticated and expensive a small company such as ours needs
every break possible to remain up to date. Due in large part to
the present tax incentives for investment we have spent approxi-
mately l million dollars this year on a fuel conversion project.
This project will allow us to fire our bricks with sawdust instead
of natural gas or oil. rhis will not only help reduce our nation's
energy deficit, but will provide a market for a waste product that
we produce here in the Eastern United States.

I don't say that our present tax law is perfect, but for manufac-
turing businesses, it is much better than HR3938. I would like to
see any now tax law contain mere incentive for capital investment,
not less. After all, we can't all work at hamburger stands or
other service industries. Sombdy has got to produce the tangi-
ble goods that we use and need.

Please include these comments in your hearing record. Thank you
for your consideration.

Yqurs truly,

BORDF $RICK., TILE COMPANY

F.K. Borden
President

FKB/mp

Phones: Plant Sanford, N. C. (010) M6516/ N. C. Tol Free t-600472-01
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BRITISH EMBASSY.

WASHINGTON, D.C.
TELEPHONE 1202I 462-1340

FROM THE AMBASSADOR

5 FebrUary 1986

The Honorable
Robert Packwood
Chairman
Senate Finance Committee
219 Dirksen Senate Office Bldg
WASHINGTON DC 20510

FEDERAL EXCISE TAX ON INSURANCE PLACED ABROAD

On 17 December 1985, the House of Representatives approved an
amendment to the Federal Excise Tax (FET) on insurance placed
abroad as part of H.R.3838, the "Tax Reform Act of 1985". This
amendment, which was first recommended in the Staff Options
prepared by the Joint Conmittee on Taxation, was not included
in the Administration's tax reform proposals. It was included
in the House version of the tax reform bill without hearings or
an adequate opportunity for discussion.

In the view of Her Majesty's Government, the proposed amendment
constitutes a unilateral abrogation of the unconditional waiver
of the Federal Excise Tax in the US/UK Double Taxation Convention.
The amendment would impose a tax upon insurance premiums written
by British insurers, where none is due under the current treaty.
If the change were approved, a tax.would be due on insurance
premiums pald to British insurers to the extent they are reinsured
with non-exempt insurers.

The House provision disregards the unambiguous language and
legislative history of the waiver by Imposing the tax on exempt
British insurers who subsequently reinsure a US risk with a non-
exempt insurer. In its report on the US/UK Treaty, the Senate
Foreign Relations Committee stated

I". . • no
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no US excise tax will be collected if the UK insurer
has no LS trade or business, regardless of whether or not
it rcinuros the risk" .

In rsporse to a r,.quest by the conferees, who rejected this
,rovi-iun during deliberations on the Deficit Reduction Act of
1984 , the t'K -o.etn:,ent hias provided mat,-r;als to the Treasury
Dei~artmont de onstrating that the waiver in the US/UK Treaty should
b)e preserved. in the Confero-nce Report, the Conferees expressed
-oncern that the waiver in the Treaty might allow British insurers
lo seve as ",'onduits" for n.n-x-.npt insurers seeking to avoid the
,. Xcise tax.

A study has Teen provided to the Treasury Department showing that
(1) the nature of the UK reinsurance industry, and in particular the
,;ay in which risks are "pooled", does not lend itself to "fronting"
Activity; (2) there is no economic incentive for UK insurers to
serve as "conduits" for non-exempt insurers seeking to avoid the tax,
since they would be required to assume substantial liabilities in
return for only nominal savings of the excise tax; (3) regulations
of the UK ,.; artrent of Trade ant lndlustly create significant barriers
to ci.-latiiq a "fronting" cC.7 an1y or "orduit in the UK, and (4) no
evic.;ice of --, ;,e has 1-oen feind in the US, snd a survey by the
As-sociation of Biitish Inuire rs fo und no instances in which UK
oc:ranies '.kro csed as a c-r,duit to place insurance with insurers
in o--s-c t cintries.

The TII '' y ,' Ar1-t_'r' t hIas L11 a';2ed w't th'r t'vid"o ce exists as
to ' .he '' ,t of the r:iv r or I" 'o-''Onts Into the UK. The British

t has not :aintti:,"d ir-cords on US source business, nor on
, wi i-u ,;loe frcm the UK. 'owev'r the US Vo artnsent of

C..-:-,we s r,,il 1-of insurance piac,-nents from the US to other
r taics. The 13ta -hrws that (1) the -r-cnt a-ge of increase in

US ro olnc ded to the UK has been significantly less for the
foir yr-ar '-rrod after the adoption of the Tieaty than for the five
yo r ,'i i, fore its ratification in 1980, and (2) the percentage

-ira;" in the UK for the 
4
--y ,ar --eriod after the Treaty's

tifi ''irn las htn a,?S th-n 'tny other country, except the Latin
i.: '>'h ics , for whichh data is s; -aiI tely reported by the US

F,'-'rt' ,t of Ce-c-croe. 'toth A' 't i';rns sr4;.o:t the conclusion
that the a.L-rrt in of the ' '.'r in the T:-ity hIs not encouraged the
'e of the !'K as a ",-in Lit" f,'r ir-rra:.--e with : on--s-,pt corpan-es.

Firslly, m-y c.vo'-'rent has ,! itted a stu ly 0,' hat the with-
holdinrg r-eo i-n ;rie;-d ly the a.-itr'ut pre ,-nts formidable
;inll('ms of r-vlinistration. C--pliance with the proposed amendment
wrold re;ulire UK insurers to , vplop new and costlyy reourd-keeping
trocriures for US insurance. Rc aise of the (4:"ericnce of British
insurers in claiming the r'-fund of the ex,-ac ax for the five-year
ioriod lotwon the Troaty's ratifi-ation and its effective date,
British c.-,;.aniries frar that the withholding sys

t
em would result in

delays of troar-ral years b,-fore a:,)ounts would be refunded, with the
''sultin g loIss of invest:-tnt returns on those funds for that puriud.

/Such
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Such higher costs would necessarily be passed on to US policy-
holde.rs, for whom the UK --arket provides much-needed additional
c !pfcity.

On .Atlif of Her Majesty' Covern-ent, I respectfully request that
Ihe i e F i ;_.ce C'.-Atee, ,der your Chi:n~hip, reconsider

this tnf3ir ..nd L, :,:C,35 :y clX .truCtion to the international
insurance Industry ',;e that the w iiver of the tix In the DSuble
Taxation Cunvtuntion Le pr -served.

Oli.er Irlght

cc :.cbcrs of Si ndte
Fin ;nce C...',ittee
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STATEMENT OF GEORGE BRODE, JR.

FOR THE RECORD CONCERNING

PROPOSED REPEAL OF THE

GENERAL UTILITIES DOCTRINE

My name is George Brode, Jr. I am a sole tax

practitioner specializing in Federal income tax matters

for closely held corporations and their shareholders in

Chicago, Illinois. I have recently acted as Special Tax

Counsel to the Illinois State Bar Association and the

Chicago Bar Association, past Chairman of the Section of

Taxation of the Illinois State Bar Association, past

Chairman of the Subcommittee on Redemptions, Committee

on Closely Held Corporations, American Bar Association

Section of-Taxation, author of BNA Tax Management Portfolio

8-4th Corporate Acquisitions - - Planning, and General

Editor of a two volume book entitled Closely Held Corp-

orations published by the Illinois Institute for Continuing

Legal Education. The following comments reflect my own

personal opinions and should not be construed as representing

the opinion of any bar association.
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POSITION

I believe that Congress should not repeal the
1

General Utilities doctrine. In the event that

Congress deems additional revenue necessary, I recommend

a modest increase in corporate tax rates to replace

the anticipated loss in revenue.

BACKGROUND

The statutory law governing the taxation of corp-

orations and their shareholders in corporate acquisitions

have been in place for more than 30 years. A well under-

stood body of case law and enabling regulations have been

developed under these provisions. The present proposals

on recognition of gain or loss on distributions of prop-

erty in liquidations (proposed sections 331 through

335 of H.R. 3838 reported by the House Ways and Means

Committee on December 7, 1985 at 274 through 291) find

1/ General Utilities v. Helvering, 296 U.S. 200 (1935)
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their genesis in a prior proposal known as the "Subchapter

C Revision Act of 1985" prepared by the staff of the

Senate Finance Committee and issued in May, 1985 (here-

inafter the "SFC Proposal"). This SFC Proposal contained

a set of statutory recommendations that would (i) modify

the rules for structuring corporate acquisitions, (ii) repeal

thi General Utilities doctrine, and (iii) establish a new

way of limiting net operating losses in connection with

acquisitions.

Need for an Economic Impact Study

The suggested repeal of the General Utilities

doctrine described in both the prior and current bill

will result in more tax for closely held corporations

(i.e., small family corporations whose stock is not

publicly traded ona national exchange) than is now the

case under present law. In that regard the SFC Proposal

noted that:

t . . . the impact of repeal of General Utilities
(and the consequent need for some form of relief)
would fall almost exclusively upon small, closely
held-businesses, and that large, publicly held
corporations would rarely be affected." SFC Pro-
posal, at 63. Based on testimony of John S. Nolan
at 148, 151 noted at SFC Proposal, at 6, footnote 24.

In commenting on the prioi SFC Proposal, Treasury

expressed concerns as to the economic impact of the proposals

- 2 -
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upon taxpayers. The Honorable Ronald A. Pearlman, Assistant

Secretary (Tax Policy), Department of the Treasury at

hearings held on September 30, 1985 before the Subcommittee

on Taxation and Debt Management of the Committee on Finance

of the United States Senate, in commenting on te suggested

acquisition proposals and repeal of the General Utilities

doctrine, stated, in pertinent part, as follows:

"We are concerned, however, that enactment of
changes of the magnitude suggested by the Staff is
for several reasons inappropriate at this time. First,
in light of the substantial modifications to the
Internal Revenue Code that will be necessary to
accomplish fundamental tax reform, we are hesitant
to support further extensive changes. Second, the
Treasury Department does not believe that the poten-
tial economic effect of the Staff's far-reaching
proposals have been adequately considered. In this
regard, we complement the Committee for soliciting
the views of various economists for today's hearing,
but we must emphasize that before undertaking major
changes in a area as well settled as Subchapter C,
these potential effects must be clearly understood.
Therefore, with one important exception [net operating
loss limitations], we recommend that the Committee
defer passage of extensive changes to Subchapter C
until fundamental tax reform has been completed, the
resulting statutory changes have become understood
by taxpayers and their advisors, and the potential
economic effects of the Staff proposals have been
thoroughly documented."

I believe that while the nature of the relief

provisions have been changed, Mr. Pearlman's incisive

comments apply with equal force to the present proposals.

While the prior bill would have provided relief to share-

holders of closely held corporations in the form of

an upward basis adjustment to their stock to reflect

corporate level tax paid on long held capital assets,

- 3 -
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the present bill discards that relief proposal and

opts instead for a two step approach. First, liquidation

of an "active business corporation" would avoid recognition

of gain or loss on liquidating distributions of long-term

capital assets to the extent of its "qualified stock".

The term "qualified stock" means stock owned by 10% or

more noncorporate shareholders for at least 5 years (or

the life of the corporation, if less than 5 years).

Secondly, a general 10% dividend received deduction

would apply to all corporations whether publicly traded

or closely held.

Repeal of General Utilities would be a revenue

raising measure that would secure approximately 4,041

million during the period 1986 through 1990. H.R. 3838,

at 291. The proposed 10% dividend received deduction

is estimated to reduce corporate taxes by 2,351 million

over this same period. H.R. 3838, at 242. It would

appear that the cost of repeal of General Utilities

would be borne by those liquidating closely held

corporations that for one reason or another fail to 2

(i) make distributions with respect to qualified stock,

(ii) hold long-term capital assets, or (iii) qualify as

an "active business corporation". It is not clear,

however, who would receive the majority of the 2,351

million relief reduction during this five year period.

One might surmise (absent a documented economic study

2/ Because they have shareholders that own their stock
for less than 5 years or own less than 10% of the stock.

- 4 -
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to the contrary), chat since many closely held corp-

orations do not pay dividends, the economic benefits

of such relief would flow almost entirely to lar le

publicly traded corporations. So viewed, the suggested

proposals appear to be a revenue raising measure with

most of the "bill" presented to closely held corporations.

Summary Explanation of General
Utilities Repeal Provisions

The General Utilities repeal provisions of the bill

may be summarized as follows:

1. In general, the General Utilities doctrine would

be repealed for distributions of property in corporate

liquidations. This would have the effect of reversing

the present nonrecognition of gain treatment accorded

corporations on liquidating distributions of assets to

shareholders under Section 336 of the Code. In addition,

the extension of General Utilities to sales of property

to third persons by liquidating corporations would also

be repealed. This would reverse the long standing rule

permitting nonrecognition of gain to a liquidating corp-

oration on certain sales of property to third persons

in connection with a plan of complete liquidation under

Section 337 of the Code. Thus, a liquidating corporation

would be subject to tax on the excess of the fair market

value of its assets over its then adjusted basis in those

assets.

- 5 -
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2. General Utilities would still apply (both for

distributions in kind and for certain -s-a-es--to third

parties) to that portion of corporate assets representing

stock held by certain noncorporate, 5-year 10% share-

holders if the corporation meets certain active business

requirements. This rule would be similar to that presently

set forth in Section 311(d) of the Code. However, the

General Utilities benefit would be limited to long-term

capital gain assets.

3. The General Utilities doctrine would be retained

for liquidating distributions of property by subsidiaries

upstream into their corporate parent under Section 332 of the

Code (except for assets attributable to minority shareholders).

4. The General Utilities doctrine-would be retained

and codified for distributions pursuant to tax free corp-

orate reorganizations.

5. Conforming changes would be made to Section 338

of the Code, relating to the treatment of certain stock

purchases that are treated as an acquisition of assets.

6. An S corporation's Subchapter S election would

be retroactively terminated if liquidated without having

been a S corporation for at least 3 full years after

having previously been a C corporation.

7. Lastly, the bill provides for a 10% dividends paid

deduction on a phased in basis. In addition, the dividends

received deduction of present Section 243(a)(1) of the Code

would be reduced from 85% to 70% for dividends received from

- 6 -
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unaffiliated corporate distributors. The 857 dividends

received deduction would be immediately reduced to 80",

with a phase-in of the remaining 10 percentage point

reduction. The present 100% deduction for dividends

received from certain affiliated corporations under

present Section 243(a)(3) of the Code, would, in general,

be reduced to 90,.

DISCUSSION

I question the litany of problems attributed to

General Utilities both by the prior SFC Proposal and

H.R. 3838 in order to justify adoption of the sweeping

proposed change. There have been 12 specific exceptions

and limitations to the general rule of Section 311(a),

336, and 337 which codified General Utilities in the

1954 Code. See SFC Proposal at 60, 61 which lists the

statutory exceptions. Save for attacking the one tax

conclusion-of Section 337 of the Code, little, if anything,

remains to be chipped away. That Congress should now seek

to turn back the clock on Section 337 seems strange in

that this question was exhaustively analyzed by both the

Supreme Court and Congress. Both came to the conclusion that

upon complete liquidation of a corporation, tax should be im-

posed solely at the shareholder level. This was subsequently

modified to permit recapture of depreciation, investment credit,

LIFO inventory (each by statute), and previously taxed ben-

- 7 -
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efits (by case law) at the corporate level.

Why does Congress now seek to overturn such a well

established rule? Ordinarily, Congress has been reluctant

to substitute its judgment for that of its Congressional

forefathers unless it could be clearly demonstrated that

such prior policy created an unintended tax avoidance

benefit or created an abuse contrary to an overriding

tax policy consideration. Neither appears to be the

case in the present situation.

No Abuse Exists To Justify
Repeal of General Utilities

Both Congress and the courts have directly authorized

a one tax conclusion in connection with a complete liquid-

ation of a corporation. Specifically, since General

Utilities was decided by the Supreme Court in 1935, a

corporation has been permitted to avoid the payment of

tax on a distribution of property to its shareholders in

connection with a complete liquidation. Moreover, United

States v. Cumberland Public Service Co., 338 U.S. 451 (1950),

tacitly reversed the position of Commissioner v. Court

Holding Co., 324 U.S. 331 (1945), and held that a corporation

could liquidate without subjecting itself to tax at the

corporate level notwithstanding that the primary motive

for the distribution of property to the shareholders was

to avoid corporate tax. Thereafter, Congress in 1954

codified that result by the enactment of Section 337 of

the Code which provided that a corporation would not

- 8 -
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recognize gain or losss on a sale of its property

(other than certain recapture items) if it adopts

a plan of complete liquidation and distributes all

of its assets to its shareholders within 12 months

of the date of adoption of the plan.

Proffered Reasons for Change

As its rationale for changing its position on

General Utilities and thereby Section 337 of the Code,

H.R. 3838 states, in pertinent part, that the General

Utilities rule:

" . . produces many incongruities and inequities in
the tax system. First, the rule may create significant
distortions in business behavior. Economically, a
liquidating distribution is indistinguishable from
a nonliquidating distribution; yet the Code provides
a substantial preference for the former." H.R. 3838,
at 281.

I respectfully disagree. It would appear that a

liquidating distribution in which a corporation sells off

its assets to a third party, pays off its creditors in

order to wind up its affairs, followed by a distribution

of the remaining proceeds to its shareholders in complete

liquidation is radically different front a nonliquidating

distribution in which the corporation remains in operation

after the distribution and its shareholders receive such

property without changing their position.

- 9 -
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The committee report goes on to provide that:

"A corporation acquiring the assets of a liquidating
corporation is able to obtain a basis in assets equal
to their fair market value, although the transferor
recognizes no gain (other than possibly recapture
amount) on the sale." H.R. 3838, at 281.

Once again, I respectfully disagree. A tollgate

charge is extracted in connection with a sale of assets.

if following the acquisition the corporation is kept alive,

tax is paid at the corporate level on the excess of the

amount received ove!r the target corporation's adjusted

basis in its assets. Conversely, if the corporation is

liquidated under Section 337 of the Code, tax is imposed

both at the corporate level for recapture items and at

the shareholder level on the excess of the amount re-

ceived by the shareholders over their collective adjusted

basis in their stock. Thus, the price" to be paid to

enable the purchasing corporation to secure a stepped up

basis in the assets it acquires is a tax paid at either

the target corporation's level assuming there were no

liquidation following the sale of assets, or a tax paid

at the shareholder level in the event a Section 337

liquidation were adopted. In addition, tax would also

be imposed at the corporate level on recapture items.

I further disagree with the inferance that because

the assets may be ". . . more valuable in the hands of

the transferee than in the hands of the present owner"

that in some fashion that fact might induce "corporations

- 10 -
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with substantial appreciated assets to liquidate and

transfer their assets to other corporations for tax

reasons, when economic considerations might indicate

a different course of action." H.R. 3838, at 282. While

it is true that certain assets may app-eciate in value

due primarily to inflation, or that other assets may be

nearly fully depreciated, sale of those assets by a

corporation will trigger either depreciation, investment

credit, or LIFO inventory recapture at the corporate

level as well as tax at the shareholder level in the event

of a Section 337 liquidation. I believe that it is

erroneous to suggest that the present tax Code in some

fashion fosters a sale of assets in cases where either

the shareholders, the corporation, or both would be re-

quired to pay a tollgate charge in connection with such

transaction.

Moreover, I strongly disagree with the committee's

assertion that the General Utilities rule may be respon-

sible, at least in part, for the dramatic increase in

corporate mergers and acquisitions in recent years by

artifically encouraging such transactions. H.R. 3838,

at 281. As noted previously, the failure to furnish an

economic analysis in support of the committee's rationale,

places both Congress and taxpayer's representatives on

thin ice in discussing the pros and cons of the suggested

proposals. Notwithstanding that caveat, I believe

that the following observations are clearly

- 11 -
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relevant:

1. The General Utilities doctrine and Section

337 of the Code have been in the tax law for a number

of years. However, only recently has there been a

dramatic increase in merger and acquisition activity.

This would tend to indicate that other factors are at

work to explain the increase in merger and acquisition

activity.

2. The bill would artificially discourage asset

acquisitions. There are many nontax economic reasons

why an acquisition may be structured as a stock acquis-

ition or as an asset acquisition. It can be expected

that if this proposed bill became law, purchasers and

sellers, strictly from a tax viewpoint, would generally

desire a sale of stock rather than an asset acquisition.

A sale of stock would avoid a tax at the corporate level

in exchange for a capital gains tax at the shareholder

level and purchaser's agreement to take a carryover basis

in the assets acquired. This assumes that the purchaser

would not make a Section 338 election or be deemed to

have made such an election under Section 338(e) of the

Code. This approach would avoid the payment of tax at

the corporate level in exchange for a reduction of tax

benefits to the purchasing corporation in future years

because of its inability to secure a stepped up basis in

the assets for depreciation purposes. Since tax effects

are negotiated into the price of the transaction, it may

- 12 -
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be said that economically they are borne by both parties

in such manner as they agree rather than by the party

upon whom the statute imposes the tax. The sellers'

capital gain taxes on their stock holdings would by

reason of the negotiated price which takes into account

the depreciation and investment credit recapture the

purchaser must absorb, be similar whether the trans-

action is a stock sale or an asset sale. Thus, even

though an asset sale might be desirable from a nontax

economic viewpoint, it would be discouraged under the

bill. The bill therefore violates the neutrality prin-

ciple between stock sales and asset sales.

3. As importantly, what possible justification

exists for a tax policy that gives tax preference to 10%

or more shareholders, yet denies those benefits to share-

holders who own 9.9% or less. The fact that Section 311(d)

of the Code adopts that standard in not, in my opinion,

sufficient justification. Rather, I believe Section 311(d)

represents an anomaly whose change I would support. In

essence, I believe that Congress is taking the wrong path.

Rather than extrapolate on the 10% shareholders anomaly as

the present bill suggests, I would favor elimination of

Section 311(d) of the Code provided that General Utilities

were riot repealed.

4-. It is entirely speculative at this point whether

the relief provided to closely held corporations will be

adequate. I submit that Congress should not enact a bill

where the economic impact is not clearly understood.

- 13 -
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5. The 5 year ownership rule will impede the flow

of corporate capital and create a "lock-in" effect. For

example, an individual acquiring a business in corporate

form must make a 5 year committment to that business and

would be impeded from accepting offers from bona fide

outside purchasers during that period. Why should closely

held corporations be so shackled? To paraphrase the

committee, that clearly would create significant distortions

In business behavior. Furthermore, the entire stock structure

of the corporation may have to be frozen for 5 years. To

the extent that employees or others acquire their stock

within 5 years before the time of sale of the business,

the Gneral Utilities repeal will apply to impose tax on

the transaction. Thus, the principal owner of a closely

held business must think twice about permitting employees

or others to invest in the corporation.

6. Perhaps the most significant aspect of the repeal

of General Utilities and specifically the 5 year "lock-in"

rule, would be that the bill would encourage closely held

corporations to be conducted in partnership form even

where C corporation status would otherwise be desirable

for nontax reasons.

Carryover Basis

The second principal reason offered by H.R. 3838

for the repeal of General Utilities for corporate liquid-

ations is that, under normally applicable tax principles,

- 14 -
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nonrecognition of gain is available only if the

transferee takes a carryover basis, thus assuring

that a tax will eventually be collected on the

appreciation. The commitee report noted at 282 that:

"Where the General Utilities rule applies,
assets generally are permitted to leave
corporate solution and to take a stepped-
up basis in the hands of the transferee
without imposition ofa corporate-level
tax. [Footnote 28 - The price of this basis
step up is, at most, a single, shareholder- -

level capital gains tax (and perhaps
recapture, tax benefit, and other similar
amounts). In some cases, moreover, pay-ment
of the capital gains tax is deferred be-
cause the shareholder's gain is reported
under the installment method.] Thus, the
effect of the rule is to grant a permanent
exemption from the corporate income tax."

I fail to understand the committee's suggestion

that the payment of both recapture taxes at the corp-

orate level, and capital gains taxes at the share-

holder level is in some fashion an insufficient "price"

to pay for the extraction of assets out of corporate

solution. In my experience, taxpayers are reluctant

to pay both a corporate and shareholder tollgate charge

for the right to remove assets from the corporation by

way of a complete liquidation.

The effect of the rule as extended by Section 337

is precisely fashioned to ameliorate the hardship of a

double tax conclusion in connection with a sale of assets

followed by a complete liquidation of a corporation. In

- 15 -
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commenting on the enactment of Section 337 of the

1954-Code, S. Rep. NO. 797, 95th Cong., 2d Sess. 5-6

(1978) stated, in pertinent part, that:

"Prior to the enactment of this provision of the
Code (sec.337), a sale of property by a corporation
which subsequently liquidated generally resulted in
two taxes - - one tax on the corporation on the gain
realized on the sale, and a second tax on the share-
holders on the gain realized by them when they re-
ceived the proceeds from the corporation in complete
liquidation of their stock. Prior to the enactment
of section 337, the tax on the sale could generally
be avoided only by a distribution of assets to the
shareholders in a taxable liquidation followed by a
sale under which gain was not realized because the
bases of the assets were equal to the sales price.
The Congress changed the la4 in 1954 because these
differences accorded undue weight to the formalities
of the transaction and they, therefore, represented
merely a trap for the unwary.

Congress chose to eliminate the tax at the
corporate level."

Absent documented economic evidence clearly linking

the elimination of tax afforded by a Section 337 liquid-

ation to a dramatic increase in merger or acquisition

activity, I strongly recommend that Congress not seek to

substitute its judgment for that of the original drafters

of the 1954 Code in fashioning the appropriate form of

relief to be accorded a sale of assets followed by a

complete liquidation of the corporation.

Accordingly, I respectfully request that Congress

not repeal the General Utilities doctrine. Thank you

for the opportunity to express my views.

- 16 -
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CARLETON COLLEGE

ONE NORTH COLLEGE STREET
NORTHFIELD, MINNESOTA 85057-4010

Tilf PRESIDENT February 14, 1986 (507) 683-43os

Senate Finance Committee
C/o Betty Scott-Boom
Room SD-219
Senate Dirksen Office Building
Washington, D.C. 20510

Chairman Packwood and Members of the Committee:

I write to lend my unqualified support to the position

taken before your committee recently by Mr. James G. MacDonald

in opposing the provision in H.R. 3838 that would terminate

the 65-year-old tax-exempt status of the TIAA-CREF pension

system.

As I pointed Out in my recent letter to Senator Durenberger,

imposing a tax on the TIAA-CREF system, as currently structured,

would have the immediate effect uf reducing the TIAA retirement

income of 150,000 retirees. It would also reduce pension benefits

arising from past and future contributions to TIAA for 850,000

faculty participants now accumulating benefits.

The impact on CREF also is likely to be substantial.

If CREF is no longer treated as a segregated asset account

for tax purposes, it likely would be subject to ordinary cor-

porate taxes on all its pension fund income, resulting in a

drastic reduction in CREF's pension benefits. For the past

several years, Congress has attempted to provide increased

incentives for :-lividuals to provide retirement income for

themselves, through IRAs, Keogh plans and the like, in order

to reduce the pressure on the Social Security System. The



494

Senate Finance Committee
Page 2
February 14, 1986

House bill would move in the opposite direction by greatly

weakening a system that has served its one million participants

so well for so many years.

It is surely not in the nation's best interests to increase

the financial disincentives to become a teacher, especially

at a time when ever fewer young people are inclined to go into

graduate programs to become college teachers. As I mentioned

to Senator Durenberger, low salaries already are a significant

disincentive. Further erosion of benefits would only increase

the numbers of our brightest, most able graduates who, to the

long-term cost of the country, are turning from the teaching

profession to business, law and medicine.

As Mr. MacDonald has argued, TIAA retirement annuity con-

tracts contain minimum lifetime income guarantees, which provide

a stable, reasonably predictable retirement income. To jeop-

ardize those guarantees by suddenly subjecting the system's

contingency reserves to taxation is, in my judgment, unwise

public policy.

I strongly urge you to retain the TIAA-CREF tax exemption.

Re ,

Robert H. Edwards
RHE:hn
cc: Rudy Boschwitz

David Durenberger
Bill rrenzel
James Oberstar
Timothy Penny
Martin Sabo
Gerry Sikorski
Arlan Stangeland
Bruce Vento
Vin Weber
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STATEMENT ON BEHALF OF

CATARACT, INC.
COMMERCIAL OFFICE ENVIRONMENTS, INC.

AND
KIESLING-HESS FINISHING CO., INC.

CONCERNING EMPLOYEE STOCK OWNERSHIP TRUSTS

AND SENATE FINANCE CONSIDERATION OF TAX REFORM

by

John B. Huffaker, Philadelphia, PA

February-.18,_1986
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STATEMENT ON BEHALF OF: CATARACT, INC., COMMERCIAL OFFICE
ENVIRONMENTS, INC., AND KIESLING-RESS FINISHING CO., INC.

CONCERNING EMPLOYEE STOCK OWNERSHIP TRUSTS AND
SENATE FINANCE CONSIDERATION OF TAX REFORM

By John B. Huffaker

My name is John B. Huffaker. I am a member of the firm

Pepper, Hamilton & Scheetz, Philadelphia, Pennsylvania. This

statement is submitted on behalf of the following corporations

and their Employee Stock Ownership Trusts:

1. Cataract, Inc.
660 Newtown Yardley Road
Newtown, Pennsylvania 18940

2. Commercial Office Environments, Inc.
9760 George Palmer Highway
Lanham, Maryland 20801

3. Kiesling-Hess Finishing Co., Inc.
300 West Bristol Street
Philadelphia, Pennsylvania 19140

We want to address two major problems raised by changes

in the rules governing ESOTs in H.R. 3838. First, the changes

the House bill makes in the qualification provisions are unfair

to the employee participants and would disqualify two of the

plans I represent as of January 1, 1986. Second, the new

diversification rules are too restrictive and do not take into

account the practical realities and the nature of stock held in

ESOTs. Contrary to the members intent the House bill's diversi-

fication requirements would not benefit the participants in ESOT

plans.
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H.R. 3838 disqualifies plans by limiting to one-third

the contributions for persons earning over $50,000.00. While we

appreciate the concept of not tilting a plan toward higher paid

employees, the solutions in H.R. 3838 require modification to

prevent severe, unintended hardships. The plans we represent

point up the difficulties with the H.R. 3838 approach.

In one plan we represent well over one third of the of

the 500 participants earn over $50,000.00. In another plan there

are only about 10 participants because a large number of the

employees are covered by another qualified plan under a

collective bargaining agreement. Thus, the top three (the ones

making over $50,000) receive over one-third of the ESOT

contribution in one plan but less than one-third of the total

contribution to the Company's qualified plans.

Furthermore, the provisions generally apply to

contributions made in the year beginning in 1986. Some ESOTs

have obligations incurred in previous years in connection with

the purchase of stock that anticipated continuing contributions

at or near the maximum level allowed by current law. The

provisions of H.R. 3838 would make it impossible to fulfill these

obligations which could mean defaults or forced sales to larger

corporations. Existing ESOTs should be permitted to function as

the retirement plan of employees rather than unfairly and

-2-
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severely punishing employees and companies which have relied on

ESOTs under current law as a retirement plan for employees.

One way to avoid the qualification problems of H.R. 3838

would be to apply a relatively simple formula such as doubling

the allowance in the event over 10% of the participants would be

"highly compensated." Furthermore, any disqualification should

apply at the end of the year in which the standard is not met

rather than trying to predict exactly what will happen during the

course of a year. For example, a plan of a small business could

experience a single untimely death which could cause a disquali-

fication. In the Subchapter S area, the Congress designed rules

that caused a corporation to have disqualification at the end of

the year of the disqualifying event rather than retroactively.

The second issue, we are concerned about is the

diversification requirements of H.R. 3838. These are much too

onerous. We urge the Committee to consider the following:

1. There should be specific authority to
allocate contributions to a plan
disproportionately so that a greater
amount of cash or equivalent could be
allocated to the accounts of the older
employees (both before and after an
election).

2. When there is a need to diversify but
there is no market for the stock, the
ESOT's only way to convert stock into
cash may be to sell some of the stock to
the company. There should be a clear
permission for such transactions as
installment sales.

-3-
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3. The statutory pattern must permit a
considerable degree of flexibility.
While it is possible to plan for
-retirements, an untimely death or two (or
elections to require diversification) can
cause unexpected problems in plans of
closely held corporations. Thus, the
election to require liquidity should be
subject to a phase-in period of 5 years
or more.

While we appreciate the enormity of the Committee's task

in reforming the entire tax code, we urge the Committee to

address the concerns of employees and companies participating in

ESOTs that have been set up for the benefit of small companies

and their employees in reliance on present law. The changes we

suggest are revenue neutral. The opportunity to bring these

problems to the Committee's attention is greatly appreciated.

-4-
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Statement for the Record
H.R. 3838

The Cellular Telecommunications Division of Telo-

cator Network of America (Telocator) submits this statement in

support of an amendment to the effective date for the invest-

ment tax credit and depreciation rates proposed in the Tax Re-

form Act of 1985, H.R. 3838. Telocator represents cellular

companies (a new form of mobiletelephone service) that are

classified by the Federal Communications Commission (FCC) as

"nonwirelines" -- i.e., cellular companies owned by indepen-

dent entrepreneurs, in contrast to the competing "wirelines"

which are owned by telephone companies. The FCC allocated

only enough spectrum for two cellular systems in each market

-- one set of frequencies for a wireline system and one set

for a nonwireline.

The proposed effective date for the repeal of the

investment tax credit and the new depreciation rules grand-

fathers only equipment under binding contract before September

26, 1985 or placed in service by December 31, 1985. As

explained below, unless the nonwirelines receive transition

relief, this effective date provision would unfairly place a

tax burden or many nonwirelines which, due to FCC policies and

procedures, aLmost all of their wireline competitors will not

have to bear.

I. Telocator Proposed Transition Rule

In order to relieve nonwirelines of the tax dis-

advantage they would otherwise suffer in their competition
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with wireline telephone companies, Telocator proposes broaden-

ing the bill's transition relief to include equipment for any

cellular system for which the FCC issued a construction permit

prior to September 26, 1985. Because the FCC had issued

construction permits only with respect to the 90 largest

markets as of September 26, 1985, only they would be eligible

for this transition relief. In the remaining 215 markets no

construction permits were granted prior to September 26 for

either wirelines or nonwirelines. Hence no competitive

disadvantages would exist in those markets and no transition

relief is necessary.

In the event that the generally applicable effective

date for the investment tax credit and depreciation amendments

is postponed until January 1, 1987, the transitional inequities

that the nonwirelines now face would not occur and there would

be no need for a special transition rule.

I. Background

Prior to 1983, there was no cellular industry other

than two experimental operations in Chicago and Baltimore/

Washington. In 1981 the FCC allocated certain frequencies for

cellular use and declared that in each of the 305 metropolitan

areas, or markets, in the United States one cellular permit

would be awarded to a wireline company and one to a nonwireline

company. The purpose of the latter policy decision was to

ensure a competitive cellular industry. To qualify as a

wireline, an applicant had to be owned by a telephone company
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operating in the same market. The number of eligible wireline

applicants in each market was small and sometimes there was

only one. A nonwireline applicant, on the other hand, could

be any business entity interested in providing cellular

service.

The FCC then considered how to process applications

for the wireline and nonwireline construction permits in each

market. It established a June 7, 1982, deadline for filing

applications for the 30 largest markets, a November 8, 1982,

deadline for markets 31 through 60 in size, and a March 8,

1983, deadline for markets 61 through 90. The FCC began by

using a comparative hearing process to choose among competing

applicants but shifted to a lottery procedure for markets 31

through 90. The very restrictive eligibility requirements for

wireline applicants and the wide-open eligibility requirements

for nonwirelines caused the delay for the nonwirelines which

in turn led to the tax inequity at issue here.

III. The Need for Telocator's Proposed Transition Rule

In the top-90 cellular markets, 75 wirelines had

completed construction and received their operational licenses

before September 26, 1985. As a result, their equipment

purchases are not affected by the proposed tax legislation and

are eligible for the more advantageous tax benefits that the

bill would eliminate. However, only 17 nonwirelines had com-

pleted construction and had licenses by September 26, 1985.

Therefore, most nonwirelines would not qualify for the tax
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benefits available to the wirelines and would be placed at a

substantial disadvantage in head-on competition with wirelines

in their markets if they are not granted transition relief.

The headstart of the wirelines over the nonwirelines

is directly attributable to FCC policies. In the top-30

markets wireline applicants avoided the comparative hearing

process altogether because there was only one per market or

because they were sufficiently limited in number to be able to

settle quickly. The larger number of nonwireline applicants

in each market-made settlement far more difficult. As a

result, none of the wireline applications in the top-30

markets went to a comparative hearing but almost all of the

nonwirelines were designated for hearing. Thus, although both

wirelines and nonwirelines filed their applications in the

top-30 markets at the same time, the nonwirelines did not

receive their construction permits until an average of 12

months after the wirelines received their permits.

By way of example, in the Atlanta market where five

nonwireline applications were filed on June 7, 1982, the

applications were designated for hearing on January 21, 1983;

the record was closed on December 2, 1983; the Administrative

Law Judge issued the initial decision on February 27, 1984;

the FCC approved the decision and granted the construction

permit on January 29, 1985; an appeal was filed in the federal

Court of Appeals on February 27, 1985; oral argument took

place on February 14, 1986, and no decision has yet been
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rendered. By comparison, tne wirelane received its construc-

tion permit on January 21, 1983 and the system went on line in

July, J984.

The FCC switched to a lottery selection process for

markets 31 through 60 and 61 through 90, though it did so

substantially after applications fcr these markets had been

filed. Cellular Lottery Rulemaking, 98 F.C.C. 2d 175 (1984).

Under this new procedure, the nonwirelnes still suffered a

disadvantage. In almost all cases market-wide settlements

were negotiated and agreed to. But these settlements took

much longer to arrange among nonwirelines because of their far

larger numbers. Thus, in markets 31 through 60, most markets

had 12 or more competing nonwireline applicants, and in

markets 61 through 90, there was an average of 16 nonwireline

applicants. The average number of applicants for wirelines in

markets 30 through 90, by contrast, was still a very manageable

2.6 per market.

Because of the far larger number of nonwireline

applicants in markets 31 through 90, their settlements took

much longer than the wireline settlement process. Thus, the

settling nonwireline applicants each had to agree first to

take a pro rata interest in the company that would operate in

the market in question. Then they swapped interests in the

various markets to achieve some measure of consolidation and

business rationality. This process was not substantially

completed until long after nearly all of the wirelines had
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reached settlement. For example, in the Salt Lake City

market, the wireline received its construction permit on

April 26, 1984, and was operational by December, 1984. But

the nonwireline did not even receive its construction permit

until March, 1985, which was when many other nonwirelines in

the 31 through 90 markets received their permits. Compared to

the September 26, 1985, date in the House tax bill, the Salt

Lake City wireline had 17 months and the nonwireline had only

six months to order equipment. Because the process of order-

ing equipment and launching a cellular system takes a con-

siderable amount of time, the much smaller amount of time left

to nonwirelines to complete this process by the deadline

established in the House tax bill was simply inadequate in

many cases.

Moreover, the various steps to be undertaken before

central switches and other equipment could be ordered were

made more complicated by the fact that the settlement process

resulted in nonwireline permits being held by partnerships

with large numbers of partners. In most nonwireline markets,

therefore, partnership committees reviewed and authorized the

following decisions leading up to orders for appropriate

equipment. They had to review the design of the systems which

engineers and others had agreed to on the basis of a careful

review of the various applications in the market. They had to

evaluate and then choose among a changing and sophisticated

selection of computer based switching and other equipment in
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light of their systems' needs. There were numerous difficul-

ties with respect to selecting the location of various towers

needed for tile operation of the systems and with respect to

obtaining zoning approvals for them. The resolution of these

difficulties could affect their equipment selection. Con-

sequently, it is entirely understandable that many nonwirelines

were unable to order equipment before September 26, 1985 or

place it in service by December 31, 1985.

If transition relief is not made available, non-

wireline systems that have been delayed by the FCC's processes

would be placed at a substantial competitive disadvantage.

For example, if a cellular system in a particular market costs

$10 million to construct, the wireline would have had the sub-

stantial benefit of a $1 million investment tax credit while

its nonwireline competitor would have no credit, and for

several years the wireline would receive more rapid deprecia-

tion than its nonwireline competitor. These discrepancies

would enable wirelines to charge lower rates and otherwise

have an unfair and undeserved competitive advantage over

nonwirelines.

Based on Telocator's survey of a substantial number

of nonwireline systems, it believes that the impact on tax

revenues of the proposed transition relief, including both

investment tax credit and depreciation, would be in the

neighborhood of $15 million. Although the effect on tax

revenues would be relatively small, the relief would be very



507

8 -

significant to the emerging nonwireline industry. It already

operates under the handicap of starting later than the wire-

line industry; the wireline systems are owned in large part by

powerful regional telephone companies with cellular interests

that span whole regions of the country; and the nonwirelines

incurred far greater hearing and settlement expenses to obtain

their FCC permits than did the wirelines. With nonwirelines

being the only source of competition to wirelines in the

duopolistic cellular market, the FCC and the District Court

have recognized the special importance of nonwirelines

developing into full competitors of the wirelines. Thus, the

requested relief is desirable not only as a matter of-tax

equity but also to promote the public policy goal of a

competitive cellular marketplace.

IV. Relationship of Telocator's Transition Rule to Other

Transition Rules

Telocator's proposed transition rule is not unique.

A similar transition problem was encountered and remedied by

the drafters of H.R. 3838. Section 203(d)(2) of the bill

grants transition relief to certain projects if, on or before

September 25, 1985, the Federal Energy Regulatory Commission

("FERC") had licensed the project or certified it as a "quali-

fying facility" for purposes of the Public Utility Regulatory

Policies Act of 1978. In both cases, substantial time and

money had been expended in the regulatory process prior to

September 26, 1985. In both cases,_the necessary regulatory

60-412 0 - 86 - 17
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analysis and review entailed significant dalay not faced by

other taxpayers who made their investrT.nt decisions without

such extensive federal regulatory review. And in both cases,

the initial decisions to pursue the projects were made long

before September 26, 1985, in anticipation of the continued

availability of the investment tax credit. The case for the

nonwirel-nes is even stronger since relief is needed to

provide them with equitable tax treatment vis-a-vis their

wireline competitors.

That special transition relief is appropriate for

certain taxpayers subject to federal regulatory action is also

demonstrated by the transition rules enacted when the invest-

ment tax credit was terminated under Section 703 of the Tax

Reform Act of 1969. Sections 703(b)(3)(C) and (b)(6)(B) of

that Act provide that, in defined circumstances, property des-

cribed in certificates or orders issued by a federal regulatory

agency before termination of the credit would be treated as

itpretermination property" (and thus still eligible for the

investment credit) even though not satisfying the general def-

initional requirements. These provisions show a history of

Congressional solicitude for taxpayers who, although clearly

committed to acquiring or constructing property prior to a

statutory deadline, are unable to begin construction or enter

into binding contracts in the ordinary course of their busi-

nesses as a consequence of the regulatory process.
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V. Conclusion

Transit:on relief for nonwirelines is essential to

prevent the creation of a significant tax inequity. Wirelines

and nonwirelines constitute two classes of taxpayers that are

similarly situated, but FCC procedures have caused one -- the

wirelines -- to be eligible for substantially more advan-

tageous tax treatment than the other -- the nonwirelines.

rhat inequity will inhibit the full and fair competition

crucial to a competitive industry. Appropriate transition

relief would be consistent with similar remedies in the past,

would be limited in scope to only those cellular systems

authorized prior to September 26, 1985, would involve only a

small revenue loss and would rectify an otherwise wholly

unjustified discrepancy in the tax treatment accorded to

competitive cellular systems in the top-90 markets.

The text of a proposed amendment to the bill is

attached as Appen-iix A.
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Appendix A

AMENDMENT to SECTION 203(d):

(14) Certain Cellular Systems -- In the case of property

which is part of a system in the Domestic Public Cellular

Radio Telecommunications Service covered by an FCC con-

struction permit issued on or before September 25, 1985,

such property shall be treated as satisfying the requite-

ments of paragraph (b)(1) of this section.
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CHEMICAL ZMY.FAC7KERS ASSCC:A:N
STATE,'E:T ON :s-c REF R:-

The Chemical manufacturerss Asscciation (CMA) is a

nor.prcft trade asscoat:on whose :enber companies represent

more than 90 percent of the productve capacity of basic

industrial chemicals within this country. We welcome this

cppcruni'y s s.mit the views of the U.S. chemical industry

on tax reform and in particular the impact the President's 1985

Tax Reform Proposal and H.R. 3838 would have on the chemical

industry.

OMA supports Presi ent Reaan's stated goals of

economic growth, farness and smpli::ty, b..t the current

proposals fail tc meet an'.' of those goals. :n an attempt to

achieve revenue neutra i-ty, the proposals unfairly shift a

substantial portion of the income tax burden now borne by

individuals and noncapital intensive corporations to America's

capital intensive industr-es. Thos shift would cause a

reversal of recent econcmic growth and a reduction in Amerioa's

internaticnal compettoveness, with further increases in an

already massive trade deflcot. Moreover, the complexitces

inherext in oth tropcsasl wouli istaly "nier-..e the tsal of

simpli coy and would increase sln'ificanty the a!oniostratnve

burdens of tax compliance. Similar to the consequences of any

increase in Superfund feedstock taxes or the imoosition of an

oil import fee or other energy tax, the increased osis that

would result to the chemical industry from these tax reform
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proposals would have a damaging impact on the domestic and

international competitive position of the chemical industry.

ECONOMIC GROWTH

Both tax reform proposals would do significant damage

to the economy, particularly the capital intensive industries,

of which the chemical industry is a prime example. This in-

dustry spends more than $15 billion annually on plant, equip-

ment, and machinery. It directly employs more than I million

Americans, and indirectly provides jobs for countless others.

Both proposals remove important incentives for capi-

tal investment by repealing the ten percent investment tax

credit and reducing deductions for capital cost recovery

(depreciation). Unfortunately, these two provisions play a

major role in keeping the program revenue neutral. In other

words, tax reform would be paid for by capital intensive

industries. Treasury revenues overall would theoretically be

equal, but the President's proposal shifts a tax burden of

nearly $122 billion from individuals to corporations over the

next five years. The House bill increases this amount to

nearly $140 billion. By comparison, the proposals would

increase taxes for capital intensive and growth businesses by

$160-S260 billion over the same period. Thus, the cost to

industry of the reduction in capital incentives exceeds the

total shift of tax burden to corporations. CMA believes that

this shift is too large, too sudden, and too burdensome or. a

narrow sector to be healthy for the economy.
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CMA and many prominent econcmists nave concluded that

the massive tax increase cn capita' -. ntensive business con-

tained in these plans would cause a significant increase in the

cost of capital, with a resulting slowdown in capital invest-

ment, an increase :n the overall cost of U.S. manufactured

goods, a decline in international competitiveness, and an

increase in our trade deflcot. This is especially true for the

chemical industry.

Experience with the investment tax credit, which was

introduced in the early 1960s and has been suspended twice,

supports these pessimistl: views. An analysis by the American

Council for Capital Formation found a direct correlation be-

tween the tax credit and jobs. When the credit is available,

the ratio of )obs to population increases. When the credit is

increased, the ratio grows faster. When the credit is removed,

the ratio declines and unemployment increases.

Coupling the repeal of the investment tax credit tc

the adverse changes in depreciation only exacerbates the effect

on unemployment. On a macro-economic basis, we estimate that

for every $1 billion loss in investment there is a correspon-

ding loss of 50,CCC :obs throughout the economy. A recent

study by the H.arvard Uni;ersoity's 'Center for Eusiness and 3o;-

eminent predicts that the President's proposal to repeal ACRS

and the investment tax credit could reduce capital spending by

$3C billion, translating into a loss of 1.5 million jobs

throughout the economy (a 1.28 percent increase in total
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unemployment). The depreciation changes contained in the House

bill do not improve this result.

CMA recently requested the Institute for Research on

the Economics of Taxation (IRE'T) to prepare a study of the

impact on the chemical industry of the President's tax proposal

and the options then under consideration by the House Ways and

Means Committee (the capital cost recovery prov:s:ons of H.R.

3838 are not significantly different from the Committee options

analyzed in the IRET Study). The IRET Study is attached.

The IRET Study concluded that the reform proposals

regarding capital cost recovery, the alternative minimum tax

proposals, and the excess depreciation recapture provision in

the President's proposal, would have:

devasting effects on the U.S. chemical manufac-
turing industry. . . . Despite the proposed
reductions in statutory tax rates, these changes
would raise the effective tax rates to which
chemical manufacturing companies are exposed and
would, as a result, materially slow the growth in
the industry's production facilities and employ-
ment, cost the industry's employees billions of
dollars in lost real wages, and reduce the indus-
try's output substantially below levels that
would otherwise prevail. The competitive posi-
tion of U.S. chemical manufacturers in both
domestic and foreign markets would be signfi-
cantly eroded.
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The study estimated the effects as follows:

President's Ways & Means Options
Proposal Prooosal

($ in billions)

Loss of Real Wages
10 Year Total $ 4.4 - 5.5 $10.5 - 13.0

Loss of real output
10 Year Totals $ 8.5 - 10.7 $20.3 - 25.2

Reduction in Invest-
ment (versus
current law) $10.5 - 13.2 $24.8 - 30.6

Percentage Increase
in Cost of Capital
for Machinery 4.4% 10.9%

Percentage Reduction
in Present Value
of Capital Cost
Recovery Alowance
for Machinery 13.5% 24.9%

These numbers reflect only the direct effects on the chemical

manufacturing industry. Indirect effects were not explicitly

estimated. :RET concluded that the indirect effects of these

proposals might well be equal to the direct effects.

CMA further estimates that the repeal of :TC and ACRS

alone would reduce cash flow available to the chemical industry

by over $1.6 c:LJion per year. Clearly, the results summarized

above for the chemical industry hardly can be seen as a formula

for promoting growth.

The IRET study reached the following conclusion

regarding the impact of the proposals or. international

competitiveness:
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The contraction of chemical manufacturing produc-
tion capacity, employment, and output, relative
to present law, that would result from the pro-
posed tax changes would obviously weaken the
position of U.S. chemical manufacturers in both
the domestic U.S. market and foreign markets.
The increase in the cost of capital and in
effective tax rates that would result with the
proposed tax changes would significantly erode
the profitability of the U.S. industry. Given
the nature of the industry's output and the
conditions of demand prevailing in both domestic
and foreign markets, there would be little if any
opportunity for chemical manufacturing firms to
restore profitability through price adjustments.
The expected result is that a larger share of the
domestic U.S. demand for chemicals would be met
by foreign producers, while U.S. producers would
account for a smaller fraction of chemical pro-
duct sales in foreign markets.

The U.S. trade deficit is one of the United States'

most serious economic problems. Even the electronic and

computer industries contributed to the trade deficit in 1985.

Among other problems, U.S. manufacturers are still trying to

get out from under the weight of the strong dollar and win back

the market share captured by weak-currency imports. The

chemical industry has been one of the few bright spots, but

even its trade surplus has declined almost 25 percent in the

past four years from $10 billion in 1982 to $7.6 billion in

1985. Worldwide competition is fierce. Now is not the time to

place additional handicaps on the manufacturing sector by

increasing the cost of U.S. production.

In summary, the current tax proposals would create a

new but shortsighted industrial policy for the United States.

The proposed policy is biased against the manufacturing sector

and would in fact promote the deindustrialization of America.
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In additncn, the decline of the nation's manufacturing base

would inevitably result in a loss in the high tech and service

industries. Tf capital spending in manufacturing were further

restricted by tax disadvantages, not only would U.S.

manufacturers be unable to modernize, increase productivity,

and remain competitive in the worldwide marketplace, but U.S.

service industries supporting domestic manufacturers would

likewise suffer from economic contraztoon. The result would be

a shift of capital investment outside the United States to tne

detriment of all U.S. economic sectors. Accordingly, we

strongly urge that any change :n the tax treatment of capital

investment shcull result in no greater cost of capital than

under present law.

FA: RNESS

All too often, the burden of increased corporate

taxes ultimately falls on the one group that can least afford

-- the factory workers who are handed layoff notices. One

only has to look at the Icss of two million 3obs in the manu-

facturing sector and 5C,CC0 in the chemical industry over the

last 1C years tc see who really bears the burden of ha-ing nor.-

compet;:ove costs imocsed by o:"ernmen; pcLc:es. A tax oo.:cv

that can only exacerbate this stuticn can hardly be ."ewed as

"fair."

In discussing tax fairness, CMA is compelled to

address the frequently publicized misconception that the

chemical industry enjoys a low effective tax rate. The Pease-
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Dorgan effective tax rate study has been cited to suggest that

corporations in the chemical industry are not paying their fair

share of taxes under current law. That impression is false and

certainly should not be the basis for major changes in tax

policy.

CMA commissioned Price Waterhouse to do an expanded

study on chemical industry effective tax rates. Price

Waterhouse examined the record of the 15 largest corporations

classified by the Securities and Exchange Commission as having

their primary business in the industrial chemical category.

Us:ngthe Pease-Dorgan methodology, these 15 companies had an

effective tax rate on U.S. income of 23 percent in 1983 and

nearly 31 percent in 1984. The comparable figure for all

industries was less than 17 percent in 1983 (1984 figures are

not yet available). In other words, the chemical industry is

faced with a substantial increase in its tax burden when it is

already taxed at an above-average level.

Much has been made of the concept of a "level playing

field" among investments in promoting tax fairness. It is

important to note, however, that our tax system is already

biased against zap::al spending. Those of us in capital-

intenslve businesses feel that an ideal tax system would treat

the costs of capital and labor the same; i e., as current

expenses. Repealing the ITC and slowing depreciation deduc-

tions would not level. the playing field as some claim, but
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would further tilt it to the disadvantage of-capital intensive

industries.

Finally, as a matter of fundamental fairness, tax

reform should not be permitted to have any retroactive effect.

For example, the legislation should not change the tax treat-

ment of deductions relating to, or income flowing from,

investments in plant and equipment which have already been

made, or committed to, in reliance on existing law. Similarly,

the proposed changes in the L:FO inventory method should not

have any retroactive effects.

S XPL:CIT

The third goal, sI city, can be dealt wlth brief-

ly. Present law, although complex, is far simpler for

corporations than e:.ther of the current proposals. We need

only look at the constant changes in the depreciation rules,

the third major change in five years, or an alternative minimum

tax that requires an entirely new and separate set of tax

records. To these we can add the proposed changes in inventory

accounting and the foreign tax ,r:v:s ins, which are so complex

as to be almost beyond comprehension. :n fact, we have serious

concerns ahout vnether companies w:.l ze able 7o comply with

many of the new foreign tax proposals a' all. Staggering

modi'fications to taxpayers' computer systems and capacities

would be required to comply with these changes.
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ADDITIONAL SPECIFIC CONCERNS

Following is a summary of CMA's additional specific

concerns about the President's proposal and the House Bill.

A. Foreign Tax Credit (FTC) Limitation

CMA opposes the proposed changes to the existing

overall method of determining the foreign tax credit

limitation. The President's proposal, after acknowledging that

the objective of the FTC is to avoid double taxation of foreign

income, states that limiting the credit to the United States

tax on foreign income on a country-by-country basis, rather

than on an overall basis, is more consistent with this goal and

would lead to more rational incentives for investments. In

other words, foreign income taxes of a particular country would

be creditable only to the extent of the United States income

tax allocable to the income from that country. Moreover, the

ordinary U.S. rule of sourcing dividend income at the place of

incorporation of the payor would be modified in calculating the

indirect credit. Dividends from subsidiaries earning income in

more than one country would generally be required to be re-

sourced. Similarly, foreign income taxes would generally be

traced to the country to which they are paid.

H.R. 3838 adopts an approach which, although it

retains in principle the overall limitation, sets up separate

limitation categories for certain types of income. In order to

prevent .igh foreign taxes on a particular category of income

from offsetting United States tax on low taxed income, the
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following separate baskets are established in addition to the

overall limitation for trade or business income: passive

income, banking or insurance income, and shipping income.

Passive income would include dvidends, interest, annuitLes,

rents, certain royalties, and gains from the sale of property

giving rise to such income.

MA believes that t.e current provisions respecting

the foreign tax credit are most satisfactory and there is no

compelling need to make such basic revisions. Both the

President's proposal and the House bill would add enormous

complexity to already complex provIoSOns.

Moreover, CNA disagrees with the view expressed in

the President's proposal that the overseas investment decisions

of multinational companies are made for purely tax motivated

reasons. The decision to operate abroad requires the evalu-

ation of many factors, of which foreign zaxation is hut one.

The economy of the country of investment, the stability of its

government, ease of access, quality of the labor market, cli-

mate and environent, and receptivity of the country's people

to the proposed enterprise are all important factors in foreign

invesment. decis-ns. Business does not cursue lower taxes in

disre.card of al! zther factors. in fact, the Decarnment of

Commerce data for 1982 showed that the overwhelming bulk of all

manufacturing investment takes place in foreign "high-tax"

rather than "low-tax" countries.
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Nevertheless, if United States industry is to be

competitive with industries of other countries, it must be

given the opportunity to take advantage of tax regimes in all

countries (as do its competitors). As to nonmanufacturing

investment, it is submitted that the 1984 amendments to the

Code preclude any further unwarranted manipulation by tax-

payers.

It is our firm belief that the United States policy

of taxing worldwide income requires that the United States

adopt rules which clearly eliminate international double

taxation of foreign income. It is only fair and equitable to

allow a credit on an overall basis. There is no fundamental

merit in excessive fragmentation of zhe limitation of the

foreign tax credit at the expense of United States industry.

This expense consists of the obligation to pay incremental U.S.

taxes on foreign source income even where the effective overall

foreign tax rate on such foreign source income equals or

exceeds the U.S. tax rate.

If the provisions of H.R. 3838 are favorably consi-

dered it is suggested that the following modifications be made:

1) the current exception to separate limitation treatment for

business related interest income shculd be retained and made

applicable to passive income earned by 10 percent-owned foreign

corporations; 2) a "de minimis" rule should permit 10 percent-

owned foreign corporations to earn small amounts of interest

income without triggering the separate limitation for the U.S.
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shareholders; 3) separate limitation treatment should not apply

where a foreign jurisdiction's statutory tax rate is 36 percent

or highez. The proposal's requirement for a 36 percent effec-

tive tax rate ignores the effects of net operating losses and

differences between U.S. and foreign tax accounting practices

for local tax payments.

B. Source of Income Rule for Sales

CMA opposes the change H.R. 3838 makes to the

existing rule relating to the source of income derived from the

sale of property. This proposed change would apply to (1) the

purchase and resale of property and (2) the manufacture and

sale of property. Its adoption would have many ramifications

throughout our federal income tax system. This change, in

principle, adopts the President's proposal.

Under present law, income from the purchase and sale

of tangible and intangible personal property is considered

derived from the place where the title (and risk of loss) to

the property passes. This essentially practical and objective

principle stemmed from z long line of cases and, in 1957, it

was made a part of the Treasury regulations at §1.861-7. For

tax avoidance transactions, however, the existing regulation

allows an analysis of the substance of the elements of the

transaction. The title passage principle also has been

incorporated in the Treasury regulations used in determining

the portion of the income attributable to the sales factor for

the purpose of allocating gain from the sale abroad of U.S.
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manufactured goods. See example (2) in Treasury regulation

§ 1.863-3(b)(2).

The explanations of the President's proposal and the

House bill assert that the "title passage" test bears no neces-

sary economic relationship to the economic activity generating

the income from the sale. The proposed solution is a new rule,

which provides that income from the purchase and resale of

inventory-type property would be sourced in the country of the

taxpayer's residence. An exception would be made in cases

where the taxpayer had a foreign fixed place of business that

participated materially in the selling activity generating the

income outside the United States. However, this exception

would not be available for sales to affiliates. in general,

under the proposal, the place where the title passes, where the

purchase is made, and the place of destination all would be

irrelevant. Similar rules would apply to income from the manu-

facture and sale of products.

Thus, a dcmestic corporation would always be treated

as a United States resident, and its foreign sales income would

always be U.S. source, unless an exception to the general rule

applied. Thus, agreements which were entirely negotiated, exe-

cuted and implemented abroad could still result in U.S. source

income for a U.S. corporation with little or no commercial

operations within the U.S.

The chemical industry believes it is highly undesir-

able to change the present long-established title passage rule,
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which provides certainty, for one which is ambiguous and impre-

cise and would require years of prolonged litigation to clar-

ify. When specific problems arise, they can be addressed on a

case-by-case basis, as was extensively done in the Deficit

Reduction Act of 1984.

if the proposed source rule for sales were adopted,

we would recommend that the "material participation" exception

not be limited to sales to unrelated parties. Denying this

exception in the case of all sales to affiliates unduly penal-

izes exporters -- especially large exporters -- which need to

rely on foreign sales affiliates to coordinate overseas

marketing.

C. Allocation of Interest Expense

CMA opposes the provision of H.R. 3838 that requires

the interest expense of each member of a domestic affiliated

group to be allocated to other members of the group using an

allocation method that treats the group like a single corpora-

tion. This provision follows the President's proposal. The

new rules would apply to all members of an affiliated group

eligible to file a consolidated return, whether or not there is

an election to file such a return. These provisions would con-

clusively deem that money borrowed by one member of a

consolidated group operating in the U.S. was in part borrowed

by another member of the group operating abroad, even if the

borrowing company in fact borrowed to make a U.S. investment

and the affiliate operating abroad had no need to borrow.
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Moreover, these ru.les would act)!, to the allocation of other

types of expenses, to the extent they are not specifically

excluded.

The four ma3or changes in H.R. 3838 for allocating

interest expense are as follows: 1) U.S. parent companies and

all of their 80-percent or more owned domestic subsidiaries

would be required to allocate their interest expense under the

consolidated asset method; 2) the optional gross income method

for allocating interest expense would be repealed; 3) the asset

basis for investments in foreign subsidiaries would include a

proportionate share of the undistributed earnings and profits

of such foreign subsidiaries; and 4) intercompany interest

income and expense between U.S. members of the group would be

eliminated for U.S. income tax purposes.

The proposed changes are illogical, ignore the real

world of corporate finance, are contrary to tax practice that

has been carefully considered for 20 years, and would make U.S.

multinational companies less competitive in making U.S. invest-

ments.

D. Allocation of R & D Expenses

C:MA reiterates its position that the stazutor-.' mora-

torium on the required allocation of research and experimen-

tation expenses under Treasury Regulations §1.861-8 should be

,nade permanent. The reform proposals fail to do this. On

November 3, 1983, CMA presented extended testimony in strong

support of this policy before the Subccmmittee on Oversight of
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this Committee. For the reasons stated there, it is our con-

tinued belief that failure to extend or to make permanent this

statutory moratorium would be an added reason for locating new

research facilities and operations outside the United States

with the loss of both new U.S. jobs and technology.

E. R&D Credit

CMA believes the R&D credit should be made permanent

at the current 25 percent rate. The President's proposal urged

a three-year extension of the existing 25 percent tax credit

for incremental research and development, with a tightening of

the definition of eligible expenditures. H.R. 3838 adopts the

three-year extension, but reduces the rate to a 20 percent.

The chemical industry believes that the credit has

contributed significantly to the continuation and expansion of

research programs in general (cf. the recently published study

"The Need for a Permanent Tax Credit for Industrial Research

and Development," by H. N. Bailey and R. Z. Lawrence of the

Brookings Institution and by Data Resources Inc.), and to the

health and prosperity of the United States chemical industry in

particular. The chemical industry has a vital interest in the

continuing search for ideas which will contribute to future

expansion in productive capacity in the United States and the

development of new job opportunities. The industry is in the

forefront of research oriented activities.

As a nation, we need a strong private sector research

establishment. New technology is the source of continued
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economic growth and carries the basis for 3obs in the future.

It is imperative that U.S. policy encourage domestic research

activity. In addition, research programs require long lead

times, and the uncertainty regarding the future that will

result from a mere three-year extension will be detrimental.

F. 80/20 Corporations

CMA opposes the elimination of the 80,'20 rule.

Historically, interest and dividends paid by a domestic

corporation constitute U.S. source income. However, as far

back as the 1920's, such payments were treated as foreign

source income if the domestic corporation derived less than 20%

of its gross income for a prior period from sources within the

United States. (The 80/20 rule). H.R. 3838 repeals this

exception, and all such dividend and interest payments would be

considered U.S. source income.

The adoption of the 80/20 rule and its continued re-

enactment for the past 60 years were based on the sensible

policy that dividends and interest paid out of gross income

which is substantially foreign income should themselves be

foreign source. The proposed elimination is basically

inconsistent with the principles adopted ,r. many pro';s:ons of

the Revenue Act of 1984, which focused on the source of the

underlying income for determining the source of d:stributions

and interest.
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G. Corporate Minimum Tax

CMA opposes any expansion of the corporate minimum

tax. Both the President's proposed reform package and the

House bill contain damaging proposals to substitute an

"alternative" minimum tax for the "add-on" minimum tax

currently applicable to corporations. In addition, numerous

proposals of a similar nature have recently been offered by

others.

The alternative minimum tax proposals would create a

dual tax system the effect of which would be to undermine

important provisions contai-ned in the income tax laws, place

the heaviest burden on those companies least able to afford the

tax, and further complicate corporate recordkeeping and tax

compliance.

As an alternative to the regular tax, the alternative

minimum tax would be calculated at a different rate (Presi-

dent's proposal-20%, H.R. 3938-25,%) on a broadened base

determined by increasing regular taxable income by certain

"preference" items.

New or broadened tax preference items of particular

interest tc the chemical industry contained in the £:Fesident's
I

and/or H.R. 3838 proposal :nclude all or parts of the following

items:

1. The accelerated or incentive element of
depreciation on real and personal property.
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2. Excludable income of Foreign Sales Corporations.

3. Deferral benefits of the completed contract
method of accounting.

4. Deductions for mining exploration and develop-
ment costs in excess of an amortization
allowance for such costs.

5. Deductions for intangible drilling and
development expenses incurred in connection
with oil and gas wells.

For this industry, the alternative minimum tax is in

the nature of a permanent flat tax at a very high rate. The

creation of a dual tax system based on broadened concepts of

tax preferences is inappropriate, particularly while consider-

ation of comprehensive tax reform is pending. Items chat are

in fact unsound or ineffective should be dealt with in the

context of reform, rather than in a revised minimum tax. The

so-called preferences represent Congress' well-considered tax

policy decisions, typically designed to spur economic growth or

strengthen particular industries by eliminating the bias

against savings and investment. For example, the Fore.gn Sales

Corporation rules were first adopted in 1984 to replace DISC

and promote U.S. exports. Classificaticn of such items as

taxable preferences undermines sound tax policy.

Moreover, an alternative minimum tax of the type

proposed falls most heavily on companies that can least afford

it. Its greatest impact is on companies with low regular tax

liability, which may be attributable to depressed earnings or

substantial investments in expanding or growing businesses. In

fact, our projections indicate that a chemical company that is
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continuing to invest and grow would be subject to the minimum

tax on an ongoing basis unless it had another income source

base not generated by a capital intensive business.

H. Cost Accounting For Inventories and Taxpayer-Constructed
Assets

Both the President's proposal and H.R. 3838 would

impose new, stricter rules for-capitalizing certain overhead

costs as a cost of producing inventory or as a cost of

constructing taxpayer-built property. These 'super" full

absorption rules would apply to manufacturing companies in all

industries, regardless of their financial accounting practices.

The costs to be capitalized include, among others, (1) tax

depreciation in excess of depreciation reported on financial

statements, and (2) certain research and product development

costs (President's proposal only). It is obvious that

taxpayers would no doubt be forced to make two complex

computations (rather than just one) of their inventory and

self-constructed property costs.

All taxpayers would have to recompute opening

inventories using the new rules, taking into taxable income

over a five-year period the resulting differences between old

and new opening inventory values. Thus, the leg:slation is

retroactive for all taxpayers.

The recomputation of beginning inventories is

especially unfair and burdensome for those taxpayers who are on

LIFO. These taxpayers probably cannot make an accurate

calculation of. the effect of this change in accounting with
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respect to their opening inventories since they would have to

refigure inventories for all years that they have been on LIFO.

They would therefore be forced to use the highly inaccurate

estimate set forth in the House bill to revalue their

inventories.

I. Transfers of Technology to Foreign Subsidiaries

CMA opposes section 641(e) of H.R. 3838, which

substantially amends (and distorts) the well entrenched and

understood international legal principles of §482 dealing with

arm's-length pricing of, or cost-sharing arrangements for,

transfers (including licenses and other arrangements for use)

of intangibles abroad.

The bill would substitute for the existing arm's-

length standard in both §482 and §367(d) a requirement that

payments for transfers to controlled foreign corporations be

"commensurate with the income attributable to the intangible,"

and be redetermined periodically.

This proposal is at variance with the long-

established principle that dealings between related parties

should be accomplished on the same basis as those between

unrelated parties. The United States has been :nstrumental,

through the CECD and otherwise, in persuading the international

community to adopt this rule. We should not repudiate it

unilaterally. The likely refusal of other countries to follow

the new standard will result in double taxation and the
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breakdown of Competent Authority procedures under existing

treaties.

The proposed standard is also so amorphous that'it

would be virtually impossible to attain any certainty in its

application without years of extensive litigation. The

existing rules and regulations, by contrast, are adequate to

deal with the concerns expressed in the House report.

Moreover, if U.S. corporate taxpayers were to license third

parties to use the same or similar technology, the controlled

licensee/grantee would then be at a competitive disadvantage.

This disadvantage would be compounded if it were more efficient

and cost effective than its foreign competition.

J. Section 936

CMA supports the retention of the §936 credit. The

President's proposal would have replaced the credit with a

credit based on wages. H.R. 3838 rejected this proposal.

Instead it would (1) increase the cost sharing payment under

the cost sharing option to 110 percent of present law, or if

greater, the royalty payment under revised section 482 and 367,

(2) for companies which elect the 50/50 profit split, the

amount of product area research expenditures would be increased

by 20 percent for computing combined taxable income, and

(3) the active business incometest is raised ultimately to 75

percent.

CMA believes that, in order to attract and maintain

quality manufacturing operations in the U.S. possessions, tax



534

- 24 -

incentives more substantial than those contained in the

President's proposal are essential. These tax incentives have

worked. The quality of employment in Puerto Rico has improved

because of the present program, resulting in an increasing

skillful workforce. The President's proposal would result in a

dramatic increase in unemployment.

Insofar as the changes recommended in H.R. 3838 are

concerned, CMA believes it would be preferable to make no

changes in present law. In particular, no change should be

made in the present application of the standards contained in

§ 367(d) and § 482.

CONCLUSION

In conclusion, CMA believes the United States needs a

tax policy that creates 3obs by encouraging capital formation

and improving the competitive standing of U.S. companies in

world markets. The way to do that is to provide incentives for

savings and investment, broaden the tax base, and avoid shif-

ting massive tax burdens between individuals and corporations.

The capital formation and foreign provisions of current law

should be retained, the alternative minimum tax should be

rejected, and inzentives for research and develccment should be

made permanent.

February 24, 1986
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STATEMENT OF THE CHICAGO BAR ASSOCIATION

COMMITTEE ON FEDERAL TAXATION

CONCERNING

TREATMENT OF NET OPERATING LOSS

AND

OTHER TAX ATTRIBUTE CARRYOVERS

FOLLOWING CORPORATE ACQUISITIONS

Sections 382 and 383 of the Internal Revenue Code of

19541 will be substantially amended by the Tax Reform Act of

1976 at midnight December 31, 1985, unless the effective

period of the existing provisions is extended for a fifth

time or new provisions are enacted. These sections treat

and impose limitations on the applicability of net operating

loss, capital loss and various credit carryover attributes

(all herein referred to as "tax carryovers") after

significant ownership or business changes affecting the loss

corporation. There is official dissatisfaction with the

gaps in the existing provisions and widespread concern over

the complexity to be imposed by the 1976 Act.

1) All section references herein are to the Internal
Revenue Code of 1954 unless otherwise indicated.
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As part of a complete revision of Subchapter C of the

Internal Revenue Code dealing with the income tax treatment

of corporations and shareholders, the Senate Finance

Committee Staff in May 1985 presented a new approach to the

tax carryover problem area (the "SFC Proposal") partially

based upon or reminiscent of the 1958 Advisory Group Report

on Subchapter C, the Bacon & Tomosulo proposal set forth in

20 Tax Notes 836 (1983) and the American Bar Association

Section of Taxation Proposal, dated February 6, 1985 (the

"ABA Proposal"). Assistant Treasury Secretary for Tax

Policy Ronald Pearlman responded favorably to the SFC

Proposal with certain recommendations for changes of a more

or less technical nature (reported in the BNA Daily Tax

Report, No. 190, pp. J-10-21, 10/1/85). The Fouse Ways and

Means Corittee as part of a general press release (reported

in BNA Daily Tax Report No 209, pp.G-5, 6, 10/29/85)

announced that its proposal would follow along the same

general line but with some further changes in detail.

The basic structure of the new approach is to impose an

annual limitation on the use of tax carryovers after a

triggering event consisting of the change of ownership of a

loss corporation, such limitation to be determined by

applying a percentage rate to the value of the loss

corporation at the time of the change. The basic appeal of

the approach is its conceptual simplicity. It applies one

limitation rule, triggered by one type of event (ownership

-2-
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change), whether effected by taxable stock purchase

transactions or by non-taxable reorganization transactions.

Because of the urgency and importance of the matter and

the shortness of the period for decision, the Chicago Bar

Association Committee on Federal Taxatio-rrwishes to present

its views to responsible persons involved in the legislative

process as an expression of opinion and preference by a

group of practitioners with long experience and deep interest

in the area. It does not pretend to have superior wisdom,

but it believes it represents a fairly representative group

of practitioners interested in protecting the public fisc in

accordance with clear, easily understood rules of relative

simplicity, while at the same time allowing business to be

transacted without undue attention to tax considerations.

It states at the outset that it accepts the SFC Proposal

approach and does not favor free trafficking in tax

attributes, but would trim and narrow the Proposal in

certain respects in the interests of simplicity and better

reflecting the realities of the business environment.

Further, it favors regarding the revised Sections 382 and
383 as part of a spectrum of overall regulation and

limitation and not as the exclusive and total means of

preventing abusive trading in tax attributes. Once Sections

382 and 383 are viewed as complementary rather than absolute

measures of limitation, they can and should be kept

relatively simple and broadly comprehensible. This is

-3-
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particularly appropriate now that Sections 382 and 383 are

being considered more or less alone and not as part of a

sweeping revision of entire Subchapter C.

General Approach and Rate of Absorption.

The SFC Proposal embraces the so-called "neutrality

principle" of limiting tax carryovers. It aims at preventing

the successor of a loss corporation from realizing benefits

from the carryovers more than those likely to be realized by

the loss corporation itself, while at the same time not

impeding the successor's ability to derive the equivalent of

such benefits. The neutrality principle also encompasses

the idea that tax carryovers themselves are not to be

significant objects of commerce, that is, mere shells

without value apart from tax carryovers are not to be

desirable targets for acquisition. It is in this latter

respect that the principle makes more sense.

The first leaning of the principle--successor to fare

no better than the loss corporation--has an enormous

threshold gap in meaning so that without further explanation

it appears at first blush to be a conceptual self-contradic-

tion. A loss corporation gets no value from its carryovers

unless it turns around and makes a profit. Literally, there

is no way that the loser's experience can constitute a guide

for a profitable successor. Unless, of course, the principle

is expanded to embrace some reasonable, broadly acceptable

model dealing with the nature and extent of the loser's

-4-
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conversion to profitability. So far, the proposals on the

table refer to two widely differing models with some minor

variants in between.

The SFC Proposal model of tax carryover usage consists

of converting the value of the loss corporation into ultra

safe investments, such as Treasury bonds, and fashions its

limitation on the annual application of the long-term

applicable Federal rate (in effect at the time of a more

than 50% ownership change) to the value of the loss

corporation at the time of the change. The limitation

formula and its applicability would endure (absent

subsequent ownership changes or other special events) for

the balance of the Section 172 15-year period outstanding at

the time of the ownership change. Assistant Secretary

Pearlman has observed that the actual tax carryover annual

absorption rate reported by corporations in the real world

is significantly less than the current long-term applicable

Federal rate and proposes the use of the mid-term rate in-

stead. The House Ways and Means Committee prefers a long-

term tax-exempt bond rate. All these approaches assume that

notions of fairness or economic reason validate a model

according to which a loss entity's business assets are

liquidated, its debts paid and then converted into a passive

investment company holding governments of varying degrees of

conservatism while privileged to serve out its days using

its tax carryovers to offset its modest, but assured,

-5-
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interest income stream. The House Committee model mixes the

investment company metaphor by using tax-exempt income to

absorb the tax carryovers, leading us to conclude that in

choosing a limitation rate consistency of principle is not

as important as a gut feeling of suitability.

The ABA Proposal model approaches the absorption

problem from a different direction, looking instead to what

the business community regards as a suitable return on

investment in risk-prone enterprises (with operating assets

and debt still in place) characteristic of loss corporations.

This led to a 24% annual rate to be applied to loss corpora-

tion value for a 5-year period, irrespective of the length of

the remaining Section 172 period.

The Chicago Bar Association Tax Committee favors the

ABA Proposal model, limitation rate and period of utiliza-

tion. Where true neutrality is impossible by definition, it

prefers the reality of adhering to the common and reasonable

expectations and practices of the business community. The

ABA Proposal does not increase the value of tax carryovers,

but it accelerates and shortens their usefulness in line with

what our Committee believes is the general disinclination of

businessmen to give serious attention to plans in this area

extending much beyond 5 years. If the ABA Proposal format

should be unacceptable, our Committee suggests that the rate

be sharply increased to twice the long-term applicable

Federal rate with or without a cut-off period for use in
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addition to the Section 172 time limit. The acceptability

of an enhanced rate and a compressed period for utilization

depends upon the extent to which such provisions are deemed

not to stimulate the valuing of and trafficking in tax

carryovers. Our Committee believes such stimulation will be

minimal as it cannot envisage a practical businessman paying

more than 7j% to 15% of net operating loss carryovers under

the ABA Proposal.2 We do not regard this as a traffic

deserving special Corgressional attention.

Triggering Event.

The SFC Proposal regards the necessary event for the

imposition of tax carryover limitations as an ownership

change consisting of a more than 50% shift (by 5% or more

holders) during a 3-year testing period, disregarding

certain shifts within related groups and by reason of death,

gift, divorce or separation. Our Committee regards this as

relatively simple and easily administered were it not for

the undue length of the 3-year testing period. We suggest

that a full 24-month period is more appropriate in that it

relates well with the 2-year period of existing Section

382(a) without its possible short year and a day evasion and

2) Assume $1,000,000 NOL. Usable $240,000 per annum for 5
years, having a face value of $86,400 in tax savings
for each year assuming a 36% effective tax rate, with
an aggregate value of $302,400 for the 5 years
discounting at 10% simple. We assume that half of the
$302,400 would be the maximum theoretical price for the
$1,000,000 NOL (i.e., 15%). Considering all the
uncertainties of economic life, we suggest that 7j% is
the more realistic maximum.
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avoids application to gradual shifts occurring over the slow

passage of time which are not the targets for regulation as

are the more abrupt transfers likely to be effected by loss

traffickers.

Value.

The SFC Proposal applies the limitation percentage to

the value of the stock of the loss corporation immediately

before the ownership change. The ABA Proposal includes any

amount paid by the new owners for shareholder debt

outstanding more than 2 years prior to the time of ownership

change. This better reflects the true value of closely held

businesses where shareholder debt is widely recognized as

constituting in effect a second class of equity. Our

Committee agrees that such debt should be included in equity

value, but would confine the included debt to that which is

unsecured and not "marketable" so as to assure that true

debt does not count. We also suggest that 2 years may be

older and colder than necessary. This is essentially

a means of excluding insertions of value into a loss corpora-

tion in anticipation of increasing its value for tax

carryover limitation purposes, that is, an anti-stuffing

device. Our Committee contends that in the real world

businessmen are not inclined to "stuff" for such purposes,

unless deliberately enticed immediately before a sure-fire

sale. Consequently, we recommend 1-year as the appropriate

period for any and all anti-stuffing measures.
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Assistant Secretary Pearlman proposed that any amount

attributable to the value of tax carryovers be excluded from

corporate value. Our Committee strongly favors avoiding

this exclusion in the interests of simplicity and avoiding

circularity and mutually dependent variables in a situation

where business circumstances and the inherent nature of the

limitation proposal impose severe constraints on the

separate value of tax carryovers and so render the exclusion

unnecessary.

Built-In Gains and Losses.

The SFC Proposal deems built-in losses inherent in high

basis/low value assets to be the equivalent of net operating

losses and accordingly treats them as subject to limitation,

mitigated by a netting out with built-in gains and by a de

minimis rule which counts only built-in gain or loss from an

asset exceeding 25% of the asset's value. The ABA Proposal

also would subject built-in losses to limitation. Assistant

Secretary Pearlman would expand the built-ins to include

"built-in deductions", e.g., depreciation attributable to

basis in excess of value, even though he acknowledged that

even the SFC Proposal would "entail significant complexity"

and "require valuation of a corporation's assets."

In the interest of simplicity, our Committee recommends

eliminating all "built-ins" from the legislation. Built-ins

are not subject to present Section 382 regulation, but are

or can be reached where appropriate by Section 269 and the
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consolidated return regulations (Reg. S1.1502-15) which we

strongly urge be kept in effect. Unless there are demonstra-

ted widespread and uncontestable abuses under the present

regulatory system, we maintain that there is insufficient

justification for proposing major complexity and opportunity

for myriad factual value disputes when no significant

legislative purpose will be served.

Successive Changes of Ownership.

The SFC Proposal treats the problem posed by successive

ownership changes in a manner which reflects but does not

add to the inherent complexity of the subject matter, and

our Committee recommends adoption of such treatment.

Capital Contributions.

The SFC Proposal anti-stuffing approach is to remove

from corporate value all capital contributions made pursuant

to a limitation avoidance plan and to presume that all contri-

butions made within the 2-year period before an ownership

change are subject to such proscribed plan (subject, however,

to exceptions as regulations may provide).

Our Committee suggests that this approach ignores the

hard realities confronting businessmen attempting to keep

losing enterprises afloat and the high unlikelihood of them

investing and subjecting to the reach of creditors precious

cash or other property in the remote hope that they may

inflate by some small degree the value of their corporation's

tax attributes. Rational economic behavior imposes a cap on
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this sort of corporate behavior far short of 2 years before

a sell-out. We propose that all contributions more than a

year before the change be given safe harbor treatment and be

accepted as part of corporate value without question and that

those made within the 1-year period be subject to scrutiny for

purposive stuffing without any presumptions other than those

ordinarily attaching to the Commissioner's determinations.

Investment Companies.

The SFC Proposal regards "investment companies", those

with at least 2/3 value in "investment assets" before the

ownership change, as totally unsuitable for the transmission

of tax carryovers. Assistant Secretary Pearlman suggests

that the rule be loosened- to exclude investment assets from

the value of corporations having at 4east 1/3 of its value

in such assets, even though he concedes that there is no

real reason for treating an investment company different

from an operating company and that there is only a possibly

"perceived" abuse which "might affect the public's view of

the tax system.*

Our Coinittee sees no authentic legislative purpose

which is served by discrininating against an entity because

of a merely perceived abuse. The Proposal does not prevent

an operating company with tax carryovers from converting to

an investment company and then using them, absent an

ownership change. It dops not Prevent such use if the

ownership change precedes the operating to investment

-11-



546

conversion. We further note the incongruity of adopting a

regulatory scheme based upon an investment company model and

then totally penalizing such companies under that scheme.

Under these circumstances, we recommend that the investment

company provisions be stricken from the legislation as

ineffectual as well as unjustified and unnecessarily

complicating.

Title 11 (insolvency) Cases.

Consistent with some existing case law, the SFC

Proposal treats creditors of corporations who take stock for

debt in formal Title 11 proceedings as if they were already

shareholders so to avoid invoking Section 382 limitations.

As a toll tor this possible concession, the Proposal would

treat interest paid to such creditors during the prior

3-year period as dividends for net operating loss purposes

and would treat a subsequent ownership change within the

succeeding 2-year period as eliminating all tax carryovers.

Our Committee recommends that in order to avoid en-

couraging further crowding of bankruptcy court dockets the

Proposal be opened to include informal creditor workouts as

well as formal Title 11 cases where genuine insolvency is

present or pending. We strongly urge the abandonment of the

3-year interest rule, not only in the interest of simplic-

ity, but also to avoid an unnecessary "deemed" transaction

ot the sort which adopts only the consequence adding to tax

revenues (deemed "dividend* out of NOL) and not the conse-
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quence diminishing them (deemed "dividend" not giving rise to

the corporate dividend received deduction). This type of

legislation is difficult to comprehend and might give rise

to adverse public perceptions concerning the fairness of the

tax legislative process--a perception problem more serious

than the merely "perceived" but non-real abuse.

Our Committee also sees no reason to treat the post-

insolvency ownership change as different from any other

change subject to Section 382 limitation. There is nothing

abusive or contrary to ordinary rational business behavior

about a group of inexperienced creditors, who suddenly

finding themselves the owners of a failed business about

which they.know little or nothing, to seek new owners who

have the know-how, credit or capital to benefit from its

ownership. We can see no danger to the public fisc arising

from this transaction as would justify its being the

occasion for the elimination of tax carryovers beyond the

consequences already flowing from the workings of the normal

application of the new Section 382 approach and the debt

cancellation/insolvency rules recently adopted and presently

in effect.

Effective Date.

The SFC Proposal would apply to ownership changes after

December 31, 1985, with the ownership testing period to begin

January 1, 1986. If enactment should be delayed beyond that

date, our Committee recommends that retroactive effectiveness
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be avoided for a subject so obscured in the public vision by

contemporaneous consideration of much grander subjects (viz.,

Tax Reform, Subchapter C Reform) by the adoption of an

effective date no earlier than the enactment date or, for

convenience in compliance and administration, the first day

of the month immediately following enactment.

Other Provisions.

Our Committee recommends retaining the full application

of Section 269 and the consolidated return rules dealing

with separate return limitation years and consolidated group

change of ownership, which may well be amended so as to

complement and harmonize with the new approach. We also

recommend that the legslation and its official history

avoid any limiting references to the rule of the Libson

Shops case. Considerations of simplicity and ease of

administration and self-assessment have led us to recommend

avoiding the complexities of ultra-sophisticated anti-abuse

rules. Consequently, existing legislative and judicial

anti-abuse provisions should be kept intact. What they lack

in ready predictability of specific applicavion may be

compensated by the very breadth of their expression (and

possible application) and the high degree of their acceptance

and majesty in the eyes of the taxpaying public.
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HEARINGS

BEFORE THE

SENATE FINANCE COMMITTEE

ON H.R. 3838

STATEMENT OF WALTER E. AUCH, CHAIRMAN OF THE

CHICAGO BOARD OPTIONS EXCHANGE

I. INTRODUCTION

The Chicago Board Options Exchange, Inc. (the "CBOE")

is a registered national securities exchange subject to the

regulatory authority of the Securities and Exchange Commission.

It is the world's largest market for the trading of put and

call options to sell and buy shares of corporate stock. Th?

CBOE currently lists options on the common stocks of approxi-

mately 150 of the nation's largest corporations, as well a!

currency options, debt options, and the leading option on a

stock index, the S&P 100. The membership of the CBOE includes

virtually all of the major national securities firms as well

as many smaller firms located throughout the country, and

close to one thousand broker/dealers who transact business

on the CBOE trading floor in Chicago as either market makers

or floor brokers.

The CBOE has worked with Congress and the Treasury Depart-

ment on the taxation of options products at the legislative
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and regulatory levels since 1981, and will continue to work

actively toward creating the best possible system for the

taxation of exchange-listed options.

The CBOE's interest in H.R. 3838 is based upon its desire

to have the statutory amendments suggested in a legislative

proposal (the "CBOE Legislative Proposal") that was filed

with the Treasury Department on January 17, 1986 added to

H.R. 3838.

The CBOE Legislative Proposal contains five proposals

designed to clarify and simplify the taxation of derivative

investment products such as stock options. Three of the

proposals relate to the taxation of investors, and the remain-

ing two proposals relate to the tax treatment of professionals.

The changes are implemented by making minor, and in many

cases technical, modifications of existing provisions of the

Internal Revenue Code. We believe that the proposed changes

should not have any significant revenue effect and that they

are supported by sound tax policy.

I. INVESTOR PROPOSALS

A. Qualified Covered Calls. Existing law contains an

exception from the straddle rules for certain covered call

options that do not substantially reduce the writer's risk

of loss on the underlying stock. One of the key prerequisites
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to the "qualified covered call exception" is that the call

not be deep-in-the-money. Current law identifies calls that

are not deep-in-the-money by means of a complicated benchmark

s.'3tem. When this system was enacted in 1984 its proponents

felt it would be easier to use than the 15%-in-the-money

rule upon which it was based. Experience has proven, however,

that the benchmark system is quite complicated, thus oir

proposal would return to the 15%-in-the-money rule originall,'

proposed in 1983.

Use of the 15% rule will increase the number of calls

eligible to be treated as qualified covered calls. To ensure

that this does not create any new straddling opportunities,

the proposal would also strengthen the existing year-end

rule by making it apply to both !tock and option losses rather

than just to option losses as under current law.

The proposal would also modify two rules applicable

only to in-the-money qualified covered calls. We believe

that the current rules, wnich recharacterize certain losses

and suspend the holding period of stock in certain circum-

stances, are unnecessarily harsh.

B. 60/40 Treatment For Investor Stock Options. Under

current law, all exchange-traded option contracts are subject

to either Code S 1256 or Code S 1092. An option subject to
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Code 5 1256 (a "section 1256 contract") is marked to the

market at year end, and any gain or loss is treated as 60%

long-term capital gain or loss and 40% short-term capital

gain or loss. All options except investor-held equity

options are section 1256 contracts. Investor-held equity

options are subject to the loss deferral rules of Code S 1092.

There is-no sound economic or tax rationale for treating

equity options differently than all other options, thus under

the CBOE Legislative Proposal investor-held pure equity options

would be section 1256 contracts, thus would be on a par with

all other derivative investment products for tax purposes.

The CBOE Legislative Proposal would not entirely eliminate

all disparities in the tax treatment of investor-held equity

options, however, since equity options that are offset by

stock positions would not be eligible for 60/40 treatment.

These options are excluded because we believe that it is

inappropriate to subject investors to the complexities of

the rules dealing with mixed straddles.

C. Confirmation of the Validity of the Married Put

Rule; Extension to "Narried Calls" and Straddles Generally.

There is presently a great deal of confusion in the investment

community regarding the continued vitality of the married

put rule of Code 5 1233(c). That rule permits an investor
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who simultaneously buys a put and the stock that will be

delivered i( the put is exercised to avoid the termination

of holding period that would otherwise occur under the short

sale rule of Code S 1233(b). The legislative histories

of the Economic Recovery Tax Act and the Tax-Reform Act of

1984 do not specifically mention this rule, yet some

people believe that it has been overridden by the temporary'

straddle regulations issued by the Treasury Department.

We do not believe that Congress could have intended to repeal

Code S 1233(c) in this indirect manner. Accordingly, we

believe that the validity of the married put rule should be

confirmed.

The married put rule is a simple means of taxing certain

straddles, and we believe that its principles should be extended

to married calls and to straddles generally. Accordingly,

the CBOE Legislative Proposal contains a provision authorizing

the Treasury Department to write straddle regulations

bated upon these principles.

I1. PROPOSALS RELATING TO PROFESSIONALS

A. Options Dealer Account. Current law provides tax-

payers that hold mixed straddles with two principal means of

accounting for those transactions. The first, known as

"straddle-by-straddle identification," requires the taxpayer
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to identify each individual straddle, and to determine gain

or loss from the straddle by offsetting gains and losses

realized on the individual positions. The minimum effective

tax rate for this method is 32%. Under the second method,

the "mixed straddle account," the taxpayer places all posi-

tions of a particular symbol in an account, marks each posi-

tion to market each day, then offsets those gains and losses.

At year end the daily net gain or loss is netted to determine

annual gain or loss from that particular symbol. The minimum

effective tax rate on this account is 35%. The mixed straddle

account was designed for taxpayers who cannot easily comply

with the straddle-by-straddle identification method because

of the large number of trades they enter each day. Experience

has shown, however, that many options dealers do not have,

and are unable to obtain, the information necessary to accur-

ately report their trading income using either of these methods.

The CBOE Legislative Proposal offers options dealers a

third alternative known as an "options dealer account." All

positions in this account would be marked to market upon

being placed in the account and at year end. At year end

all realized gains and losses, and all gains and losses result-

ing from marking to market, would be netted, and net gain or

loss would be treated as 57% short-term capital gain or loss

and 43% long-term capital gain or loss, resulting in a net
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effective tax rate of 37%. This split between long-term and

short-term capital gain or loss would be used even if the

maximum rates are changed as proposed under H.R. 3838. We

believe that this rate is high enough to protect the fisc.

yet low enough to be a viable alternative to options dealers

who are attracted by its administrative ease.

B. Alternative Capitalization Method. Code S 263(g)

requires that interest and carrying charges properly allocable

to positions of a straddle be capitalized. The statute seems

to require that the allocation be made on a position by posi-

tion basis and this reading is supported by the temporary

straddle regulations which require allocation on an account-

by-account basis. Many options dealers and commodity traders

finance their trading business as a whole rather than financ-

ing individual positions or straddles, thus cannot accurately

allocate interest or carrying charges as required. Under

the CBOE Legislative Proposal, options dealers and commodity

traders would determine the amount of interest and carrying

charges that must be capitalized on a business-wide basis.

Pe-rsons using this method would also be entitled to offset

any net ordinary income against any net capital loss from

trading activities so as to avoid taxation of uneconomic

gains.
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Finally, the relationship between Code S 263(g) and (h)

would be clarified under the CBOE Legislative Proposal.

IV. SUKKARY

In summary, the CBOE is of the strong view that these

provisions are revenue neutral, promote simplicity, and are

otherwise supported by sound tax policy.
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Written Statement Submitted on Behalf
of the City of Chicago to

The Committee on Finance, United States Senate,
Respecting Municipal, Tax-Exempt

Financing in Tax Reform
February 18, 1986

The City of Chicago is alarmed at the deep cuts in and

stifling restrictions on tax exempt financing imposed by H.R.

3838. These bond volume limitations and use restrictions would

cut to the heart of Chicago's plans to meet its governmental

responsibilities to all of its citizens. In particular, we are

concerned about housing, solid waste disposal, and redevelopment,

as well as those new rules touching all bonds, including arbi-

trage rebate, the timing of proceeds use, and the limitations on

advance refundings. In addition the effective date of H.R. 3838

ought to be postponed until final enactment of Tax Reform, if

any.

Stated simply, we ask the Senate not to change munici-

pal bond law at all this time around. Bonds have been addressed

repeatedly in recent years. IDBs have been subjected to a volume

cap and sunsetted. In addition, cities are being beseiged by

cuts in most other federal programs. The modest (one might say

infinitesimal) federal revenue loss from maintaining present law,

as compared with H.R. 3838 (estimated to be $3 billion over five

years), does not justify the enormous disruption to cities and

towns across America which H.R. 3838 promises and has already

begun to deliver. However, if bonds are included in this Com-

mittee's Tax Reform package, we urgently request the following

departures from H.R. 3838.
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III.

Redevelopment

With the disappearance of urban renewal as a federal

priority and program, local governments have sought local solu-

tions to dealing with conditions of blight. It is in the national

interest that cities and towns revitalize themselves. We are

prepared to do that, but we need the modicum of federal help

provided by tax exempt financing. In Illinois we have a useful

tool - tax increment financing - to assist us. About 35 other

states have that tool as well. We are asking this Committee to

keep that tool realistically available by leaving us the ability

to use it in conjunction with tax exempt bonds.

A. What is Tax Increment Financing? Tax Increment

Financing (TIF) is a municipal funding source which permits public-

private redevelopment partnerships to stop the spread of blight

and reverse the decline in real property tax bases. The public

expenditures include such public purpose activities as property

assembly (including land acquisition and structure demolition),

public works, streets, utilities, relocation, rehabilitation, and

administrative overhead. By fostering redevelopment, these proj-

ects save and revitalize older city centers and downtown areas to

the benefit of all property tax payers.

The central feature of TIF legislation is that it allows

a municipality to institute an urban development program in blight-

ed or conservation areas by capturing, as a funding device for

payment of redevelopment costs, those real property taxes (and in

some cases other state and local taxes like sales taxes) derived
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from redeveloped property which exceed the taxes received from

the property prior to redevelopment. As an example, assume that

a municipality has a redevelopment project area which qualifies

as a blighted or a conservation area. Prior to redevelopment the

area produces $1,000,000 annually in real property taxes. If

this area is redeveloped, it is projected that it will produce

$3,500,000 annually. The difference of $2,500,000 is the tax

increment, which anticipated future revenue justifies current

expenditures and borrowing therefor.

TIT was first adopted in California in the early 1950s.

Since then, it has spread eastward to Utah in 1953, Oregon in

1961, Minnesota in the 1960s, and Iowa in 1969. The Illinois act

became effective in 1977. Today, there are at least 35 states in

all regions of the United States which have adopted some form of

tax increment legislation. Among the states which have had ex-

tensive experience in its use are California, Florida, Kansas,

Illinois, Iowa, Minnesota and Wisconsin.

In order to avoid abuses, TIF statutes generally re-

quire public hearings and findings that the (a) redevelopment

project area on the whole has not been subject to growth and

investment by private enterprise and would not reasonably be

anticipated to be developed without the adoption of the redevel-

opment plan; (b) all of the parcels in the redevelopment project

area must benefit from the redevelopment; and (c) that the project

conforms to a comprehensive plan for the development of the munici-

pality as a whole. Finally, in Illinois the TIF statute provides

that a Redevelopment Project Plan and Redevelopment Project must
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terminate no later than 23 years from the date of the adoption of

the ordinance approving the Redevelopment Project Area. Bonds

can be issued for a maximum term of 20 years, or for the remain-

ing term of the Project.

The Illinois legislation has provided the vehicle for

major redevelopment project throughout the state with at least

25 projects underway. In 1984, Chicago adopted its first Rede-

velopment Plan and Project for the North Loop. This project is

located in the northeast sector of the central downtown area,

known as the Loop. For 1986 and 1987 this project contemplates

the expenditure of approximately $100,000,000 of public

redevelopment costs and over $400,000,000 in private investment.

In addition, Chicago has four other major projects in planning

with more to come.

B. What Has H.R. 3838 Done To Tax Increment Bonds?

As of January 1, 1986, the effective date of H.R. 3838, the

tax-exempt status of many tax increment bonds has, for the first

time since 1973 (Revenue Ruling 73-481), been seriously restrict-

ed. The Bill contains severe limitations on the issuance of tax

exempt bonds used in urban redevelopment, unless the bond pro-

ceeds are to be used for the construction of public improvements

such as roadways, sewers, curbs, gutters, and the like, which are

intended for use by the general public. Bond proceeds used for

other activities in a tax increment district, like land acquisi-

tion and site preparation, must both qualify under H.R. 3838, now

an impossible task, and are subject to a tiny volume cap. .
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The new unified volume limitation (cap) is structured

somewhat like the one which exists under current law, -vspt that

more bonds are subject to its limits, while the volume limit

remains at approximately the same level. Bonds subject to the

unified volume limitation include most non-essential function

bonds for which tax exemption is permitted and the non-governmental

portion (in excess of $1 million) of essential function bonds.

Specifically, the volume limitation applies to (1) exempt facility

bonds (other than bonds for certain airport, dock and wharf facil-

ities), (2) qualified mortgage bonds, (3) qualified veterans'

mortgage bonds, (4) small issue bonds, (5) section 501(c)(3)

organization bonds, (6) qualified student loan bonds, and (7)

Qualified Redevelopment [tax increment] Bonds ("QRBs").

The volume limitation for all bonds subject to the cap

within a state is $175 per capita. $25.00 of this amount is set

aside for §501(c)(3) organizations. $75 is allocated to housing.

The remaining $75.00 per capita remains for small issue bonds,

qualified student loan bonds and QRBs, $6.00 of which is specially

set aside for QRBs. As can be seen on the attached chart, this

cap set aside, even if it were available under H.R. 3838 (which

for a variety of technical drafting errors it is not), is woefully

inadequate.

The net result of the Bill is that QRBs, i.e., bonds

used in redevelopment areas designated under state law for land

acquisition, site preparation, etc., are classified not as public

purpose or governmental bonds, but as non-essential function

bonds and surrounded with impossible qualification requirements
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and a suffocating volume limitation. Contrary to the- Bill's

conclusion, these are public purpose bonds, vital to the redevelop-

ment of older cities and towns of America and ought to be reason-

ably available to those communities. More importantly, they are

repaid entirely by local governments out of state and local tax

revenues. As such, they are exactly like traditional General

Obligation or Revenue Bonds and ought to be treated accordingly.

Finally, because of the inherent statutory, practical and

political limitations on their use, they present absolutely no

volume abuse threat.

The staffs of the Ways and Means Committee and the

Joint Committee on Taxation have repeatedly and consistently

opposed the treatment of tax increment bonds ds governmental (or,

in the nomenclature of the H.R. 3838, essential function bonds)

on the ground that they are abusive Industrial Development Bonds

("IDB"), in spite of the following numerous and clear

distinctions between tax increment bonds and IDBs:

1. Tax increment financing is a tool to permit redevelop-

ment to occur in blighted and conservation areas in cities

where there is a stagnant or declining tax base, pursuant to

an express finding that redevelopment would not otherwise

occur. IDB financing may be used in any locality.

2. Tax increment bond proceeds are used to pay for

traditional public costs, such as streets, sidewalks, off-site

u tilitips and the acquisition of properties to remove blighted

conditions and create a feasible redevelopment project. IDB

financing makes tax exempt loan proceeds directly available
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to property owners for construction of new facilities, commer-

cial, industrial and residential.

3. The source of funds used for tax increment financing

is the new tax revenues generated by the redevelopment.

These new tax revenues would not come into being but for the

redevelopment. Debt service on tax increment bonds are paid

entirely by local governments from state and local taxes.

The IDB is similar to a customary loan transaction which is

repaid by funds of the developer.

4. In tax increment financing the city is the sole

responsible borrowing party and continues to remain responsible

for the generation of the tax revenue to pay debt service on

the obligations. In IDB financing, after the closing of the

bond transaction, the city has no further responsibility.

The obligation is that of the private user.

5. In tax increment financing there is no tax break to

the developer. The developer must pay taxes on the assessed

value of the property, which are based-on the fair market

value of the property. In IDB financing the developer pays

interest at a tax exempt rate.

IV.

Recommended Action

With the numerous recent changes in the bond provisions

of the Internal Revenue Code ("IRC"), including the sunsetting of

IDBs, and the very small revenue .impact of the H.R. 3838 bond

provisions compared to current law ($3 billion over five years),

there is no reason that Tax Reform needs to address bonds at all.
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The only clarification necessary to "current law," respecting tax

increment bonds, is to ensure that the Committee Report to the

Technical Corrections to the 1984 Act does not introduce a 5%

private use test in IRC § 103(o), where none was contemplated by

Congress.

In the event the Senate does address bonds, it should:

1. Remove the volume restriction from housing bonds;

2. Permit solid waste disposal facilities to be

financed in public-private partnerships with tax exempt

bonds without volume limitation;

3. Require that public purpose tax increment bonds,

repaid entirely by local governments from state and local

tax revenues, are categorized as "essential function bonds,"

and therefore tax-exempt without volume limitation;

4. Eliminate or substantially ameliorate the effect

of those technical restrictions on all bonds, including

arbitrage rebate, the 30 day/5% proceeds use rule, and the

limitations on advance refundings, which are new in H.R.

3838; and

5. Postpone the effective date of H.R. 3838 for all

bonds until final enactment of Tax Reform, if any.

(660/AA)
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I.

Housing

The use of tax exempt bond proceeds to provide housing

for low and middle income citizens of Chicago is a high priority

project for the City. As with other, older cities, Chicago must

encourage the replacement of its housing stock if it and its

neighborhoods are to maintain their vitality. As can be seen

from the attached chart, Chicago proposes to issue almost $1

billion in housing bonds during 1986 and 1987. The new unified

volume limitation of H.R. 3838 would cut that figure in half. In

the absence of other housing programs, the use of tax exempt bond

proceeds to meet our housing needs is essential.

II.

Solid Waste Disposal

H.R. 3838 makes it impossible to finance solid waste

disposal facilities with tax exempt bonds, in the kind of public-

private partnership projects, which will be necessary in the

future to meet our needs. The attached chart shows Chicago's

projection of $500 million in bonds for solid waste disposal

programs in 1986 and 1987. This is only the beginning. As with

other major cities, land fill has become a vanishing alternative.

The capital costs of solid waste disposal for the balance of this

century will be enormous. These costs must not be increased by

requiring these projects to proceed without necessary private

participation and tax exempt financing.
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CITY OF CHICAGO
TAX EXEMPT BOND SHORTFALL

FROM H.R. 3838 FOR
1986 AND 1987

(S millions)

Projected Projected
3838 Bonds Shortfall

ap 1986 1986

Housing 217.5

Qualified
Redevelop-
ment (TIF) 23.0

Total
Other
(IDB's,
etc.)

Solid
Waste
Disposal

Parking

459.0

150.0

194.5 177.0

0 250.0

0 9.0

Totals 435.0 1045

241.5

126.8

(17.5)

250.0

9.0

610

Projected Projected Projected Total
Bonds Shortfall Bonds Shortfall
1087 1987 '86 & '87 '86 & '87

394.0

80.0

183.0

250.0

9.0

926.0

176.5

56.8

(11.5)

250.0

9.0

853.0

230.0

360.0

500.0

18.0

481.0 1961.0

418.0

183.6

(29.0)

500.0

18.0

1090.6

Shortfall is projected bond volume less H.R. 3838 cap.

Bonds
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TESTIMONY OF THE CHURCH ALLIANCE

SENATE FINANCE COMMITTEE

TAX REFORM HEARINGS OF JANUARY 29, 1986--FEBRUARY 6, 1986

I. INTRODUCTION

On December 19, 1985, the United States House of Representatives passed

H.R. 3838, 99th Cong., Ist Sess. 131 Cong. Rec. 12,427 (1985) (sometimes

hereafter referred to as the "Bill"), that would substantially overhaul the

federal system of taxation. Certain provisions of H.R. 3838 ignore the fact

that churches, synagogues and conventions or associations of churches or

synagogues ereinafter referred to as the "Church" or "Churches") are

different from for-profit employers in terms of their organization, operation

and mission. The Church Alliance, a coalition of the chief executive officers

of Church pension boards which provide retirement and welfare benefits to

ministers and lay workers, would, through this testimony, register its concern

and dismay with such provisions. More specifically, H.R. 3838 would:

Repeal the tax exemption that Church pension boards and their wholly

owned affiliates have been accorded under the Internal Revenue Code since 1913

and tax such boards and their affiliates as insurance companies;

Define the "church," for certain purposes, in a manner that ignores

both historic Church boundaries and the manner in which Churches carry out

their mission through agencies; and
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Impose unnecessary, complex and substantial administrative costs and

burdens on the Church, including its Church pension boards and ministry

organizations, which will result in decreased benefits to ministers and lay

workers and cut backs in Church missions and benevolency programs.

The Church Alliance believes that the provisions in question are ill-advised

and inappropriate as applied to Churches, involve only nominal revenue, and

would vastly restrict and complicate the ability of Churches to fulfill their

missions and goals.

II. THE CHURCH ALLIANCE

As noted above, the Church Alliance is a coalition of the chief executive

officers of Church pension boards acting on behalf of Church benefit programs.

These benefit programs serve the ministers and lay workers of 29 historic,

religious denominations with over 62,000,000 members from Protestant,

Catholic, Jewish and other main line faiths. These Church benefit programs

are among the oldest source of employee benefits in this nation. Retirement

programs maintained by the pension boards of several Church Alliance members

date from the 1700s. The median age of the retirement programs represented in

the Church Alliance is in excess of 50 years.

Church benefit programs began in recognition of a religious

denomination's mission to care for Church workers in their advanced years.

Church benefit programs, in their early history, cared for retired, disabled

or impoverished ministers and their families as particular cases of need were
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identified. As time passed, these denominations wisely decided to plan for

the benefits needs of their ministers and lay workers on a current and

systematic basis. Today, Church benefit programs provide benefits to

ministers and lay workers employed in all forms of pastoral, healing,

teaching, preaching, and evangelistic ministries and missions, including local

churches, hospitals, universities, retirement homes, inner city agencies,

seminaries, orphanages, boys' and girls' camps and day care centers

(hereinafter sometimes referred to as "ministry organizations").

The Church pension boards represented through the Church Alliance provide

a critical and essential service to their respective denominations by the

provision, administration and investment of funds set aside for the retirement

and welfare benefits of ministers and lay workers. A Church pension board is

controlled by or associated with the Church of which it is a part, in

accordance with the polities, beliefs and practices of such Church. In

hierarchical denominations (i.e., the Catholic and Episcopal Churches), this

control is exercised through one or more Church leaders or through what might

be called parent organizations. Congregationally organized denominations are

coalitions of autonomous Church organizations voluntarily linked together out

of comon faith, cooperation, mission and heritage. In congregational

denominations, Church pension boards are associated with these Church

organizations in fulfilling the overall mission and ministry of their

particular denomination. However, each Church pension board, whether in a

hierarchical or congregational setting, is an integral and component part of a

Church, and serves only the Church ministry organizations within the

boundaries of its respective denomination.
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Church pension boards have been granted exemption from income tax as

organizations described in what is now section 501(c)(3) of the Internal

Revenue Code of 1954, as amended (the "Code"). Tax exemption has been granted

in recognition of the fact that activities of Church pension boards are and

historically have been an integral part of the exempt activities of the Church

in providing benefits for ministers and lay workers. Many Church pension

boards received their initial endowments from generous gifts made by well-

known philanthropists. Today Church pension boards still count on the gifts

and bequests of interested individuals to assist the boards in providing

benefits to ministers and lay workers during their ministries and in

retirement. Recognition of tax-exempt status for Church pension boards is

essential in order to insure the continuation of such gifts and bequests.

- III. CONSTITUTIONAL CONSIDERATIONS

The First Amendment to the Constitution of the United States provides

that "Congress shall make no law respecting an establishment of religion, or

prohibiting the free exercise thereof .... ." This sentence, containing what

have becone known as the "Establishment Clause" and the "Free Exercise

Clause," is the cornerstone for separation of church and state in our society

and a guarantee that every denomination will be equally at liberty to exercise

and propagate its beliefs.

In 1971, the United States Supreme Court enunciated a three-part test

that a statute must pass in order to avoid a violation of the Establishment

Clause. Lemon v. Kurtzman, 403 U.S. 602 (1971). The Lemon v. Kurtzman test
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requires that a federal statute affecting Churches (i) must have a secular

legislative purpose, (ii) must not advance or inhibit religion by its

principal or primary effect, and (iii) must not foster an "excessive

governmental entanglement with religion" (citing Walz v. Tax Commission, 397

U.S. 664, 674 (1970), as authority for the third requirement).

The Church Alliance does not today argue the unconstitutionality of the

provisions of H.R. 3838 addressed herein - it understands the Baptist Joint

Committee on Public Affairs wii address that issue in depth. The Church

Alliance's point is simply this: the First Amendment of the Constitution and

the Supreme Court's test ennunciated in Lemon v. Kurtzman, supra, recognize

that Churches are unique and must be treated differently from private sector

organizations. The provisions of H.R. 3838 discussed hereafter must be viewed

against this backdrop of constitutional requirement and history.

IV. PRIOR LEGISLATION DEALING WITH CHURCH PLANS

In 1974, the Congress enacted the Employee Retirement Income Security Act

of 1974 ("ERISA"), the most comprehensive and sweeping reform of benefits

legislation in this country's history. In that legislation, Congress exempted

"church plans" from the complex government regulation imposed upon other

retirement and welfare plans. The Congress' concern regarding federal

regulation of church plans was most clearly expressed by the Senate Finance

Committee in the following discussion of the plan termination insurance

provisons contained in Title IV of ERISA:
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The coaittee is concerned that the examinations of books and
records that may be required in any particular case as part of the
careful and responsible administration of the insurance system might
be regarded as an unjustified invasion of the confidential
relationship that is believed to be appropriate with regard to
churches and their religious activies.

S. Rep. No. 383, 93d Cong., 1st Sess. 81 (1973). This excerpt from the Senate

Report on ERISA reflects the Congress' view that church plans must be treated

differently from similar plans sponsored by for-profit employers.

The 1974 church plan definition contained in ERISA was deficient in one

major respect - but for a short transition period, Church benefit programs

that included employees of Church agencies would lose their status as "church

plans." In the Multiemployer Pension Plan Amendments Act of 1980 (the

"MPPA"), Congress recognized and rectified this deficiency by revising the

definition of "church plan." Today, a benefit plan maintained by a Church

pension board for employees of a Church agency is deemed to be a "church plan"

if such board or agency is controlled by or associated with a Church. The

revised "church plan" definition contained in Code section 414(e) and ERISA

Section 3(33), thus, reflects Congress' recognition that hospitals,

universities, retirement homes, seminaries, mission boards, auxiliaries, day

care centers and other similar pastoral, teaching and healing ministries are

part of the Church, as long as these organizations are controlled by or

associated with the Church.

Certain provisions of H.R. 3838 (discussed hereafter) ignore the historic

boundaries of religious denominations that were clearly recognized in 1980 by
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the Congress in the revised "church plan" definition. The Church Alliance

submits that nothing has happened since that date to warrant such a change.

The Church Alliance urges the Senate Finance Comittee to oppose enactment of

those provisions of H.R. 3838 described hereafter that would have a

significant adverse impact on the provision of benefits to ministers and lay

workers of Churches and their ministry organizations.

V. ANALYSIS OF H.R. 3838

Certain provisions of H.R. 3838 represent a multiple attack on the

traditional boundaries established with respect to historic, main line

religious denominations in this country. This multiple attack would:

Eliminate the tax-exempt status of most Church pension boards and

tax Church pension boards (and, thus, the Churches of which they are

a part) as insurance companies in connection with the provision of

compensatory benefits to ministers and lay workers (Bill Sec-

tion 1012);

Tax Church pension boards on dividends received from corporations in

which the Church is a five-percent or greater shareholder (Bill Sec-

tion 311);

Severely restrict the ability of the Church, including its ministry

organizations, to provide appropriate and adequate levels of

retirement benefits to ministers and lay workers by limiting the

amount that may be contributed to retirement income accounts (Bill

Section 1102);
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Effectively foreclose the availability of individual retirement

accounts ("Im~s") to ministers and lay workers who participate in

Church retirement income account programs (Bill Section 1101);

Impose complex, inappropriate, and unnecessary anti-discrimination

rules on the welfare plans of all Church organizations and the

retirement programs of some (Bill Sections 1151 and 1113);

Effectively foreclose the ability of Churches to provide vested

supplemental compensation to ministers and lay workers through

unfunded deferred compensation programs (Bill Section 1104); and

Potentially prevent some Church pension boards from providing

retirement benefits to their ministers ind lay workers through the

purchase of deferred annuity contracts (Bill Section 1135).

If these provisions are enacted, Churches will be forced to decrease benefits

provided to their ministers and lay workers, or cut back their participation

in Church missions, ministries and benevolency programs, or both.

On a positive note, Bill Section 144 affirms the right of ministers to

deduct all of the mortgage interest and taxes attributable to their personal

residences. In addition, Bill Section 1122 will ensure that ministers and lay

workers of Churches that maintain Code section 403(b)(9) retirement income

accounts will riot be taxed on benefits provided through such accounts until

such benefits are actually received, while Bill Section 1585(c) would allow a

"window" period within which churches and their ministry organizations would
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be able to revoke elections made under Code section 3121(w). The Church

Alliance believes Bill Section 1585(c) should be expanded to include a similar

"window" period for ministers,-

A. Bill Sections 1012 and 311 - Taxation of Church Compensation

Programs.

1. Taxation of Commercial-TYpe insurance Activities. Bill Section

1012 would deny tax-exempt status to many organizations that are currently

tax-exempt if a substantial part of the organization's activities consist of

providing what H.R. 3838 has labeled "commercial-type insurance." 1  Under the

Bill, "comercial-type insurance" is broadly defined to include any insurance

of a type provided by commercial insurance companies. For this purpose, the

issuance of an annuity contract is to be treated as the provision of

insurance. Many Church pension boards will either .lose their tax-exempt

status or be taxed on their "commercial-type insurance" activities if Bill

Section 1012 becomes law.

The discussion of Bill Section 1012 in the Report of the Committee

on Ways and Means of the House of Representatives on H.R. 3838, H. Rep.

No. 426, 99th Cong., 1st Sess. 664 (1985) (the "House Report") states that the

I If no substantial part of a tax-exempt organization's activities consists
of the provision of "commercial-type insurance," Bill Section 1012 would
tax the "coercial-type insurance" activities as an unrelated trade or
business but, in lieu of the usual tax oni unrelated trade or business
taxable income, the "coimercial-type insurance" activities would be taxed
under the rules relating to insurance companies set out in Subchapter L
of the Code.
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provision of commercial-type ihsurance by a tax-exempt organization is an

activity "whose nature and scope is so inherently commercial that tax-exempt

status is inappropriate." The House Report also notes that some tax-exempt

organizations may have a competitive advantage over commercial insurers who do

not have tax-exempt status. Id. Although the Church Alliance understands the

concerns expressed in the House Report, such concerns are totally

inappropriate when applied to Church pension boards.

A Church pension board is the Church performing the critical and

essential Church function of providing compensatory benefits to its ministers

and lay workers. Congress expressly recognized the connection between a

Church and its related pension board in the current "church plan" definition

contained in Code section 414(e). Church pension boards are not engaged in

"commercial-type insurance" activities. Indeed, they merely provide

retirement and welfare benefits to ministers and lay workers of their own

denomination. This special nexus between a Church pension board and its

ministers and lay workers is not shared by commercial insurance companies. In

fact, the denominational restrictions under which Church pension boards

operate prevent them from providing benefits to members of the public at

large. Thus, Church pension boards do not and cannot compete with commercial

insurance companies. To the extent that so-called "insurance activities" are

carried on by a Church pension board, such activities are merely the Church

taking care of its own, out of its own pocketbook.
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It is interesting to note that the House Report recognizes that an

employer's provision of insurance or annuities for its employees through Code

section 401(a) qualified plans is not a "commercial-type insurance" activity.

Id. at 665. Although some Church pension boards provide a portion of their

ministers' and lay workers' retirement benefits through such qualified plans,

many Church pension boards have traditionally provided such benefits to

ministers and lay workers through tax sheltered annuities that are today

described in Code section 403(b)(9) as "retirement income accounts." The Code

section 403(b)(9) retirement income accounts provided through these Church

pension boards are in purpose no different than Code section 401(a) qualified

plans, i.e., the provision of retirement benefits for employees. If the

provision of retirement benefits under a Code section 401(a) qualified plan is

not to be considered a "commercial-type insurance" activity, the Church

Alliance submits that the provision of retirement benefits under Code iec-

tion 403(b)(9) retirement income accounts should be similarly viewed.2

2 Some Churches began to use tax sheltered annuities, the predecessor of
retirement income accounts, after they were added to the Code in 1942 as
one retirement benefit vehicle for tax-exempt employers. These Churches
have found no reason to change to another type of benefit program,
especially given the momentum obtained from years of administering their
retirement programs in a particular fashion. In addition, Church
retirement income accounts are simple to implement and administer. Many
Churches and ministry organizations are small operations with one or two
employees where the simplicity of retirement income accounts is
attractive given their limited personnel and resources. Retirement
income accounts may also be simpler to administer in some
congregationally organized denominations where benefit portability is a
problem due to the Church's lack of control over a Church's or ministry
organization's decision to provide or not provide retirement benefits.
For a discussion as to why anti-discrimination rules are inappropriate
for the retirement programs of all Churches and ministry organizations,
see infra pages 18 to 21.
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Some Church pension boards provide certain types of welfare benefits

(e.gi death, disability and medical) on a self-funded basis. This activity

has historically been deemed to constitute a part of the Church's exempt

function and, thus, funds accumulated for this purpose have not been subject

to federal income taxation. The provision of benefits in this fashion is

virtually identical to the provision of the same types of self-funded benefits

by a for-profit employer through a tax-exempt Code section 501(c)(9) trust.

Because Church pension boards have been able to provide these benefits on a

self-funded, tax-exempt basis under Code section 501(c)(3), there has been no

need for Church pension boards to subject themselves to the complication and

administrative expense associated with providing such benefits through a Code

section 501(c)(9) trust. The Church Alliance submits that it is patently

unfair to allow for-profit employers to provide welfare benefits on a self-

funded, tax-exempt basis through a Code section 501(c)(9) trust while taxing a

Church pension board's provision of these same types of self-funded benefits.

Bill Section 1012 would have this result if not changed.

Although a provision similar to Bill Section 1012 was contained in

the Treasury's initial report to the President on tax reform ("Treasury I"),

this provision was removed in the President's own tax reform proposal (the

"President's Proposal"). The Church Alliance believes the deletion of this

provision in the President's Proposal was appropriate and urges the Senate

Finance Committee not to tax Churches under the guise of taxing "comercial-

type insurance" activities.
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2. Taxation of Dividends Received by Tax-Exempt Entities That are

Five Percent or More Owners. Bill Section 311 would require a tax-exempt

organization to pay taxes on a percentage of dividends it receives from a

corporation in which such organization is a five-percent or more shareholder,

if the corporation claims a deduction with respect to such dividend payment.

The dividend income received by the organization would be treated as unrelated

business taxable income under Bill Section 311. A tax-exempt organization and

one or more othez tax-exempt organizations would be treated as one

organization for purposes of the five-percent or more shareholder rule if such

organizations have significant common purposes and substantial common

membership, or if they have, directly or indirectly, substantial common

direction or control.

Bill Section 311 is unworkable because under its aggregation rule it

will be virtually impossible for a Church pension board to know if it is a

five-pezcent or more shareholder in a particular corporation. In contrast,

this problem does not exist for the for-profit employer that maintains a

qualified plan or plans, because that employer will be able to monitor the

plan's investment portfolio to ensure that dividends paid to the plan will not

be subject to tax as unrelated business taxable income, unless such result is

desired.

In addition to Bill Section 311 being unworkable in the context of

Church and Church pension board operations, there is no logic in eliminating a

portion of the two tier tax on corporate income by giving the taxable,
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corporate payor of diVidends a deduction for dividends paid, and then imposing

a new single level of tax on otherwise tax-exempt organizations. In so doing,

the tax burden is simply being moved from a taxable to an otherwise non-

taxable organization. The Church Alliance, therefore, urges the Senate

Finance Co.mmittee to exempt dividends received by Church pension boards from

taxation.

B. Bill Section 1102 - Cap on Retirement Income Account Contributions.

Under Bill Section 1102, the maximum amount that an employee may

elect to defer for any taxable year under Code section 401(k) plans would be

limited to $7,000.3 The House of Representatives evidently assumed that the

same cap was appropriate for tax sheltered annuities, and, thus, Church

retirement income accounts. Whatever the merits are of limiting deferrals

into Code section 401(k) plans, the Church Alliance submits that imposing the

same deferral cap on Code section 401(k) plans and Church retirement income

accounts has no logical foundation.

The only real similarity between Code section 401(k) plans and

retirement income accounts is that both generally involve salary reduction.

However, the rationale for the two provisions and their uses by employers meet

3 The Bill provides a limited exception to the $7,000 annual limit in the
case of employees of educational organizations, hospitals, home health
service agencies, and Churches. Under this exception, any eligible
employee who completes 15 years of service with an employer will be
permitted to make additional salary reduction contributions of up to
$3,000 in each year with an aggregate contribution limit of $15,000.
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distinctively different needs. Church retirement income accounts and their

predecessor tax sheltered annuities have existed in the Code since 1942 when

Congress recognized that tax-exempt employers lack a tax-motivated incentive

to provide retirement benefits for their employees. Thus, these accounts and

annuities are and have been made available since inception for use by

employees who want to provide for some level of retirement income protection

when faced with their employer's inability to do so. In contrast, since Code

section 401(k) plans were sanctioned by statute in 1978, employers have been

able to shift the pre-tax cost of providing retirement benefits from the

employer level to employees. No such cost shifting has occurred in connection

with Church retirement income accounts because the incentive to provide

benefits has always been with the employee. For-profit employers also may and

many times do use Code section 401(k) arrangements to provide benefits that

supplement other employer-sponsored programs. In sharp contrast, retirement

income accounts are in many instances the only means by which retirement

benefits are provided by Churches using this form of benefit provision.

The House Report indicates that the $7,000 cap is needed for tax

sheltered annuities because individuals whose employers make contributions to

such annuities pursuant to employee salary reduction agreements under Code

section 401(k) may elect to save up to $30,000 per year, while an individual

who is employed by a tax-exempt organization that does not offer a salary

reduction arrangement is limited to a $2,000 IRA contribution. House Report,

at 706. The House Report indicates that the proposed limitation on

contributions to tax sheltered annuities will reduce the extent of this
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purported "inequity." Id. The rationale used in the House Report in support

of a $7,000 cap for contributions to tax sheltered auiuities breaks down when

applied to Church retirement income accounts. Church retirement income

accounts are in most instances not "offered" through employer action, but

rather are made available through employee election and initiative.

As stated previously, Church retirement income accounts are the only

means by which retirement benefits are generally provided by many Churches and

ministry organizations using this form of benefit program. Thus, it is

inequitable and inappropriate to apply the same cap to Church retirement

income accounts that applies to Code section 401(k) plans. The Church Alliance

therefore urges the Senate Finance Committee to continue to allow

contributions to Church retirement income accounts to be governed by present

law.

C. Bill Section 1101 - IRA Coordination with Other Salary Reduction

Arrangements.

Under the coordination rules of Bill Section 1101, an individual's

IRA deduction limit for a taxable year would be reduced, dollar for dollar, by

the amount of the individual's elective deferrals under a Code section 401(k)

plan or tax sheltered annuity. If Bill Section 1101 becomes law, it will

eliminate contributions by a minister or lay worker to an IRA if such

individual contributes $2,000 to a Church retirement income account.

TESTIMONY [16]



583

Bill Section 1101 would permit employees participating in Code sec-

tion 401(a) qualified plans without a Code section 401(k) feature to continue

to make full contributions to IRAs, while ministers and lay workers who

provide for their own retirement benefits through retirement income accounts

would not be permitted to make full IRA contributions. Ministers and lay

workers who contribute to retirement income accolints should not be put in a

worse position than employees who participate in traditional qualified plans.

The House Report indicates that the IRA coordination rules contained

in Bill Section 1101 are needed because IRA utilization is greatest among

upper-income taxpayers who would generally have saved for retirement without

regard to tax incentives. House Report, at 683. A 1983 survey of 12 main

line denominations conducted by the National Council of Churches determined

that the average compensation of ministers was $20,790 in 1982, a figure that

includes salary, life insurance, medical and surgical benefits, housing and

utilities. Although figures are not available, the Church Alliance believes

the average compensation paid to Church lay workers is less than that paid to

ministers. Ministers and lay workers require the added tax incentive that

IRAs provide in order to adequately provide for their retirement. Thus, the

application of the IRA coordination rules to Church retirement income accounts

is inappropriate ard inconsistent with the rationale expressed in the House

Report.

Bill Section 1101 would make it difficult for ministers and lay

workers to obtain retirement benefits at a level commensurate with employees

TESTIMONY [17])



584

in the private sector. The Church Alliance, therefore, strongly urges the

Senate Finance Committee to allow ministers and lay workers to contribute in

full to both IRAs and Church retirement income accounts.

D. Bill Sections 1113 and 1151 - Imposition of Anti-Discrimination

Rules on Church Organizations.

Bill Section 1113 would extend the anti-discrimination rules

currently applicable to qualified plans to employer contributions made under

tax sheltered annuity programs. Some or all of these anti-discrimination

rules currently apply to the Code section 401(a) qualified plans adopted by

some Churches. The House of Representatives recognized the difficulty

Churches would face under the qualified plan anti-discriminatIon rules because

Bill Section 1113 contains an exception from these rules for retirement income

accounts maintained by Churches and "qualified church-controlled

organizations" described in Code section 3121(w). Churches that have adopted

Code section 401(a) qualified plans already face this same difficulty.

The House Report notes that under the Code section 3121(w)

exception, the anti-discrimination rules contained in Bill Section 1113

generally will not apply to the typical seminary, religious retreat center,

church burial society or to Church-run orphanages or retirement homes. House

Report, at 716. However, the House Report specifically provides that the

exception from the anti-discrimination rules will not be available to Church-

run universities (other than religious seminaries) and hospitals unless

certain onerous requirements contained in Code section 3121(w) are met. 4 Id.

4 The reference to Code Section 3121(w) organizations means that the anti-

discrimination riiles of Bill Section 1113 would apply to a Church

[Footnote cont'd]
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The imposition of anti-discrimination rules under Bill Section 1113 on

the retirement programs of Church universities and hospitals totally ignores

church boundaries that were recognized by the Congress in the benefit plan

area in the MPPA in 1980. There Congress specifically addressed the church

boundary issue and concluded that benefit programs sponsored by organizations

that are controlled by or associated with Churches are "church plans" under

Code section 414(e). Thus, Code section 414(e), and not Code section 3121(w),

is the proper basis for an exception to the anti-discrimination rules of Bill

Section 1113.

Bill Section 1151 would extend even more complex anti-discrimination

rules to tax-favored welfare benefit programs. No exemption for welfare

benefit programs maintained by either a Church or a Church ministry

organization is provided under this provision.

Imposition of anti-discrimination rules on the Code section 401(a)

qualified plans adopted by some Churches, imposition of the administratively

complex and costly anti-discrimination rules of Bill Section 1113 on some

[Footnote cont'd from previous page]

ministry organization if such organization (1) offers goods, services or
facilities for sale (other than on an incidental basis to the general
public), other than goods, services or facilities that are sold at a
nominal charge which is substantially less than the cost of providing
such goods, services or facilities, and (2) normally receives more than
25% of its support from either governmental sources or receipts from
admissions, sales of merchandise, performance of services or furnishing
of facilities in activities that are not unrelated trades or businesses,
or from a combination of both.
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Church ministry organizations, and imposition of even more complex anti-

discrimination rules on the welfare benefit programs of all Churches and

Church ministry organizations under Bill Section 1151 ignores the fact that

Churches and their ministry organizations are vastly different from for-profit

employers. The benefit programs of Churches are established in a

denominational environment without the self-interested motivation that is

thought to exist in a for-profit enterprise. The light in which Churches and

their ministry organizations operate, coupled with the commitment of such

organizations to the high standards of conduct inherent in their respective

faiths and beliefs, limit discrimination.

Further, Bill Section 1151's imposition of anti-discrimination rules

that are designed for for-profit employers on Churches and their ministry

organizations will increase the administrative burden and cost of providing

welfare benefits to ministers and lay workers. Although Bill Section 1151's

anti-discrimination rules would require Churches to provide additional welfare

benefits to their ministers or lay workers, many of these individuals may not

need or want additional benefits. Most Churches and Church ministry

organizations have only a few professional or lifetime ministerial employees

on their staffs, while other employees are frequently in the work force on a

transient basis as second earners. Frequently such individuals work for a

Church or a Church ministry organization out of a desire to help the Church

fulfill its mission in the world rather than with a view towards maximizing

compensation or benefits. Many of these same Churches and Church ministry

organizations often operate on budgets that are never certain of fulfillment,
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due to the fact that their source of fulfillment is the congregational

offering. Thus, the additional and high costs resulting from the imposition

of anti-discrimination rules may operate to reduce the benefits currently

available to ministers and lay workers, or, alternatively, reduce the missions

and ministries such persons perform on behalf of Churches and Church ministry

organizations. This extra cost would be borne by the Church in an environment

in which charitable contributions to Churches are already expected to decrease

due to tax rate reductions.

The anti-discrimination rules applicable to qualified plans were

enacted in 1942 in response to demonstrated instances of abuse. In that same

year, tax sheltered annuities were introduced into the Code, and no anti-

discrimination rules were imposed on tax sheltered annuity programs at that

time. The imposition of administratively complex and costly anti-

discrimination rules on the retirement programs of Church or Church ministry

organizations, whether Code section 401(a) qualified plans or Code sec-

tion 403(b)(9) retirement income accounts, is inappropriate and unwarranted in

the absence of evidence of abuse, and the Church Alliance does not believe

such abuse exists. Unless Congress determines that there is a demonstrated

need to impose anti-discrimination rules on Churches, and the House of

Representatives did not as to most Churches and ministry organizations under

Bill Section 1113, the Church Alliance submits that Churches and all ministry

organizations within their boundaries (as such boundaries are established in

Code section 414(e)) should be exempted from anti-discrimination rules imposed

on retirement and welfare benefit programs generally.
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E. Bill Section 1104 - Limitation of Church Unfunded, Supplemental

Retirement Programe.

Bill Section 1104 would substantially inhibit, if not eliminate, the

ability of Churches and their ministry organizations to provide supplemental

unfunded retirement benefits for ministers and lay workers. Although the

House Report describes Bill Section 1104 as a "relief" provision for tax-

exempt employers (House Report, at 700), Bill Section 1104 in fact "harms"

rather than "relieves" Churches and their ministry organizations. The Church

Alliance suits that the Congress should do for Churches and Church ministry

organizations what it did for for-profit employers in 1978. In that year, the

potential impact of proposed Treas. Reg. S 1.61-16 was eliminated for for-

profit employers. The 1978 action by Congress insured that for-profit

employers may provide unfunded supplemental retirement benefits for management

employees virtually without limit.

The House Report suggests that Bill Section 1104 is needed because

limits must be placed on the amount of compensation that may be deferred under

unfunded deferred compensation arrangements sponsored by nongovernmental tax-

exempt employers. House Report, at 700. The House Report provides: "The

usual tension between an employee's desire to defer tax on compensation and

the employer's desire to obtain a current deduction for compensation paid is

not present" in the tax-exempt employer setting. Id. In situations where

many for-profit employers operate in a "tax-free" world due to substantial tax

benefits even though they are profitable entities, nd "tension" can exist. In
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addition, this so-called "tension" between an employee's desire to defer tax

and an employer's desire to obtain a current deduction becomes totally

illusory when one considers the extent to which unfunded supplemental benefit

programs have been implemented by for-profit employers throughout this

country.

It is ludicrous under any theory for the Congress to limit severely

the provision of supplemental unfunded deferred compensation benefits by

Churches and their ministry organizations while openly sanctioning the

virtually unlimited provision of such benefits by for-profit employers. The

Church Alliance, therefore, urges the Senate Pinance Committee to reject the

imposition of limits on the use of unfunded supplemental retirement programs

by Churches and their ministry organizations.

F. Bill Section 1135 - Deferred Annuittes Available Only to Natural

Persons.

Bill Section 1135 provides that if any annuity contract is held by a

person who is not a natural person, the income on the contract will be treated

as ordinary income received or accrued by the owner of the contract. This

rule does not apply to annuity contracts which are held under a qualified plan

described in Code section 401(a) or 403(a) or under an individual retirement

plan. No such exception is provided for Code section 403(b)(9) retirement

income accounts. The Church Alliance understands that the failure to include

retirement income accounts in the exception provided for qualified plans may

have been inadvertant. The following statement in the House Report supports
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that view: "The provision does not apply to any annuity contract that

is . . . held under a qualified plan (sec. 401(a) or (403(a)), as a tax-

sheltered annuity (sec. 403(b)) or under an IRA .... " House Report, at

704.

If such failure was not inadvertent, then the Church Alliance

submits that equity and fairness demand that any exception from Bill Sec-

tion 1135's rules granted to qualified plans should also be extended to Church

retirement income accounts. The Church Alliance, therefore, urges the Senate

Finance Comittee to correct this inequity If it includes a provision similar

to Bill Section 1135 in its own tax reform bill.

G. Bill Section 144 - Elimination of Revenue Ruling 83-3.

Bill Section 144 would overturn the impact of Revenue Ruling 83-3,

1983-1 C.B. 72, and allow ministers and military personnel to continue to be

able to deduct in full mortgage interest and taxes attributable to their

residences. The Church Alliance applauds this relief provision in H.R. 3838,

and submits that the Senate Finance Comittee should extend the same relief to

ministers as was extended by the Members of the House of Representatives.

H. Bill Section 1122 - Elimination of Constructive Receipt Issue for

Retirement Income Accounts.

Bill Section 1122 would give tax sheltered annuities, and, thus,

Church retirement income accounts, parity with qualified plans in the area of

constructive receipt of retirement benefits by making it clear that ministers
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and lay workers covered by such accounts are not taxed on the benefits

provided through such accounts until such benefits are actually received. The

Church Alliance heartily supports Bill Section 1122 and urges the Senate

Finance Committee to ensure that its own tax reform bill contains the same

proposal.

I. Bill Section 1585(c) - Window Period for Electing Social Security

Coverage,

Bill Section 1585(c) proposes to allow a "window" period that would

give Churches and ministry organizations a one-time opportunity to revoke

elections made under Code section 3121(w). These Code section 3121(w)

elections excluded services performed by lay workers from the definition of

"employment" for Social Security purposes, thereby subjecting these lay

workers to the Social Security tax imposed on self-employed individuals. The

Church Alliance commends and supports the "window" provided in Bill Sec-

tion 1S5(c), but believes there is also need for a new "window" period for

individual minister elections.

Under Code section 1402(e), a minister may file an application for

exemption from Social Security tax with respect to services performed in his

religious capacity. Once filed, the election is binding for all taxable years

and may not be revoked.

When ministers first begin their ministry they are at the lowest

point on a salary scale that rarely, if ever, reaches significant amounts, as
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demonstrated earlier by the $20,790 total average compensation earned by

ministers in 1982. A young, underpaid minister who is in need of funds to put

fooW on his family's table and clothes on their backs often will elect to

forgo Social Security benefits, which are many years away, for a few extra

dollars which are available immediately. As a financial matter, such an

election may be ill-advised in the long term. In the short term, however, the

young minister may believe that no other choice exists.

In recognition of this problem, the Congress has in the past

permitted ministers who elected not to participate in Social Security to

change that decision by offering them a "window" period during which they may

make a subsequent irrevocable election to be included in Social Security.

Such an opportunity was afforded under Section 316 of the Social Security

Amendments Act of 1977, thereby giving ministers a one-time chance to elect to

participate in Social Security.

To some extent, an additional "window"'period for minister elections

is even more pressing than the one provided for lay workers under Bill Sec-

tion 1565(c). Lay workers of Churches that made elections under Code sec-

tion 3121(w) are at least covered by Social Security under the self-employment

provisions, while ministers who made elections under Code section 1402(e) are

completely excluded from Social Security coverage. The Church Alliance,

therefore, urges the Senate Finance Committee to include a Social Security

"window" period in its own tax reform. bill so that both lay workers of

Churches that made Code section 3121(w) elections and ministers desiring

Social Security benefit coverage may obtain such coverage.
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VT. ADDITIONAL CHURCH ALLIANCE PROPOSALS FOR TAX REFORM

Two other tax reform issues of vital concern to the Church Alliance and

its members were not addressed in H.R. 3838. As the following discussion

illustrates, enactment of provisions to address the problems described below

would greatly enhance the fairness of the federal income tax system. The

Church Alliance, therefore, requests the Senate Finance Comittee to include

provisions dealing with the following issues in its own tax reform bill.

A. Tax Free Receipt of Death Benefit Proceeds.

Some Church pension boards currently maintain self-funded employee

death benefit programs for their ministers and lay workers, and in most cases

have done so for many years. Pursuant to long-standing case law (and at least

one well-known Internal Revenue Service ruling) the beneficiaries of deceased

ministers and lay workers have properly treated benefits paid under such

programs as life insurance proceeds excluded from income under Code sec-

tion 101(a) for federal income tax purposes. However, Code section 7702, as

added by the Deficit Reduction Act of 1984 for the purpose of controlling the

use of investment-oriented commercial life insurance contracts, could be

interpreted to restrict the exclusion of insurance proceeds to benefits paid

pursuant to an arrangement that has the status of an "insurance contract"

under state law.

Unless Code section '702 is clarified, the dependents of deceased

ministers and employees who are covered under Church self-funded employee
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death benefit programs could be required to include death benefits that they

receive under a Churcn self-funded death benefit program in taxable income.

In addition, the programs themselves will be subject to administrative

uncertainty with respect to the proper tax treatment of the payments made.

Fairness, simplicity and overall equity will be better served by

amending the Code to state affirmatively that amounts received by

beneficiaries under self-funded death benefit programs sponsored by a Church

or a Church ministry organization will be excluded from the recipient's income

as long as such programs meet the following long-established criteria:

(1) risk shifting and risk distribution, (2) actuarial soundness, and

(3) provision for the payment of a "definitely determinable death benefit."

The Church Alliance urges the Senate Finance Committee to clarify Code sec-

tion 7702 so that amounts received by a beneficiary under a death benefit plan

sponsored by a Church or a Church ministry organization will continue to be

exempt from income taxation.

B. S,'cial Security Amendment to Aid Lay Workers.

Between 1950 and 1984, participation in Social Security by Code sec-

tion 501(c)(3) tax-exempt organizations was voluntary. During the 1950s and

1960s almost all Code section 501(c)(3) organizations elected to participate

in Social Security. However, in the late 1970s, a few tax-exempt employers

terminated their participation in Social Security and installed retirement

programs (hereafter referred to as "Replacement Programs") that were intended
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to provide employees with "lost" Social Security benefits, but at hopefully

less cost to the employer. These terminations took an increasing number of

employees out of the Social Security system and led, by virtue of the then

existing Social Security benefit formula, to Social Security "windfalls" for

employees who had employment covered by Social Security and the benefit of a

Replacement Program.

Congress reacted in part to these Replacement Programs in the Social

Security Amendments Act of 1983 by implementing an anti-windfall provision

that modified the Social Security benefit formula for employees of tax-exempt

employers in certain cases. Although the anti-windfall provision would only

seem to be properly applicable to employees whose employers adopted

Replacement Programs, the provision in fact offsets the Social Security

benefit that would otherwise be due to employees of tax-exempt employers by as

much as half of any retirement benefits earned for service not constituting

"employment" under the Social Security Act, even if the retirement benefits in

question were not paid under a Replacement Program.

Churches and their ministry organizations have a few lay workers who

are subject to the anti-windfall provision even though their employers never

adopted a Replacement Program. The Church Alliance believes that it would be

unfair to apply the anti-windfall provision to these lay workers, thereby

confiscating part of their private pension program by using it to offset the

Social Security benefit they otherwise will earn. Although the number of lay

workers who are potentially affected by the anti-windfall provision is small,
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its effect on those few individuals could be extremely harsh. A married

couple could face a loss of benefits under the provision that has a present

value at age 65 equal to $25,000.

The Church Alliance has brought this technical oversight to the

attention of Dr. Robert Myers, former Chairperson of the Presidant's

Commission on Social Security (the "Commission"). The recommendations of the

Commission led to the Social Security Amendments Act of 1983. The Church

Alliance understands that Dr. Myers agrees that the anti-windfall provision

was intended to apply only to employees whose employers terminated Social

Security participation and installed a Replacement Program.

The Church Alliance urges Congress to clarify the Social Security

Act and make it clear that the anti-windfall provision in question does not

apply to lay workers who chose not to participate in Social Security for

reasons other than their employer's decision to terminate Social Security

participation and install a Replacement Program.

VI!. SUMMARY AND CONCLUSION

Certain provisions of H.R. 3838 would tax Churches ard their ministry

organizations, ignore the historic ecclesiastical boundaries of the main line

religious denominations of this country in several respects and impose

unnecessary, complex and substantial administrative costs and burdens on

Churches, Church pension boards and ministry organizations. Such provisons

would effectively decrease the levels of retirement and welfare benefits that
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are provided to ministers and lay workers and force Churches and their

ministry organizations to redirect their limited funds away from many mission

and benevolency projects. This increased burden on Churches would be

exacerbated by the likelihood that congregational offerings will diminish due

to decreases in the tax rate structure.

The historic boundaries of the Church in this country should be honored

and left intact for all purposes, especially for tax purposes. The

constitutional considerations discussed above demand that Churches and their

ministry organizations be treated with greater sensitivity than for-profit

employers, and certainly should be put in no worse position than for-profit

employers in terms of providing different types and levels of retirement and

welfare benefit programs.

Although the Church Alliance does not have the revenue estimating

capabilities available to the Department of the Treasury and the Joint

Committee on Internal Revenue Taxation, the Church Alliance believes that any

additional revenue generated by the provisions discussed herein, as applied to

Churches and their ministry organizations, would only represent an asterisk on

anyone's revenue table. Therefore, the Church Alliance steadfastly urges the

Senate Finance Committee to ensure that:

(I) -hurches and all organizations within their historic boundaries

will be exempt from the taxes proposed in Bill Sections 1012 and 311 and

the harmful retirement and welfare benefit restrictions contained in Bill

Sections 1102, 1101, 1113, 1151, 1104 and 1135;
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(2) The Social Security Act will be amended to (a) allow certain

Churches and ministers a window period within which they may elect to

participate in the Social Security System and (b) correct the

unintentional inclusion of lay workers in a punitive benefit calculation

provision enacted as part of the 1983 Social Security reform;

(3) Language identical to Bill Sections 144 and 1122 will be

included in the Senate's tax reform bill so that (a) ministers may

continue to deduct all of their residential property taxes and mortgage

interest payments and (b) benefits provided through retirement income

accounts will not be taxed until actually received; and

(4) Code section 7702 will be clarified so that death benefits paid

by or through Church pension boards will clearly be excludable from

income by the recipient.

dpl:49938
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Office of the Mayor * Dale Danks, Jr.. Mayor

219 S Prestdent Street * P 0 Box 17 * Jacson. Mississippi 39205 16011 90-1084

February 6, 1986

Mr. Bill Diefenderfer
Chief of Staff, Senate Finance Cornittee
Room 219, Dirk'on Senate Office Building
Washington, D.C. 20515

Dear Mr. Diefenderfer:

I just wanted to take this chance to let you know
how much I appreciated the opportunity to meet with you
when I was in Washington on Wednesday, January 22nd.

I appreciate your attention to the hardships which
will be faced by municipalities and other local
governments under the Gramm-Rudman Act and the proposed
Tax Reform Act.

Please find enclosed herein a copy of my remarks
for the record for the Senate Finance Committee. I
appreciate the opportunity you have afforded me to have
these remarks presented to the Conmittee.

I sincerely appreciate any help you can give us in
this regard and, if there is anything I can do to assist
your efforts, please call upon me.

Dale Danks, Jr.
Mayor . -

DD/dah
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RE: ARKS CONCERNING TAX REFORM ACT OF 1985

My name is Dale Danks, Jr., and I am Mayor of the City of

Jackson, Mississippi. I appreciate the opportunity to make these

remarks concerning the effect of the proposed Tax Reform Act of

1985 upon municipalities the size of Jackson and I would hope

that the Senate would take appropriate steps to insure that the

benefits derived from the Tax Reform Act are not allowed to

overshadow the disastrous effects of some of Its provisions upon

municipalities.

I would like to direct the attention of the Committee to

three areas in which the City of Jackson and other municipalities

will be detrimentally affected by the Tax Reform Act.

First, the provisions which restrict the amount of

investment earnings which a municipality may accumulate and apply

toward a bond issue project will have the ultimate effect of

aiding the Federal Treasury at the expense of local taxing

units. if a municipality is not able to invest general

obligation bond proceeds at the highest possible interest rate

without being required to pass through the benefits of these

rates, then it stands to reason that the municipality must either

issue more bonds in order to cover the desired projects or there

must be fewer projects built for the benefit of the

municipality's citizens. Since debt service on larger general

obligation bond issues must be paid through taxes imposed upon

local citizens, the effect of the proposed Tax Reform Act is
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simply to transfer tax liability from one level of government

down to the municipal level. On behalf of myself and other

mayors, I believe it is manifestly unfair for citizens to be led

to believe that they will benefit as a result of this act when in

fact only the agency which their tax dollars are filtered through

will be affected.

A concrete example of the problem can be demonstrated with

the general obligation bond Issue the City of Jackson sold in

1983. Twehty-eight million dollars worth of bonds were sold to

finance improvements for the street system, the drainage system,

the parks and recreation system and the fire department. As a

result of prudent investments, over five million dollars in

interest earnings were realized and utilized to Increase the

scope and nature of improvements that ordinarily could have been

done with the same dollar amount. Under the terms of the present

Tax Reform Bill, we estimate that we would suffer a loss of

virtually all of the investment earnings. The net effect of this

will be that fewer miles of streets can be improved, fewer areas

affected by erosion and water damage can be corrected, and fewer

neighborhoods will have the benefit of improved parks and

playground facilities.

A second and equally ominous ramification of the proposed

Tax Reform Act is the detrimental effect the Act will have on the

Issuance of industrial development bonds. For a number of years

the City of Jackson, as most other municipalities, has utilized

2
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industrial development bonds for the encouragement of industry

and commerce in the metropolitan area. As in most parts of the

country, these bonds have been issued only for valid industrial

purposes, not for the promulgation of fast food restaurants or

other endeavors of marginal economic benefIt. It is not

sufficient to say that if the industrial development bond

inducement is removed from all municipalities, then all

municipalities will have an equal chance of securing the

Industrial development that does occur. It has been the

experience of the City of Jackson that these bonds are essential

not only in attracting industry from outside the community but in

allowing local industry to expand on terms which might otherwise

have been prohibited by the prevailing interest rates in the

market. Removal of industrial d-avelopment bonds as an active

tool to encourage industrial development in the nation's cities

will decrease the chances for activities across the country which

promote employment and stimulation of the local economy.

Finally, the third serious problem which faces the City of

Jackson (and all other cities) as a result of the proposed tax

legislation is the fact that while the legislation is in its

current state of uncertainty, it is impossible to market bonds of

any type. The City of Jackson presently has an urgent need for

renovation and expansion of its water system. We need to Improve

and expand our sanitary sewer facilities. We have streets which

need widening and natural drainage basins which must be improved

3



603

in order to protect the homes and property of our citizens. We

presently have, in various stages of adoption, three separate

bond issues: one general obligation issue for the improvement of

streets, drainage, and park facilities; one sewer revenue issue

for the improvement and expansion of our sewer system; and one

water revenue issue, for the improvement and rehabilitation of

our existing system and the construction of a new water treatment

plant. All of these improvements are essential if the City of

Jackson is to continue to grow and prosper. There is nothing out

of the ordinary or convoluted about any of these Issues as they

now exist. But until the Congress issues some sort of definitive

binding statement to the effect that if the present tax

legislation is in fact passed, the effective date will not be

until the date of signing or, hopefully, the beginning of next

year, it is impossible to obtain an opinion of bond counsel in

the present state of events which will allow the marketing of any

bonds. Therefore, essential City improvements are being

neglected because of our inability to obtain even conventional

financing.

Thank you on behalf of the City of J&ckson and other

municipalities for your attention. Again I would request that as

soon as possible you give immediate attention to our request that

you establish a firm effective date for the legislation If it is

passed and then take into consideration our other comments in

determining the final content of the Act.
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TESTIMONY OF

THE COALITION OF SERVICE INDUSTRIES

SUBMITTED TO

THE SENATE FINANCE COMMITTEE

FEBRUARY, 1986

The Effects of Proposed Tax Reforms on the

International Competitiveness of U.S. Industries

The Coalition of Service Industries appreciates this

opportunity to comment on the effects of proposed tax reforms

on the international competitiveness of U.S. service businesses.

We find certain provisions of the tax reform bill

reported by the House of Representatives to be particularly

injurious to American service industries with operations

abroad.

The service sector is the backbone of the U.S. economy

and has consistently reported a surplus in the balance

of payments, keeping our national trade deficit from becoming

even worse. The foreign tax provisions contained in the

House Ways and Means Committee bill represent a radical

change in the historical U.S. tax treatment of foriegn

income, have not been the subject of any hearings, discriminate

against U.S.-owned international service businesses, and

have a dramatic detrimental impact on the ability of such

businesses to compete in foreign markets.
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I would like to just briefly go through some of the

major provisions we oppose.

The foreign tax provisions of the bill represent a

radical reversal of generations of federal tax policy,

which have never been the subject of Congressional hearings.

There has been no evaluation of these proposals for their

technical correctness or for their anticompetitive trade

implications on U.S. service companies. Further, these

options inexplicably discriminate against service firms.

Because service firms tend to follow their customers overseas,

hampering their expansion will have an adverse ripple effect

throughout the U.S. economy. For instance, it will curtail

the foreign lending capabilities of U.S. banks needed to

finance U.S. exports or the ability of the U.S. to maintain

a viable merchant fleet.

These changes could not come at a more inappropriate

time. The 1984 Trade and Tariff Act mandated parity of

treatment between the services and goods sectors in ord-er

to enhance the export of services. Now, our government's

effort to organize trade in services through the GATT will

be undermined by this tax counterpolicy.

The international service business follows its clients

overseas to service them. For example, a manufacturing

company opening a new plant Ln a foreign country will require

local insurance services 3.d wil look first to its U.S.

broker and insurer to neet those needs. In this fashion,

the U.S. broker and insurer seek to retain the totality
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of their client's worldwide business.

Foreign laws and regulations generally restrict trade

in services and require service businesses to make a direct

investment in the country in which they wish to offer their

services. This is the reason, therefore, that international

service businesses often have many more foreign subsidiaries

than manufacturing firms. This pattern of following one's

clients overseas indicates that service businesses do not

have the flexibility to pick target countries purely because

they may be low tax. In fact, taxes usually are not a

consideration at all.

The foreign tax provisions of this bill are far reaching,

especially as they affect Subpart F, the foreign tax credit,

the allocation and apportionment of deductions for the

foreign tax credit computation, and the source of income

rules. These provisions have been the pillars of the U.S.

tax structure governing the foreign investment and activities

of U.S. tax payers. They were designed in part with a

view to keeping U.S. taxpayers competitive in the international

marketplace. Inexplicably, these provisions make changes

that are detrimental to just one segment of the economy

-- international service businesses. Quite simply, these

provisions will make it impossible for some companies to

operate in foreign countries.

The Subpart F provision, by including certain active

business income, amounts to a repeal of deferral for many

U.S.-owned foreign banking, financial, shipping and insurance
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corporations. Congress has repeatedly upheld the policy

that active business income should not be subject to current

taxation until actually repatriated to the United States.

All industrialized countries recognize deferral for overseas

active business income. Without it, U.S. companies will

be less competitive than their foreign counterparts. Without

question this repeal of deferral discriminates against

a significant sector of the service economy.

But if repeal of deferral is death for many businesses,

the separate foreign tax credit limitation for low-tax/high

tax income of service companies is worse than death. Any

departure from the overall limitation, well established

in existing law, will result in the inability of U.S. service

companies to "average" their highly taxed foreign income

against lightly-taxed foreign income. This proposal will

impair the ability of '.S. companies to compete in those

countries imposing a hilh rate of corporate income tax.

In considering alternatives to the overall limitation,

the staff apparently rejected the "per-:ountry" method

as too complex. The "low-tax" income option in effect

adds "per-item" complexity to "per-country" and the result

must be complexity sq .ir.iJ. Congress decided wisely the

last time around that crly the overall limitation with

retention of deferral -ik2s sense in an internationally,

interconnected, and intercopetitive world.

In another section -f the bill, the proposed modification

to the expense allocations rules overturns decisions arrived
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at after 12 years of Treasury Department and industry negotiations

of a complex issue. By generally increasing expenses allocated

to foreign source income, coupled with the proposed changes

to Subpart F and "low-tax" basket limitations, the value

of the foreign tax credit will be severely cutback resulting

in U.S. corporations being burdened by double taxation.

Further, by changing the source rules in significant

respects, the Committee is creating many new situations

of potential double taxation. The Committee should adopt

an expanded version of the President's proposal to eliminate

double taxation in the area where construction services

are rendered in the U.S., but the country that uses or

consumes them taxes its payments at the source of payment.

An election to deduct or ,se a source rule similar to the

rule applied to royalty income is recommended for an expended

category of highly technical services rendered in the U.S.

but used and taxed overseas.' The U.S.' failure to do so

will just encourage those operations eventually to move

overseas.

Two of the Committee's options are specifically anti-export.

Instead of reducing t". FSC benefit after only one year

of availability, the C.-mittee should expand the FSC to

include additional ser'.:s, :onsistent with Congress'

overall trade policy. -o proposal to reduce the current

$80,000 exclusion of :=-m earned abroad to $50,000 and
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include the excluded income in the individual minimum tax

base is contrary to trade policy which should be designed

to encourage Americans to make the sacrifices attendant

with employment in a foreign country.

The Coalition has carefully studied this legislation

and it is our conclusion that, if it is the policy of this

government that U.S. businesses remain competitive abroad,

the foreign tax provisions must be removed.

Service businesses already face tremendous obstacles

to fair competition in foreign markets. Imposition of

yet another barrier in !:e Eorm of burdensome tax laws

-- a barrier erected by the U.S. government -- will throttle

the momentum of the United States service sector abroad

and render uncompetit,.ve that one positive account in 3n

otherwise dismal balance -itrade.
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'Hearings on Tax Reform"

Introduction

The Coalition to Reduce High Effective Tax Rates submits

this statement to the Committee to express the strong support of

our member companies and associations for a fundamental

restructuring of the income tax which substantially reduces high

effective tax rates.

The top rates proposed by H.R. 3838 move in the right

direction, but further reductions should be included in final

legislation.

Specifically, we urge that tax rate schedules for

corporations and for non-corporate businesses be adopted using

top rates which are no higher than the 33% and 35% rates proposed

by the President.

We urge the Committee to take prompt action this spring to

prepare legislation which achieves these objectives.
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I. Recommendat ions

The Coalition makes three specific recommendations

concerning rate reductions in a major tax reform package.

1. The President's tax rate reductions should be
included in the Committee's bill. X 331 maximum corporate
rate should be enacted. Similarly, the President's
proposal for a 35% maximum rate on non-corporate businesses
should be enacted. The proposals fo--maximum rates of 36%
and 38% respectively in H.R. 3838 do not go far enough.

2. Reductions in tax rates should be implemented all
at once. The allure of a graual phase-in of tax rate
reductions should be resisted, in order to minimize the
possibility that such reductions could be halted a year or
two after enactment.

3. The Committee should make the effective date of
rate reductions coincide with the dates for other changes.
There should be no delay in implementing this fundamental
benefit of tax reform.

Ii. The Members Of The Coalition

The Coalition to Reduce High Effective Tax Rates was formed

in June 1983 by associations and corporations which shared mutual

concerns about --

1. the limited awareness by the public, by policymakers
and by the press that many businesses pay income taxes
at high effective rates,

2. the near-term possibility that high effective tax rate
businesses would be hit by allegedly "equitable" tax
increases in the form of a surtax or other related
devices that do not fully recognize the tax burdens
already borne by such businesses, and

3. the need to substantially reduce the existing high
nominal tax rates.

The members of the Coalition (a list is attached as the

Appendix) include prominent Fortune 500 industrial companies and
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associations which represent a wide range of high growth medium-

sized companies, small businesses, trucking companies, retailers,

and wholesaler-distributor firms.

The Coalition has worked diligently since 1983 to create an

awareness that a significant number of industries bear effective

tax rates which are far higher than the 0% to 10% figures which

receive prominent attention in the media and in congressional

speeches.!/ in fact, there are many companies and entire

industries -- including apparel manufacturers, beverage

companies, computer and office equipment manufacturers, food

processors, instrument companies, retailers, tobacco companies,

trucking companies, and wholesaler-distributors -- which pay

income taxes at effective rates which are near or are well above

30%. Members of this Coalition are representative of such

companies.

Coalition members are substantial taxpayers as measured in

dollars, as well as in effective tax rates. For the three years

from 1982 through 1984, corporate members of the Coalition and

companies which are members of the associations which belong to

the Coalition paid almost $15 billion in federal corporate income

An effective income tax rate for a company is generally
expressed as the ratio of actual taxes paid to the
company's financial income. Many deductions, exemptions
and credits have the effect of reducing the effective tax
rate of a financially profitable company to a percentage
which is less than the 46% maximum corporate rate.
Coalition members' effective rates are significantly higher
than the widely-held perception that all businesses pay
federal income taxes at relatively low rates of 0% to 10%.
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taxes. This was more than 10% of the total corporate tax

receipts for that three-year period. Furthermore, they paid an

additional $7 billion in employer's FICA taxes, plus an

additional $13.7 billion in other federal, state and local taxes.

We are pleased that significantly more attention is now

given to the fact that many companies and industries pay income

taxes at high effective rates. This fact, coupled with an

awareness of the gross inequities of a surtax applied to already

high effective rates, has allowed the Coalition's attention to

shift to fundamental tax restructuring which is based on

substantial reductions in tax rates.

III. Benefits of Substantial Rate Reductions

The long-term benefits to the economy of substantial rate

reductions have been given distressingly little consideration to

date, in contrast to the attention provided to problems which are

raised with regard to major elements of the President's total tax

reform package. Three such benefits are discussed in items A, B,

and C below.

A. Long-term Economic Benefit

The economy-wide benefit of substantial rate reductions

will be to lighten the heavy hand of high tax rates on the

millions of business and personal financial decisions which are

made daily. The effect of a high tax rate may be so direct as to

lead the individual/business manager to forego some activity

because its benefit no longer outweighs the time, resources and
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taxes which it will cost. Or, more likely, a decision is made to

lessen the tax bite on our work and investments by taking actions

which otherwise do not make sense. "Tax shelters" for

individuals and lease financing subsidaries for many corporations

are rational, although economically questionable, responses to

high tax rates. The inefficiencies of such tax-motivated

transactions should be attacked directly by reducing high tax

rates, as well as through the traditional "loophole closing"

amendments.

Rate reductions are riot a cure for all ills. But the

effect on the overall economy -- namely, the loosening of the tax

law's grip on efficient market-oriented decisions -- should be a

priority objective for tax reform legislation in 1986.

B. Reducing The Value Of

Specialized Tax Provisions

A high nominal tax rate places a substantial economic

premuim on the enactment and retention of deductions for-specific

expenditures, of exemptions for various types of income and of

credits for certain types of investments. Given the 461

corporate tax rate, the fervor with which a company or an entire

industry supports the enactment of a new provision or the

retention of an existing deduction, exemption or credit is

rational economic behavior.

However, the diversions by businesses of their human and

financial resources into enacting, implementing, administering

and retaining the wide array of provisions which have arisen
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under high tax rates have created a substantial growth industry.

It is certainly arguable that individual companies as well as the

entire economy would be better served by redirecting such

resources away from tax planning and back toward business

activities.

A reduction In the top corporate rate to 33% would be an

important first step toward this goal. While the long-term

result cannot be forecast with certainty, such a reduction should

reduce the willingness by owners and managers to expend resources

for sophisticated tax planning and for tax legislative activity.

Each deduction of $100 would save only $33 in taxes rather than

$46. While the repeal or restriction of some portion of the

existing list of deductions and credits would broaden the base to

which the 33% rate was applicable, thereby tending to raise taxes

for some companies, the 33% rate would lessen the reward for

seeking to remove certain amounts from the base.

C. Reducing The Existing Preference

For Debt Financing Over New Equity Capital

The income tax allows a corporation to deduct its interest

expense for debt, whether in the form of publicly traded bonds or

bank loans, while imposing a double tax on the dividends which

are paid to the equity investors. The result is to create a

clear economic preference by the corporation for debt rather than

equity, assuming other factors do not affect the decision.

For example, the corporation which is considered by lenders

and equity markets alike to be a quality risk could choose to
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seek new capital either through additional debt or through a new

offering of stock. Assume interest costs would be 10% a year,

while dividend payouts would be about 71 of new equity

proceeds. Interest is deductible, so the after-tax cost of debt

to the corporation would be 5.41 per year. The non-deductible

dividends would cost a full 7% in after-tax dollars.

A reduction in the corporate tax rate to 33% would be an

efficient means for lessening the tax-induced preference for debt

financing for two reasons. First, when the tax rate is reduced

from 46% to 33%, the after-tax cost of interest payments rises

from 54 cents on the dollar to 67 cents on the dollar. At the

same time, the corporation's after-tax earnings from which

dividends are paid are increased as the tax rate falls. To the

extent that the corporate tax is actually a tax on profits which

the shareholders own, a reduction in that tax should allow for a

higher return to shareholders over time.

Thus, the gap between the higher cost of equity and the

lower cost of debt is narrowed by the simple act of a substantial

reduction of the tax rate. Arguably, this could lead to either

lower interest rates (if demand for debt were lessened) or

increased dividends (as after-tax earnings increased) or some mix

of the two, depending upon one's view of economic theories. But

at least one result should be clear. A substantial rate

reduction can do much to lessen the tax-induced preference for

debt financing.
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IV. Conclusion

Reductions in tax rates will result in a number of long-

term benefits for the efficiency with which our economy functions

,nd the rate at which it grows. Because such results are less

subject to qudntification than the effects of each specific

element of proposed tax reforms, rate reduction is not generally

given the attention which it deserves.

The Coalition to Reduce High Effective Rates is committed

to supporting a major tax reform effort based on the expressed

intention of the President and members of Congress to reduce top

tax rates to 33% for corporations and to 35% for non-corporate

businesses, along with other adjustments to lower rates. We urge

the Committee to include these rate schedules as the centerpiece

of proposed legislation.
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ApDendix--Membership Of
The Coalition To Reduce High Effective Tax Rates

American Busiiiess Conference

American Can Company

American Trucking Associations

Armstrong World Industries

Beatrice Companies, Inc.

Chesebrough-Pond's Inc.

Dart & Kraft, Inc.

General Foods Corporation

General Mills Inc.

Zeneral Motors Corporation

IBM Corporation

Levi Strauss & Co.

National Association of Wholesaler-Distributors

National Federation of Independent Business

National Retail Merchants Association

The Pillsbury Company

The Procter & Gamble Manufacturing Company

R.J. Reynolds Industries, Inc.

3M Company
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CBEMA SENATE FINANCE COMMITTEE STATEMENT

TAX REFORM AND INTERNATIONAL COMPETITIVENESS

CBEMA believes that tax reform, if properly

undertaken, can be a positive step in transforming our tax

system to meet the increasingly high technology orientation of

the U.S. economy. It can thus help CBEMA members in their

efforts against international competition. Because of the high

technology nature of their businesses, CBEMA members generally

have effective tax rates higher than that of most U.S.

industries under the present system. Studies by the Joint Tax

Committee and by the publication Tax Notes consistently

indicate that the computer industry has in the past few years

had effective tax rates ranging from 40 to 60 percent higher

than average corporate rates. This results because the

computer business is research-intensive as well as

capital-intensive. Moreover, the capital investments of the

computer industry are largely in equipment and manufacturing

facilities which rapidly become technologically obsolete.

Given the nature of its industry, CBEMA can support

tax reform which would achieve the following goals:

o reduce corporate tax rates

o give top priority to R&D incentives

o provide substantial incentives for capital
investments that apply to short-lived as well as
long-lived assets; and
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o recognize that the taxation of international as
well as domestic operations affects the
international competitiveness of U.S. companies.

Both the President's proposal and the House bill take some

positive steps towards accomplishing these goals. However, if

international competitiveness is to be strengthened for this

industry, the Committee must modify these proposals in several

respects.

Reduction in Corporate Rates

CBEMA applauds the efforts reflected in the

President's proposals and the House bill to reduce corporate

tax rates. The current high level of corporate rates together

with a relatively narrow tax base has produced a system which

yields widely differing effective rates of tax in different

industries. In many ways it has worked to the disadvantage of

the high technology sectors of the U.S. economy. The basic

reform concept of closely scrutinizing incentive provisions,

eliminating or reducing those that are outmoded or overly

generous (while preserving those that continue to serve

important economic purposes), and utilizing the revenue to

reduce corporate rates is a positive step. It could hopefully

lead to increased investment in industries like that of CBEMA

members, which today are relatively highly taxed.

-2 -
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Priority Incentives for R&D

Notwithstanding the general movement toward a broader

base, lower rate tax system, it is extremely important that tax

reform permit the continuation of those tax incentives which

are important to the future of our nation's economic activity

and to our industry's industrial competitiveness worldwide.

Primary among these is the R&D tax credit.

The R&D credit was enacted in 1981 and is currently

scheduled to expire at the end of 1985. Several recent

studies, including one by the Congressional Research Service,

have concluded that the credit should be extended and indeed

made permanent even in the context of broad base tax reform.

The reasons for this conclusion are quite apparent. Most major

foreign countries -- including Japan, Canada and

West Germany -- have substantial R&D tax credits. Moreover,

unlike virtually any other activity which might be encouraged

through the Internal Revenue Code, the benefits of R&D

investments are not captured fully by those taxpayers making

the investments. Instead, the benefits quickly spread

throughout the economy, improving the quality of life, worker

productivity and our gross national product. These benefits

from R&D, which accrue to the country generally but not to the

party investing in R&D, make a compelling case for governmental

policies to increase the level of R&D undertaken by the private

sector.

- 3 -
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The current R&D tax credit fulfills this vital policy

need. A study by Martin Bailey and Robert Lawrence (of the

Brookings Institution) and by Data Resources, Inc. concludes

that the R&D tax credit has been successful in generating

sufficiently substantial increases in R&D to justify the

revenue cost of the credit. Under relatively conservative

assumptions, the authors find that a permanent R&D tax credit

would generate from $1.2 to $7.5 billion of annual GNP

increases in 1986 and from $2.9 to $17.7 billion of GNP

increases by 1991. The credit currently costs the Federal

Government something less than $1.5 billion per year.

These increases in GNP resulting from the R&D credit

apply whether or not the corporate tax rate is reduced by tax

reform. Indeed, the Congressional Research Service points out

that:

The reduction of the tax rate, which is the
trade-off for losing tax preferences, may
not be very valuable in the case of R&D
investments which are highly risky. The
lower tax rate may increase potential
return, but it also increases variability in
return. Thus, the tax rate reductions may
actually have a negative impact on R&D
investments and justify a retention or
increase in the subsidy [i.e., the R&D
credit].

(Congressional Research Service, "The Tax
Credit for Research and Development: An
Analysis," January 25, 1985, at p. 41.]

The President has recognized the continuing need for

incentives for R&D by proposing a three-year extension of the

- 4 -
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R&D tax credit. The House bill also extends the credit for

three years, but reduces the credit rate to 20 percent: CBEMA

strongly believes that a three-year extension of the credit is

insufficient. In the computer industry major R&D projects

typically take longer than three years -- five to six years in

many cases. Thus, if the credit is to have its full potential

impact on R&D spending, it must be extended for a much longer

period of time than three years. CBEMA believes the credit

should be made a permanent part of the Internal Revenue Code.

The House bill reduction in the R&D credit rate from

25 to 20 percent should also be rejected. As the Congressional

Research Service Study cited above indicates, unlike other

credits the reduction in general tax rates does not mean the

R&D credit rate can be reduced without reducing its incentive

effect. If anything, the CRS Study concludes, the R&D credit

rate should be increased if the corporate rate is reduced. The

R&D credit represents in fact a modest effort (costing about

$1.5 billion per year) to influence large amounts of spending

(NSF estimates are that in 1985 about $50 billion was spent on

commercial R&D). Yet, it is highly leveraged to have a

significant impact on R&D and GNP. Any reduction in the credit

from its current 25 percent level can only reduce this

leveraged impact. The modest cost savings will clearly not

outweigh the detrimental effect on R&D, GNP and the

international competitiveness of U.S. companies.

- 5 -
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Both the House bill and the President's proposal do

not allow the R&D credit against the proposed corporate

alternative minimum tax. While these proposals would lessen

the effectiveness of the credit for many taxpayers, CBEMA does

not oppose them. It does, however, oppose proposals which

would disallow deductions for corporate R&D expenditures. Any

corporate minimum tax proposal is intended to ensure that all

profitable corporations pay some minimum level of taxes

regardless of their use of various incentive deductions,

exclusions or credits in the Code. In this context it is

perhaps appropriate that the R&D tax credit, which is clearly

intended as an incentive to private research, not be allowed to

reduce a taxpayer's minimum tax. However, it is also clear

that the deductions taken by taxpayers for R&D expenditures --

i.e., the salaries of R&D personnel, their supplies and other

related costs -- should be currently allowed. This result

should occur for the following reasons:

o R&D expenditures are required to be deducted for
financial reporting purposes to shareholders and
to the SEC. Consequently, no profitable
corporation can pay taxes below any designated
minimum effective tax rate (based on financial
income) because of the deduction of R&D.

o The Internal Revenue Code provision permitting
R&D to be deducted was enacted in 1954 to provide
certainty and consistency of treatment, not to
establish an incentive for R&D expenditures.

o In other major countries of the world R&D
expenditures are deducted for both tax or
financial accounting purposes.

- 6 -
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o Disallowing R&D deductions under a minimum tax
will cause a major tax increase to high
technology companies which already pay relatively
high effective rates of tax.

o More than any other single provision in tax
reform, the treatment of R&D deductions as a tax
preference under a corporate minimum tax will
adversely affect the ability of CBEMA members to
conduct R&D in the United States and compete
effectively in world markets.

Investments in Short-Lived Equipment

Incentives for Investments

Prior to the enactment of the Accelerated Cost

Recovery System (ACRS), most computer and other electronic

office equipment was depreciated over a five-year period at a

double declining balance rate. Similarly, the manufacturing

equipment of computer and other high technology companies was

depreciated over five years prior to 1981. This depreciation

was roughly consistent with the depreciation for financial

purposes of most major companies. Thus, the enactment of ACRS,

which provided for five-year depreciation on a less than

double-declining balance basis, provided little if any tax

benefit to the equipment of CBEMA members. Indeed, in many

cases the tax depreciation of this equipment under ACRS was

slower than depreciation for financial accounting purposes.

At the same time, since its enactment in 1962, the

investment tax credit has been a substantial incentive for new

investments by CBEMA members and, even more importantly, by

- 7 -
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their customers. Computers and other high technology equipment

of CBEMA members are primarily used by America's businesses.

In recent years an increasing portion of America's business

investment has been of high technology computing and other

electronics equipment. Some estimates for 1983 indicate that

over 40 percent of capital spending for new equipment during

that period was invested in electronic automation equipment.

By encouraging these investments, the investment credit has

been a major policy instrument through which the tax code has

increased the productivity and efficiency of U.S. businesses in

all industries. Thus, CBEMA members are seriously concerned

that the loss of the investment tax credit, particularly if

undertaken precipitously, could have a significant adverse

impact on U.S. capital investments in general and in high

technology products in particular.

However, if the investment credit is to be repealed,

it is vital that any'tax reform package include a system of

depreciation which (1) provides substantial incentives for

investments in new plant and equipment and (2) like the

investment credit but unlike ACRS, benefits short-lived as well

as long-lived assets. The Administration's Capital Cost

Recovery System (CCRS) in principle accomplishes both of these

goals. The House bill's ADR system fails to accomplish the

first goal. Under the President's proposed system, computers

and other electronic office equipment, for example, are

- 8 -



628

included in Class 2 and are depreciated at a constant 44

percent declining balance rate. This classification recognizes

the existence of actual short economic lives for this equipment

and applies a rate of depreciation which does provide

significant incentives. It partially, although not completely,

offsets the impact of eliminating the investment tax credit.

The House bill also recognizes the short lives of computers,

depreciating them over five years, but uses a significantly

lower declining balance depreciation rate. We believe that the

Finance Committee should attempt to accelerate these

depreciation schedules further to prevent a significant

slowdown in the rate at which taxpayers make new investments in

productivity enhancing equipment and facilities.

In addition, while the House bill generally provides a

proper classification for computers and electronic

manufacturing equipment, a serious effort needs to be

undertaken in the Senate to refine its classification of

telecommunications equipment. Most telecommunications

equipment currently being placed in service in the newly

deregulated telecommunications industry is virtually identical

to computers. Yet, the House bill places only some of that

equipment in Class 2 with computers and other high tech

equipment. The clear convergence of the computer and

telecommunications industries and of the technologies

underlying their products strongly suggests that any dissimilar

treatment is inappropriate,

- 9 -
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The House bill proposes that a new Treasury office be

established to study actual depreciation rates and, based upon

the study, to make reclassifications of assets -- like

telecommunications equipment -- for tax depreciation purposes.

While this procedure is necessary, it could take a substantial

time (e.g., three to five years) after tax reform is enacted

before assets are in fact reclassified. In the meantime, the

inappropriate treatment would be applied.

Given this delay, where the discrepancies between the

classifications set forth in the House bill and actual economic

depreciation are apparent, we believe Congress should not

merely delegate reclassification authority to the Treasury

Department. Rather, Congress should itself act on the best

evidence available and establish its own generalized

classification system. Treasury could then make further

adjustments through its studies where appropriate.

Short-Lived_E) equipment and Minimum Tax Proposals

The same issue of proper useful lives for high

technology equipment applies in the context of any proposed

corporate alternative minimum tax. Many of the minimum tax

proposals which this Committee will be considering include some

measure of the acceleration in depreciation as a preference.

CBEMA does not object to this in principle. However, the

measure of any accelerated depreciation must take into account

- 10 -
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the actual rapid depreciation rates and short economic lives of

high technology equipment. Otherwise, amounts will be treated

as a preference and subject to minimum tax when in fact no

benefits have been received by the companies in question and

thus no minimum tax is properly due. The House bill

accomplishes this result by using the actual lives of

equipment -- rather than some arbitrary period -- as the

starting point in measuring any minimum tax preference for

accelerated depreciation.

Tax Treatment of International Operations

CBEMA members, and high technology companies in

general, invariably have large international operations. The

costs inherent in the R&D efforts to develop a new generation

of products are sufficiently high that each generation of

products must be sold in the broadest possible marketplace to

provide needed revenues. Therefore, U.S. companies must

compete for foreign markets. If U.S. companies are not

competitive in these markets, foreign companies will develop a

broader earnings base from which to finance larger R&D

activities to develop their own future products. These future

products will then be competitively superior to U.S. products

not only in foreign markets but in the United States. Thus,

U.S. companies must be competitive in foreign markets in order

to remain competitive over the long-run even within the United

- II -



631

States. Consequently, the U.S. tax treatment of both the

foreign operations of U.S. companies and U.S. exports is of

vital importance to CBEMA members. Unfortunately, three of the

provisions of the House bill with respect to the tax treatment

of foreign operations of U.S. companies represent a significant

backwards step.

Allocation of R&D Expenses to Foreign

Source Income Under Section 861

The House bill does not extend the moratorium on the

allocation of any R&D expenditures to foreign source income

which has been in existence since 1981. Instead, it provides

for an automatic allocation of 50 percent of R&D expenditures

to U.S. sources, with the remainder allocated between U.S. and

foreign sources. In effect, the proposal is a moratorium on

one-half of R&D expenditures. Even this limited provision is

not made a permanent part of the Code, but is extended only for

two years.

The moratorium was originally enacted in 1981 because

the allocation of R&D expenditures to foreign source income

effectively denies the benefit of any R&D deductions for those

costs to any taxpayer with excess foreign tax credits. The

result is an actual disincentive for these taxpayers --- which

under present law tend to be those R&D-intensive companies with

substantial operations in high tax foreign jurisdictions --

compared to other U.S. companies not in an excess credit

- 12 -



632

position and, more importantly, compared to foreign

competitors. This policy rationale for the moratorium has not

changed. Indeed, in the context of rate reducing tax reform,

the disincentive becomes more widespread because more U.S.

taxpayers will have excess foreign tax credits.

The Senate Finance Committee has taken the lead in

adopting the moratorium on allocating R&D expenses in 1981 and

then again in 1984 and 1985. The Committee should continue

this effort in the context of tax reform by making the

moratorium a permanent part of the Code.

Treatment of Foreign Affiliate Royalties

The House bill contains a provision, added without

hearings or even much discussion at the end of committee

deliberations, which abandons accepted standards for

international taxation with respect to royalties paid by

foreign affiliates to U.S. taxpayers. The provision will

provide IRS agents with the legal basis to require increases in

the royalty payments of foreign affiliates to U.S. parent

corporations, thereby increasing U.S. taxes, even though

foreign governments will not permit these additional payments

to be deducted for local tax purposes. International double

taxation of U.S. taxpayers will result in a way that can

significantly affect the ability of U.S. companies to operate

competitively on a worldwide basis. The provision should be

rejected by the Senate Finance Committee.

13 -
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Tax Treatment cf U.S. Exports

Finally, the House bill proposal increases the

taxation of U.S. exports by reducing Foreign Sales Corporation

(FSC) benefits and eliminating any foreign source income from

the sale of most goods manufactured in the United States. T?-

FSC provisions were proposed in the Senate Finance Committee

and enacted last year to exempt 15 percent of export profits

from U.S. tax-and reaffirm that up to 25 percent of total

profits from export transactions could be treated as foreign

source income and eligible for the foreign tax credit. For

exporters with substantial foreign operations, the combination

of these two provisions effectively reduces the U.S. taxation

of exports by substantial amounts. The elimination of the

source rule in particular would overturn this policy and

increase U.S. taxation of exports. At a time when our trade

deficits are at record levels, such a change in tax policy

would seem to make little sense.

Alternative Minimum Tax

While a strengthened minimum tax is an appropriate

element of a tax reform package, care should be taken so that

such a tax does not act as a retroactive repeal of tax benefits

that accrued in earlier years, especially tax benefits that

encouraged particular investment behavior. Particularly because

H.R. 3838's corporate alternative minimum tax rate is set at a
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rather high 25%, the decision not to allow all net operating

losses to reduce alternative minimum tax income and not to allow

any R&D credit or investment credit to reduce alternative

minimum tax can act as a repeal, retroactively, of these credits

and of the deductions which may have contributed to a net

operating loss.

The House bill's allowance of a NOL carry-forward for

alternative minimum tax purposes only if a NOL was incurred in

two of the last three years should be expanded to permit NOL

carry-forward for minimum tax purposes for any NOL generated

prior to the effective date of the-new minimum tax. Likewise,

any investment tax credit or R&D credit carry-forward that

exists as of the effective date of the new minimum tax should be

permitted to be taken against such tax. The Treasury Department

appears to recognize the unfairness of a retroactive repeal of

investment credit through a high rate minimum tax in suggesting

the allowance of investment tax credit carry-forwards against

minimum tax to the extent of 75% of minimum tax liability (see

Treasury Department Revenue Estimates on Alternative Tax Reform

Options provided to Senate Finance Committee staff, February 12,

1986).

It is also important to avoid treating any FSC benefit

enjoyed by a FSC shareholder as a preference item for

alternative minimum tax purposes as H.R. 3838 would do.

Treating those benefits as a preference would constitute an
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admission that the benefit is not simply a conscious mimicking

of a territorial tax system (which would be GATT-legal) but is,

instead, a departure from the U.S.'s normal taxing scheme, a tax

subsidy lumped together with all other conscious tax subsidies.

Such an admission will almost certainly raise GATT legality

questions and undermine the whole purpose for substituting the

FSC provisions for the DISC provisions in the 1984 Tax Reform

Act.

Conclusion

CBEMA believes that properly structured tax reform can

be a positive step in adapting our tax code to the increasing

high technology nature of the U.S. economy. It therefore can

help CBEMA members in international competition. The basic

concepts of reduced tax rates, incentives for R&D and

incentives for short as well as long-lived equipment establish

positive principles for true tax reform. However, changes to

the House bill are required consistent with these principles,

particularly with respect to the depreciation. Equally

important, several changes are needed in the bill's

international tax proposals if the bill is to have a positive

rather than a negative impact on international competitiveness.

- 16 -
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Testimony for the Senate Finance Committee

U.S. Senate

February 21, 1986

on the Tax Treatment of Foreign Currency

Gains and Losses

Mr. Chairman and Members of the Committee, I am

submitting for your consideration our analysis and

recommendations on those provisions in the Tax Reform Act of 1985

(H.R. 3838), as passed by the House of Representatives, which

concern the tax treatment of foreign currency exchange rate gains

and losses. This testimony is submitted on behalf of my firm,

Coopers & Lybrand, an international accounting firm with

extensive experience in both the tax and accounting aspects of

foreign exchange transactions.

As you may know, the present tax rules governing the

treatment of gains and losses from foreign currency exchange

' anFt ftions are at best unclear and in some instances
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nonexistent. Many of the rules were developed to address the tax

treatment of investors entering into commodity type transactions,

and, when applied to regular business transactions, result in

unwarranted complexity and arbitrary results. Present law simply

does not address some aspects of transactions involving foreign

currency. For example, there is uncertainty relating to the tax

treatment of "swaps," which are increasingly used in connection

with financing transactions. This state of uncertainty is

exceedingly unsatisfactory for taxpayers and the government alike

in this day and age where international transactions are

increasingly commonplace. Thus we commend the effort made in

H.R. 3838 to provide a comprehensive set of rules to rationalize

the U.S. tax treatment of transactions that involve foreign

currency.

Our recommendations are intended as constructive support

for this effort. In some areas we concur with the direction

proposed in the Bill and recommend that it be broadened. In

others, we don't agree with the approach taken and recommend

alternatives. Overall, however, we support the effort and hope

that the Committee will undertake the thought and study necessary

to clarify and improve this area of the tax law.

What follows is a summary of our recommendations,

followed by a more detailed discussion, in the three major issue

areas of:

- 2 -
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" foreign currency transitions,

" determination of earnings-profits by foreign

corporations, and

" earnings of foreign and branches.

Treatment of Foreign Currency Transactions. We support

the general approach of the Bill, but we would like to see its

application expanded. - It also should be made explicit that

taxpayers who, in a business context, enter into transactions in

a foreign currency (i.e., denominated in a currency other than

their functional currency) treat all resulting gains or losses as

ordinary income or loss.

As to source rules, we recommend that consideration be

given to a special rule for U.S. taxpayers using the dollar as

their functional currency. This rule would neutralize exchange

gains and losses for purposes of the source rules by treating

such gains and losses as from U.S. sources and allocable to U.S.

sources, respectively. This approach would totally remove

foreign exchange gains and losses from the foreign source rules

and would eliminate unwarranted interactions with the foreign tax

credit limitation. For foreign entities, we suggest rules that

generally would adjust interest income or interest expense as

appropriate.

- 3 -
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In terms of timing of recognition of such gains and

losses, we agree with the Bill and recommend strongly that the

*integration approach" be applied more broadly to situations

where two or more transactions should be treated as a single

economic unit. We are particularly concerned that the tax

treatment of *swap" transactions be clarified, and we believe the

present uncertainty has an inhibiting effect on transactions that

are economically sound and should not be discouraged by the tax

law.

Determination of Earnings and Profits Earned by Foreign

Corporations and Related Deemed-Paid Taxes. We disagree with the

changes proposed by the Bill in this area which would

historically freeze the value of foreign taxes paid. It would

result in significant additional complexity for no good policy

reason; it is not an area of potential abuse by taxpayers; and

its effects on taxpayers are arbitrary. It also results in a

bias that reduces the foreign tax credit limitation.

We do support a uniform set of rules for computing

earnings and profits and related foreign taxes. We recommend,

therefore, that the present law approach (i.e., Bon Ami) be used

more broadly where earnings are deemed distributed or otherwise

taken into account under provisions of Subpart F and Section

1248. We include additional recommendations for a foreign

corporation using the dollar as its functional currency. These

include a recommendation that the Bill allow the dollar to be

- 4 -
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chosen as the functional currency for business units operating in

countries of extraordinary inflation. We also disagree with the

Bill's treatment of business-related exchange gains and losses as

Subpart F income.

Earnings of Foreign Branches. We generally concur with

the functional currency approach taken by the Bill with respect

to branches. Again, we recommend that a taxpayer be allowed to

use the dollar as the functional currency where the business unit

operates in a highly inflationary environment. We also suggest

that remittances from a branch not be considered taxable events

but rather as adjustments to basis in the branch. Finally, the

"at risk" concept should be deleted from the branch rules.

- 5 -
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DETAILED ANALYSIS AND RECOMMENDATIONS

I. TREATMENT OF FOREIGN CURRENCY TRANSACTIONS

We support the general approach taken by the drafters of

the Bill which establishes new rules for the tax treatment of

transactions denominated in a currency other than the functional

currency of the business unit. We understand that these rules

would apply to a U.S. taxpayer for the purposes of determining

U.S. taxable income and also would apply to a foreign entity

where there is a need to establish the earnings and profits of

that entity. We recognize that it is difficult to develop

comprehensive rules for dealing with foreign currency

transactions and our purpose is to offer comments which we hope

would result in further clarification of the proposed rules and

also result in equitable tax treatment where taxpayers are

affected by significant swings in currency values.

Our comments deal with three major areas:

. character of gains and losses;

source of gains and allocation of losses; and

timing of recognition.

- 6 -
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Character

We propose that a definition be developed which enables

taxpayers who, in a business context, enter into transactions

denominated in a currency other than their functional currency

(foreign currency) to treat all resulting gains and losses as

ordinary. We believe that the definition should include any

transaction that is connected with a business activity. This

definition would be significantly broader than that associated

with the "Corn Products" doctrine and would include the following

types of transactions: the acquisition of a debt instrument

(defined to cover any form of indebtedness) or becoming the

obligor under a debt instrument, and any form of contract the

value of which will be affected by a change in currency or

interest rate. Because of past uncertainty, this definition

should specifically cover any type of transaction entered into by

a taxpayer to reduce currency risk associated with an investment

in another entity.

As a result of the broadening of the definition of

transactions subject to ordinary income and ordinary loss rules,

we recommend that all foreign currency transactions falling

within the definition be specifically removed from the scope of

Section 1256 (capital treatment for certain contracts and mark-

to-market rule) and Section 1092 (loss deferral where there are

- 7 -
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straddles). We believe that these sections were designed to

address the tax status of investors and that an unintended result

has been that they have brought unwarranted complication into the

analysis of the tax treatment of foreign currency transactions

entered into in a business context.

Source

It is extremely difficult to satisfactorily address the

issue of how exchange gains should be sourced and to what source

losses should be allocated. Many taxpayers express serious

concern that because of the wide swings in currency values the

allocation of potential losses to foreign source income could

result in very large and unpredictable reductions in net foreign

source taxable income for the purpose of the foreign tax credit

limitation. This risk is magnified by the rule that the

recognition of exchange gains and losses is generally deferred to

the date at which a liability is repaid or an asset realized.

The impact on a given year can be dramatic. We therefore suggest

that consideration be given to a special rule that would apply

only to a U.S. taxpayer using the dollar as its functional

currency. Under this rule, the source of exchange gains and the

allocation of exchange losses would be neutralized by being

treated as from U.S. sources and allocable, to U.S. sources,

respect ively.

- 8 -
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For foreign entities, or as an alternative for U.S.

taxpayers if the above recommendation is not acceptable, and as

being more in line with the provisions of the Bill, we suggest

that source rules be developed without the potential confusion

that would result from generally characterizing certain exchange

gains and losses as interest income or expense. We suggest the

following rules:

1. Foreign Currency Denominated Asset. Any recognized

exchange gain should be added to gross interest income

earned by the asset for the purposes of applying the

source rules only. If the proposals regarding the

creation of separate foreign tax credit limitation

basketsm are retained, the gain or loss, because it is

added to or deducted from interest, would flow into the

basket appropriate to that particular type of

interest. Any loss should be deducted from the gross

interest income earned by the asset.

2. Foreign Currency Denominated Liability. Any recognized

exchange gain should be deducted from recognized

exchange interest expense for the purposes only of

determining the amount of interest expense allocable

under Reg. Sec. 1.861-8.- Any loss should be added to

interest expense.
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3. All Other Business Connected Foreign Currency

Transactions. Any exchange gain should have the same

source as the business activity with which the

transaction is connected. For example, a gain connected

with the purchase or sale of inventory would be added

to, and therefore have the same source as, the gross

income from the sale of the inventory; a gain on a

contract entered into in order to reduce currency risk

associated with an investment in an entity would have

the same source as the income or potential income

generated by that entity; a gain on a swap transaction

connected with a foreign currency liability would be

connected with the liability and dealt with as in (2)

above. (The same result would be reached under the

integration approach discussed below.) Any exchange loss

should be deducted from the gross income generated by

the business activity with which the transaction is

connected.

Timing of Recognition

We understand that it was the intention of the Ways and

Means Committee to maintain the existing principles that (1)

foreign currency gains and losses shoulq be treated as separate

from related transactions, and (2) that gains and losses should

be recognized at the time transactions are realized, such as

through the sale or exchange of an asset or the actual repayment

- 10 -
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of a liability. Our recommendations follow these principles and

address the very important exception relating Lo transactions

that, due to-the existence of a hedge or offsetting transaction,

should be grouped and treated as a single economic unit

(integration approach). We generally agree with the approach

followed by the Bill in this area.

We recommend that the integration approach be applied

where there is a factual relationship between any of the

following types of transactions, in any combination and without

regard to the date the transactions are entered into or

recognized:

* Foreign currency denominated asset.

. Foreign currency denominated liability.

Any form of contract (swap, forward, futures) the value

of which will be affected by a change in currency rate

or interest rate.

The factual relationship would be established by

reference to documentation evidencing that two or more

transactions can be treated as a single economic unit resulting

in the effective and determinable offsetting of an exchange

position or of a position regarding interest rates. We recommend

that this treatment not be limited to transactions that are

- 11 -
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equivalent to dollar denominated transactions. This distinction

is important since we believe that the integration approach is

applicable to an entity using a currency other than the dollar as

the functional currency. It should also apply where several

transactions are entered into by a dollar functional currency

taxpayer to establish a foreign currency position. For example:

A taxpayer using the dollar as its functional currency

borrows dollars and simultaneously enters into a contract to

purchase, with an agreed amount of foreign currency (FCO),

the dollars required to repay the dollar borrowing at its

maturity date. The two transactions are the economic

equivalent of an FC denominated borrowing.

The issue should be whether, in combination, the

transactions result in the offsetting of positions. This

treatment should not be elective.

The current economic gain or cost of the integrated

transaction would be brought into income in accordance with

accrual principles, with all interest xate sensitive calculations

being made on a yield-to-maturity basis. The integration

principle would be applied only to the extent that the

transactions, in terms of amount, nature of currency and timing,

constitute a single economic unit, have a predictable and

determinable result, and are effective in offsetting exchange or

interest rate positions. These principles can be illustrated by

way of an example:

- 12 -
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On January 1, 1986, a taxpayer using the dolla-r-as its

functional currency borrows 100,000,000 units of foreign

currency (*FC') for six years at a fixed interest rate

of 5%, at a time when the exchange rate is

$1.00=FC2.50. In January 1987 when the exchange rate is

$t.00FC2.00, the taxpayer enters into an agreemenL

under which it will receive from a counter-party on

December 31, 1991 100,000,000 units of FC in exchange

for $50,000,000. In the meantime, periodic exchanges

will occur under which the taxpayer pays the counter-

party $4,500,000 per year (9% of the dollar principal

amount of the swap) and receives in exchange 5,000,000

units of PC (5% of the FC principal amount of the swap).

For the 1986 year, the taxpayer's PC liability is not

offset. The taxpayer would deduct the current dollar

value of the 5,000,000 units of PC as interest cost.

The dollar value of the liability has increased by

$10,000,000 as of December 31. Since there is no

realization event, this loss will only be deductible in

the year of repayment. For years-subsequent to 1986 the

liability and the swap constitute a single economic

unit. Applying accrual principles, the annual cost of

the hedged borrowing to the taxpayer is $4,500,000: an

effective cost of 9% on a yield to maturity basis. This

amount would be deductible as accrued interest

- 13 -



649

expense. Assuming no further transactions, gains and

losses on the swap and on the repayment of the liability

occurring on December 31, 1991 will offset each other

except to the extent of the $10,000,000 loss which will

now be deductible as ordinary income.

If, subsequent to 1986, the taxpayer entered into

another swap that economically offset the swap entered

into on January 1, 1986, the integration of the three

transactions would result in the taxpayer being once

again exposed to a currency position on the FC

denominated liability. The taxpayer would once more

have deductible interest expense based on the dollar

value of the 5,000,000 units of FC plus or minus the

current positive or negative margin, calculated on a

yield-to-maturity basis, resulting from the integration

of the two offsetting swaps. The margin would generally

be attributable to changes in market conditions that

occurred between the date the original swap was

negotiated and the date the second swap was entered

into. Any margin should be currently includible or

deductible and it should adjust the current interest

expense on the liability since the two swaps were

entered into, albeit at different times, in connection

with the management of the liability. At the date of

repayment of the FC denominated liability, the taxpayer

would recognize ordinary income or loss. Gain and loss

on the swaps at maturity would offset each other.

- IA -
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Other Comments Regarding Foreign Currency Transactions

Confusion exists where payments are made to a foreign

counter-party under a swap transaction as to whether such

payments could possibly be considered interest income (since they

are computed by reference to interest rates) or some other

category of periodic income and therefore subject to

withholding. We recommend that it be clarified that payments

made to a non-U.S. person on a swap contract be excluded from

the definition of fixed, or determinable annual or periodical

income for the purposes of determining liability to tax under

Sections 871 and 881. A swap can be defined as any form of

contract entered into by a taxpayer for the purpose only of

establishing a position with respect to a currency or to an

interest rate fluctuation or to a combination of the foregoing.

Subpart F rules are modified by the Bill so as to treat

as Foreign Personal Holding Company income any gains attributable

to foreign currency transactions unless the transactions are

*directly related to the business needs of the taxpayer." We

believe that this exclusion from Subpart F is unduly narrow and

that, in line with our recommendations regarding the

characterization of foreign currency transactions under Section

988, all transactions entered into in a business context should

be outside the reach of Subpart F. We believe that this

broadening of the exclusion is also required to avoid the undue
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complexity resulting from the Bill's attempt to include foreign

currency foreign source gains as passive income for the purposes

of the foreign tax credit limitation. We further argue that no

business related foreign source foreign currency gain should be

included in the passive basket. The Bill would include in the

separate basket even narrowly defined business related gains if

realized by a taxpayer using the dollar as its functional

currency. This rule would be particularly burdensome for gains

realized by foreign entities whose functional currency is the

dollar.

II. DETERMINATION OF EARNINGS AND PROFITS BY FOREIGN

CORPORATIONS

Present law provides a simple rule for determining the

dollar equivalent- of foreign earnings distributed to a U.S.

corporate shareholder by a foreign corporation. The rule is

patterned after a 1939 Tax Court case (Bon A~i) and provides that

the ti.axable amount of the dividend is determined simply by

finding out what it is worth in U.S. dollar terms when received

by the U.S. shareholder. The U.S. shareholder is entitled to a

credit for foreign taxes paid by the foreign corporation to the

extent that they are attributable to earnings distributed by way

of the dividend. According to these same rules, the foreign

taxes are also stated in U.S. dollars at the rate used to

determine the value of the dividend actually received.
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The Bill overturns Bon Ami by introducing a new and

highly complex computation requiring that the earnings of the

foreign corporation and the foreign taxes related to those

earnings be stated in dollars by reference to the exchange rates

prevailing at the time the earnings were accumulated and the

foreign taxes actually paid. The overriding concern of the

drafters of the Bill seems to have been to ensure that the dollar

equivalent of the foreign taxes be linked precisely to the

exchange rate in force at the time of actual payment of the

taxes. It is easy to see why this approach results in additional

computational complexity; there is, of course, no relationship

between the dollar value of the dividend when received and the

historic rates used to compute the earnings out of which it was

distributed and '-he foreign taxes related to those earnings. Any

exchange rate change will result fn the numbers being

incompatible. The Bill deals with the problem by treating the

difference as if it were a foreign exchange gain or loss. It

requires that this difference be included in a newly created

special purpose "separate basket" for the purposes of the foreign

tax credit limitation rules.

We take exception to this change for two main reasons.

Firstly, it results in significant additional complexity for no

demonstrably good policy reason. The complicating factors

include the following:
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T',P reation of an "exchange difference" every time a

dividend or deemed-dividend transaction occurs.

The need to maintain detailed records of exchange rates

every time a foreign corporation accounts to a foreign

tax authority. This assumes erroneously that U.S.

shareholders can make unlimited information demands of

their foreign subsidiaries.

" These computational complications are even greater when

they are considered in the context of the need.

" An accounting for earnings and profits on an average or-

"pooled" basis. A complete history would have to be

maintained of all components of a pool, even though from

a practical or business point of view. a dividend is

from current profits. The pooling concept would also

magnify the amount of the "exchange differercel where a

currency has fluctuated significantly over time even

though, again, in practice a distribution may have a

current source.

The Bon Ami approach insures that the relationship

between the foreign taxes paid and the foreign earnings on which

those taxes were paid remains constant. Granted, under Bon Ami

the dollar value of the tax is not historically fixed. However,

we do not view this as an undesirable result from a policy point
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of view since the dollar equivalent of the foreign earnings on

which the taxes were paid will correspondingly increase or

decrease as exchange rates change between the date of their

accumulation and their actual distribution. Thus the tax remains

a constant percentage of the earnings on which it was paid.

The impact of the complex new rules on a U.S. taxpayer

would be at best arbitrary. We have developed test computations

based on an example included in the Ways and Means Committee

Report, and these are included as an attachment. Our

computations test the impact on a U.S. taxpayer shareholder

depending on whether the foreign currency rises or falls against

the dollar. We have also tested for another variable: the rate

at which the foreign earnings are taxed in the foreign country.

Our computations compare the Bill's rules with Bon Ami. They

clearly indicate that the effect on the U.S. tax liability of the

U.S. shareholder is arbitrary in that U.S. taxable income is

increased or decreased depending on the direction of the change

in exchange rate.

We cannot see a good reason for replacing

straightforward rules used for many years by vastly more complex

ones when the result is arbitrary and arguably less logical. We

are not persuaded that freezing the dollar value of foreign taxes

paid by a foreign entity should be an overriding policy

objective. This freezing of historic rates is sometimes

justified by pointing out that a U.S. taxpayer operating in
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branch form in a foreign country credits foreign taxes paid by

reference to their dollar value at the date of payment. We are

not persuaded that there is a policy need to equate the treatment

of a foreign branch and a foreign subsidiary. The financial

resources of an operating foreign subsidiary are, as a practical

matter, insulated from those of its shareholder until such time

as earnings are distributed. Funds typically flow more freely

between the branch and head office, particularly in the case of a

financial business. Outside the financial services industry,

relatively few U.S. taxpayers permanently conduct substantial

business operations overseas in branch form.

Our second exception to this change is that these

complex rules should be viewed in connection with the proposed

changes to the foreign tax credit limitation rules. The approach

taken by the Bill inevitably results in a difference between

historically computed nurgbers and the actual value of the

dividend when received. Where exchange rates fluctuate

significantly over time, this difference will be magnified out of

all proportion through the concept that earnings and profits are

"pooled.m Even a distribution that is economically out of recent

earnings will be considered to come out of a historically

computed pool. Having created this difference, it is arbitrarily

referred to as an exchange gain or loss.

To add further to the complexity, this special

adjustment is treated as *foreign" but consigned to a separate
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special purpose basket for the purposes of the foreign tax credit

limitation. If the basket is positive, the taxpayer is precluded

from obtaining any benefit with respect to the foreign tax credit

limitation. However, if negative, it must be allocated against

other foreign baskets with the result that it will generally be a

further hurdle in the process of attempting to credit foreign

taxes. The computations we developed to test the impact of these

rules indicate that the invariable result is to put further

pressure on the foreign tax credit limitation amount. We do not

believe that this result is warranted.

In summary, we question not only the wisdom of

increasing complexity for the sake of the theory that the value

of foreign taxes paid by a foreign entity should be historically

frozen, but also question whether it is reasonable that the

adoption of this approach should be allowed to result in a bias

towards a further reduction of the foreign tax credit limitation

amount.

we do, however, support the principle that a uniform set

of rules should be used to compute earnings and profits and

foreign taxes related to those earnings and profits. We

therefore recommend that the Bon Ami approach be used not only

when taxable distributions are made to U.S. shareholders but also

where earnings are deemed distributed or otherwise taken into

account under provisions such as those included in Subpart F and

Section 1248 of the Code.
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Bon Ami would be applied by requiring that all earnings

and profits calculations be made in terms of the foreign

corporation's functional currency. Assets and liabilities

denominated in a currency other than its foreign currency would,

each year, be restated in the functional currency in terms of

current value and the resulting differences added or subtracted

from functional currency earnings and profits.

In the case of a foreign corporation using the dollar as

its functional currency, all foreign currency transactions would

be stated in dollars at rates designed to approximate historic

dollar equivalents. The annual restatement of non-dollar

denominated assets and liabilities and the inclusion of the

resulting differences in earnings and profits would ensure that

accumulated earnings and profits are consistently stated so as to

reflect their current dollar value. A question remains as to

which exchange rate should be used to state in dollars the

foreign taxes been paid by the, foreign corporation. We believe

that the correct economic answer is that the foreign currency

amount of the taxes should be converted into dollars at the rate

that is current on the date of the dividend payments or on the

date the earnings are deemed distributed or otherwise taken into

account. This treatment would parallel the result obtained where

the foreign corporation's functional currency is other than the

dollar. It also maintains a logical relationship between the

value of the tax and the current valuation of the earnings and

profits.
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The principles on which these recommendations are based

lead to earnings and profits having a similar value whether the

foreign corporation uses the dollar as its functiona:, currency or

uses a foreign currency. However, this similarity may no longer

obtain if the foreign corporation carries substantial assets, or

liabilities, that are not monetary (i.e., not denominated in

foreign currency or dollars).

If, for example, a foreign corporation with substantial

fixed plant and equipment uses as a functional currency a local

currency that depreciates very significantly over time, the local

currency depreciation charge will become insignificant in

relationship to its operating income. We therefore recommend

that the election under the Bill, whereby the dollar may be

chosen as the functional currency for certain qualified business

units (Sec. 985(b)(3)), be expanded to allow this choice where

the currency of the country in which the business unit operates

is subject to extraordinary inflation. This recommendation

follows the principles adopted by FASB 52 regarding highly

inflationary economies and recognizes the reality that dollar

measurement is a more accurate gauge of economic gain or loss

under such circumstances. The election should not be dependent

on the books of the foreign corporation being maintained in

dollars. FASB 52 includes rules that result in a reasonable

restatement of transactions in dollar terms.
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happy to discuss these and other issues, or to address any

questions that may arise, with the Committee and its staff at

your convenience.
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BACKGROUND

INTRODUCTIOH.

Section 403(b) of the Internal Revenue Code authorizes an

exclusion from federal income taxation c.f certain amounts of an

employee's compensation which are contributed by the employer for

the purchase of an annuity contract which is specially designed

to provide for retirement savings.

Taxes on the amounts contributed are deferred until a

distribution is received at retirement. Amounts received during

retirement are fully taxable as ordinary income when actually

received, without- the benefit of ten-year averaging or capital

gains treatment.

WHO IS ELIGIBLE?

The provision for the use of a tax sheltered annuity [TSA] is

available only to SmpigYsA of tax-exempt charitable,

educational, and religious organizations that are recognized

pursuant to Section 501(c)(3) of the Internal Revenue Code.

-1-
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The largest elements of the employee population that are

included in this definition are: public school teachers,

university professors, nurses and other hospital workers, church

employees, and employees of charities.

PROFILE OF THE AVERAGE TSA PARTICIPANT:

The tax sheltered annuity provision was intended primarily

for use by middle-income employees. In fact, TSA has

developed as a highly consumer-oriented retirement savings

vehicle, and has overwhelmingly been used by middle-income

employees.

Analysis of the TSA participant base * enables us to develop

a profile of the kinds of people who use the tax sheltered

annuity provision:

- The average participant has a salary

between $20,000 and $30,000.

- For more than S0 percent of participants,

total family income is less than $40,000.

- The average annual deferral is $2,800.

* The Copeland Companies has a client base of roughly 150,000
employees. This client base is highly representative of the TSA
market because Copeland is the only national marketing
organization that represents a wide variety of investment
products provided by several different carriers; most TSA agents
represent only the products of one insurance company.
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RATIONALE FOR TSA:

In legislating the special provision for tax sheltered

annuity arrangements, Congress recognized that the needs of

employees in the non-profit sector are very different from the

needs of employees in the private sector. Primarily, these

differences have to do with the amounts and the nature of the

compensation paid-to employees.

Employees of the private sector are generally higher-paid

than employees in the public or non-profit sector. Private

pension plans can be quite generous, providing employees with a

substantial retirement income at little or no cost. In addition,

these employees frequently have the opportunity to elect to save

additional amounts on a tax deferred basis through the use of

several kinds of defined contribution plans, including Section

401(k) plans. Further, the private sector employee may

partici.&te in Employee Stock Ownership Plans (ESOPs), and in

many other tax-advantaged benefits programs that are unavailable

to the employee in the non-profit sector. In particular,

participation in stock plans often provides many private sector

employees with a larger amount of income than their pensions.

Employees of the non-profit sector are generally somewhat

lower-paid than employees in the private sector. Therefore, a

somewhat larger percentage of their total compensation must be

devoted to retirement savings in order to achieve a similar level

of retirement income. Thus, Congress believed it was appropriate

-3-
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to legislate an exclusion allowance for TSA that would permit the

employee to defer a meaningful, though not excessive, amount of

compensation for retirement savings. Toward that end, the TSA

exclusion allowance is coordinated with and reduced by

contributions made to any other retirement plan (except an IRA).

For many non-profit institutions, the Section 403(b) plan

is the primary, or, in many cases, the 2nhx plan for providing

retirement savings. * This is especially true in the college

and university environment, where the TSA plan typically is the

basic retirement plan. This is also typically true for

organizations with a relatively small number of employees.

Recognizing that many non-profit employers do not have the

resources to establish and administer a qualified plan,

Congress legislated the tax sheltered annuity provision as an

alternate method of allowing employers to help employees provide

for their retirement.

• Many of the tax-exempt charitable and educational
organizations that are eligible to offer a TSA plan to their
employees use the TSA plan as their 9nl retirement plan,
primarily because the use of a TSA plan requires only minimal
administrative involvement by the employer.

-4-
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WHAT IS A TAX SHELTERED ANNUITY?

A tax sheltered annuity [TSA] contract is a specially

designed investment vehicle that accumulates funds saved for

retirement purposes. Contributions to the annuity contract must

be made by the employer.

The funds contributed may be amounts (in addition to salary)

set aside by the employer. However, the far more usual source of

the funds contributed is the direct compensation of the

individual employee; that is, the individual employee agrees to

"reduce" salary or to forego a certain portion of compensation in

return for a promise from the employer that it will contribute

the unpaid amounts to a tax sheltered annuity contract. In

either case, the TSA plan is used as a basic retirement plan.

The annuity contract must be designed so as to ensure that

the accumulated funds will be used for retirement purposes.

Thus, the contract must be both non-forfeitable and

non-transferable, so that only the individual for whom the

retirement savings are made can possess any right to the funds.

Also, the contract must contain substantial withdrawal

restrictions# so that the employee will generally be unable to

draw on the accumulated funds until retirement. Finally, the

contract is subject to several distribution rules, which are

designed to ensure that the proceeds will be used during the

retirement of the employee and will not be passed on to heirs or

other beneficiaries.

-5-
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It should be noted that the use of a tax sheltered annuity

does not completely shelter from income tax the amounts of

compensation deferred or the investment earnings attributable to

those amounts. Rather, the income tax is merely deferred until

the compensation deferred is actually paid at retirement. All

amounts paid out from the tax sheltered annuity are taxed as

ordinary income in the year when received, and ten-year averaging

is not available. Thus, TSA is fully taxed.

LEGISLATIVE HISTORY.

Before 1958, the Internal Revenue Code had long contained

various provisions designed to encourage certain charitable,

educational, and religious organizations to set aside savings to

provide for the secure retirement of their employees. These

provisions had virtually no limits or restrictions, largely

because of the ambiguous language of tha Code provision and the

Regulations interpreting the provision. Naturally, the confusion

led to abuses of. the provision. This prompted Congressional

scrutiny into the.terms of the Code provision.

In legislating the current Code provision for tax sheltered

annuity contributions (Technical Amendments Act of 1958, Pub. L.

No. 85-866 Section 24(a)-(c)], the Congress sought to curtail

abuses by clarifying and redefining the terms of the earlier

law.

-6-
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The amendments were focused primarily on defining appropriate

restrictions on the use of the tax sheltered annnuity (TSA]

arrangement. In particular, Congress was concerned that income

deferrals be limited to an appropriate amount.

Contribution Limits: Although Congress wished to preserve

this unique tax incentive encouraging retirement savings, one of

the goals of the legislation was to limit the amount of income

that could be deferred to a reasonable amount, in keeping with

the purpose of encouraging retirement savings, and not resulting

in an excessive or unfair deferral of income when compared to

qualified retirement plans.

Thus, Congress legislated an explicit and highly detailed

exclusion allowance designed to limit the amount of compensation

that could be deferred from income tax. The terms of this

exclusion allowance were designed to accomodate the particular

patterns of compensation used by employers in the non-profit

sector.

This facet of the legislation became especially apparent in

1974 when Congress amended the exclusion allowance to permit an

alternative of certain "catch-up" limits, which are designed to

allow an employee to "make up for lost time" by permitting

somewhat larger contributions if the employee has not fully

utilized previous opportunities to make contributions for

retirement savings. This alternative is based on the

recognition that many younger employees may not have sufficient

discretionary income to make meaningful contributions toward

their retirement savings.
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This legislative recognition of the particular needs of

employees who are saving for their retirement from their own

direct compensation indicates that the TSA exclusion allowance is

designed to accommodate the special needs of employers and

employees in the non-profit sector.

Further, the legislative history indicates that this

exclusion allowance was intended as a complete alternative to

the non-discrimination rules applicable to qualified plans.

-8-
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RESPONSES TO SPECIFIC PROPOSALS

CONTRIBUTIONS LIMITS.

Proposal: The House Bill would generally reduce the amounts

that may bcs cr.tributed under a TSA plan by imposing a $7,000

"cap" on "elective" deferrals (i.e. salary reduction

contributions).

Analysis: For the first time, a distinction would be

established under TSA plans between contributions made by the

employer from its own funds and contributions made through an

agreement for salary reduction.

This distinction, however, may be illusory. In practice,

few TSA plans provide for actual employer contributions.

This is almost universally the situation for those public schools

(virtually all) that make a TSA plan available to their

employees, and is also true of the vast majority of tax-exempt

organizations. This is simply because most public schools and

tax-exempt organizations cannot afford any employee expenses

beyond those already being paid..

-9-
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Further, many employers look upon the need for retirement

savings as a personal obligation of the individual employee. In

this regard, they believe that each individual employee must

decide for him/herself what level of retirement savings is

appropriate for his/her individual circumstances. In this sense,

the salary reduction arrangement which has typically been used as

the basis of the vast majority of TSA plans is efficient in

allowing employers to let employees decide for themselves what

level of retirement savings is appropriate, rather than being

bound to an across-the-board formula covering all employees,

regardless of individual circumstances.

The current TSA exclusion allowance ii designed to recognize

these concerns. The TBA exclusion allowance was designed

according to the assumption that all contributions under the plan

would be made through salary reduction. (Report of the Senate

Finance Committee on the Technical Amendments Act of 1958.) *

The existing limits provided by the TSA exclusion allowance

have been successful in achieving their legislative purpose -

ensuring that TSA participants may make meaningful, though not

excessive, contributions to their retirement savings.

A TSA plan needs to have somewhat generous contribution

limits because the TSA plan is often the gn1y retirement plan

available for the employee. This is almost always the

situation for private colleges and universities, and is often now

the situation for many public universities. This is also

typically true of smaller tax-exempt organizations, which cannot

afford to provide for or to administer a qualified pension plan.
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Because of this posture of the TSA plan as the only or the

primary retirement plan of many schools and tax-exempt

organizations, it is essential that the tax law not discourage

voluntary retirement savings by unfairly limiting the amounts

that may be contributed under a TSA plan.

IRA COORDINATION RULE:

Proposal: The House Bill would provide that an individual's

IRA deduction limit is reduced, dollar-for-dollar, by the amount

of any elective (i.e. salary reduction) contributions under a TSA

plan. [JCT Summary, p. 35.]

President' Alternative Proposal: The "first-dollar" offset

would be replaced with a "last-dollar" offset. (Alternative

Proposal, p. 15.] This means that an employee would be limited

to a combined (TSA plus IRA) elective deferral of $7,000.

Anavsis: The President's recent Alternative

be more effective and appropriate than the

provision of the House Bill in achieving the

objective of the tax-writing Committee.

Proposal would

corresponding

stated policy

-11-
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The Committee's chief goal was to limit the sum of retirement

savings through all available plans to a single dollar limit.

[See House Ways and Means Committee Report, p. 683.]

This objective can be achieved by either of the IRA

coordination rules proposed. Under either proposal, an employee

would always be limited to combined voluntary retirement savings

of $7,000 (or whatever other dollar limit may be established).

The difference lies in the timing of contributions and in the

matter of which plan is to be favored.

Under the provision in the House Bill, an employee who chose

to make his/her full $2,000 IRA contribution would be

effectively prevented from participating in the TSA plan -

because any contribution to the TSA plan will reduce the IRA

limit, and the IRA contribution has already been made. * We

believe that such a result was not intended by the House Ways and

Means Committee.

Unfortunately, the- effect of the provision in the House Bill

is to remove an employee's opportunity to choose to allocate

his/her retirement savings between different plans and different

investments.

The provision in the House Bill also produces the unintended

consequence of limiting retirement savings opportunities for

middle-income taxpayers. According to the Committee, the IRA

coordination rule is intended "to improve the distribution of IRA

utilization among all income groups." (House Ways and Means

-12-
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Committee Report, p. 683.] However, the effect of the provision

in the House Bill would not achieve this purpose. In general,

the provision would do nothing to limit the discretionary

retirement savings of upper-income employees, since they would be

primarily restrained by the $7,000 overall limit. But the effect

of the provision is to sharply limit retirement savings by those

employees (generally middle-income employees) whose TSA exclusion

allowance is somewhat less than the $7,000 overall limit.

The President's Alternative Proposal would resolve these

unintended consequences and permit greater flexibility of plan

and investment choice by providing that the coordination between

the IRA limit and the TSA plan elective limit is a "last-dollar"

rather than a "first-dollar" offset.

This restatement of the IRA coordination rule would more

efficiently serve the stated policy goal of the tax-writing

Committee - that is, to limit the sum of all voluntary retirement

savings to a single unified dollar limit. Thus, in no event

would any employee be permitted to defer more than $7,000 (or

whatever other dollar limit may be established).

This rule would be simpler to administer because it would

eliminate the timing and calculation problems inherent in the

"first-dollar" offset. Further, this rule would not interfere

with the flexibility of the participant's plan and investment

choices.

* Under the provision in the House Bill, any employee who
wishes to contribute toward his/her retirement savings in an
amount greater than $2,000 may do so only by participating
exclusively in the TSA plan.
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Assuming that the Senate Finance Committee agrees with the

policy goals of the House Ways and Means Committee with respect

,to. limitilng voluntary retirement savingsj a better .IRA

coordination 'rule for use Py TSA participants would, be to provide

that -any contribution to 4n iRA- reduces a participant's

"inoludible compensation" (IRC Section 403(b)(3)) for purposes of

calculating the participant's exclusion allowance (IRC Section

403(b)(2)). This would more~accurately calculate the impact of

an IRA contribution (since the effect of an IRA contribution is,

in essence, to reduce taxable income), while still achieving the

Committee!B#-,purpose of limiting the combined amounts that any

participant .may contribute toward both plans.

WITHDRAWAL RESTRICTIONS.

Proposal: The House Bill would provide that no withdrawals

may bp made from a TSA plan prior to the time an employee attains

age 59--1/2, separates from services, becomes disabled, or-dies.

The House Bill would permit early withdrawals '(of elective

contributions only without accumulation) upon a showing of

financial hardship. Any such early withdrawal would be subject

to ordinary income tax and to a 15 percent penalty tax.- [JCT

Summary, p. 38.)

-14--
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Analysis: - The provisiQn in the House Bill recognizes the

policy concern of "the, 'ta-writing Committee that the tax law'

ensure that TSA retirement -savings be used for "retirement

purposes. While recognizing this policy concern and its role* in,,

the, overall policy objective of encouraging employees to provide

for retirement, we:believe that this goal may be achieved without

any provision for a penalty tax.

In -general, a penalty tax is not needed because an employee

will not normally have access to his/her TBA retirement savings

unless s/he can demonstratp financiall' hardship. Thus, in most

instances an employee will not be capable of receiving an early

withdrawal.

In situ4tions where an employee is permitted access to

his/her TSA savings before retirement (i.e. separation from

service), s/he will usually- still be employed (moving to a new

employer) and will generally have-a strong incentive to preserve

-the tax-free 'status of-- his/her TSA' retirement savings. This

incentive is further supported by the fact that most employees in

the non-profit sector tend to remain in the non-profit sector;

thus, they, retain their opportunity to.use the TSA plan.with the

new employer. . In most cases, employees simply continue

contributing to the same TSA contract, or transfer their savings

to a similar TSA contract which will receive ongoing-

contributions.

-15-
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Although a penalty tax would certainly have the desired

effect of penalizing early, withdrawal, a penalty tax would be

counterproductive since it would discourage -middle-' and

lower-income employees from participating in the retirement

savings plan. Thus, -the penalty-tax is inconsistent with the

more general policy goal-of encouraging employees to participate

in retirement savings'plans.

Further, a penalty tax 4is .unnecessary because all TSA

distributions are fully taxable as ordinary income when.

received.' Since employees are likely to be at or near their

highest marginal tax bracket during the working years before

retirement, they have a strong disincentive discouraging

withdrawals. before retirement. In general, employees are aware

that an -early withdrawal destroys the special tax advantage of a

TSA plan:- that is, that the income wiXl be taxed at a lower rate

-.af~er the individual retires,. rather than at the high. marginal

tax rate that applies when the individual is working. Thus,-any

"gain -.that has accrued under a TSA plan which will not be used for

retirement purposes will be fully taxed.

By eliminating any penfity tax imposed \pon early

withdrawals from a TSA plan, the Senate Finance Committee would

make the treatment of TSA plans the same as the treatment of

oseotion 401(k) plans - that is, that withdrawals are permitted

for hardship only, but-there is no. additional tax imposed. (See

House Ways and Means Committee Report, p.- 692.]

-16-
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The House- Bill provides that early distributions (of salaryD

reduction contributions only -withoutaccumulation)."may be made

in the case of hardship"" [House Bill Section 1123(c) (l).] The

-House -Bill does not 'provide a definition of what constitutes

"hardship," and does not Vrovid6 for who'is to determine whether

a hardship exists. We respectfully suggest that a clarifying

amendment'may be helpful if this provision is'to be retained'.

To- establish a definition for hardship1 we, suggest that the

standards applicable to cash or deferred plans, pursuant to

Section 401(k), (See Proposed *Regulations Section

1.401(k)-I(d)(2)] may also be appropriate for TSA plans.

However, in determining the existence Of a hardship, we.

submit 'that this responsibility should be 'placed upon the

7 individual employee. TSA plans have been 'successful In achieving

their- legislative purpose of encouraging appropriate retirement

savings largely' because of: the minimal involvement required of

the employer in' administering the plan., To destroy the

administrative- ease of the TSA plan by requiring the employer to

make ,determinations with respect to the personal financial

condition of-indivdual employees would eliminate one of the most

significant advantages of the TSA plan.-

-17-
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NON-DISCRIMINATION RUIES.

Proosalu: The House Bill- would impose non-discrizinAtion

rules similar to those now required for qualified plans, [JCT

Summary, p.37.)

Anali" -There should be no need for non-discrimination

rules to apply to. a TSA plan. To begin with, employees in the

non-profit -sector are- generally lower-paid than private sector

employees, and in particular the range of. salaries 'is much

narrower. 'There has been no evidence oT abuse by highly-paid

employees. Rather,-. experience has shown that TSA is used

overwhelmingly - and Ialmost exclusively by the aiddle-income

employees'for whom it was intended.

It should be, noted- that the' TSA exclusion allowance is

-- '-designed to counter the-probleis of discriminatory usage in that

previous contributions to the Section 403(b) plan or to any other

retirement plan will reduce the maximum amount ihat may be

excluded. Employ~.s who have made unusually large contributions

for even' a few years will find that the exclusion allowance has

been dramatically. reduced, and that they must then substantially

reduce ongoing contributions to eliminate the disparity in

usage. Thus, the exclusion allowance fully addresses the concern

of discriminatory usage. "

-18-
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As ndted before, in -legislating Section 403(b), Congress

intended that the exclusion allowance would 'be -a complete

substitute for the nofi-discrimination rules applicable ito

qualified plans. "

Congress legislated this alternative based on their

recognition that. many non-profit employers, especially-smaller

... employers, are not capable of administering a retirement plan

according to the exacting standards-of a qualified plan, and that,

.these standards are not necessary. to protect employees in the

public and \non-profit sector. This understanding of legislative

purpose comports with the beliefs and attitudes of employers in

the non-profit sector.

-Rce-ntindustry experience indicates that employers haje' very

little motae patience with burdensome complianoe-requirements,

and do not have the administrative capability to operate their

'plans according to new requirements." Given, a new set-of

"\non-discrimination rules to follow, manyemployers would simply

resolve the problem by sharply curtailing the use of TSA plans by

their employees. - . .

- . -19-
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18 THERN A NEED .OR TAX REFOIUI?

An analysis of the -tax reform propo ls now. before the

Congress, together with an understanding of how tax sheltered

annuity-plaifl have in fact been utilized by a wide variety of

employees in the non-profit sector, strongly indicates that there.

-is no heed for reform in this area.

Rather, the provision for- tax sheltered annuities has been

-doing J'ust wat it was-meant to do - helping millions of mostly

middle-income employees voluntarily save for a secure retirement.

At the ,isame time, many experts in the employee benefits and

pensions fields have expressed alarm at the continuing pace of

legislative developments. In the past four years alone, there

have been five major tax reform acts " the Economic Recovery Tax

Act of .191, the "'Tax Equity and Fiscal Responsibility Act of

1982,' the 'Social Security Amendments- of 1983, the Tax Reform Act

of 1984, and the Retirement Equity Act of 1984. Each of these

has had a significant impact on the retirement planning area. A

recent opinion survey conducted by the International Foundation

of Employee -Benefit Plans showed that 85 percent of-the experts

believed that the continuing stream. of new law has eroded

employers' enthusiasm to design, maintain , or even offer

attractive employee compensation. packages. In short, elplcqers

are "sick-and tired"4of having to change their pension plans.

Perhaps now is not t time for change.-

, ..
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CONCLUSION

There has been no -evidence that th5 provisions of Section

403(b) have been abused or utilized in a manner other than that

intended. Instead- the provision has been highly =successful in

achieving its legislative purpose - helping millions of-mostly

middle-income employees save; from their-own funds, for a secure-

retirement.

In' particular, the contribution limits have proved workable

and appropriate. They have limited the amount of, income it may

be deferred to a reasonable 'amount necessary to provide for

retirement. Also, the 'exclusion, allowance has fulfil-led its'

subsidiary purpose of restraining discriminatory usage.

TSA has' been widely used by the group of employees for whom

it -was intended.' By definition, these people are typically

middle-income employees. Because of, the nature of th-

organizations by which they are employed, they have a much-,-

smaller range ofbenefitsavailable'to them than. are found in the

priv sector. TSA has helped the employees of the non-profit

sector to achieve some parity with those in the'private sector.

-21-
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IRECOIOEDATION

When Congress enacted the existing law pertaining to the use

of a tax' sheltered annuity careful consideration was given to

-developing a workable program -that would serve the particular

needs of employers and employees in the non-profit sso: . Those

considerations, gave ise to a detailed'legisiative scheme that

was especially well-drafted .L, omplish its purpose.

Since then, nothing has changed. - The same economic

conditions exist now. And the use of tax sheltered annuity plans

has become a highly consumer-oriented means -of saving, for

retirement\ ,_

Therefore, our simple recommendation must be:

. Section (03(b) NO CHANGEB.



1683

February 18, 1986

COMMENTS OF CENSA'AND I:L.
ON

H.R. 3838 - PROPOSALS FOR TAXATION
OF FOREItN TRANSPORTATION INCOME'-

This paper addresses the proposals for the taxation of

foreign transportation income, as contained in the "Tax Reform

Act of 1985, passed by the Hoise of Representatives oti

Dedember.17., .1985, and currehtly before the Senate Committee on

Finance. - These_.comments are submitted on behalf of the Council

of European.& Japanese Natinal Shipowners' 'AssLqiatio s

(CENSA), and the Interriational Committee of Passenger Lines

(ICPL). ,CENSA is comprised of the National Shipowners'-

'Associations of Belgium, Denmark, Finland, France, Federal

Republic of Germany,- Greece, Italy,- Japan, the Netherlands,

Norway, Sweden and the United Kingdom, plus individual liner

operators/container consortia from most of those countries;'

ICPL is an Owners Committee of.hineteen major passenger cruise

lines. These companies own and operate some eighty passenger

vessels world-wide, comprising more than 85% of alA cruise

traffic, a substantial percentage of which is to and from U.S.

ports . /

1/, The ICPLmembei lines are: Baham'a-Cruise Line,. Carnival.
Cruise Lines, Chandris America Lines, Costa Line, Cunard Line
Limited, Eastern Cruise-Lines, Epirotiki Lines, Holland America
Line, Home Lines, Norwegian Caribbean Lines.,Ocean Cruise.
Lines, P S 0 Cruises, Pearl:-Crvises.of Scandinivia, Premier

(Footnote continued)
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The Hou-se Bill would alter the taxation of

transportation'income in three significant ways:,

1) N new 4% "gross basis" tax would be imposed on

-- the,_U.S.- source shipping income of foreign
c

persons.

,(2) The foreign gourc-e rules, in-effect since 1922,

would -e..revised to source all trohs

-income attributable to U.S;/f-oirign and.

foreign/U.S;routes as 50% U.S~-source income and.

50% foreign source income.

(3) Code S 883, 'in effect since 1921,'would be,

-'amended'so.:that the tax exemption provided for

shipping income would be available~only .if the

foreign person's country of residence. gives U.S.

persons an equivalent exemption.

1.-) We are opposed inprinciple to the proposed new

tax on shipping icome, and believe that if it is introduced it

should only, be applied' against, those countries who impose a

similar tax. The collection of such a tax wbuld be very

difficult and expensive.

I/ (Footnote continued]

-Cruise Lines- Royal Caribbean Cruise Line, Royal Viking Line,
D.F.DIS. -,,Sea Escape-Cruises. Sitmqr Cruises and Sun Line
Cruises. '

7..
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2.) The proposed source rule.change would be'

counterproductive and invite the very double taxation it seeks

to avoid.
L-.

-3• .)-The proposed test of residence rather than flag

would create serious p lems of iterprtation

administration, and compliance, - .

'Summary of Coments.

These'provtsioss of -thIA se bill are substantially -

the same-as those previously considered and, rejected by

Congress in 1976-i980. They would revIse substantially U.'S.

tax-rules respecting.foreign shipping income which have been in

effect for over 60-years, and which have demonstrably

accomplished the purposes they were intended to accomplish --

encouraging the adoption of unifora -international tax rules

affecting_shipping companies and eliminating the risk of. double -.

taxation on shipping income.

The proposed-changes are apparently urged in the

belieff that they would (a) assist the.U.S, in dissuading

certain developing countries from imposing, gross receipts -taxes

of their own on.U.S. ships using their ports;-(b) remedy an-

alleged defect in the present U .S. tax rules whereby only that

part of the shipping income attributable to the period that

fQreign ships are actually in U.S. waters is-potentially

subject to U.S. tax; and (c) cure an alleged defect in the

3
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present'rules, whereby reciprocal tax exemption can be obtained

by reglsteWring-ships under thb -laws of an approp'riatebeoobntry,

regardless of where the shiRowners.,reside. "

We submit that ( the- proposed changes wilI 1-ikely

-have little or no etfect inopersuading, developing countries

from imposing grosS-receipt taxes on foreijn-shipping N Come;

(2) the alleged defects An tlie°present statutQry ru'les.are a

conscious expression-of -lorg-standlg. U.S. policy, which has-'

accomplished its purpose by obtaining a remarkable degree of-_

uniformity respecting taxation of shippingoincome hy the - .....

developed countries 'of the world, thereby-avoiding double
,taxation; and by securing equivalent exemptions from' tax for

..U.S. and foreign shipping ali1e; and .(3) the proposed changes

would at best result in relatively insignificant additional,

revenues, and these revenues would likely be exceeded by ,

.additionIal govermnental and other costs, 'including:

i) .Thb costs to, the- U.S. Government of -

extensi've and complex administfjative .

- ." - rrangementse(the details.of which have

" -~ hot been thought through) necessary to -

de.termine -res'idence" of foreign ship

operators, ascertain their possible

liability to tax, and then determine

and collect that tax.. Procedures w6uld '

' have to be developed, and %ddd it onal--
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IRS (or Customs) personnel employed, to

determine and assess amounts of tax

(small in relation to the efforts

involved) ship-by-ship, voyage-by-'

voyage, and U.S. port-by-U.S. port.

(ii) The increased burden on all foreign

shipping companies, both U.S. and,

foreign owned, of compliance with the

new tax provisions.

(iii) Increased ocean transportation costs

(in the order of 4%) for goods exported

trom and imported into the United

States, to theextent that the proposed

4% gross basis tax applied to ocean

revenues.

(iv) The loss of revenues to the U.S. -.

Treasury, U.S. ports, and iocal tax

authorities from the diversionof

vessels and cargoes from U.S. to

foreign ports made to avoid application

of the proposed new U.S. tax regiM'en.

The overriding concern of CENSA and ICPL is that

adoption of the proposed new rules would undermine a

well-established international system of taxation, and by'so

doing encourage other countries to extend their taxing,

-5-,
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jurisdictions in conflicting and overlapping ways. The House

Proposals would producO a prolonged period of uncertainty and

risk of multiple taxation fgr all foreign.and U.S. shipping.-

The proposed rules would not,--we believe, accomplish even the

limited objectives for which they are proposed. We-

respectfully submit that they should not be adopted., in view of

the many problems they would create.

ANALYSIS

I. LONG-STANDING U.S. %Ai ULES 'WHICH ACCOMPLISH
THEIR OBJECTIVES ARE THE BASIS FOR A NETWORK
OF INTERNATIONAL AGREEMENTS SHOULD NOT BE CHANGED
ABSENT COMPELLING REASONS'

Section 883(a)(1) is the keystone of present U.S. tax

policy for taxation of-foreign shipping income. It exempts

from U.S. Itaxtionearnings derived by a foreign corporation
from operation of, a ship documented under the laws of a foreign

country which grants an equivalent exemption to U.S. citizens

and corporations . (Section 872(b)(1), the counterpart to,

Section 883(a)(1), applies to non-resident alien'individuals.)

This provision was originally enacted in 1921, "[in order to

encourage the international adoption of uniform tax laws

affecting shipping companies, (and] for the purpose of_ -

eliminating double taxation." S. Rep. No. 275, 65th Cong.,.1st

Sess. (1921),- 1939-1 (Part 2) C.B.'181, 191. ,Conqress was

concerned that varying rules for allocating transportation

- 6-
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income in each country in which vessels touched port could

result in excessive taxation on shipping, and that if these

rules were applied to foreign transportation companies and

produced excessive taxation on them, this could produce

retaliation against U.S. shipping companies. Congress and the

Treasury were alto c'Oncerned by the complexity in allocating

transportation income to the diffoeYTh-TltIfsdictions involved,

as well as by the difficulties of collecting any tax due, and

the problems inherent in administering such a system. 2/

Congress also addressed itself in 1921 fd"the 'ruleT

determining whether transportation ievenues--should be

characterized as U.S. or foreign source income. Prior to 1921,

the Treasury took the position that amounts earned on any

outbound voyage from the U.S. was income from U.S. sources.

See T.D. 3111, 4 C.B. 280 (1920). This rule created problems

in the post-World War I shipping market when'foreign ships were

sent to the U.S. in ballast in order to-obtain outbound

freight. (The application of the'rule'frequently resulted in

taxing a ship on 125% or more if its actual incpme from the-

round trip voyage.) Accordingly, the 1921 Act provided that

transportation revenues derived from voyages of foreign vessels

2/ See, e , testimony of Dr. T. S. Adams, Economic Adviser
of tge Treasury Department, before the Senate Finance
Committee7 Hearings Before the Senate Finance Committee on H.R.
8245, 67th Cong., lst Sets.,,at 47 (1921).

- 7 -
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between U.S. and foreign ports were income "'partly from sources

within and partly from sources without the United States,"

regardless of where-the voyage originated. Section 217(e) of

the Revenue Act of 1921 (now SectioA-863(b)(1)). The

Commissioner, with the approval 'of the Treasury, thereupon

promulgated T.D. .3387 in 1922, r-2 C.B. 153, setting forth the

rules for allocating transportation service income derived from

voyages between-U.S. and foreign ports., These rules are

virtually identical with those in present Treas. Reg.

S 1.863-4, which-limit U.S. taxation to voyage income earned

whilethe vessel is in U.S. territorial waters (by applying to

gross income the ratio that-the expenses incurred and the

property used in the U.S. bears to total'expenses andproperty)

Since 1921, a comprehensive network of international

reciprocal-agreements has been created to govern the taxation

of shipping income-; According to a 1976 Treasury study, "ships

of some 50 countries qualify for exemption from U.S; income-tax

on the basis of reciprocity; 37 of these exemptions are

confirmed in U.S. bilateral income tax treaties." 'Field and-

Gordon, "Tax Treatment of Income From international Shipping,'"

Essays in Internationa-l-Taxation: 1976, 75 (U.S:.Treasury

Department Tax Policy Research Study No. 3). Several

observations-should be made concerning the Section 883
reciprocal agreements, and the-shipping provisions in.the ta;

treaties: (1) there are numerous countries with which the U.S.

-8
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does not have treaties, where the Section 883 reciprocal

exemption is the, only recourse of U.S. Or foreign ship

operators against double taxation; and (2) the language of each

treaty is separately negotiated between the representatives of

the two countries involved 7- nq all treaty shipping

provisions are the same, and in many cases established U.S. and

foreign shipping arrangements rely not upon the language of a

particular treaty, but instead upon the statutory reciprocal

exemption provided by'Section 883. '

The present U.S. regimen respecting taxation of

foreign shipping income has accomplished the purposes for which

it was intended: it has encouraged the adoption of uniform tax

rules affecting U.S. and foreign shipping companies;,avoided,

double taxation and the attendant complexities of.trying to

allocate shipping income among various U.S. and foreign

countries who are potential tax claimants; and has avoided the

controversies which would be involved if each country attempted

to collect what it regarded as its-fair-share of-such tax. It

is-notasurprising, therefore, that Congress did not adopt the

proposals made in 1977 by'the Ways and Means Task Force on

Foreign Source Income to adopt rules substantially the same as

those now proposed.

-9 -
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II. HOUSE PROPOSALS WILL NOT ACCOMPLISH INTENDED PURPOSES

A. Four Percent *'Gross Basis" Tx

- Supporters of the House proposals contend that the

proposed new 4% "gross basis" 'tax'will be helpfu? in

discouraging less developed-countries e.c., Singapore, India,

Pakistan and Bangladesh, and possibly other Southeast Asia

coluntries);from levying excise taxes on foreign ship operators

using the'portsof their countries. The proposed gross bisis

tax has numerous-deficiencies discussed below which &re

sufficient, in and of themselves, to warrant its rejection.

Even assuming none of theseproblems existed,-it is

questionable whether the proposed tax could achieve the purpose

for which it is intended, for many if not all of the countries.,
at which it is aimed may be retaliation-proof. This is.

because, as the Ways and Means Report on the House bill . "

recognizes (p. 445). the individual merchant fleets of the,

developing countries are generally small in comparison with the,

total fleets of the US.-and the 6ther foreign countries that

enter their ports.. The revenues those countries gain from-

taxing foreign shipping coming into their ports are likely to

exceed the additional costs which their own merchant shipping

interests (largely government owned) would incur from

imposition of-similar taxes by the United States or other

countries. Accordingly, adoption by the U.s. of a retaliatory

- 10 -
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tax aiiped at these countries may not discourage them from

imposing such taxes.

B. Proposed New Source Rule

The proposed new 50-50 source rule, it 'is suggested,-

would 'cure a defect in existing U.S. law.whereby only the

portion of shipping income attributable to the time foreign

ships are actually in U.S. waters is potentially subject to

U.-S. tax. However, there is no inherent logic, which will

necessarily find acceptance by all other shipping countries, to

the allocation to the U.S. of-50%-of the transportation income

from foreign port A to U.S. port B. 3/ A number of

Jurisdictions use the same source'rule used by the U.S. before

I/ Two special source rilles were added by the Tax Reform Act
of, 1984:. a rule treating as 100% U.S. source income
transportation income from voyages which both be in and end in
the U.S. (even though part of the voyage is outside U.S.
territorial waters); and a rule treating as 50% US; and 50%
foreign source income transportation income from voyages which
begin in the U.S. and end in a ,U.S. possession (or vice
versa). 'Section 863(q)(1) and (2). These rules are not
precedents for a general 50-50 U,S./foreoil source rule,
.applicable to all voyages between U.S. and foreign ports. They
were enacted to deal with a sped ai problem -- avoidance of the
U.S. foreign tax credit limitatin by treating as foreign/
source inccmen (arid thus-increasing thi fldtatibn) amounts
which do-not have anynexus with any country other than the
U.S. (or its possessidns. The situations to which these
special-rules are addressed do not involve the competing claims
of other foreign'countries to taxation of the same-income, and
do not involve comparable risks of multiple taxation by several

-- countries such as would be created by a general new source
rule, which treated all income ftom voyage* between U.8. and

-foreign ports as 50% US.- source income.

'4j •/
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192 -- i._.; they treat-the~outbound voyage as generating

'domestic income and the inbound voyage as creating.foreign
* source incomeA(the 1976 Treasury study lists Australia, the

Philippines, Indonesia, Malaysia and Singapore as examples

New Zealand and Hong Kong also apparently follow this rule).,

Thus, income from a voyage from one of these countries (eg .,

Australia) to the U.S. would, -if the-U.S. were to adopt the

'proposed 50-50 source rule, be treated as 100% Australian

source income and 50%VU.S. source income! In addition to this

problem, and completely apartC from the source rules of the

countries just described, suppose a ship, instead of passing

,directly from a U.S. port to the fore ign port of Ultimate

destination, also passes through the ports and/or territorial

waters of one or.more other countries, as It is likely to do.

What is the basis for saying to these other foreign countries

that they have no-ciaim to a share of the tax from the foreign

shipment passing through their ports? -

The clair of third countries to a porti on of the tax

particularlyy strong in the case of. foreign cruise ships,

where passengers utilize the port facilities of many countries

on any given voyage.

These were precisely the problems Congress and.-the

Revenue Service addressed themselves to in 1921 and 1922, and

it was recognized that extension of U.S. claims to shipping.

income beyond.U.S. territorial waters would invite other

- 12 -
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countries to extend competing tax claims for the same income.

The seductive logic of a 50/50 allocation of income is dust

that -- it ignores the competing claims of other. countries and

invites the double taxation it seeks.to avoid. 4/

C. Proposed Amendment of Section 883

The proposed revision of Section 883 to limit its

application to cases where the foreign country providing-the

reciprocal exemption is the place of "residence" of the foreign

ship operator will, it is',.apparently beiieved' cure an alleged

defect in the present rules which allow foreign ship operators

*to obtain reciprocal tax exemption by registering hips under

the laws of the appropriate flag country, regardless of where

the ship'operatqrs reside. The proposed amendmients'to Section

883, however, are unlikely to accomplish any policy objectives,

but would only'create new problems.

Present Section 883, under which-entitlement to the

reciprocal exemption turns on whether the country where the°

ship is registered grants such exemption, is clear and easily

administered. CorporAtions operating foreign ships are

4/ An arbitrary 50-50 foreign/domestic allocation rule ignores
many other factors relevant to a determination of the proper
source of the income, such as the location (and costs) of ship
management and operations, ship maintenance, crew recruitment
and training, etc.- Instead, the 50-5p rule places total . /
emphasis on the cargo-(or passenger) transportation portion of
the operations, ignoring all other elements.which are essential
to the earning of the income. -

- 13--
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frequently owned by persons (or corporations) residing-in

several different foreign countries. The corporation operating

the ships may be incorporated in the country in which some or

all (or none) of the owners reside, the ships may be registered

under the laws of a country-in which some or all of their'

beneficial owners reside, or underthe-laws of the-country in

which their corporation has its place of effective management,

- or may be registered under the laws of some otherwise unrelated

. foreign country. The-propbsed changes to Section 883 would

limit the reciprocal exemption to cases where the, foreign

corporation operating the ship is organized under the laws of a

country grantkng.an equivalent exemption to U.S. citizens-and

corporations, and then-only if more than 75% in value of the

corporation's stock it 9wned by-persons who are residents.

either 'of that country or of another foreign country which-

grants an equivalent exemption to-U.S.citizens and

corporations.--

Although the language of the House billand report are

unclear on many important points, it is possible that some of

the foreign shipping corporations making up the membership of

the national shipping associations belonging to CENSA, as-weul

as the member passenger lines of ICPL, could meet the

requirements of Section 883 as proposed to be revised (some of

these situations are covered by present treaty exemptions).

Other member -corporations, as presently organized, could

- 14 -
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.probably not presently meet the proposed tests, but might be

able to rearrangg their corporate structures to do so. Still

other member situations would'probably not-be able to meet the

proposed tests because of'complexities of their present

ownership or financial structures. This could well be the case

when ships are operated through consortia -- an increasingly

common arrangement_-- where the ships may be registered and

owned-in various countries, and where the shareholders are

resident in many different countries. Thus, the proposed

changes to Section 883 could possibly be adjusted to in some

situations but not in others, and would'leave many situations

in a state of complete uncertainty as to whether the new rules

would or would not, apply. This state of affairs would be very

disruptive for foreign shipping interests-generally (whether

U.S. or foreign-owned).

Adoption of the House bill Section 883 "residence"

requirement would require detailed and complex statutory and

regulatory rules for ascertaining.the ultimate beneficial

owners ip'o? foreign shipping corporations, and these rules

-would have to be applied to each foreign shipping situation to

determine who the beneficial owners of those corporations are,

and where these owpeis reside. In the case of a corporation

wiAth numerousshareholders living in various countries, none of

whom control'the corporation, this would be a difficult, task,

creating problems both for-the.US. tax administrators and the

- 15 -
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0 r~ ~ shipping Ainte-osts who attempted to comply with the

rules. We submit that this entire exercise is a-futile oie -

it would create mountains of paper 00ork for the U.S. government

and the foreign ship operators without in the end accomplishing

any policy objective.

III" EXCESSIVE TAX, ADMINISTRATIVE AND COMPLIANCE

BURDENS WOULD BE CREATED BY PROPOSALS

The additional revenues estimated to be raised by the

House pr-opoals relating to forei i transportation, even

according to the rather optimistic estimates-in the House

report, are quite small -- $176 million for fiscal 1986,

decreasing in subsequent years to the $60-65-lmillion level.

These figures do not tell the full story, however, as will be

demonstrated below. 'They ignore off-setting revenue losses;

the substantial governmental costs to develop initially and

subsequently operate an extremely complex system of tax

regulation and collection; the substantial costs of compliance

which would be borneinitially by ship operatorsand. which

would in turn result-in increased shipping charges; and,

lastly, they ighore the effects which imposing a tax on gross

receipts would have on the shipping-industry, which is today

severely depressed.-

- First, it should be emphasized that the proposed 4%

gross basis tax-cannot be jilstified as a reasonable

approximation of what the U.S. corporate. income tax would be if

-16-
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levied on the net income of foreign ship operators. For a'4%

tax on gross shipping receipts to be equivalent to what the

U.S.-corporate income tax would be on net-income from foreign-

shipping operations, the net income from such operations would

have to be-over 11% of gross receipts! (11% netincome tires

the proposed 36% corporate tax rate equals 4%.) Given the -

present depf'ssed state of the shipping industry world-wide --

a tip.9,dle ships, foreclosures and other credit problems --

an assumed 11% profitability rate is'a dream. Many foreign

ship operations-are currently being carried.on at a loss, and

others are at or near the break-evea point.-Very few come even'

close to an 11% profitability rate. 'Thus, the '4% tax on U.S.

source s p ,,Ang.income would be confiscatory - a tax on

capital, not income.

Second, it is important to remember that to the extent

that the 4% gross basis tax does apply, it would result in

increased freight rates for goods exported from and imported

into the U.S. (applying the same analysis as the 1976 Treasury

study referred to above,-the increased freight rates reflecting-

application of the gross basis-tax would be in the order of 4%).

Third, the proposed changes would have to be *

implemented by an _elaborate, and extensive new system of- IRS

administrative procedures and personnel. The compliance and-

enforcement problersixe fairlyobvious, but the solutions are

,neither simple nor cheap. in 1984, more thani 29,000 foreig.

17, -
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vessels entered with cargo Into all U.S.'ports, and therc were

more than 28,000 clearances out OtU.S. ports with cargo. S/

Thbie entrances and clea-ce took pl6cO in many different

U.S. ports, up and down the East, West, and Gulf coasts of the

-U.S., and 'in the Great Lakes. Procedures would have to be

developed to determine-.the "residence" of the beneficial owners

of eich foreign corporation operating a foreign ship entering

or leaving each U.S. port, to ascertain the~potentia'l liability

',to U.S. tax in each case, and if a tax is believed due, to

determine the amount-of the tax, how and when to collect it,
7

and from whom. (The House bill indicates that the withholding

obligation may be imposed on'a foreign person, not' necessarily

present in the U.S., and that a bond may be required in some

instances.) All of this'would have to be accomplished in some

way which would ensure U.S. collection of the tax, and--,

5/ Bureau of Census Foreign'-Trade Report, "Vessel Entrances
and'Clearatices -- 1984 Annual Report," FT 975-84,(August,
1985). Vessels'are reported as entered only at the first port
at which entry is made, and cleared only at the-last port at
which clearance is made to a foreign port. Vessels arriving
from or proceeding to other-U.S. ports are not included; nor
are vessels in traffic exclusively between the U.S., Puefto
Rico, or U.S. pobsesoions.' One reason for the-difference -
'between the foreign ship-entrance and clearance figures is
because the figures are only-for-shipS- ' entering or leaving with
cargo, and more ships- left tho U.S. in ballast than arrived in
,ballast. In order to apply, the proposed new taxing regimen to
foreign vessels, both entrances and departures of oregn ships'
would have to be separately examined to ascertain the amount of
tax, if any, believed due' and to arrangefor its collection.

, - 16 -
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accomplish this in a manner which would not unreasonably. impede"'

ship departures'or cargo clearances! These procedures would

certainly require additional 'government personnel (I.R.S. or

Customs or both, depending on where enforcement responsibility

was lodged) and would have to be applied ship-by-ship,

voyage-by-voyage, and U.S. port-by-U.S._port. Given the'

relatively minor revenues which would be raised by the proposed

tax in any event, the costs of compliance and enforcement -- in

terms of additional personnel and paper work -- could well

outweigh the additional dollars of tax collected.

The provisions of theproposed new Section 887

(relgtln -to collection of \the 4% gross basis tax) would
represent a particular difficulty with reference to the

obligations' imposed on non-resident foreign nationals.

The 4% tax is to be imposed on "the highest amount of

U.S. source transportation income that is earned by foreign

persons." As illustrated by the example mentioned in the

report of the Committee on Ways and Means (House Rep. 99-426,

pp. 446-447) foreign nationals would be exposed to a

requirement to deduct and withhold the gross.receipt tax in

connection with transactions between other non-US nationals and

themselves. Compliance procedures and costs ore a major

issue. Ship operators under the protection of tax treaties

will face uncertainties regarding the verification of charter

contracts for ships u:hartered-in. There could be legal

- 191 -
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uncertainties as to the precise implicationis'of contracts of

affreightment involving a range of own'r, with different

residences, different degrees of beneficial ownership and

different places of effective management. The proliferation of

voyage charters by both shipping compahies and cargo interests

-in oil or dry bulk trades-would create problems. The liability

to be accountable foi the 4% tax could give rise to excessive

layer's of deposits. A conercial inequality could arise in

U.S.'trades which would cause severe market distortions. The

complexity of business transactions would tbuS place an immense

administrative burden on trading with the U.S. This burden
./

would donsist of. (a) the need to make a Oetermination as to

whether the gross tax applies; and'if so, (b) to deduct and

withhold the applicable tax. The impact of-this requirement is

extraterritorial l- effect and this circumstance has given rise

to the expression of concern by the Governments of the

Consultative Shipping Group in an aide memoite delivered to the

Department of State on February 4, 1986.

Another question raised by the House bill is whether

the 4% gross basis tax would apply to 50% of the wages paid to

non-resident alien seamen on foreign ships entering or leaving

U.S. ports where the foreign ship operator's corporation cannot

meet the new'residence requirements (and the arrangement is not,

covered by treaty). Literally reading the House bill language

in conjunction with existing Code Section 863(c)(3), it could

- 20 -
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be argued that the'4O gross basis tax wouidbe-applied to 50%

of the deamen's wages. This result surely'cannot have been

intended (the. wages are incorpjated-in shipping charges which

are already subject to the 4% tax), and would/> a e horrendous

administrative problems and inequities. Thetproblem should be

quickly laid to rest.

One way for foreign ship operators to avoid these

problems would be todivert cargoes and vessels fromU.SS. to

foreign ports. In the case of cruise liners. this c luid mean

using the.Bahamas- as a port-of, arrival and departure instead of

Miami. For cargo vessels, this could mean making the port of

shipment (or destination) a Canadian port, instead of a U.S.

port (leaving it to the U.S. pbrson to get 'the cargo to or from

Canada by truck, train, etc.). To the extent this is done

there would be loss of both revenues and employment for local-'

U.S. port authorities an thb ormunifies from which passengers

and cargoes were diVerted.

V. CONCLUSION

The final and fundamental'concern CENSA and ICPL have

regarding the proposed shipping tax changes is. that these

--changes would undermine a generally accepted international

system for taxation-of-shiping interests without aqhieving any-
U.S. (or foreign) policy objective .- m liance proceduresand

costs are a major problem, particularly in the case .

- 21,-
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chartering operations, and the proposals could give rise to

coauercial inequality in U.S. trades which would cause severe

market distortions. We believe that if the U.S. change he

foreign source rules this would encourage otber countries to.

extend their taxing jurisdiction; that other countries might

also adopt confiscatory gross receipts taxes,(and might not

provide for reciprocal exemptions from such taxes); and that

there could be a prolonged period of uncertainty and risk of

retaliatory taxes levied against foreign shipping generally.

"'This would operate to the great detriment of U.S. as-well as

foreign ship operators, and we respectfully urge that Congress
not embark upon this course.

This material has been prepared jointly
by Peter G. Sandlund and Hogan & Hartson,
both of Washington, D.C., as agent of and/or
legal counsel to CENSA, 30/32 St. Mary Axe,
-London; England, and ICPL, 74 TrinityPlace,
New York, New York, U.S.A. Mr. Sandlund's
address is 1725 Eye Street, N.W., Washington,
D.C., and he is registered under the Foreign
Agents Registration Act as Washington, D.C.
representative of CENSA." Hogan & Hartson,
815 Connecticut Avenue, N.W., Washington,
D.C., is registered under the Foreign-gent-
Registration Act as an agent of end legal
counsel to CENSA and ICPL. This material is
filed with the Department of Justice, where
the required registration statements are
available fo public inspection. .

Registration does not indicate approval of
the contents of the material by the United
States Government.,
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STATEMENT OF WILLIAM BROWN

President, Council of State Chambers of Commeree"

. Re:Hearinos on Tax Reform - February. 1986.

The Committee .on State' Taxation (COST) of the Council of

State Chambers of, Commerce consists of some 230 major

corporations, largely American owned, but alio including

.some foreign owned companies.

COST strongly urges the Pinanje Committee to include the

substance of' the Administration proposal contained in S.

1974, prohibiting imposition -by the States of worldwide

unitary taxation* and restricting State taxation of fQreign

source dividends, in any major tax revision- pprovvd 6y'the-

Committee this year.

Congress should act on this matter this year in fairness to

everybodyconFurnd'- both foreign 'and American.- because it

is ihe right thing to do in accordance, with accepted

international tai, procedures and" the Constitutional

responsibilites df Congressunder our Federal-State system.

Action this year will also relieve American companies from

the very castly/ imposition of the retal~iatory legislatin

which was approved by the U..K. Parliament in July' 1985.

It -is essential that provisions along the lines of the

, -C'
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foreign source dividend provisions proposed* by the

Administration be included in any such leg'i "tion in order

to -avoid putting American companies at a competitive

disadvantage with their? foreign computitors'who would be

relieved of State worldwide unitary taxation. A competitive

advantage, would resul t-because the foreign owned companies'

dividends are substantially exempt from taxation in most

domiciliasry countries either by exclusion from taxable

income or by means of a tax credit and would also not be

subject to State taxation$ as" would American owned companies.

unless Congress approves provisions along the lines of the

"'equitable taxation" provisions proposed by th6

- Administration. -

We hope that the Finance -Committee will schedule a hearing

at an early data- on S. 1974. .t such time the Council's

Committee onitatse TaxatIn -willba p iiida'sent

test*noy in support of the tanjor provisions of S. 1974 and

make-ome suggestions for improving, it. --- .,

We look forward to working with the Committe" and staf4 o W-1

this matter which i a of extreme importance not oply to

American and foreign business, but also the American And

foreign governmentc.-

2



707

330 19TH STREET S.E.
P. 0.- BOX 2426

HICKORYN. C. 28601
17041 328.4538

February 1i1, i98.6

The Honorable Robert Packwood
.Chairman, Senate Committee on Finange
219 Russell Senate Office"Bldg.
Washington, D. C. 20510

Attn: Betty Scott-Boom

The House-passed version of tax.'refor is anti-growth and

anti-jobs. I urge the Senate t6 set aside tax reform" for
now, and-turn its~attention to the nation's twin-deficits-
spending and trade._

Thank you for your attention to this matter.

Very .truly' yours,

CRANFORD WOODCARVING, INC.

- Terry CranfArd """
President

TAC/jS
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'Cressona Penrnsslvania 17929-1299
1-7) 385" 5000

Cressona Aluminum Company relex No 847464

-44-ebruary 19, 1986

The Honorable Robert Packwood -..

Chairman -
Senate Committee on Finance
219-Russell State Office Building-
Washington, D.C. 20510

Dear Mr. Packwood:

The purpose of this letter is to express opposition to the passage of
HR 3838, The Tax Reform Act of 1985, and I ask that my message be'
included in the, hearing record for HR 3838.

Cressona AMuminumCompany is a company that' I believe would be con-
sidered part of "smokestack America". A group of private investors
-purchased this idled-plant seven years ago afterit had been abandoned
by Alcoa. We now have over 600 employees and have never laid off
anyone since-we started up in May of 1979. In April 1984 we pprchased-
a second facility in Farmersville, Texas. If Cressona Aluminum is to
continue to be successful it is-essential that wecontinue to/spend
:substantial-amounts of money to modernize and update our forty-year old

* -piant-and equipi4nt at Cressona as well as our facility in Texas.

My reason 'for objecting to HR 3838 is that, without the business
investment incentives, we willnot be able to maintain our growth or
expand, making it more difficult to, compete with the ever-growing
foreign competition. The loss of these-incentives will result in this
nation being placed at a very serious competitive disadvantage with
foreign imports. And we must' not let that'happen. It-is essential
that America maintain a strong foundation of basic industry if we are
to return to a sound economy. -

The elimination of the deficit ond the return-of fiscal responsibility
to the management of federal spending is the most crucial problem -
facing our nation. However, I reel strongly that this tix bill is
anti-business and will be harmful to not only our company but to our
nation as well. - -

Sincerely,

/+/ames M. Stine , , •
Presidenjt-- .

cc: Honorable\J. John Heinz, III
-, Honorable Arlen Specter

Honorable Gus'Yatron -
NatiopAl Association of Manufacturers
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STATEMENT OF THE
DELTA DENTAL PLANS ASSOCIATION

TO'THE
COMMITTEE ON FINANCE
UNITED STATES SENATE

S .February 7, 1986

Mr. Chairman, Members of the Committee:

This statement is' respectfully submitted on bibhalf of the
more than 15 million subscribers to prepaid dental benefit
plans that are made available by-this country's nonprofit
dental service corporations. Such corporations are chartered
in, and regulated by, 42 states, the District of Col~mbia and -
Puerto Rico,- and all of.them are members of'the Delta-Dental
,Plans Association (DDPA).

Along with other nonprofit'organizations which provide prepaid
health benefits to millions of Americans, the DDPA members are
concerned that removal of the long-standing tax exemption con-
ferred-by Section 501 (c)14) bf the Internal Revenue Code as
proposed in fH.R. 3838 will have serious ranifirations which
were not subjected to public hearings or otherwise given'ade7--
quate consideration prior to the action taken by the House of
Representatives. The DDPA greatly appreciates the recognition
of this fact by the Committee and its willingness to examine
and analyze the consequences of this fundamental change in
time-tested tak policy.

By way of background4 -it is important to note. that in the early
1950s the first.Delt4 Dental Plans on the Pacific Coast were
the pioneers of prepaid dental care in the United States. At
that time, commercial insurers had no interest in insuring
dental services because the risks were unknown, and therefore
unmeasurable; andtthe profit-potential was too uncertain for
companies owned by inyestors or policy holders.

Only after nonprofit dental service plans had demonstrated for
several years that workplace coverage of dental benefits was a

'viable venture, did the commercial, profit making insurance
companies enter the field. Today such companies sponsor plans
covering approximately 85 million beneficiaries as compared to
-approximately 15 million by nonprofit plans, showing clearly
that the federal tax exemption has not diminished competition,
but in fact has helped create and promote competition.
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Additionally, nonprofit dental service plans have taken the
-initiative.in offering many community programs .that3,have not
been seriously considered by commercia-insutancl companies.
.For example, In several states, DDPA plans have contracted on
an mat risk" basis-to-provide dental care to t'he states' Medi-

* caid eligible populations. "At fiskO means that the state-pays
a fixed monthly.price per eligible person to obtain all'dental.
services covered by the Medicai program. This form of contract
has benefited the states-and Medicaid. beneficiaries by assuring
predictability in budgeting, as well as improved dental care at
stable cost. In the first such program in California, the Delta
Dental Plan in that state and the state's dentists (who partici-
pated in risk sharing) lost '$8 million in the start-up year. '
No commercial insurance company was prepared to take that kind
of risk, in fact, no commercial insurance company ever has been
a serious bidder for this type of program. Only a nonprofit

- organization primarily interested in improvement of public
health is willing to take the risks involved in 'innovative
ventures of this kind.

Currently, and looking to the, future, many DDPA member-plans
are experimenting with new, innovative methods of extending
prepaid dental-care-to-segments of-the-population-that:are now
not well-served such as ketired'people, the self-employed and
others. Again, commercial. insurers have not served these types
of beneficiAries.because the financial results are too uncer-
E°-ain. ' There'is no doubt that if 'nonprofit health Plans' ucceed
again in demonstrating the fiscal viability of these new types
of coverages, those companies that must show a profit for their
investors will follow and provide healthy competition.

Innovative and genuine concern for public health require finan-
cial backing. Nonprofit health plans need reasonable financial
reserves in order to be able to take 'risks. These reserves are
created by income that, in for-profit organizations, would be
.used to provide a return to investors and to' pay taxes. i
this income is taxed, the ability to build these reserves id-
reduced, and in order to survive and pay the same' taxes as.
commercial insurers, the present nonprofit health plwhs will'
have to compete on the'same terms.

The. result of the weakening or elimination of nonprofit health
plans inevitably will be higher health care costs for the con-
sumer, reduction of *high risk" services', or a combination of
both. Thosewho ultimately pay new taxes on nonprofit health
plans are.likely to be those whose health care needs are already
least served,' because they are "high risk' -- the poor, the'"
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elderly, and pecple'who do not belong to well-organized, large
groups. These 'are the ones'who can least afford price in-
creases, but to whom the cost of taxes is most likely to be
shifted. Disproportional shifting to these'groups is likely
because there is little competition for their business and

.-- because profit, oriented companies will not find service to high
r-isk groups and individuals to be a high priority.

Also noteworthy- s the fact that nonprofit dental service
corporations initiated. znd continue to operate under unique
contract arrangements with providers which encourage and reward
prevention of disease, require quality controls and 'result in
long-term cost savings and improved health for beneficiaries.

The foregoing are among the many reasons we believe that
nonprofit health plans have earned and continue to deserve
tax exempt status.

inaily we would point out tha t the proposed removal of the
. tax exempt status of nonprofit dental service plans woufd haves. tmost,-a-negligible eff-ct on federal tax revenues butcould

seriously limit t~e-ability of such.plans to continue to
compete in the interest of the public.''
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*DePoutIUniversity

Office of th* Prs"Wen ' 25 East Jackson Boutevard
Chcago, lkinoos 60604

February 17, 1986

Senate Finance Committee
Room SD-219
Senate Dirksen Office Building
tashinqton, D.C. 20510

Dear Mr. Chairman & Members of the Committee:

As President of DePaul University, an Independent

Illinois College Institution located in Chicago and hav-

ing an enrollment of approximately 13,000 students, I

respectfully request that your committee reject several:

dangerous provisions of HR3838 (the Tax Reform Act of

1985).

More specifically, I am very concerned with those

provisions of this bill which undermine the. tax exempted

status of the pension plans of most of the colleges and

universities of this country,.in particular, the pension

plans provided by the Teacher's Insurance and Annuity

Association - Colleqe Retirement Equities Fund (TIAA-

CREF).

In general, thie attack Of the house bill on these

pension plans is a public .signal that our federal govern-

ment no longer accords the respect and financial encour-

agement which for many years have counterbalanced the

financial sadrifices made by very talented women-and men - -

to serve in key teaching and research roles. There is
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Senate Finahce Committee
February 17', 1986
Page 2

even serious grounds to charge the house bill'with unfair

discrimination against the faculties and staffs'of higher

education in that other types of norv-profit institutions

are not faced with the undermining'of their tax exempted

status.

Section 1012 of HR3838 taxes both the colleges aid

the persons now benefitting from-TIAA-CREF pension and

insurance assets. While'a very-Substantial restructuring

of this system could avoid, or at least- minimize, the

proposed taxes, this very restructuring would place a

-heavy penalty on the institutions and persons.

Section 1113-of the'bill would place severe admini-

strative burdens on collqges and universities. This is

directly contrary'to the admirable steps the Congress and

Administration have recently taken to reduce.the-heavy

burden of bureaucratic paperwork already imposed on these

institutions.

'I find section 1102 objectionable in that it places'

new restrictions on the amount of t x exempt salary pro-

duction an employee can-make toward his/her retirement

plans. - Section 1101 has a similar discouragement for--

university-employees. Section 1123 introduces a new tax

penalty for college personnel whb begin draw .fig from'
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Senate Finance Committee
February 17, 1986'
Page,3

their tax deferred annuity accumulations before the age

of 59 1/2.

In view of the deleterious effect these provisions

of-'HR3838 would have on college personnel and their

institutions, t', .rge the members'of the Sepate Finance

Committee to reject these provisions.

Sin ry, yo 1S,

/R ev. John T. Richardson, C.M.

President

JtR CM:ct

/
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EASTERN MICHIGAN UNIVERSITY
OFnct OF THE PREsiDFNT

February 18, 1986

Senate Finance Committee:

I am writing to express our opposition to several provisions

of the Tax Reform Act of 1985 (H.R. 3838) recently passed by the

the U.S. House of Representatives and about to be considered by the

U.S. Senate. These provisions would be very disruptive to the

--retirement planning of employees of nonprofit institutions like

Eastern Michigan University. I am most concerned about the det-

rimental consequences to employees at this institutfon if the

bill passes in its present form. In my opinion, th4 most harmful

provisions of H.R. 3838 are the following:

Section 1012 of the bill withdraws the tax exemption of

pension blans provided by the Teachers Insurance and

Annuity Association - College Retirement rEuities Fund

(TIAA-CREF). TIAA-CREF pension plans have been tax-

exempt for more than,65 years, and taxation of these

plans will have the effect of reducing retirement bene-

fits to some 1,000,000 active and retired employees and

their spouses. One of the major inequities of this leg-

islation is that the the pension plans of nonprofit

institutions would lose their tax exemption, while those

of labor unions, business corporations and governments

would remain untaxed.

YPSILANTI. MICHIGAN 461V
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As I am sure you realize, salaries for staff members

throughout the educational community are considerably lower than

compensation'for.individuals in the private sector. Many educa-

tors have elected-to stay in nonprofit employment because they

believe that, teaching and education are vital to our nation's

current and future well-being. To single out TIAA-CREF pensions

for discriminatory tax treatment is unduly'harsh. Such a pro-

posal raises serious questions as to why this form of retirement

savings suddenly warrants taxation after more than 65 years of

existence.'

'Section 1102 oft the Houselill would impose a new lower

limit of $7,000 on employee salary reduction contribu-

tions to retirement and tax-deferred annuity plans. The

new limit severely restricts the ability of many to save

additional amounts for retirement. I ask that this pro-

vision be amended so that required employee retirement

plan contributions made via salary reduction are not

included in the $7,000 limit.

In addition, under section 1101, the $2,000 maximum

Individual Retirement Account contribution would be

reduced by one dollar for each dollar contributed by gal-

ary reduction. In practice, this provision would 'effec-

tively eliminate the use of an IRA by man persons,.

because any IRA contributions made would 'then be limited

by a combined IRA and salary reduction amount'to only

$2,000.

I I.
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Section 1123 of the bill, requires that. a-15% penalty tax

be assessed against'withdrawals from tax-deferred annuity

accumulations resulting from coRtributions made before

December 31, 1985, unless the individual making the with-

drawals is over age 59f, becomes disabled,obr dies. One

of the most unfortunate consequences pf the 15% tax pen-

alty is thht' it acts as a regressive tax on employees in

lower tax brackets. -These employees would lose a pro-

portionately higher share of their funds, should they

have to pay this penalty. tax, than would an individual in.

a higher tax bracket, since the higher tax bracket indi-

viduals receive a greater percentage- decrease under the

tax reform bill than those in lower brackets.

The new provisions also change the rules un-der-_-bich tax-

deferred annuity contributions made in previous 'years are

treated. These existing assets are subject to the same addi-

tional tax provisions of H.R. 3838 as future contributions 'an

unusual approach that goes against the traditionaMegislatIve

philosophy'that subsequent law should not punish behavior permit-.

ted under former lgw,, Had such additional taxes been envisioned,

many would have made retirement savings arrangements based on the

greatest degree of access to their funds.

I question why Congress would so thoroughly discourage those'

who work in education-o research to save for their retirement.

Although this is probably an unintended consequence of the

legislation, there .may be other unintended effects. C6nsider

\ I
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Senate Finance Committee,
February 18-, 1986
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that restricting the ability of these persons to save for retire-

ment could place additional pressure-on the Social Security sys-

tern'and increase their dependence on the government. Also,

limiting their ability to make contributions to pension plans

like TIAA-CREF could reduce the level'of U.S. capital formation,

since these funds are a direct and major source of new investment

capital to business and industry.

Let me also add my support of the House of Representatives'

resolution that the effective dates of the above provisions in

H.R. 3838 should be changed to January 1st of the calendar year

following the year in which the bill is signed by the President.

Clearly, it is difficulty if not impossible, to create tax

reform legislation that pleases everyone. However, as.you are

called upon to exercise your judgment on the billIs various pro-

visions, please be aware of the foregoing considerations, all of

which will have major adverse effects on a sizable number of your

constituents -- and on the- national interest, because talented

people in education and research will lose a large measure of

their ability to prepare for a financially secure retirement.

Thank you for your attention and consideration.

- Si,"erely,

Nh W. Porter." esdent

cL-: Senator, Donald W. Riegle
Ser~ator, Carl M. Levin

1- .. . .
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STATEMENT BY "
THE EDISON ELECTRIC INSTITUTE

BEFORE THE
COMMITTEE ON FINANCE
UNITED STATES SENATE

FEBRUARY 14, 1986

The Edison Electric Institute '(EEI) appreciates the

opportunity tO submit this statement regarding capital formation

incentives and H.R. 3838, ,the Tax Reform Act of 1985, for the

-ecord of the hearings held January 29 and 30 and February 4, 5,

and 6, 1986.
EEl is the association of electric companies. It members

serve 96 percent of all customers served by the investor-owned

s gment of the irldystry. They 'generate approximately 75 percent,

of all electricity in the country and provide electric service to

73 percent of the nation's electricity customers.

EEI support ts reform Of~the Internal Revenue Code to achieve

fair and eqiiltale' taxation- of individuals and businesses.

Howev6r, we are seriously 'concerned about the long-term effects

of tax-reform proposals-that would reduce capital-formation

incentives because this industry is the most capital intensive

industry in the United States. Reducing capital-formation -

incentives inc-iases the cost of capital whichin turn increases

the the cost of electricity to customers thus-incroasing the cost

of goods and services produced in the-United States.

Electric Utility Capital Formation

EEI's member companies currentlyhave some S340 billion of'

utility .plant. In 1986,' approximately-$30 billion will be paid

by EEI member companies to investors and 'creditors fotthe'use of

-1



720

-2-

their capital. While most other industries invest less than a

dollar to obtain a dollar of sales, the investor-owned electric

utility industry invests $2.89'for each dollarof sales.

For more than 30 years, the internal Revenue Code (Code) has

provided capital-formation incentives. These incentives have

contributed to the growth of our nation's economy and have

contributed also to capital formation within the electric utility

industry The Committee Reports that accompanied the legislation

in which capital-formation incentives were provided addressed

very clearly the reasons for their establishmke!t. In summary,

these reasons are increased economic growth, improved produc-

tivity, additional jobs and increased international competitive-

ness. From the standpoint of both the national economy and the

electric 'ptiJliy industry, capital formation is avalid objective

of tax legislation.

Capital-Formation Attributes of Tax-Reform Legislation

Set 'forth below are attributes of tax reform-legislation

that would contribute to capital formation. These-attributes

, will be discussed more fully in the context of the Tax Reform Act

.of 1985 (H.R. 3838) later in this testimony.

* Cash-Flow- Capital-formatiqn incentives, in order tp

accomplish their purposes, should contribute to cash'flow.

Accelerated depreciation with shorter lives for tax purpOses

. ,,
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in comparison "ith book straight-line depreciation can be a

-major contributor to cash flow. The present value of. the

depreciation deductions should be a significant percentage

of the cost o- the origInal investment. For example, EI is

of the opinion that the depreciation system contained in the

President's tax-reform proposals would encourage capital

formation. Other methods that would increase cash flow and.

.reduce capital costs are appropriate also.

Inflation - Depreciation should be indexed forinflation to

partially compensate for inflation as a-"tax" on capital and

to allow businesses to' build a pool of capital for replace-

ment investment. Here again, the President's proposals met

this criterion.

Normalization - There'is not a beneficial cash.flow effect

for regulated "industries unless normalization of the effect

of capital-formationincentives is required by law for

regulated industries. If normalization is not'required,

-then regulatory.agencies are free to immediately flow

through these benefits to customers,'and the expected cash

flow from the capital-formation incentives is lost, With

immediate'flow through, the capital-formation incentives
merely become.a subsidy to the current customers whilethe

cost of electricity is increased for future customers.

. ... .
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Investment Neutrality - One type of investment should not be

favored over another type of Investment as a -result of tax.

provisions. In other words, there, should be equality in the

competition to sell goods and services and to attract capital.

Transition Rules - Transition rules should, among other

matters, be designed to avoid the loss of gapital-formation

incentives that could 6ccur'\as a%.result of the shift from

one set of tax laws to another;' In the case of electric

utilities, much ot their property is constructed over

periods as long as 15 years.' Tax law changes, in particular

those in connection with depreciation and-the investment tax.

credit (ITC), should not Adversely impact companies that

made decisions to construct or continue construction in

reliance on prior'lAws. This "transition window" period

should afford long construction lead-time utility property.

the necessary time to take advantage of the capital-

formation incentives of current law so that long-ago

investment decisions would not be adversely affected. A

six-year transition period was provided when the ITC was

repealed in 1969,' and E8I believes that-a similar transition

-period would be appropriate'as part of the current tax

reform efforts. .Many electric utilities.thit would be

affected by onerous transition rules are those companies

already experiencing financial difficulties because of
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necessary construction programs. Theme companies need the

protection of transition rules against changes to the Code

enacted subsequent to those investment decisions.

Under current law, ITCts are, allowed on *qualified

progress expenditures" (QPE's) for property that normally'

takes more than two-years to construct.-.Taxpayerp are

permitted to take ITC1s and QP9's on their returns each

* year as amounts are expended. Electric utilities have

utilized this provision with respect to the construction of

nuclear and conventional generotipg plants, major trans-

mission lines and sub-stations.

Without the appropriate transition rules, failure to

- - --plac_-electric utility property in service by. a stated date

would.cause a recapture (i.e._repayment'to the Government)

of ITC's ,and QPE's previouslyy taken.for all prior years.

* This' may be called the "cliff 'eifectO because if the

S property is not placed in service by the deadline, a retrd-

active-denial of all prior dPE ITdq's esults. This would

adversely affect consumers because-the ITC is shared with

customers through the rate-making process. A transition

rule should provide that ITC's and OPE's not be subject to

recapture even though the related property is not placed in

service prior to the deadline date.
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The provision for ITC transition rules adopted in H.R.

3838 recognizes the long construction lead-time problems

associated with electric facilities. This provision does

nott however, cover delays in the regulatory process that

are beyond the control of.the affected utility, which may

face the loss of QPE ITC's for reasons beyond-its control.

While the House has made a significant stride forward in

adopting progressive transition rules., additional language

should be included in any final legislative language to

ensure that regulatory'delays "toll" the running of the

'transition window" period. Such an improvement over the

House proposal would ensure that utilities would- not be

denied credits for reasons beyond their control.

Tax-Exempt Bond Financing --Under present law, "pollution

control facilities" and "facilities used for the local

furnishing of electric energy," constructed or acquired by

public utilities, are permitted to be financed with so-
called"private purpose" industrial development bonds within

the limits of state "caps". This type of financing has

provided an economic method of financing pollutioncontrol

facilities-which essentially are not installed to produce

" come but are constructed strictly for the protection Qf

the environment.. The use of 'private purpose bond

financing" for facilities used-for the local furnishing of.

10
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electric energy permits privately-ownod public utilities to

- compete with the tax-exempt financing available to

municipally-owned electric companies. Moreover, it has

provided a means for lower cost financing to bemused to

reduce the high cost'of electric energy for the customers in

qualifying areas.,

We believe this limited ability to utilize industrial

development bond financing for facilities used in our

industry should be retained in the law, especially inasmuch

as such financing would come within the state-by-state

limitation on "private purpose" bonds.

H.R. 3838.

The capital formation provisions of H.R, 3838 possess some

of the attributes set forth in the preceding section of this

testimony as capital formation criteria. EEl appreciates that

the House of Representatives provided the followings

o Required normalizatbpn for regulated companies.
o Transition rules for depreciation and the investment

tax credit
o Partial inflation indexation
o Ten percent dividends paid deduction
o Absence of excess depreciation recapture, provisions
o "Grandfathering"'of pre-1986 qualified progress

expenditures from recapture
o Net operating loss provisions in connection with use

of ITC credits under the alternative minimum tax
o Use of the alternative minimum tax liability as A

credit againstthw-regular tax liability
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On the other hand, H.R. 3838 would reduce or eliminate to a

great extent other important capital-formation incentives. The

provisions 'that could have, a significant negative impact on

electric utilities are:

o A significant reduction in depreciation benefits
o Repeal of the investment tax credit
o Capitalization, in place of expensing, of certain

costs where a taxpayer produces property
o Introduction of a corporate alternative minimum tax.
o Elimination of tax exemption for certain private

purpose bonds
o Inclusion in gross income ofcontributions in aid of

construction
o Repeal of five-year amortization of pollution control

facilities

EEI estimates that-in the first year, the internal

generation of funds by investor-owned electric utilities would be

reduced $2 billion'(1984 dollars annually, as a r~sult'of H.R.

3838; In the year 2000, internal generation of funds will be

reduced by about $9 billion annually, or almost 40 percent of

internal generation. Replacement of these lost funds yould have

to be provided by investors, which would Increase the costs of

producing electricity and the price paid by customers. Further-

more, these calculations do not include the impacts of the

minimum tax. Consideration of the proposed minimum tax in the

study could reduce further internal generation of funds.

A study by Emil Sunley, former Deputy Assistant Secretary of

the Treasury, demonstrates the severe attrition that H.R. 3838

would have, onicapal formation incentives. He calculated the
effective ax on the capital.Anvested in the property of

-electric utilities that would result from H.R. 3838. The study's
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methodology was designed to demonstrate the itapact-of specific

tax provisions on the taxes of the capital of an industry based

9n.a typical industry investment. This has been cou led with the

regulatory treatment'of that investment. The real effective tax

rate under H.R. 3838, with five-percent inflation, would

approximate 49.7 percent for a fossil-fueled generating plant

and, with 10-percent inflation, would approximate 59.5 percent.

As the statutory corporate rate would be 36 percent under H.R.

3838 as compared to the higher effective tax rates calculated in

the study, this demonstrates the lack of capital formation

incentives under the bill. Only when the effective tax rate is

below the statutory rate is an incentive provided. Thus, H.R.

3838 would provide a disincentive to Invest. This disincentive

would serve to increase the cost of capital and lead to an

increase in the cost of electricity. EEI isalso concerned that

the depreciable life of transmission and distribution equipment

would be increased to 30 years under H.R. 3838. EEX believes that

this long life is not equitable and does not reflect an

appropriate depreciable life for this property.

The President's tax reform proposals were designed to

combine support for capital foxmation with tax reform.

,Generally, Under the President's proposals, ail property (except

for real property and inventory) would have an effective tax rate

of 18 percent compared to the statutory rate of 33 percent, a

true incentive for capital formation. The-President's proposals

I,.
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'were also predicated on neutral tax treatment of many investments

because property in classes 1 through 5. would have the same

_effective tax rate. EEl believes this.is a worthy goal of tax

reform,

A tax system which achieves investment neutrality is"

advantageous because it assists in the capital formation process

by making the.allocation of capital more efficient. With many

industries in competition for capital, capita-r allocation and the-

attendant costs should not be disproportionately influenced by

the tax system. The President's tax-reform proposals would make

significant strides toward investment neutrality.

Neutrality-of investment incentives is important to electric

utilities And their customers because ol increased competition to

provide Jnergy! '-Competition is experienced from oil, gas, alter-

native energy sources (sun, wind, biomass), and cogeneration and

small power producer's. Generally, under current tax law, these

competitors now receive more-favnrable tax treatment than do.,

ihvestor-owned electric-iitillties.- This preferential treatment

would be continued under most tax-reform proposals. Effective

tax rate studies confirm this discrimination Sgainst public

utility property. Paul Craig Roberts testified before this

Committee 'last year with respect to discrimination in the tax law

against regulated industries. Pe stated that:

"Utilities: Regulated public utilities
would receive a long.overdue redress of the
discrimination sh6wn over the'past decades in
tax law. This industry has repeatedly been

L
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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.' The net
result is a smaller increase in this industry's
cost of capital than would be experienced by
other equipment-intensive industries'.

Remedies

In order to remedy the capital-formationiproblems that would

be created by H.R. 3838, EEI recommends the following changes:

o Depreciation - Adopt the President's proposed Capital

Cost Recovery System (CCRS). Alternatives to CCRS

are to shorter the depreciable lives contained in

H.R.,3838, to accelerate the depreciation method and

to design a depreciation system that woul4 treat

investments in a neutral manner.

o Alternative corporate minimum tax - Revise H.R. 3838

tot

- Create a greater differential between the

alternative minimum tax rate of 25 percent and the

regular corporate income tax rate of 36 percent.

- Allow investment tak credits generally to be used

as 0 credit against the alternative minimum tax so

that the value of this capital formation indentiVe

may be realized.

Do not-Include depreciation of personal property

other than of personal property Covered by any new

depreciation system as a preference item. If the

/
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current law's depreciation of personal property

became a preference item, this capital-formation

incentive would effectively be retroactively

reduced.

o, Capitalization of certain expenses where a taxpayer

produces property - H.R. 3838 requires the

j. capitalization of certain construction period

expenses rather than allowing them as a current

deduction. If this provision were to be enacted it

-should recognize that both debt and equity are used

to finance a project. For regulated industries# only

the debt expense attributable to the project in.

accordance with the formula applied by the Federal

Energy Regulatory Commisgon..fLdother regulatory

agencies should be required to be capitalized.

Similar rules could be formulated for unregulated

industries.

o Industrial development bond financing - H.R. 3838

retains tax-exempt bond financing in a limited manner
for certain of the facilities qualifying for ouch

financing under present law. The House bill does

not, however, include "pollution control facilities"

or Facilities for the local furnishing of electric

energy" within the defined, group of facilities .

eligible for financing by "non-essential function

bonds."

q
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There would appear to be no reason why pollution

control facilities and'facilities for the local

furnishizig of electric energy, to be constructed or

acquired by public utility conpanie, .should nt be

included in the group of facilities eligible for

financing by "non-espential function bonds". The

addition of _ these facilities 'to the group of quali-

fying facilities would not lead to any increase in

tax-exempt:bond financing as such "non-essential

function bonds" are strictly controlled by the

unified state volume limitations which provide a

state-by-Vtate annual limit on all such-4inancinqs

included in the group. Thus, each state could make

its own rules and determinations as to which projects

it would approve within its "cap"-.

o Decommissioning costs of a nuclear power platt -

Amend section 4(58A of the Code, even though'not

addressed in H.R. 3838, in a manner similar-to that

offered by'Representative'Sam Gibbons in H.R. 1619 *to

* permit a deduction for amounts which are to be used

to decommissionn a nuclear power plant if they are

either deposited in a separate fund as required by

current lawD or recorded in an unfunded reserve.'. By

permitting a utility to record these amounts in an

unfunded reserve and use them to finance facilities,

60-412 0 - 86"- 24"
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a utility may have the'opportunity to provide greater

earnings on the amounts than by investing them in the

open market. Representative Gibbbns' bill also

provides that earnings on amounts placed in separate

funds be taxed at one-half-the maximum corporate rate

,rather than the maximum-rate as under current law.

The effect of such changes would reduce the cost of

electricity to our customers.

o Contributions in aid of construction - This provision

-...........requreth nclusion as gross income of contribu-

- tions by customers of the- utility *to -assis-th.-con-'...

" struction of facilities. It should be recognized

that customer contributions in aid of construction

are treated for ratemaking purposes as contributions

to the' capital structure of a utility and are not

income. the electric utility industry has long

relied on this' nontaxable feature to allow instal-

* lation of facilities which should n6t be charged'to

all other customers or to allow the provison of -

service to rural customers where the incremental cost

of installing thieqluipment has been held to a

minimum-by way Of this provision. The repeal of

section'llSB of the Code would increase the cost of

installation and equipment by almost 30-40 percent

--and therebyr uce the current reliability of

t
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electric service. To institute taxation of these

previously nontaxable contributions cold seriously -

deter business growth, raise the cost of energy and.-

create a further impediment to an expanding-economy.

Impacts on the Electric Utilitv Industry

EEI strongly believes that the significant reduction of--

capital formation incentives resulting from H.R. 3838 would

increase the cost of capital of electric utilities. In

addition, the'EEI testimony of October 3, 1985 to this Committee

addressed the need for new construction to meet future

electricity demand. Once the requirement for new generating

plant has been established by a company, tax provision'scan

assist in capital formation. As explained herein, H.R. 3838

would significantly reduce capital formation incentives for

electric utilities and would add to the other major disincentives

, to build electrical generating plant that many electric utilities

have been experiencing in-the'1980's, e.g., the inability to

adequately recover their investment or to earn'an adequate return

on investment. The lessened electric supply reliabilit that our

nation or various regions could well experience wI ,ld$in turn,,

have a deleterious effect on the-nati6n's economy. .

National- Economy'

A reduction 'of capital'formation. incentives would hamper the

expansion of the national economy. One-of the goals of tax

- 4 -
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reform is to stimulate economic growth. If that goal cannot ,be

met, much of the rationale for tax reform is lost.- Capital-

formation incentives should not be reduced unless it can. be

demonstrated clearly that the overall economy would not be,-

damaged.

There is less incentive for capital formation in H.R. 3838

than in current tax law. Ambng other..comnmentators, yolanda

Henderson, a visiting scholar at the American Enterprise.'

Institute, in .4n article entitled *Investment Incentives Under

.the Ways and-Means Bill" has confirmed this. She calculates that.-

the overall effective corporate taxkrate would be 41.5 percent

under H.R. 3838 as compared to 31.1 percent under current law and

the proposed statutory rate of 36 percent, Thus, because of the

virtual absence of capital-formation incentives, the effective

-tax rate would be higher than the statutory rate. Tax rates are

one-of the'determinants of investment decisions. Assuming all

other determinants (p.g., interest rates, inflation) are held

equal, it. improbable hat there would be reduced investment

compared to current aw if H.R. 3838 were enacted.

1 Yolanda K. Henderson, "Investment incentives Under the Ways and
Means Tax Bill," Tax Notes, December 9, 1985.
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EEI has compared the return on equity during th6 period 1980

to 1985 of capital intensive industries that are most in need of

capita-l-formation incentives to the returns of less capital

_._ intens-i indu ries. Relatively high inflation was experienced

during a-portion of this perld. The results show that,],

generally, industries with higher levelg-,of capital requirements..

had lower returns on equity. A tcole of-the comparisons -is,

attached as A~pendix A. Capital intensive industries need the

assistance of capital-formation incentives to overcome the,

disadvantage of being capital intensive so that investment in

their assets is encouraged and capital.costs are reduced,

Finally, there are two reasons from the standpoint of

. competitiveeA. lated to electric utilities

that capital-formation in-centiyes should not be impaired. Some

regions in the U.S. are importing electricity generated in

foreign countries because of lower prices.- Lessening of capital- .

formation incentives could exacerbate this dependence on foreign

energy. FurthermorC, any increase in the price of electricity,

such as would occur as W--esult of reduced capital-formation

incentives, would he reflected in. the price of U.S. products and

would reduce the nations international competitiveness.

Summary

EEl believes that preservation of .caplital-formation'

incentives to stimulate economic growth is a necessary goal of

'tax reform and should be given high priority in the Senate
I ,

,7 .
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Finance Committee's deliberations.. Within the electric utility

industry, capital-formation incentiVe's"ultimately serve to reduce,

the cost of electricity to customers, thereby contributing to

growth and international.competitiveness. V

Thank you ,for the opportunity to present our views.

__.

I I
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Appe dix A

COMPARISON OF RETURN ONEQUITY AND CAPITAL INTENSITY BY INDUSTRY

Industry

Beverages -

Tobacco

Petroleum.

Toiletries an -s5m'etics

Computers

Food Processing''

Supermarkets

Aerospace

Apparel%

Electric Utilities,

Railroads

Chemicals - Diversified

Paper and Pulp

Office Equipment

Metal and Mining

Steel.

Airlines,

5-Year Capital
-Return on Intensi
Equity - --- Rank

22.4 11

20.3 13

18.9 9

- 18.5. 12,

17.4 6

16.0 16

15.8 14

15.2 ' 15

13.6 1

12.2 2
12.3, /10

11.2 7

10.8 4

8.6 3

6.3 5

1.6 8

Sources Return onEuity - Forbes Magazine, January 14, 1985
Capital fJntensitv BusinessWe, March 22, 1985.

ty
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ELECTRICAL EQUIPMENT

COMPANY'
RICHMOND. VA.
SOUTH HILL, VA. 107 Sogukmrd We't F,
FRANKLIN, VA. PoI Office Box 27327 / (804) X3-7141
RA,.EIGH, N.C. Rkhwond. Virginis 23261, -
LAURINIURO, N.C.' Richwd L HodpPeth
AUGUSTA. GA. Prudent

February 10, 1986"

Hon. Mack' Mat tingly , .

United States Senate
c/o Senate Post Office
B17 Dirksen-enate Office Building
Washington, D. C. 20510-

Dear Senator Mattingly:

As a small business with plants Ibcated in Virginia, North
Carolina and Georgia, we would appreciate your efforts in
setting apde the tax reform as covered by HR 3838, as we
perceive it to be irreparably flawed. .Rather, let-us
concentrate our energies and efforts on the nation's twin
deficits -- spending and trade.,

Please include the above comments in the written Finance
Committee hearing record.

'Sincerely yours,

Richard L. Hedgepeth

RLH/bhc

/1

I *
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-ELIZABETHTOWN COLLEGE
ELIZABETHTOWN, PENNSYLVANIA 17022

Office of the President

rebruary 18,.1986

Senate Finance Committee
Committee on Finance, Room SD-219
Senate Dirksen Office Building
Washington, DC 20510

Gentlemen:

On behalf of the active and retired employees of Elizabeth-

town College who are participants in.the Teachers insurance and

Annuity Association and the College Retirement Equities Fund

(TIAA-CREF), I wish to voice support for the'retention of (TIAA-

CRErr's federal tax exemption under consideration by the Senate

Finance Committee.

As stated by James GO..MacDonald, Chairman and Chief Executive

Officer of TIAA-CRtF at the Senate Finance Committee hearings oh

H.R. 3838 on 4ebruary 4, 1986, termination of tax exemption f or

the TIAA-CREF pensiohiyIu4..bou fair and-wouldv*4ue*_---

.benefits for participants.

Participating i nstituti~ons, and particularly small, private

institutions such as Elizabethtown, rely on the tax exempt status

of TIAA-CREF in providing for the retirement of faculty, adminis-

trative and Steff personnel. .To tax the TIAA-CRE ,program while

exempting virtually all other pension funds strikes us as not only

unfair, but distrininatory: toward the 3,600 non-profip educational

institutions across the United States.
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Monies received from the TIA&-CREP pension funds are often

vital to retired participants who must-rely on, them to help meet

the obligations of other'taxes-, ortgajes, rentals, and.the daily

costs of living. TIA9-CRUF does-not stand to' 9in any advantage

-over other types of pension funds through a-continuation of its

i exempt status, but those who depend Qn it for their retirement

surely stand to lose if Section 102 6f H.R. 3838 becomes law.
-Elizabethtown College stands in full support of Mr.

MacDonald's statements before the Committee, and the position of

TIAA-CREF.

Sincerely, .

* Gerha d 0.Speglerg

President

G(S/pr



741

STATEMNt OF -

JAMES-W. ROUSE

CHAIRMAN. OF THE BOARD

THE ENTERPRISE FOUNDATION

February 21, 1986

Before the

Committee on Finance

United States Senate

I -

The Enterprise Foundation
505 American City-Building, Columbia, Maryland 21044

o .(301), 964-1230..
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STATEMENT OF JAMES W. ROUSE
BEFORE THE

COMMITTEE ON FINANCE
UNITED STATES'SENATE

FEBRUARY 21 1986

Mr:'Chairman:

I am pleased to submit the following statement on the Tax

Reform Act of 1986. My statement deals primarily'with the

impact of the proposals for tax reform on private zector

initiatives for housing the very ppor.

- I. CURKENT.SITUATION

The 1980 census shows that 42 percent of the 13 million

families making less than $10,000 per year were paying over 50

pereentlof their income for rent, often for substandard

housing. The' situation is worse today as gentrification, aban-

donment and demolition continue to reduce housing stock avail-

able to the poor. Rents increase yearly; incomes of poor peo-

ple do not increase as rapidly as the cost of living. Thus,

increasing numbers of families are falling below the poverty

line.

Additionally, with the termination of many federal pro-

grams, including the Section 8 Rental Assistance Payments Pro-

am d the proposed sharp cutbacks in all ,types of

assistance for low-income housing, available federal resources

for addressing the housing needs of the very poor are being

eliminated.
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The Reagan Administration has issued a challenge to the

private sector for creative solutions, for individual and local

initiatives to solve, at the local and state levels,, the dif-

ficult housing problems of the poor.,

II. PRIVATE SECTOR RESPONSE

The Enterprise Foundation; along with val-hetpri-

vate sector non-profit organizations, has responded. Weare

working with non-profit neighborhoodhousing groups across the

country to provide technical.and financial assistance to

rehabilitate theavailable housing stock for low-income

- amilies.

The.-Enterprise Foundation has stimulated corporate and

other private sector participation in non-profi, housing reha-

bilitation in distressed neighborhoods in the heart of American

cities through the use of existing tax incentives for low-

income housing. This aggressive new campaign, just-recently

launched' is making possible very low-cost rehabilitation

through investment of corporate funds not previously available

for housing the poor. Most of these neighborhood projects have

no ongoing federal subsidies and'are being built as lowest-cost

rehabilitation with substantial amounts of private money

invested, usually with the commitment of a corporation' con-

cerned with social responsibility.

To understand the importance of existing tax incentives

for low-income housing and their effectiveness in leveraging

- 2 -
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private sector commitments to a national need, one must

understand the-working of Th-'Enterprise Foundation.

III. THE ENTERPRISEFOUNDATION'

Organized in 1982,as a national non-profit publicl'- sup-

ported charitable organization, The enterprise Foundation set

out to f6rm a new nationql-system of non-profit neighborhood-

.based groups dedicated-to helping the very poor help themselves

to decent, livable housing, and out of poverty and dependence

into self-sufficiency.

Enterprise has distinguished Board of-Trustees drawn-

from business, government and-housing experts, including:

Lisle C. Carter, Jr. Former President, University
-of the District of Columbia

N. GuLdV1 Cosby -MInister, The churc o the
Savior, Washington, D.C.

Mathias J. DeVito Chairman-of the Board and.
Ptesident-i-The Rouse Company

Cushing N, Dolbea-re Former Pres~dent, The
National.-Low-lncome Housing
Coalition

Coy Eklund Former Chairman, Equitable
Life Assurance Society of
the United States

The Honorable John W. Former Secretary of HEW
Gardner . -

, . Samuel Gary Chairman, Gary-Williams

Oil Producer . -

W. H. Krome George Former Chairman, Aluminum

Company.of America

Ronald Grzywinski Chairman, Executive
Committee, South Shore Bank

• - of-Chicago

-3-



ErnestW. Hahn

Andrew Heiskell

Jing Lyman

The Honorable Robert S.
McNamara

Louis E. Martin"

Leeda Marting

The Honorable Charles
MCC. Mathias, Jr.

Milton J. Petrie

The Honorable Henry S. Re

James W. Rouse

Patricia T. Rouse

Andrew C..Sigler

Alexander B. Trowbridge

Raul Yzaguirre

Barry Zigas

F

-.4 -_

Y
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Chairman of the Board,
Ernest W. Hahn, Inc.-

Vice Chairman, The
Brookings-Institution

National Directpr, HUB'
Program for Womn's
Enterprise

Former President, The
World Bank

-Assistant Vice President-for
- Communications, Department
of University Relations,
Howard. university

General Partner,
Communication Ventures

U.S. Senator from -7
Maryland

Chairman, Petrie Stores
Corporation-,

uss Former Chairman, House
Committee on Banking,
Finance and Urban. Affairs;
Former Chairman, Joint
Economic Committee

Chairman, The Enterprise
Foundation,

Chairman,. The Ente rise
Development C pany -

Board Member, World-Times, Inc.,
Mediators Productions, Inc.

Chairman, Champion
International Corporation

.President, National
Association of Manufacturers

President, National Council
of La Raza

President, National Low
Income Housing Coalition
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The Foundation has raised over $25 million from

individuals, corporations and foundations to'support its work.

It is building from the bottom up -- at the neighborhood

level -- a national system to house the poor. -It is currently

operating in 24 cities with 54-non-profit neighborhood groups.

Enterprise helps these groups restore their communities by

rehabilitating substandard housing and by-providing human ser-

vices, such as job placement centers, health care facilities

and crime prevention units. _

-Enterprise works with nei9gborhoud yibup - e,

housing rehabilitation costs and forge partnerships with local

business, and city governments. It helps obtai.h 16w-rate

financing and provides small seed. money grants and low-ifiterest

loan' -- "linchpin" money -,to tie together other resources

into a housing rehabilitation package.

To cut housing rehabilitation costs, Enterprise formed th --

Rehabilitation Work Group, a panel of experts in every aspect

of housing rehabilitation. This pArt of the Foundation works

with the neighborhood groups to review systematically the

plans, processes anct budgets of housing projects-. We have

achieved a 20 to 40 percent reduction in rehabilitation costs

in most cities.,,

The Enterprise Social Investment Corporation ('EsIC") was

formed to bring in private investment and fund low-rate financ-

ing. for housin. the very poor. ESIC has developed program for.
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existing low-income housin% using tax incentives heretofore

.,largely neglected by non-profit groups, and'has tapped

corporate investments in-restoring non-profit sponsored housing,

rehabilitation for the very poor.

In all 'its efforts, the Foundation is developing new ways

to harness the creativity and disciplines of the free

enterprise system'to encourage the initiative and effort of

neighborhood groups'. --It is adapting self-help programs that'*

work in its'network of neighborhood groups and finding ways for

e-orpmlrat+ons--and-other-pri-vate-setr roups to rart i ciaiein

----rpens-bei mani-ful way.

Aiso, Enterprise is now working with a southern city to

establish a larger model of a city-wide public/private partner-

•ship.that will eliminate 'all unfit housing-in-hat city over a

period of 'lOyears.

There is A-further involvement of the private sector. The

Enterprise-Foundation h s-set up a wholly-owned for-pofit

taxable subsidiary, The Enterprise Development Company, which

works in inner city .commercial development, creating jobs,

spurring urban economic development and affording opportunity

fcr minority merchants. 'In its first four projects, festival

marketplaces located in the heart of Norfolk, Toledo, Flint and

Richmond, o'er 4,000 newjobs have be-ez created, more than a

third filled'by previously unemployed people and more than 48

new minority-oWned small businesses have been created. These

-6-
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projects have..attracted large crowds to downtown areas,

exceeded h'l! previous sales per square foot records in the

area, and directly contributed to new downtown development in

these citi-es. New projects are being completed in Battle Creek

and Baltimore and lre planned in'Philadelphia, Pittsburgh,

'Hartford, Orlando and other cities. All profits will flow back

to the Foundation and out to housing for the poor.

IV. CASE EXAMPLES OF IMPACT OF TAX REFORM-PROPOSALS

We are deeply concerned, however,. about the impact of the

Stax reform proposals -now before the Finance.Committee on the

rehabilitation of housing for the poor. Many of the Foundation

housing developments base thei-r financing structure upon the-

'use of existing low-income tax incentives, particularly Section

167(k) five-year amortization of qualified rehabilitation

costs. In all cases, private. resources, including limited

partner investment by corporations and individuals, mortgages

financed by banks, savings and loans, and insurance companies,

and second mortgages by The Enterprise Foundation or other

charitable organizations, comprise the bulk of the.financing.

Without the availability and use of the tax incentives.

which attract equity investors to provide approximately "20-25.

- percent of th, financing requirements, the rehabilitation could

not meet the needs of the poor. Nor would other private sector

resources be available on comparable terms, as the use of debt

instead of equity money in the-transaction, even if- aVailable,

would significantly increase the housing costs to the p9or._

- 1 _
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For instance, in apartnership formed between the non-

profit Cleveland Housinb Network and SOHIO to rehabilitate

low-income ousing, SOHIO will make an equity.investment which

will contribute to the rehabilitation costs and for which it

will receive, tax benefits. The City 6f.Cleveland will

contribute a corresponding amount of low-interest second mort-

gage money, and a local bank will provide the first mortgage.

The rehabilitated single-family houses 'ill rent for $180

per month during.the period of the 15-year partnership and may

be sold at the end of that.period to the low-income tenant,.as

currently allowed under Section 167(k).

The Clevelind Housing Network, as geheral partner, will

implement a. social service and advocacy program for the ten-

ants, including six-month- inspectic.isof the properties 'with

- the right to evict those who do not proj5rly maintain their.

houses. This .n6n-profit.coalition of nine'housing groups' is

making a major impact upon the pourest neighborhoods in

Cleveland.

Involvement of the-private sector is possible through the

raising of "equity money" in return for tax incentives

generated over the life of thejpartnership and through leverage

of this "equity money" to induce other bank or finanE{al'

institution participation. The example cited is One of many

now being entered into with major corporations. This, marks the

first time corporations have taken a direct role in

neighborhood housing for low-income families.

- 8 -



751

V. PROPOSAL FOR TARGETED USE OF EXISTING TAX INCENTIVES

We at The Enterprise Foundation and other sponsors and

-supporters of'urban and rural, revitalization efforts believe

that targeted-exceptions or incentives should be made part of

any tax reform legislation.

Cettain. provisons should be included in any new tax leg-

islation te preserve or create incentives for housing for the

very poor if they meet'narrowly-defined criteria, designed to

insure maximum cost-effectiveness relative to lost tax reve-.

nues. 'Accordingly,' we strongly'recommend-that existing.

low-income housing incentives be preserved for low-income

-rental rehabilitation or new coi-t-utIon-prjes--where_

syndication proceeds are used-either in the projec itself, or

for-new low-income rehabilitation or new construction projects. . -

In effect,' such criteria would allow tarteted tax

treatment for cost-effective projects largely financed by the.

private sector and consistent with national polij.' Thus, we

ask for projects meeting such criteria, the following:

a. \Retention-of the -five-year deduction (Section 167(k))
'

for. rehabilitatip expenses incurred in low-income

housing rehabilitation;

b. Retention of the "at risk" exception for low-income

bousing;,

-9-
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c. Retention of the'current accelerated depreciation

formula for low-incomehousing costs;

d.- Retention of preferential capital gains treatment for

low-income housing; ,

e. Retention of existing investment interest limit i.n

and alternative minimumtax treatment fo limited

partner investors who invest in low-inco housing;

f. Retention-of current deductions for construction_"

period interest and ties on low-income housigg

development.

I-. ANAtY-I--S- O_ HOUSE TAX REVI S I ON B I LL

Members of the-House Ways and Means Committee recognized

the need to keep tax incentives for low-income housing. In

1985 homeowners benefited from over $38 billion of tax savings,

primarily through mortgage interest deductions, while less than

$1 billion was used as-tax incentives for very low-income

rental housing. Furthemr-f e, direct Federil low-income housing

subsidies have been severely cut and the need for affordable

hQusing has greatly increased, while tax reform measures bring

the prospect, of severe rent increases or complete

unavailability of any affordable housing. The House Wayseand

'Means Committee acted to' encourage the efforts'of the private

sector in low-income housing rehabilitation and new

- 10 -



A 3

construction through continuing limited low-income tax

incentives.

However, due to the complexity of the multiplic-ity of tax

reform changes and the nature of low-income housing financing,

three major provisions of the House Bill make the low-income

tax incentive designated for housing the poorest largely

unusable.. First, the Minimum tax provisions classifying low-

income 'housing, along with other partner hip.losses as. tax pref-

erence items, make the sale of those., ses of marginal Value.

Low-income housing generates substanti l losses using acceler-

ated depreciation, the principal tax incentive provided by Con-

"greys, and has little or no cash flow ahd little property

appreciation. Thus, tax losses are its incentive value. The

proposed minimum tax provisions would,'in most cases, remove

.any incentive for the private sector to invest.

Secondly, since counmercial.financing is often unavailable

at rates which will make housing for the poorest affordable,

extention of the-at-risk rules to real estate "purchase money"

loans for low-income projects~would hurt the typical financing

structure for low-income housing partnerships. Furthermore

without the availability of favorable seller financing, most

existing-low-income property syndications cannot be. resold

without conversion to market rents, removing critically needed

supply from the very poor.

- 11 -
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Finally, in our, financings, like those of similar organi-

za~ionsi-homeownership is an important component of our reha-

bilitatiion and new construction programs. -Typically, at the

end of the lease or'rental period, working with ourneigh-

borhood groups, we will provide that responsible tenants may

assume ownership. The extend n fo_.reAL.estate depreciataionD.

lives and the increase in capital gains tax rates for donated

property increases the amount of taxes due on a sale of prop-

erty to the tenants or a donation to a charitable organizatiop,

and thus reduces any incentive 'or private investors to

particIpate such homeownership progr-ms.

A simple solution,to these and other technical dif-

ficulties, particularly in light of Congress' commendable

intentions of-eliminating tax 'abuses while also meeting a crit-

ical need in housing, is to quantify the current intended tax

incentive for low-income housing rehabilitation and new con-

struction, and provide it in the form of a refundableor non-

ref-undable tax -credit, much like the-rehabilitation tax credit.

In a simplified manner, through a tax credit, Congress can

directly target: what it intends -- removing the complexities

and inefficiencies of the tax law while encouraging tbe private'

sector to producelmore low-income housing.

-12 -
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VII. CONCLUSION

We strongly recommend that the Senate 'Finance Committee

either retain the current tax law-fot low-income housing tax

incentives or enact a targeted refundable or non-refundable tax

credit at the 20% rate, similar to-the proposed rehabilitation

tax credit-for historic buildings. We have enclosed certain

other specific recommendations on H.R. 3838's provisions

regarding low-income nousing proposed b-tLh'-1-aIonal 1

Income, Housi.ngCoalition, with which we concur.

Without this federal assistance, housing rehabilitation-or

new construction programs for the poor will proceed at a negli-

gible pace, and the current'housing crisis will worsen. Many,

including the Administration, recognize the problem, yet it is

hard for the private sector to assume the burden without any

help from the Federal Government. Working together through a

reasonable package of tax incentives, we can begin to deal-with

the huge task ahead -- meeting.the housing-needs of the very

poor-in a cost effective, sustainable manner.

Thank you.

- 13 -
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Comparison of Allowed Itemized 'Deductions and Taxable Income
by Family Size lnder Republican Alternative and 'ays and Means Bill

(ass, ing Total Itemized Deducti'ons are 30% of Adjusted Gros' I.coe) for 1987

Total
Income Itemized
-Level Deductiocn,

Family
Size

4

6

7

-47

4

5

6

7

4

5

6

6,000

6,000

6,000

6,000

7,500

7,500

7,500

7,500

9,000

9,000

9,000

9.000

10.500
10.500

10.500

12,000

12,000

12,000

12,000

Iteized Deductions Allowed
After Standard Deduction

W4sy & Means Republican
Bill Alternative

0

0

0

0

700

2"00

20,000

20,000

20,000

20,000

25,000

25,0Q-0

25,000

25,000

30,000

30,000

30,00

30.000

35.000

35.000

,00.0

35,000

40,000

40,000

40,000-

40,000

* 538

538

538

538

1,748

1,748

1,748

1,748

.2,958

2,958

2,958

2,958

4,167

4,167

4,167

4,167

5,304

5,304
5.
5,304

,5,304

Taxable Incoe

Ways 6 Means Republican
Bill Alternative

7,1200, 6.62

5,200 4.-862

3,200: 2,662

1.200 862

1-,,500 10,652

10,000 8,652

8,200 6,652

6,200 4,652

15,000 14,442

13,500 12,442

12,000 10,442

10,500 8,.442

18,500 18,233

17,000 16,233

15,500 14,233

1,000 12,233

22.000 22,0%

20,500 20,0%

19.000 18.096

17,500 16,096

/

i---

* 0

2,200

1 ,700

.1,200

700

3.700
3 7 00

2,700

2,200

5,200

4.,700

4.,200

3,700
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Compari-odn of Allowed tteied Deductions and Taxable Income
by Family Size Under Republican Alternat~,ve and Ways and Means Bill

(ass.ing Total, Itemized Deductions are 30% o'f Adjust-ed Gross Income) for 1987

Tot al
Income Itemized
Level Deductions

45,000

45,000

4 300

45,000

50,o09

50.000

50,00

50,P00

75 ,000

-75,000

75,000

100,000

100,000

100,000

100,000

13,500

13,500

13,500

13,500

15,600'

15,000

15,000

15000

22,500

22,500

22,500

22,500

30,000

30,000

30,000

30,000

Itemized Deductichs Allowed
After Standard Deduction

Ways & Means Republican
BLi Alt ernative

6,700 - 6,417

6,200 6,417

5,700- - 6,417

5,200 6,417

8.200 7,530

7,700, 7 .53'0

7,200 7,530

6,700 7,.530

15,700 .13,095

15,200 -13,095

14,700 - .13,095

14,200 13,095

,2.3 ,200 18.660

22,700 118,660

22,200 - 1,66.0O

21,700 18,660k-

Taxable-Income

Ways & Means Republican
3ill Alternative
--- --- ... .. . .. .. ..- _.

25,500

24,000

22,500

2f,000

29,000

27,500

76,000

24,500

46 .500

45,000

46 ,500

42,000

64,000

62,500

61,000

25,983

23,983

21,983

19,983

27,870

25,870

23.870

49,305
47,305

45,305

43,305

68,740

66 ,740

64,740

4

5

6

7

4

5-..

6

7

4

6

7

4

6

Family
Size

59.500 62,740
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Comparison of Allowed Itemized Deductions and Taxable income
by Family Size Cader Republican Arernaife and Ways and Means 3ill

(anuming Total Itmized Deductions are 30. of Adjusted Gross Incooe) for 1987

i.
rZ

Assumptions used in preparing. Ccparison-of Allowed' Iteized Deducti'ons and Taxable Income

-1. Total iteized deductions are 30% of adjusted gross inOme.

2. Total itemized deductions are divided i-nto the following cactetories:

461 Personal mortgage and consumer interest (20% of wh h, is assumed to
be non-orcjaje, non-educacional interest subject to the $1,004
cap under the Republican Alternative).

407. State and local taxes (10. of which is assumed to be sale's and
personal property .caxes which are not allovablsi as deductions
under the Republican Alternative).

8. Charitable contributions.

62 Other 4eductions.

3. The standard deduction assued fo the Ways atd Means ill (H.R. 3638)
is the 1987 amount of $4,800. The standard deduction assumed for the
Republican Alternative is the 19,6 amount of $4,600, unadjusted for inflation.

4,. The standard deduction-is -asumed to be $2,000 and is not adjusted as
rovided under the Republican Alternative for taxpayers with a marginal ,

tax rate greater' than 252. - -

1~
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Comparison of Allowed Icemized Deduct c[j,.and Taxable Incooe
by Family Size Under Re ubizran Aiternatve and 'Ways and Means Bll1

. assming Tota Itmized Deductions are 20% -,of Adiusted Gross income) f r 197

Italized Deductions A,'cwed
After Standard DeducLion

Family Income Item-zed Ways S Mear.s Re.ub ican
Size LeveI Deduct ions 3;11 Alt ernative

Taxable In c cne

Ways & Mear.s .apublican
Bill Alte-nativ.

4 30,000

5 . .30,000

6 30,000N

7 30,000

-4 35,000

S 35,000

6 3,5,000

7 35, 00

4 40,000

-5 40,000

6 40,000j:,7 40,000Y , < 45,000

5 '45,000

6 45.000

q 45,000

4 50,000

5 50,000

6 50,000

6,000

6,000

6,000

6,000

7,000

7,000

7 ,000

7,000

8-, 000

8,000

8. -,o CO

8,000

9,000

9,000

9,000

10,000

1o ,00

1. ~

7 503000 100.00

0 538

0 538

0 538

0 538

200'. 1,345

0 1 ,345

0 1,345

0 1 345

1,200 . 2,151

700 2,151

2 00 2,151

20 2,151

2,200 .,958

1,700 2,958

-I1,200 2,958.

700 2,958

3,20 3,764

2,700 3,'64

2,200 3,7654

L,700 3,764

-.i

. -J

17,200

15,200

13,200

11,200

22,000

20,200

18,200

16,200

26,000

24,500

23,000

2t-i 200

30,000

28,500

27 ,000

25,500

24,000.

32,500

31.000

16, 862

14,662

12,862

10, 62

21,055

19,055

1-,055

.15,055

25,249

23,249

-21,249

19,249

29,442

442

25.442

Z3,44

31 ,,36

31,636

29.635

27,636
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Comparisoa of Alloyed Itmized Deductions-and Taxable Itncome
by Family Size Under Republican Alte-native and Ways and means Bill

(assuming Total Itemized Deductions are 20: of Adjusted Gross Income) for 1987

TotaL
Income Itemized
Level Deductions

75,000 15,000

75,000 15,000

75,000 15,000

100 201,000
100,000 20,000

100,000 20,000

100,000 20,000

Iteniz.eo Deductions Allowed
After Standard educationn

ways & Means Republican
Bifl Alternative

-- -- -- -- .... .. --... .... ...

8,200

7,700

7,200

6,700
13.200

12,700

12.200

11.700

-7,530

7 ,330

7 ,536~

7,530

11,240

11,240

11,240

11,240

Taxable Income

Nays & Means RepubIican
Bill AIternstive

54,000

52,500'

51,000

4 9r500

74,000

72,500

?61-1000

69000

52,870

50; 87b

48,870

-76,1460 '

74,160

72,160

70,160

/

Fmily
Size

4

• 5

6

7

4

6

i,
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Comparison of Allowed lteized Deductions and Taxable Income
by Family Size Under Republi'can Alternative and Ways-and Means Bill

(assuming Total Itemized Deductions are 20% o(-Adjusced Gross Income' for 1967

Asstptions used in preparing Ccmpari'son of Allowed Itemized Deductions and Taxable Thc-ne

1. Total itemized deductions are 20. df-adjusted gr6ss incoe

2. Total itemized deductions are divided into the followi_,3 categories:

46? Personal mortgage and consumer interest (1'0 of which is ass='ed to
be non-mortgage, non-educational interest subject to the $1,000
cap under EhC Republican Alternative).

40% Sta an lnqcal taxes (10". of which, is assunee to be sales and
personal property taxes which are not allowable as deductions
under the Republican'Alternaive).

* 8? Charitable cortributio r.

6% Other deductions.

3. The standard deduction assned, for
is the 1987 a ount of $4,800. The
Republican Alternative is the 1986

the Ways and Means Bill (fl.R. 3838)
stAndard deduction assted for t?e

amount cf $4,600, Unadjusted for inflation.

4. The standard deduction is assumed to be $2,000 and isnot-adjusted as
provided under the Republican Alternative for taxpayers with a =.arginal
tax rate greater thin 25%; -

'fly

~.1

I.

/

-4
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Statement of 4 v Federal Managers Assoc.a..on
before the Senate Financeu mmittee

on Tax 'Retpr 
February 1986-

The Federa Managers Assoc a on strongjv oDposrs the
inclusion of tne" provision cnanqing the tax treatment ot t
ret .rement annuities- for Federal' emoJoyees. Members of
Congress, and their staffs in the Tax Reform .9, -

Sec. -1122 (c) of H.R. 3838, changes the tax status in theh
distribution of Federal retirement. annuities as of June 30,
1986. Because of this change, a significant number of
Federal workers in key positions, '.WORKERS W1o HAV7f NOT
PLANNFD TO RETIRE but are, eligible to retire, WI1., 14,AV.
GOVERNMENT SERVICE at the beginning of Jure.

The ,House Ways and Means -I'Committee _estimaXt a that this -
changewi 1 bring in S8 billion in revenue in the first- 5
years. T41 IS A SHORT-SIQC1TED APPROACH:

rn 12 years, the reQnues.frpm', this provsion will be
a tomplete wash., -The government will not have one

* cent of increased, revenue at- the *end of that time
period. !..

No one, has figured out how much itLwi: cost the
government to bay out retirement benefits to the
people who will leave premature.jy '.because of this
nrovis-on, n--how- much it wi]i cost-to replace the
people who leave. -

Under current 'law. the--4erment gets a very qood,
deal. Taxes are levied on income Which employees do'
not even begin to receive for decades. The government
has full use of th-se revenues throughout thatperiod

-and they are deposited. In the general fund. The
current - situation, then, is immediate- taxation on
deferred income. Wh ,je employees willingly accept
this immediate-taxati4V?&i -' r8r-teud income, we oppose
a further deferral on already*taxed dollars far beyond
retirement. .

.7 ' -

-IT-,
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The Federal Managers Association urges you to remove from
the Tax Reform Bill the provision that, can cause serious
-problems with the delivery of services In this country.

It is imporant to, nf6e that these people who will be forced.
to retire are, irimany instances, the tob talent at an
.agency'. They late the people with the expertise and.-.
experience necessary to run the government efficiently. We
cannot afford to let them'leave.

It has been estimated that we could lose up o 2" of our

Federal work force in one Mdnth:

Our National Defense could be compromJsea'.

-Mail delivery could be seridU'sly impaired.

Our Air, TraffIc Control system could be put, into chaos.

Social Securitychecks could be delayed.

Research projects in heat) and science areas could be
-in jeopardy.

- Te. eFMA polled its members regarding thJs provision and
found some interesting results:

39'24 sunervisors and managers. Dolled

2152 (55%) eligibe, to retire

599 (28%) WILL RPTIRE -.

In specific agencies, the numbers can run higher. In our
FAA Air'Traffic rontrol'Chapters, the results are:

823 polled

395 (48%) eligible t..retlre

224 (57%) WILL RETIRE "

We urge you to -consider carefully the consequences of this
change and to oppose its inclusion in the Senate's tax
reform legislation.

David W. Sanasack
Executive Director

I . P . . -
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WIRE FABRICATING COMPARY.NC. ..

P.O. BOX 4570.. 1015 W. KIRKLAND . NASHVJLLE, TN 37216 TELEPHONE 615/262-0471

February 6, 1986

Attn: Betty Scott-Boom
The Honorab e Robert Packwood.,
Chairman, Senate Committee on Finance -,

219 Russell Senate office Bldg.
Washington, D.C. 20510

Re: Tax Reform Bill H.R 3838

Chairman, Packwood

I understand that the Senate Finance Committee Is currently holding
hearings regarding tax reform bill'H.h. 383Q. I would like to submit to
your committee'my own comments regarding this bill and request that these
comment' be. included in-your hearing record.

I feel, that the House-passed version of'thls bill iaadverse to the growth
of Industry In this country and to decreasing unemployment. 1-urge the
Senate to focus Its attention on the more Pressing matters of the national
debt and trade deficit, and postpone tax reform for now.

I appreciate the opportunity to present Mycomments on this matter

Sincerely.,

President,, '

oC-.: Senot r-J lf, 'Sasser /
Senatdr. lbert Gore Jr.

" PaiiS in-H 7rtsi;' aind NdIshv/lln

V p

I
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STATEMENT OF
THE FINANCIAL ANALYSTS FEDERATION

SUBMITTED to _
COMMITTEE ON FINANCE
UNITED STATES SENATE

February 6, 1986

Introduction:

The Financial Analysts Federation is.the professional

organization for security analysts, investment managers

and others in the investment decision-making process,

with 15,600 members in the United States and Canada.

Members are directly and indirectly involved in the

investment of more than three trillion dollars.of US.

funds.,-, The Federation offices are-at 1633 Broadway, New

.York, NY 10019.. .The phone number is 212/957-2860.

This statement totihe Senate Committee on Finance has

been prepared by the Federation's Government Relations

Committee, which is chaired by Walter S. McConnell', CFA,

of'Houston, Texas. Mr. McConnell is a principal in the
investment counsel firm of Vaughan, Nelson, Scarborough,

and McConnei'l, Inc-i- He is a'past chairman of the

Financial Analysts Federation.

The Federation appreciates the opportunity to partici-

'pate in the deliberations of the Finance Committee by

submitting the comments below. undreds of the Fede r-

ation's members specialize in--e analysis of specific

industries such as machinery, chemicals, health care and

office automation. If the Committee on Finance would
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care to discuss the impact of any part of the proposed

legislation on a particular industry with these special-

ists, we would be glad to make the arrangements. Such

specialists, we believe, would be among your most know-

ledgeable and objective sources of information.

The focuaof our statement is on capital formation. AS

much as any other factor, the, capital formation process

will determine the long-term growth of the economy, the

rate of job creation, our success in controlling infla-

tion and our ability to compete with foreign producers

in both-overseas and domestic markets.

The different proposals ;to change the tax code'now being,

considered would have a varying impact on capital for-

mation. ower tax rates on individual and business

incomes and especially on capital gains would influence
saving bnd investment in a positive way. Lower rates

should improve the efficiency of tht process, moreover,

as investments are made-mote for economic reasons and

less for tax reasons. 'Onlthe other haiid,elimination of

the investment tax cred-i and a slowing in the rate of

4epreciation-Wit'e-QJf s 'ould reduce returns on In-

vestment and limit the Aow of funds generated inter-

naily by business. The net effect on capital formation

necessarily will depend on the mix of proposalsfinally

adopted.' /
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Capital Gains:

Further we consider it particularly-impor-tnt-'that .the'
0

tax rate.o. cpitaf aa[ns-be--urt~er reduced. A tax

differential on capital gains increases the rewards for

entrepreneurship and risk taking - and it is risk

investment that will best stimulate groh and enable us

.-to compete with the Germans and3apanese as ell as with

South Korea and the other low-wage, emerging industrial

nations of the Pacific Basin.

Venture capital investment has expanded sharply since

the maximum tax rate on capital gains was cut to 28% in

1978 (from 49%) and to 20% in 1982. According to Ven-

ture Economics; the net volume of new private capital

committed to venture-capita.l firms rose to an average of

$1.9 billion'a year in 1978-84,from only $53 millions in

1971-77. Part of this increase came from the easing of

pension-trugt investment rules in 1979. At the same

time, though, capital commitments by domestic taxabie

accounts (individuals andfTailies, corporations, and

insurance companies),averaged $735 million a year in -

1979-84, or 14 times the total funds from all sources in

the 1971-77 period before tax rates were reduced --- e- -

cause lower taxes increase the potential'reward frOm

1. Reported in Workbook of Fourth Annual Govern-
ment-B4siness Forum on Small Business'Capital Formation,
Securities and Exchange Comrission, September 1985.
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investment, there is every reason to think '.hat invest-

ment would rise further if the tax rate on capital gains

were reduced again.

A lowering of capital gains taxes, also would improve the

mobility of capital through the "unlocking" effect on

investments held at low cost. This would facilitate-the

flow of funds tb the fastest-growing areas of the eco-

nomy, which is an essential function of a free market.

Another consideration is that a majority of our major,

industriala' trading partners do not tax capital gains.2

Of ten leading industrial countries, Japan, West 'Germany,

Italy, Belgium, The Netherlands and Australia have no

effective tax on this form of income. Long-term capital
gains are taxed at lower rates than ours in France and

-Canada and at higher rates only in the United Kingdom

and S weden.. This difference in treatment m~y well

'tranrplate into a long-term compe itive disadvantage for

US. companies and workers,.parti-cularly in high-risk.

businesses.

Meanwhile, a reduction in capitalgains rates should not-

have to be "paid for" through a loss of revenues to the

treasury. In 1978 the Treasury estimated that the pro-

2. Comparison of Individual Taxation of Long and Short
Term Capital Gains on Portfolio Stock-In-vetents and.
Dlvidend and Interest Income in Eleven Countries. New
York, Securities Industry Association and Arthur
Andersen , Cck., June 1983.

I
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posed reduction in rates would reduce revenues by seve-

ral billion dollars,. In practice, revenues from capi-

tal-gains taxes rose from $8.1 billion in 1977 to $12.9

billion in 1982, as a doubling of realized gains more

than offset a decline in the effective tbx-f --rate. re-

liminary indications are that'revenues rose by a mean-

ingful further amount in 1983.

Tax rates cannot, of course, be reduced again and again.

without eventually having a negative effect on receipts,

but-the experience since 1978 indicates that revenues
'I

are at least as likely to go up as to go down if the tax

rate bn capital gains is -reduced from,20%to 17.5%. In

contrast to'its position in 1978, the Treasury has esti-

mated that suh a rate reduction would be approximately

revenue neutral. A recent study by the National Butkau

;pf Economic Research, meanwhile, suggests that maximum

revenues would be generated with the top taxi rate on
4

capital gains below the current 20% 'leVel.

Reduced Tax Rates on-Individuals and Corporations:

we alst support the proposedreduction in basic tax

rates for individuals and corporations. For indivi-

3. Capital Gains i' Aljusted Growth income, Total Cap-
'tial Gains and the Effective Tax Rateon Capit 1 Gains
(1954-1982) for Returns with NtCapital Gains. Wash-/
ing ton, D.C., Office of the Secretary,f the Treasury,
Office of Tax Analysis, March 5, 1985.

4. Estimating the Revenue - Maximizing Top Pers nal Tax
Rate. National Bureau of Economic Research working Paper.
U67-1761, Lawrence Lindsey, Cambridge, Mass, 1980.
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6

duals, lower tax rates - and especially lower marginal

tax rates - would encourage work, savings and invest-

ment. Lower rates also would reduce the incentives for

tax avoidance and uneconomic allocation of resources.

Because of these special effects, a reduction in basic

rates would have more beneficial influence on capital

formation than would an increase in personal exemptions.

For corporations, lower rates would improve returns and

therefore make new investment more attractive.

Retirement Plans:

The provision for individual retirement accounts (IRAs)

begun in 1975 has been quite successful, with this pool

of investment funds now amounting to $197 billion.5 A

substantial portion of these funds, moreover, apparently

represents "new" savings as opposed to money that would

have been saved in another form.6 This program also

serves a valuable social purpose by making retirees less

dependent on public assistance. The proposal to expand

the "spousal" contribution extends both of these bene-

fits and we support this proposal. On the other hand,

the proposed limitation on 401 (k) contributions would

restrict the availablity of investment funds. Although

5. Estimate for December 31, 1985 by Investment Company
I"titute, Washington, D.C.

6. IRAS: The People's Choice: A National Survey of
Individual Retirement Account Investment Practices and
Preferences. Washington, D.C., The Research Department,
Investment Company Institute, February 28, 1985, pages
46-49.
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the sums involved are small, we consider this a step

backward insofar as capital formation is concerned.

Capital Cost Recovery:

We have mixed views regarding the proposals to eliminate

the investment tax credit and make depreciation write-

offs less generous. we recognize that these changes

would generate large volumes of revenues to be used to

finance tax reductions in other parts of the code. We

also agree that lowering business tax rates is prefer-

able to subsidizing particular industries (through such

devices as the investment credit) since this would re-

lieve Congress of the task of setting industrial policy.

On the other hand, we question the wisdom of shifting a

major portion of the tax burden from individuals to

business. In theory, the increase in taxes will be

passed back to individuals - through higher prices,

lower wages or reduced returns to- shareholders. The

mechanism is complicated, however, by the growing impor-

tance of foreign producers in the market place.7 Equip-

ment write-offs already are faster in most other indus-

trial economies, and the proposed lengthening of the

write-off period for domestic companies would worsen

7. Study of the Relationship Between LiberalitX of Tax
Write-of? Provision and Certain measures Related to the
Rate of Capital Investment. New York, The Financial
Analysts Federation, January 1980.
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this competitive disadvantage. Given the fragile state

of the basic industry portion of our economy, we suggest

that depreciation write-offs be curtailed by a smaller

amount than is currently being proposed.
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Revised

Capital Gains In Adjusted Gross Income, Total Capital Gains
and the Effective Tax Rate on Capital Gains (1954-1982)

for Returns with Net Capital Gains

: Gains in FKtT'i-atd E std-' -i-m-ated
adjusted : Excluded Total taxes paid effective

Calendar gross gains I/ gains -on capital tax
years income gains : rate

_ ".__: o -. incomee
.................... $ miflT oT.............pret

1954
1955

1956
1957
1958
1959
1960

1961
1962
1963
1964
1965

1966
1967
1968
1969
1970

1971
197.1
1973'
1974'
1975

1976'
1977
1978
1979
1980
1981
1982

3,732
5,126

4,991
4,128
4,879
6,797
6,004

8,291
6,821
7,468
8,909

11,069

10,960
14,594
18,854
16,078
10,656

14,559
18,397
18,201
15,378
15,799

20,207
23,363
26,232
31,331
32,723
34,713
38,514

3,425
4,755

4,692
3,982
4,561
6,340
5,743

7,710
6,630
7,111
8,522

10,415

10,388
12,941
16,753
15,361
10,192

13,782
17,472
17,556
14, 839
15,104

19,285
21,974
24,294
42,112
41,859
46,225
51,639

7, 157
9,881

9,683
8,110
9,440

13,137
11,747

16,001
13,451
14,579
17,431
21,484

21, 348
27,535
35,607
31,439
20,848

28, 341
35,869
35, 757
30,217
30,903

39,492
45, 337
50,526
73,443
74,582
80,938
90,153

1,010
1,465

1,402
1,115
1,309
1,920
1,687

2,481
1,954
2,14
2,4b-
3,003

2,905
4,112
5,943
5,275
3,161

4,350
5,708
5,366
4,253
4,535

6,621
8,104
9,349

11,669
12,459
12,684
12,900

14.11
14.83

14.48
13.75
13.87
14.62
14.36

15.51
4.53
4. 70

14.24
13.98

13.61
14.93
16.69
16.78
15.16

15.35
15.91
15.01
14.07
14.67

16.77
17.88
18.50
15.89
16.71
1-5.67
14.31

Of'f-ice-of the Secretaur of the Treasury Mah-5, 19-85
Office of Tax Analysis

l/ 1954-1977: One-half of (net long-term gains - net short-term loss) for
those with net gains.

*The excluded gains are estimated.

(Form 60)
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Profit sharing programs ate multi-motivational because they
focas the attention of all on i onn target - -ncreased
proftts - and then Iewatd all factors of production with ptii-t
palt inpat ion. The rewards of higher p, 'fits and the penat re;
of low proftts ate snared proportloately by all Contrib,,'t::,4
factors.

profit sharing plans definitely assist as in out national juc~t
for greater ptoduct ivity and non-f at rnary dist buttu,. it
the frults of out labor. Pt! :t shaing plans sat:sfy
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aoipotat' efficrency and a . flexible ieward mehanism t., hat-
efficency goals.
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X F 3 _ A1K k r

Established in 1920, Flint Ink Corporation, with its Corporate
Headquarters in Detroit, Michigan is the nation's leading
manufacturer of newspaper inks and a leading producer of inks
for commercial, publication, forms and packaging printing. The
corporation operates plants in thirty-five locations across the
United States and Mexico and employs more than ,200 people.

INK DIVISION

Atlanta, Georgia
Chicago, Illinois
Cleveland, Ohio
Dallas, Texas
Denver, Colorado
Detroit, Michigan
Hayward, California (San Francisco)
Houston, Texas
Indianapolis, Indiana
Jacksonville, Florida
Kansas City, Missouri
Los Angeles, California
Lodi, New Jersey (N.Y. City Area)
Miami, Florida
Minneapolis, Minnesota
New Orleans, Louisiana
Orlando, Florida
Portland, Oregon
Providence, Rhode Island
Richmond, Virginia
South Brunswick, New Jersey

GRAVURE INK DIVISION

Chicago, Illinois
New Albany, Indiana
Spartanburg, S. Carolina

INTERNATIONAL DIVISION

Miami, Florida
Mexico City, Mexico

CHROMATIC COLOR CORPORATION

Elizabethtown, Kentucky

CAL/INK DIVISION

Berkeley, California
Denver, Colorado
Honolulu, Wawaii
Los Angeles, California
Phoenix, Arizona
Portland, Oregon
Salt Lake City, Utah
Seattle, Washington
Spokane, Washington

CORPORATE HEADQUARTERS - 25111 GLENDALE AVENUE - DETROIT, MICHIGAN 48239-268g
Telephone 13131 538 5800 Tele, 23 1133
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F R D H A M U N I V E R S I T Y

January 30, lQR6

Senator Pobert Packwood
Chairman
U.S. Senate finance Committee
U.S. Senate
Washinoton, P.C.

Dear Senator Packwooe:

I would like to submit the attached as written testimony
before the Finance Committee on the revised tax bill. Several
provisions of the louse bill, unlike Treasury 1, will have a
disastrous and discriminatory imoact of college and university
teachers, and should he changed in any new legislation.

- unlike businesses, employees of non-profit institutions
are ineligible for 4nl k referred contributions to pensions.

-the one percent exclusion on business expenses hits
particularly hard on college professors. whose employers routinely
do not reimburse faculty employees for important businness expenses
such as stationary, research travel and copying costs, attending
conventions when not delivering a paper etc. Most commercial enterprises
would cover a lot of this as employer expense and pass it on to
the government and the consumer. Non-profit institutions,which cannot,exnect
their employees to nay some of the costs for performing their
expected duties.

-although the bill is supposed to be revenue neutral for the
government, it is certainly not revenue neutral to one class of taxpayers,
two-income professional married couples in the ro-sn,l00 ranqe. These
people will suffer greatly increased rates, while the poorer and richer
taxpayer will be protected. If they come from a high tax state such as h'ew
York, the impact is greatly magnified by the new bill.

- the federal government has already singled out college professors
for unusual and special treatment. Professors at private institutions are
forbidden to form unions under the protection of the 'IL

P
P. They are among

the few Americans excluded from the right to continue working past 7o.
If we cannot bargain for our wages, nor continue working in our old age,
please make sure we get a fair tax rate on salary anrl the chance to save
some of it for our old age.

-professors are already greatly underpaid compared to doctors and
lawyers. How are we going to keep top people on the job to educate our
chilren to the required high standards?

Sincerely,

rbger Wines

Professor of History
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STATEMENT
OFFERED IN TESTIMONY TO THE SENATE FINANCE COMMITTEE

ON NEW TAX LEGISLATION

Dr. Roger Wines
History Department January 30, 1986
Fordham Uni,arsity
Bronx NY 10458
212 579 2278

Negative Effect of Tax Reform on College Teachers

QUALIFICATIONS : Professor of History at Fordham University, 1959-date.
Vice President of Faculty Senate, Chairman, Faculty Handbook & Statutes
Committee at Fordham, former member American Association of
University Professors national Board, as well as N.Y. State Board .

MAJOR PROBLEM AREAS IN HOUSE BILL: The following have an unfairly harsh
impact on college professors and should be reconsidered as policy:

- discriminatory treatment in 401 k deferred income for pensions,
for employees of non-profit institutions, as opposed to business

- impact of one per cent exclusion on employee business expensesdamaging to research activities and professional activities of professors,
who have to pay fo.- b:,si-ess costs personally, which business employers
usually assume. -

- taxation of graduate and professional school tuition remission
to dependents of college faculty members (since July 1, 1985).

- this supposedly revenue neutral bill is not tax neutral to one
class of taxpayers, two-income professional families with a joint income
in the 50,000-80,000 dollar range. Their taxes are disproportionally
raised. If they come from a high income tax state with a lot of social
problems like New York, the impact is greatly increased if tax reduction
for state and local taxes is also dropped.

- the federal government has already singled college professors atprivate institutions out for special treatment. The SupremeCourt ruled that
they may not forn unions with the protections of the NLRB. Congress
provided that unlike most Americans, they do not have the right to continue
working beyond age 70.

-if college professors cannot bargain for higher salaries, or work
in their old age, let us at least provide them with the chance to pay
a fair share ef taxes and to establish a decent pension, using deferred
pension plans such as TIAA and/or IRA's. You know what doctors and lawyers
earn, compared to professors. How will we continue to attract the bright
young faculty we need to insure the education of tomorrow's America?
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ELUCIDATION OF POINTS OF TESTIMONY

1. Deferred Pension Contributions: I refer you to the testimony to be
submitted by the Teachers Insurance and Annuity Association (TIAA).
This industry-wide pension system was founded as a philanthropic gesture
by Andrew Carnegie, to help provide career security for college teachers,
and enable our best minds to devote a lifetime career to the profession.
Congress should consider following the same policy in 1986. The Senate
led by Senator Javits, used TIMu and its experience as a model in consIdering
federal pension legislation.

It is ironic tha'tax deferred pension contributions were originated
for the benefit of employees at non-profit educational and other useful
institutions, which could not pass pension costs on in the form of tax
deductions to the government or fee increases to consumers. Later
the 401 k extended this to business. Now it is proposed to keep the
deferral of pension income for business, but to cut the non-profit
institutions out of eligibility.

Professors generally earn a great deal less over a lifetime career than
peers with other comparably demanding careers. A deferred pension is much
more important for a professor at a non-profit institution than for a
business man, and because of the way in which professors move from one
institution to another in the course of a career, it is essential that
an industry-wide non-profit pension plan such as TIAA be granted the same
tax position as other pension plans will enjoy.

Professors at non-profit institutions do not have the protection which
those at large public universities, with strong unions and public pension
plans, enjoy.

I urge that Congress allow TIAA to retain the position which it has
enjoyed under past and existing tax laws, if necessary as a special
exception in the act.

2. Professors and Exclusion of Employee Business Expenses:

Business employees are usually provided by their employer with the
necessary small tools and materials for work, as well as full reimbursement
for business travel. Professors are not, and have to lay out considerable
sums from their own pocket, in the performance of their expected duties.It
should be noted that the job descriptions of college professors, and I
cite my own statutes at Fordham University as an example, actually require
that professors do much more than teach classes; they are expected to
subscribe to expensive professional journals, buy professional books,
pay dues in professional societies, travel to do research and to go to
educational or professional meetings, and in amny cases to pay for some
materials and supplies used in their research. Only a small part of this
is usually reimbursed or provided by foundation or government grants. Most
of it is borne directly by the faculty member as a condition of employment.
"Publish or Perish" is no idle saying to a faculty member seeking tenure
or advancement in his or her career.

At Fordham, for example, professors who travel to a professional
meeting are reimbursed by their employer only if they are giving a paper,
recruiting or are an officer of the organization, or a representative of
Fordham University. Most professors who attend one or several meetings each
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year have to pay all or most of that cost. Last year I had to make
trips to Washington D.C. to use the National Archives for Historical
Research. As had frequently been the case in past years, I was not
reimbursed for train, taxi, hotel, meal and xeroxing expenses. We are
not talking about big-time spenders or three martini lunches. I ate in
cafeterias and stayed at modest hotels.

As an historian, I have to pay for cost of books, professional
journals, stationary used in research, xeroxing and microfilming research
documents at libraries and archives, and occasional major expenses such as
this typewriter, a camera etc.

Since my non-profit employer has no funds to pay for all this,
nor can the employer pass on costs via tax deductions like a business,
and since Fordham is competing with very cheap public colleges for students,
I have to pay for such expenses, which might total up to 900-1500 dollars
a year out of pocket. My only hope of recovering something is by legitimately
deducting them as business expenses. If you are not putting o one percent
exclusion on General Motors , why should %,u put it on me?

I do not vend ter, or twenty per cent on employee business expenses,
the first one per cent counts. If we were talking LrQAsur Iwith no deductions
for anyone, it would be a different story. But why discourage research
and scholarship with a tax proposal focused in just this way?

I urge the Senate to reconsider a one per cent exclusion of business
expenses incurred by employees in the performance of their assigned
duties, so that they will receive comparable treatment with independent
contractors or businesses.

3. Taxation of Tuition Benefits for Professors' Dependents and Professors

In general we have defined education at all levels as a public good
and a goal to be furthered by encouragement of private contributions and
expenditure of vast sums by federal state and local governments. It runs
counter to this policy to place a tax on educational scholarships provided
by educational' institutions for employees, and their dependents. Up until
1985 these were always tax-free, ano s4nce t;en some have been taxed. The
law should not tax:

- a professor seeking to acquire new skills or to retool in a
different field

- his spouse, who is returning to a work career after several years
of raising children, and who needs additional education

- a professor children who have met the academic qualifications for
admission to a professional or graduate school

and yet the 1985 tax changes have had this effect. Persons who previously
received scholarship benefits because of dependent status now have to compete
with other candidates for scarce scholarship resources, and incur federally
subsidized student loans to pay their parents income taxes.
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[his was a tax "reform" zhat discourages education and costs the government
money. People at private, non-profit institutions who would benefit from
this provision are a very small group. The government gains in the long
run from the higher lifetime salaries paid by professionals with additional
education.

Moreover it makes little sense to exempt undergraduate education and education
at private academies, and then tax graduate and professional tuition remission.

Among the anomalies produced by the law let me suggest one:

At Fordham, nephews and nieces of Jesuit faculty members, who are not
tax-dependents, receive tax exempt scholarships to professional and graduate
school. Children of lay faculty members do not.

I urge the Senate to encourage scholarship aid to students from
whatever private sector source may wish to contribute such aid. Please
remove from the new tax law any provision taxing educational benefits for
employees and dependents.

4. Impact of New Tax Bill on Two-Income Professional Families:

Granted that everyone's situation in income and taxation is different,
it is not uncommon today to find two income families on college faculties.
The social demands of trying to live an upper middle class lifestyle
on a lower middle class salary, and the deep desire of educated people to
insure a comparable level of education for their own children, as well as
the lower salaries generally paid to college faculty at private institutions
often compel spouses to work.

The proposed revenue neutral tax law is not taxation neutral for
one class of taxpayers. While plus or minuses of a few hundred dollars
affect most classes of taxpayers, there would be a rery large impact on
two-income professional families jointly earning between 50,000-80,000
per year. I urge you to adjust tax rates or deductions to make tax
changes in that bracket comparable to those made for the other poorer
or richer taxpayer.

5. Additional Impact of Elimination of State/Local Tax Exemption

Although a separate issue, there are many private colleges in states
such as New York which have extraordinary social welfare expenses and
crime control expenses, many of them resulting from a failure of the
federal government to enforce its own laws on drugs, crime and immigration.
The local taxpayer, including the college professor has to pay a large
share of the social costs, in income and property tax, making living
costs much higher than in other areas of the country. Until federal
enforcement becomes effective, or the federal government starts assuming
rather than shedding social costs, it should not penalize taxpayers of
states which have to take care of the problems, by taxing those same state
taxes twice. 1A -

Respectfully submitted, Roger Wines January 30, 1986
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This is to testify on the catastrophe that capping TDA

contributions to 403b and 415 plans at only $7,000 would entail

for female employees of colleges and universities, especially

single parents.

The uniform cap of $7,000 makes no distinction between

those who have an adequate employer financed retirement system

and those who do not. It ignores the need for follow-up measures

such as requiring employers to fund adequate pension plans

and/or voiding state laws which exclude tenured professors

from the protection of bans on mandatory retirement.

403b plans were created to put employees in the non-profit

sector into parity with the private sector and are not at all

comparable to 401k plans. TIAA was created by Andrew Carnegie

in 1918 to attract and retain good people in college teaching.

It has been tax exempt since 1920. CREF was created in 1952

and has been tax exempt since 1953. Both plans exist because

many non-profit institutions are unable to fund adequate retire-

ment plans for their employees. Even within the non-profit

sector there are great differences in the ability and willingness

of employers to fund adequate retirement plans. Public colleges

and universities offer pension plans, often generous, paid for

by the taxpayer. Private colleges and universities vary widely.

Dartmouth College, for example, contributes 17% of faculty

salary to TIAA-CREF# but Fordham University contributes only 5%.

Employees of Fordham and of similar institutions therefore,

must finance their own pension plans. Reducing their ability
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to do zo, by restricting TDA contributions, condemns them to

an old age of poverty.

Female employees, especially single parents, are particularly

hard-hit. Women's career cycles are different than men's.

Many, if not most, academic women start theiT- careers late for

a variety of reasons. Hence they have fewer years in which

to accumulate retirement credits. Moreover, Since promotion

tends to be slower for women, it takes them longer to reach a

salary level at which they can afford to save.

ny own case is more dramatic than most, but it i siot

atypical in its basic pattern--a woran ..ho never e;,:rected to

work finding herself the sle s:Lplort of herself and her

children.

I was born and grew up in the South Bronx. My parents

were very poor. A 'Cinderella' marriage turned into a nightmare

and I escaped, quite literally, eight months pregnant, from the

foreign country where my then-huaband and I were living. Deter-

mined not to go on welfare, I lived with my parents in the Eronx,

got my degree and my first job. By then I was over 30. My former

husband has not paid one cent of child support since our daughter

was born (she is now sixteen years old) even though he is a

millioniare. (He resides outside U.S. jurisdiction). After

sixteen years of struggle and sacrifice, I managed to reach a

middle income salary and also to build a national reputation

in my field. Now, just as I can begin saving for retirement,

tax 'reform' pulls the rug out from under me and condemns me

to an old age of poverty by destroying my ability to accumulate
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retireenn'L f UIiLS.

if thu Senate cinanco -drt m, ('€)I]¢t interview academic

WoiAPO¢n noui it 11litlll- ( th"Y I ML"'y \/I.Id J iltl d lT. cases where tie

ability to 'catcI-u,>' oni rctirmmnc(nL coutributiorns is Crucial.

Tax de f ,i-t .IIIIi i i (';; , 1- t Ij t( .: I. Y W,,y I tk lU, r r iCO I.e0 ple

can save for retirement, Ixctuon taxe(r on unmarried people are

so high. 'rut.!, the liotirce Tax 1IuEorw' :i3l1 lowers Lax rates

but it also lovers thresholds. 'Te thresholds for unmarried

people are set so low that those in the middle-income brackets

will not enjoy a net decrease in tax liability. The definitions

of 'middle-income' and 'upper-income' for unmarried people

are totally unrelated to the actual co.ct of living.

The childless sinIle enters the 25 ' bracket at .:12,500

which is most definitely not riddle ircotme in hiuih cost areas

of the nation. She enters the 35., bracket at $30,000 which is

not upper incor Le on the East or , ost coast.

The single head of household itz ir an even worse position,

for she faces the huge expense of raising a child om only one

salary (very few receive child support from their ex-husbands)

as compared to the inarried couple's two salaries, or potential

of a second income if needed. The single mother does not get a

discount on food, housing, clothing or tuition for her children,

yet she enters the 25: b;racket at an iricome of only $16,000 a

compared with $22,5000 for a married couple with virtually iden-

tical expenses. She enters the 35'. bracket at an income of only

$34,000 as compared to $43,000 for the married couple. Bearing

alone the expense of raising and educating children, the single
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mother will have no discretionary income for saving until her

children are grown, but at that point (and by then she may be

age 50), she falls into an even higher tax category and again

cannot save, unless contributions to a retirement plan are tax

deferred.

Recent proposals to limit the $2,000 personal exemption

to the first two brackets impact unfairly on unx~arried people

because of the unrealistically low levels at which they reach

the highest bracket. State and city taxes compound the injustice.

Thus, for unmarried women, limiting TDAs has a double

whammy. Their retirement plans are destroyed while their

taxable income is increased and the additional taxable income

brings them into the next bracket, if they are not there already.

This, of course, means that they are unable to accumulate any

personal savings. Women who do not own their own homes will

not have enough retirement income to pay the rent in a safe

neighborhood; at the very age at which they are most vulnerable

to violent crime, they will have to move to a dangerous slum.

Surely a tax reformt which allows the rich to deduct

mortge interest and local property taxes on their second home

and finds room to accomodate all sorts of special business inter-

ests, can find a way to save the present teacher retirement system

rather than condemn women who have worked their way out of

poverty to a return to poverty in their old age.
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STATEMENT TO
United States Senate
Committee on Finance

By
John H. Bowen, M.D.

President, Forest Farmers Association
February 10, 1986

Mr. Chairman, committee members, my name is John Bowen, a private
timberland owner from Maryville, Tennessee, and president of Forest Farmers
Association, an organization representing private timberland owners in the
southeastern United States.

My testimony ig directed toward the Tax Retorm Bill (H.R. 3838) and its
adverse effects on the private timberland owner in the South.

Private growers hold 70 percent of the southern timberlands. Members of
Forest Farmers Association own or manage some 40 million acres, and we sup-
port the Congress' effort to overhaul the tax code to make it simple and
fair. But for timber growers, this tax proposal is neither fair or simple.
It will, in fact, return our nation's timber resource to the pre-1944 years
when we saw an alarming decline in timber inventory. Conservation, reforesta-
tion and timber management were not being practiced. In 1944 amendments to
the tax code provided for timber capital gains treatment. With that economic
incentive, owners were encouraged to invest in capital improvements and to
increase management of timberlands. During the years preceding 1944 the
United States' timber growing stock had been in a steady decline. After 1944
it began a slow but steady recovery. Now new studies indicate that demand
has outpaced growth in many areas and our growing stock is dropping. With
the House tax bill we face the added threat of legislation that will discour-
age tree planting and scientific forest management.

Capital Gains. I mention capital gains first since it was the legisla-
tion that turned forestry around in 1944. It takes a born optimist to
establish and manage a stand of timber knowing that it will take from 25 to
50 years before he will have an opportunity to recover his investment. Dur-
ing that period the grower will be at the mercy of fire, insects, disease,
ice, wind and a host of other factors, any of which could wipe out his invest-
ment overnight. The House bill would eliminate capital gains treatment for
the corporate timberland owner who practices this type of intensive manage-
ment. Forestry corporations who planted and protected their forest in good
faith, expecting fair tax treatment at harvest time would have been better
off if they had sold their lands and purchased stocks and bonds and been able
to receive capital gains under the new proposal. According to a leading
forest economist, the House bill will reduce the value of corporate assets by
25 to 30 percent because the maximum tax rate will go from 28 to 36 percent.
Higher taxes will cause a substantial drop in return on investment causing
fewer capital improvements and reducing the ability of U. S. forest companies
to compete with foreign markets. This will cause the private timberland
owner to suffer in the long run as his markets for wood diminish.
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Reforestation Incentives. The House bill would eliminate the amortiza-
tLion deduction and investment tax credit for reforestation expenses. These
incentives have motivated the small timberland owner, the people who own the
majority of timberland in the South, and who are the hardest to encourage ta
plant and protect their forests. Such incentives have been successful be-
cause under them forest farmers receive an immediate credit on their federal
income taxes.

Capitalization of Management Cost s. Under present law, a timber grower
must capitalize the cost of establishing a stand. Included are such activi-
ties as site preparation and planting. He is then allowed to deduct annually
the costs of maintaining a forest such as timber management, fire and disease
control, ad valorem taxes and interest on loans. Under the House hill, all
of these costs would be capitalized over a 30 to 40 year period for large
timberland owners and over five years for those owning 50,000 acres of less.
Those who capitalize annual expenses would have to adjust these costs
annually for inflation for each tract and species.

In addition, as the House bill is presently structured, any company or
individual owning timberland and having debt would have the interest on that
debt considered "construction period" interest attributable to the timber,
thus having to be capitalized. It would appear obvious that any individual
or company having an appreciable amount of debt would be forced to sell any
timberlands owned.

Potential impact of H.R. 3838 is obvious. The business of growing trees
and manufacturing products from wood raw material has a tremendous effect on
the nation's economy, but if you double the tax on timber this will cut re-
turn on investment at least in half, resulting In ill-managed forest land.
Timber is too important to the economy and balance of trade to let this
happen. In the South alone timber is the top value agricultural crop in
seven states. The payrolls from manufacturing in forest industries rank
either first or second in half of the southern states.

Our members would like for the current taw law to prevail. To receive
capital gains provisions just like any other capital investment, to be able
to charge oft annual timber management expenses (interest, taxes, maintenance
costs, etc.) each year and to be able to amortize reforestation expenses over
seven years. The tax laws in the past have helped to preserve our natural
resource -- trees.
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FURMAN UNIVERSITY
N, .1 , ll H I ! SN , ,I IN N

February 17, 1986

Senate Finance Committee
Senate Dirksen Office Building
Washington, D. C. 20510

Gentlemen:

We at Furman University are adamantly opposed to any changes in

the tax-deferred annuity [403(b)] plans. The proposed changes by HR 3838

threaten the retirement income of our University's employees.

Tax-deferred annuities give many of our middle and lower-income

employees a vehicle with which to save for retirement. This opportunity

makes them less dependent on government-sponsored retirement programs

and, therefore, should assist the government in its effort to reduce

expenses. Thank yoj for your support in this matter.

Sincerely,

John E. Johns
President

JEJ/de
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off iWe of Ihc I'rcsidtlti
5315-2. i- 2187

Grinnel college
V.. Iox$ 805
(;rhimel. to~vva 1,0)112.(0810

February 14, 1986

The Committee on Finance
U.S. Senate
Room SD-219
Senate Dirksen Office Building
Washington, D.C. 20510

Dear Members of the Committee:

As President of Grinnell Colleqe, a private coeducational

liberal-arts college enrollinq 1,240 students from all parts of the

U.S. and 25 other countries, I am writinQ to urge you as strongly as I

can to continue the tax exempt status accorded for so many years to

the TIAA-CRFF companies.

TIAA-CREF is the pension system for a preponderance of persons --

facjiltv, staff, clerical, ind service employees -- at both private and

pulic institutions of higher education. The system, in short, serves

an industry, and this industry is at the very core of the republic's

impulses toward creativity and productivity. To inject uncertainty

and confusion into this system by undermining the long-held principle

of tax exemption for the two companies would have serious consequences

for all members of the constituency that the system serves. And this

in turn would have equally serious consequences for the conduct of the

country's educational activities at large.

In the eves of all the employees across this country who share

and have a stake in it, TIAA-CREF represents the kind of prudent

planning and buildinq toward future security that is commended by
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everyone from our President to the general citizenry. But if the

guarantees bolstering the pension expectations of these employees are

broken by the impact of HR 3838, there will be disruption and

fragmentation as colleges and universities begin looking for

alternatives that are less burdensome than the problems this

legislation will impose. The very fact that TIAA-CREF is a portable

system is highly important to the ready movement of faculty and staff

among our colleges and universities. The effects of taxing the system

will surely damage this feature of higher education that makes for

healthy competition among these institutions.

Assuredly, in a time of continuing economic uncertainty, we

should not be about the business of creating further uncertainty,

particularly in areas where prudence and stability have been in

evidence for so long. TIAA-CREF is a keystone in the structure of

American educational operations: it means security to the people

conducting those operations.

I can assure you that there are no political or preferential

biases among these people in asking you, respectfully,

to leave the system as it is. TIAA-CREF is a central part of the

benefit plan of all kinds of educational institutions, and it serves

persons of varying political persuasions. There is general agreement

that this is a good system, and a good system for education is indeed

a qood system for the country. I ask for your responsible action in

leaving it as it is.

Respectfully yours,

George A. Drake
President
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Testimony Submitted
to the

Senate Finance Committee

On Behalf Of The
Group For Fairness and Stability

in Rri-irement Planninq

This testimony is presented in opposition
to T't io XI of The Tax Reform Act of I985, H.R. 3838

Submit ted by:
Joseph W. Blackburn

Siroto, 'ermutt, Frirnd, Friedman, Held & Apolinsky, P.C.
2222 Arlinqton Avenue South

Birminqham, AL 35201

February 20, 1986
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SECTION 403(b) ANNUITIES AND UNFUNDED

DEFERRED COMPENSATION ARRANGEMENTS

I.

SECTION 403(b) ANNUITIES - H.R. 3838 § 1102

Under current law, an employee of certain tax-exempt

organizations can defer up to the lesser of $30,000 or 25% of

compensation annually in a 403(b) tax-sheltered annuity. Also,

contributions to the 403(b) annuity contract are limited to

an exclusion allowance equal to 20% of the employee's "includible

compensation" multiplied by the number of years of service with

the employer, reduced by amounts previously contributed to the

annuity.

Under Section 1102 of H.R. 3838, an employee's elective

contributions to a 403(b) tax-sheltered annuity sponsored by

a tax-exempt organization would be limited to $7,000 per year.

Any amounts deferred under a 403(b) salary reduction would offset,

dollar for dollar, the amount that the employee can defer under

an IRA. The $7,000 per year limitation also applies to elective

deferrals under Section 401(k) plans, limiting an employee's

aggregate elective contributions to both 401(k) and 403(b) plans

to $7,000 per year.

60-412 0 - 86 - 26
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The revenue generated by this provision will be

negligible when compared to its cost to tax-exempt employers

and their employees. The recent proliferation of tax reform

bills has resulted in unreasonably high legal, accounting and

financial costs for employers that must continuously amend,

revise and restructure their retirement and deferred compensation

plans. The constant change and uncertainty in this area has

created a growing skepticism among employees attempting to plan

their retirement.' If private retirement plans and deferred

compensation plans are to be promoted, Congress must stop its

continued tampering with the current systems, particularly when

the revenue produced by the proposed change of Section 1102

will be insignificant.

The impact of Section 1102 on employees of tax-exempt

organizations is potentially devastating. Relying on their

ability to fund their retirement under current law, many employees

have already foregone current deferrals with the intention of

"catching up" in later years as their salaries increase and

as they near retirement. Section 1102 now limits their ability

to adequately prepare for retirement by imposing a $7,000 annual

cap on elective contributions. Congress should not seek minimal

revenues when the cost will be a drastic reduction in the standard

of living of retired employees of tax-exempt organizations.

At a bare minimum, Congress should include provisions in H.R.

-2-
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3B38 that would grandfather existing 403 (b)

plans, protect employees and create stability in their retirement

planning.

The Ways and Mpans Committee Report states that the

changes made by Section 1102 of H.R. 3838 attempt to remedy

an inequity between employees of different tax-exempt employers.

According to the Committee, the current limitations "are

inequitable because individuals whose employers make contributions

to a tax-sheltered annuity on their behalf under a salary

reduction agreement may elect to save up to $30,000 a yedr.

On the other hand, an individual who is employed by a tax-exempt

organization that does not offer a salary reduction arrangement

is limited to a $2,000 IRA contribution."

The Committee's rationale simply proves too much,

and in doing so, adversely affects the legitimate deferral

opportunities of thousands of employees. Employers' decisions

about the type and design of their retirement plans will

inevitably result in a disparity in the benefits provided to

their employees. This is true whether the employers are

tax-exempt organizations using 403(b) plans or taxable entities

using Section 401 qualified pension or profit sharing plans.

An employer may elect to provide a pension plan allowing employee

contributions, or the employer may elect to forego this benefit.

Employees can determine for themselves whether this benefit,

-3-
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or lack thereof, creates a total compensation package acceptable

to them. To distinguish and penalize employees of tax-exempt

organizations by reducing the amount they may defer if their

employer allows deferrals is without a reasonable explanation.

The Section 415 limitations and the additional 403(b)

limitations (the exclusion allowance) insure that employees

under a 403(b) plan will not be allowed deferrals in excess

of pension and profit sharing plan deferrals. Employees cannot

use 403(b) plans to subvert the normal Section 415 limitations.

On the contrary, the limitations imposed by Section 1102 of

H.R. 3838 create an unreasonable restriction on the ability

of employees to defer income on the rationale that their ability

to defer is inequitable vis-a-vis employees of other tax-exempt

employers. This additional restriction in no way improves the

plight of the employee with no deferral opportunity. Instead,

it discourages employment with the tax-exempt employers providing

such plans. Given the suppressed salary levels of most tax-exempt

organizations, additional limitations can only further reduce

the number of qualified candidates interested in positions with

tax-exempt organizations devoted to the public good. Thus,

the adverse effect of this limitation will be felt primarily

by the charitable organizations themselves which must either

find additional compensation or lose additional employees to

-4-
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the private sector. Ultimately, the various causes and

individuals benefited by these organizations will suffer through

decrease in quality services. The provision also unjustly limits

those employees who have already given up higher compensation

in the private serLor to serve these public organizations.

Insteact of discouragingg employment with tax-exempt

organizations, Congress should seek to attract new employees

into this area by endorsing employee deferrals and by encouraging

employers that currently do not allow 403(b) elective

contributions to implement them. In that way, the tax laws

regarding pensions would accomplish one of the primary policy

goals of federal pension law: to create an incentive for

employees to plan for their retirement. The present proposal

does just the opposite; it limits the employee's ability to

fund his or her retirement and will create added problems for

tax-exempt employers already hard pressed to maintain a qualified

work force.

It is interesting to note that in discussing the

proposed extension of the nondiscriminatory coverage rules to

403(b) plans, the House Comnittee says that the IRS should

consider the "special circumstances" of educational organizations

and tax-exempt organizations (i.e., the "compressed salary scales

of those organizations and the special needs of certain

-5-
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educational institutions in attracting visiting professors").

While the House Committee on one hand acknowledges the

difficulties tax-exempt organizations experience in competing

for competent employees, it compounds the problem by limiting

tax-exempt employers' ability to design a compensation package

attractive to potential employees. There is no real justification

for this new obstacle. The perceived "inequity" among tax-exempt

employers is nothing more than a reflection of the choice some

tax-exempt employers have made to compete more effectively with

the private sector for the most qualified employees available.

These employers should not be denied this weapon. Their employees

should not be denied this opportunity, which may be the only

vehicle available to these employees to prepare for retirement.

Therefore, the Senate Finance Committee should defeat Section

1102 of H.R. 3838

II.

UNFUNDED DEFERRED COMPENSATION - H.R. 3838 § 1104

Section 1104 of H.R. 3838 would subject unfunded

deferred compensation arrangements of nongovernmental tax-exempt

organizations to the current restrictions on such arrangements

maintained by state and local governments under IRC S 457.

Under IRC 5 457 a participant in a deferred compensation plan

-6-
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maintained by an eligible employer is not taxed in the year

compensation is earned if the compensation is deferred under

a plan meeting certain requirements. On the other hand, the

participant is taxed on amounts deferred under nonqualifying

plans when those amounts are not subject to a substantial risk

of forfeiture. One of the requirements of § 457 is that the

deferred compensation plan must limit the maximum amount that

can be deferred by a participant in any tax year to the lesser

of $7,500 or 33 1/3% of the participant's includible compensation

(with an increased limit for the three years immediately prior

to normal retirement age). Any elective deferral by an employee

under c 403(b) plan is treated as a § 457 deferral for purposes

of the $7,500 limitation. Amounts deferred under § 457 are

treated as contr.i buted to a 403(b) plan for purposes of 'he

20% exclusion allowance.

The House Committee feels that the amounts deferred

by employees of a nongovernmental tax-exempt employer should

be subject to the same limitations as deferrals by state and

local government employees. The Committee felt that this

restriction is proper since the usual tension between an

employee's desire to defer tax on compensation and the employer's

desire to obtain the current deduction for compensation paid

is not present" in either situation. The fact that the employer

-7-
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does not receive a tax benefit for paying out current compensation

has no bearing upon whether the employee can properly defer

the actual or constructive receipt of income prior to performing

the services that earn the income. Judicial and administrative

concepts of constructive receipt and economic benefit should

dictate income inclusion, not a vague notion that the conflicting

tax goals of an employer and an employee somehow result in a

correctc" amount of deferral.

The tremendous use of unfunded deferred compensation

plans in the private sector disproves the House theory that

employees of tax-exempt employers are not confronted with the

"tension" that confronts employees of taxable entities. This

alleged tension in taxable entities is substantially overstated,

particularly given the fact that most private employers enter

into these agreements with the very individuals who own and/or

operate the employers and may control the corporation's decision

to agree to the deferral. Also, the numerous other tax benefits

available to tax-exempt employers make it much less likely that

they will oppose an employee's desire to defer compensation.

Therefore, there is no real distinction between taxable and

tax-exempt employers, and the imposition of $7500 limitation

is unjustified.

-8-
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Because salary levels are generally lower for tax-exempt

employers than for taxable employers, the amount of compensation

that highlyy compensated" employees of tax-exempt employers

would be allowed to defer (but for section 457) would probably

be no greater than the amount deferred by highly compensated

employees of taxable employers. Although the amount deferred

by the employee of a taxable employer may be limited by the

employer's desire to receive a current deduction, the relatively

low pay scale of tax-exempt employers is an equally compelling,

and often insurmountable, obstacle to significant deferral by

their r employees. Yet, taxable employers and their employees

are not subjected to any limitation such as the $7,500 limitation

of § 457, even though the amount of deferral is, in all

likelihood, no less for these employees than for highly paid

employees of tax-exempt employers, albeit for different reasons.

The House bill seems to be ridding the tax system of an abuse

that simply does not exist. On the other hand, for the few

employees able to defer more than $7500, the bill is certainly

a penalty for their decision to devote their talents to a public

organization.

The House Committee would remedy this perceived

disparity by bringing the deferred compensation plans of

tax-exempt employers into line with the section 457 limitation

-9-
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on state and local government employers. Again, the House further

defeats the ability of tax-exempt employers to attract qualified

key employees also in great demand in the private sector. While

putting nongovernmental tax-exempt employers on a par with state

and local government employers creates uniform treatment between

these two groups, it ignores the reality that the major

competition that tax-exempt employers encounter in recruiting

new employees is from the private sector and not from state

and local governments. Under prior law (without regard to the

questionable impact of proposed regulations), tax-exempt employers

at least had the same flexibility to structure compensation

packages as did private employers, although the tax-exempt

employer may not have the level of compensation available to

the private employer. Now, the tax-exempt employer is at an

even greater disadvantage relative to private industry. Such

a situation should not be tolerated when public policy otherwise

supports and encourages scientific, educational and charitable

organizations.

The House Committee Report fails to recognize that

in 1978, Congress had an opportunity to bring nongovernmental

tax-exempt organizations within the purview of Section 457.

However, Congress declined to restrict these tax-exempt

organizations for many of the same reasons that this new proposal

-10-
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should be defeated. By its failure to restrict unfunded deferred

compensation plans for nongovernmental tax-exempt employers,

Congress sent a signal to their employees that such plans were

an appropriate and preferred method of retirement planning.

Many employees have taken advantage of this mechanism and have

planned their deferral activities in accordance. Now, only

eight years later, the House seeks to defeat the legitimate

retirement planning goals of many employees in the public sector.

The detrimental impact on tax-exempt organizations

of this proposed change far exceeds the minimal amount of revenue

that would be raised. Inevitably, the quality and amount of

services rendered by nongovernmental tax-exempt employers will

decline as eligible employees opt for employment in private

industry. The Senate should not support this result by

restricting the ability of employees to defer income in excess

of $7,500.

III.

RECOMMENDATIONS

1. The dollar limitations on 403(b) plans should

be rejected. Likewise, the rationale for including unfunded

deferred compensation plans of tax-exempt employers under the

-11-
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limitations of Section 457 is seriously flawed and Section 1104

should be defeated.

2. If Section 1102 and Section 1104 are adopted,

they should be modified by increasing their dollar limitations

to allow employees of tax-exempt employers the same deferred

opportunities available to employees of taxable organizations.

3. If Section 1102 and Section 1104 are adopted in

some form, the Senate Finance Committee should adopt appropriate

grandfathering provisions that will protect participants in

existing plans and give effect to their present retirement

planning in reliance on current la-.

TAB/dra5

-12-
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SHFMA

STA7Z(ENT OF THZ
HEALTHCARE FINANCIAL MANAGE)CENT ASSOCIATION

TO THE
SENATE FINANCE COMMITTEE/SUBCOOUTTE ON HEALTH

ON
CAPITAL FORMATION

FEBRUARY 17, 1986

The Healthcare Financial Management Association (HFMA) has

written several letters to the committee individually and in

concert with other concerned groups about provisions of

H.R. 3838 which affect access to tax-exempt financing for

501(c)(3) organizations. HFMA believes that previous

hearings have not devoted appropriate attention to the

capital formation issues related to restricting the use of

such financing. We are pleased to place our views in the

formal record of this hearing.

About HFMA

HFMA is a professional membership association of more than

25,000 individual members who share an interest in the

financial management of healthcare providers. HFMA has long

been involved in issues surrounding capital payment and

formation in healthcare providers. In April 1984, HFNA's

Capital Study Steering Committee issued its recommendation

for a capital payment methodology for Mediqare capital
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payments. HFMA-has a database of hospital financial

information used in analyzing hospital financial positions,

including capital use and deployment. Annually, reports are

generated to subscribers comparing provider-specific

performance with the database as a whcle. HFMA has also

been very active in issues surrounding tax-exempt

financing -- a prime/vital source of debt capital in the

healthcare industry.

HFMA's Concerns

HFMA is concerned because changes fostered by Medicare's

prospective price setting (PPS) system require more capital

than will be available under the law's restrictive

provisions, the changes could foster an undesirable change

in the structure of the industry, access to capital will be

restricted to an excessive degree, the public purpose of

hospitals is not properly recognized, the proposal

inappropriately links national needs to individual state

populations, and prudent management or cost saving

initiatives will be thwarted.

o PPS Changes Industry

With the passage of P.L. 98-21, Medicare's prospective

price setting system was created. PPS provides new
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and different incentives for healthcare providers

creating an environment of change and turbulence.

Restructuring the healthcare system to achieve the

desired change requires the formation and effective use

of capital. We are concerned that changes in capital.

financing through changes to the tax laws will create

additional unwarranted stress in hospital capital

markets.

0 Change in Industry Structure

Repeal or severe restriction of tax-exempt financing for

Section 501(c)(3) organizations could fundamentally

change the structure of our nation's healthcare industry.

Access to capital for the various sectors of the industry

must be reasonably balanced. If access is significantly

enhanced for taxable entities, the very existence of

tax-exempt providers is in jeopardy. These

unprecedented reductions in federal support for nonprofit

healthcare providers would have serious adverse

consequences on the patients served by these

organizations.



810

Page 4

c Access to Capital

The President's proposal would eliminate Section

501(c)(3) bonds, the predominate source of capital for

nonprofit healthcare organizations. This proposal would

deny many nonprofit institutions access to affordable

capital and substantially increase debt service costs for

those institutions able to issue taxable debt.

The House bill would place Section 501(c)(3) bonds under

a state volume cap and protect only about one-half of

their 1984 volume with a $25 per capita reservation. In

32 states, the volume of bonds issued for Section

501(c)(3) organizations in either 1983 or 1984 exceeds

the amount available under the reservation. Thus, access

will be reduced to an excessive degree.

o Public Purpose

These restrictive provisions fail to recognize that

nonprofit healthcare institutions serve public purposes

and perform functions the government would otherwise have

to provide. The proposed legislation treats nonprofit

institutions differently from public institutions
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performing the same functions. Nonprofit hospitals

provide nearly 70 percent of all tertiary, high

technology and low volume services that include

obstetrics, burn care, pediatric intensive care and

cardiac intensive care. Attempting to define public

purpose in terms of indigent care provided is not

appropriate since indigent care is only one among many

public purposes performed by tax-exempt hospitals.

o No Relationship of Need with Population

Approximately 1300 providers have medical education

programs. These programs produce physicians and other

medical personnel for all hospitals nationwide.

Placing such national resources that serve citizens of

all states under single state's capital volume caps

inappropriately links national needs to the

population of the state in which Lhe organization is

located. There is little correlation between an

institution's need for capital or the number of patients

served by the institution and the population or the state

in which the institution is located.



812

Fage 6

o Artificial Restrictions on Cost Saving Options

These proposals also would deny Section 501(c)(3)

organizations advance refunding authority used to reduce

interest costs and remove inappropriate restrictive

covenants, and would eliminate the use of arbitrage to

reduce issuance size and pay issuance costs. The House

bilI also places numerous other restrictions on bond

,ssance for Section 501(c)(3) organizations. in

addition, the House bill would substantially increase the

interestt cost on the tax-exempt bonds that could be

issued for Section 501(c)31 organizations by totally or

partially denying financial institutions and insurance

companies a deduction for interest expense related to

holding tax-exempt bonds and by excluding the interest on

nongovernmental bonds as a preference item under the

"InirLT tax. These actions thwart sound management steps

w.ich might otherwise enhance operations or cut costs.

when examined individually, each provision affecting

tax-exempt financing may not appear to be unduly

restrictive. However, considered as a whole, they would

prove disastrous to access to and formation of capital by

healthcare providers. These restrictions will have

consequences disproportionate with federal treasury benefits

achieved. We strongly suggest that the potentially
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undesirable outcomes be considered in concert with any

possible changes to the tax laws affecting tax-exempt

financing. Once considered, we believe the only conclusion

is the retention at current levels of access to tax-exempt

financing by 501(c)(3) nonprofit hospitals.

HFMA is pleased to provide these comments. If you have any

questions about our testimony, please feel free to call Ted

Giovanis or Ronald Kovener.
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E:AH. L. LYONS COIVIPANYI
911 813 WEST MAIN STREET LOLASVELE, KENTUCIKY 40C U 0 A. P04,'JIE bog -54V7 "70

February 19, 1986

Attn: Betty Scott-Boom
The Honorable Robert Packwood
Chairman, Senate Committee on Finance
219 Russell Senate OFFice Building
Washington, D.C. 20510

Dear Ms. Scott-Bcom:

Please note that I should like to go on record as Feeling
that there are more pressing concerns For the Senate to
consider at this time than tax reform (e.g. HR 3838) which
I believe has many Flaws.

My suggestion is that more time be devoted to the problem
of spending and deFicits.

Sincerely,

H. L. Lyons, resident

cc: the Honorable Senator Wendell H. Ford
the Hoinornhje Spnatnr Mitrh McCnrnfl 1
NAM - Southern Divisicrn
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HUMCOLABORATORYV INCORPORATED
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SINCE 1872
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IOIEP0H-I^% ' t 275 )411'4

february 7, 1986

The Honorable Robert Packwood
Chairman-Senate Committee on Finance
219 Russell
Senate Office Building
Washington, D.C. 20510

Attention: Betty Scott-Boom

Dear Sir:

In my ooinion, as a businessman who has to compete in today's market,
I feel that the House passed version of tax reform, as it stands today,
is anti-growth and anti-jobs. I urge the Senate to set aside tax reform
for now, and turn its attention to the nation's twin deficits - spending
and trade. Improvements in these areas would do much to negate an anti-
business tax reform bill.

I hereby request that these comments be included in the hearing record.

Sincerely,

Robert Meadows

Treasurer & General Manager

2 A
cc: National Association of Manufacturers

Southern Division

RM/pb
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STATEMENT IF JOHN B. HUFEAKER, COUNSEL FOR CERTAIN
RELIGIOUS COt%!UNI'IES INCLUDING HUTTERIAN COMMUNITIES

AND COMMUNITIES OF THE ORDER OF THE CISTERCIANS
OF THE STRICT OBSERVANCE

I im the p' '. , i ounselI for a rb, of re l i ious cormer.it ats

tha t ar',. 'rt s,- rl)t, ie n q8 ct ion )01.(f' of ti.'' Itter ni I Revenue Cnu e e

Thest' relqious commrunties ciciirarr'.a common tre.s'cry for th,:ir

member s. A :oniit ion ol 'x ,mpt ion from rncome tax of the orgailzitro0n

is thit th. r' 'Am'is ra ''' t' rport t'h,_- pro rata share of the

income en t h,r I c r, 'rcs. Som of *c,' comrrun it i's are forn' a

y , one: ly poiwns 'is TunutWs. T'nestc include both far.inrrq

iin ron-faimrm'.q cirt''.mi'i''s. i ditin sort." rtlqgrous cornunities

'firl ire , monisttr is of tnt' OrIr ei tho Cstrercians of the Strict

()1bsrv Inc- .' , r I r. Iz' ',I to cOrw wIthi: tht2 scope of Sectior.

S s rr ' 5 r,'''qic,-! t hit S''t ;n 5u ] : (;rqinrIz t ions are

tr kly p, 's r ',-. , or l' i a rz,i r s i:c! 'U t '" r i ncor-c is sub'i'

.''cm, t ,ix it th,. "' c ,:'r I,'., t It c 1ci n r ght in not perm i t nq

ho p) Iss t i n of tic' n,''S'-' h:t t 'r, : .r '.'r aom. 'hils matter

,; t4h, i.'' .. -,' ' 7 qs [I ',n' .1 r i t',', onm SvL . c* R'Ve,' '

:. su, ' mr - Or t'ic ' y'',r": ', . : 'iv r.. " .' ''C3 ' ( "( I , !984.

At that t irn , thr S1*r ' , i 11.oP i' II.P. 4 1'iO . Since

the hearings were -c it-, rn t i' S,_S1 1C', -,II f'rther I actio 1 11wa',1S

,ken in 1'414 but a siT-ilir tI ill :,,is b,,:' r cluc''i in tho 'ur .t

Conqrr'ss as H.R. 1721.

The Ninth Ci._'at his stat i 'r ft exclusionn of §5011) orqaniz,ition

from the tax crudlt otft.rL ! by 53 a) foes not s.ern to aivance

any articulate; leiqsl-it ie purpose." IKlinsasser v. U.S. 707
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F.2d 1024, 1029) I appeared at the hearing accompanied by repre-

setatives of the Hutterian Brethen of the State of W qashington,

The C)ier of the Cistercians of the Strict Observance and the llutterian

Society of Brothers. The explanation of the situation of the organi-

zations presented to the Ways and Means Subcommittee remains appropriate.

The following is a complete transcript of the testimony at the

hearings and it is requested that this testimony be incorporated

into the current hearings:

AFrKNOON $taSION

Chairman STARE. The committee will resume.
We will call Father Psachal Phillips, Brother Wollman, Brother

or Mr. Stverson, John Huffaker and Leonard Jensen, counsel for
the organizuations represented by the witnesses to testify on the bill
H. 4507. And I wanted to bring the regards of Congressman
Foley to his friends from the State of Washington.

He has been quite busy on the floor of the iouse debating a
rather contentious amendment and was unable to be here and he
asked me to send his regards.

He is the author of this bill and [ was proud to cosponsor it, as a
matter of fact, at the request of former Governor Jerry Brown of
the State of California.

You may proceed in whatever manner. I think we have prepared
statements-not only prepared statements, we have prepared
sweet& and goodies for which I thank you.

If you would like to summarize your statement as best you can,
you may start in any order that you are comfortable.

STATEMENT OF JOHN B. HUFFAKER. COUNSEL ORDER OF THE
CISTERCIANS OF THE STRICT OBSERVANCE, COMMUNITIES OF
HLTERIAN BRETHREN IN WASHINGTON STATE. AND COMMU.
NITIES OF THE SOCIETY OF BROTHERS
Mr. HurrAKER Thank you, Mr Chairman,
We appreciate being here. I am John Huffaker. acting as counsel,

With me is cocounsel. Leonard Jensen
This bill is sponsored by three groups of religious communities.

We have the Hutterian Brethren of the State of Washington who
are represented by Jake Wollman; the Order of the Cistercians of
the Strict Observance. better known as Trappist. represented by
Father Phillips,

Father Phillips is from Oregon Mr Wollman is from Washing.
ton Then the Society of Brothers represented by Alan Stevenson,
of Connecticut.

We are very pleased that we have as a sponsor nr cosponsor each
of the States in which we have a community, and as you know, Mr
Chairman, one of the.largest of the Trappist monasteries is in the
State of California

We felt the Treasury did a very fair job of summarizing the pur.
pose of the bill, These religious communities do not pay tax on
their business income, but the business income is all taxed to the
members of the community,
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In that way it is very much like a partnership or a subchapter S
corporation. For years many people thought that because they
were required to file partnership tax returns, the provision for
partnerships passing the investment credit through to the partners
applied to them also.

However, the ninth circuit in the Kleinsasser decision, a little
over I year ago, held that "Reluctantly we affirm. While we see no
legislative purpose being sewed, nevertheless only Congress can
provide for the pass through."

So, therefore, we have designed a bill working closely with the
staff that is constructed to permit the pass through. It is so con-
structed to produce minimum administrative problems, and we do
have one staff amendment thet--or one amendment to offer that
we have discussed with the staff that would restrict the bill to
those religious communities in which all persons enjoy substantial.
ly the same standard of living.

Now, Mr. Chairman, I want each of the community representa-
tives to explain briefly to you what his community does and as you
listen think of the Treasury's objection, the Treasury had two ob-
jections.

In the first place, they said this might lead to grant of other
credits. I want to assure this committee that we do not see any
other credits that are either important or really relevant.

Second, they said it would give a competitive advantage. We
think we presently suffer from a disadvantage because all other
taxpayers who make these investments get the investment credit.

I would like Mr. Wollman, in not more than 4 minutes, to sum-
marize the situation in the Warden community .of the Hutterian
Brethren.

[The prepared statement follows:]
STATEMENT OF JOHN B. HUFFAKER, COUNSEL, COMMUNITIES OF HUTTERIAN BRETHREN

IN WASHINGTON STATE, OkDER OF THE CISTERCIANS OF THE STRICT OBSERVANCE,
AND THE COMMUNITIES OF THE SOCIETY OF BROTHERS

This statement is submitted by John B. Huffaker and Scott B. Lukins as counsel
for the following groups: Communities of Hutterian Brethren in Washington State.
the Communities of The Order of the Cistercians ot the Strict Observance that are
described in Section 501(d. and the Communities of the Society of Brothers. Mem-
bers of each of these groups will appear with the panel at the hearing in order to
explain hoA their communities are conducted and to answer any other questions.

Religious communities that elect pursuant to S,':tior. 501(d are not taxed on the
income, but the members must report each one's pro rata share. of the income as a
dividend Each community is required to maintain a community treasury and as a
practical matter the members living in the community actually handle very little
cash. Although it i3 nct a requirement of the statute, the members of the communi-
ties for whom this statemrt is submitted are ail subject to a vow of poverty. All the
corporations are membership corporations, so that the member does not own a frac-
tional interest of the community property.

The predecessor of Section ,50id) was enacted about 50 years ago to provide fer a
special r,!- for the taxation of those religious comnurties that were not entitled to
income tax exemption under the existing law, because the community conducts a
business that supports the community and, if possLble. produces an excess thrt can
be used to further the charitable and religious purposes of the community. Section
5011d) is remarkable for the long time that it has btven in the Code and the lack of
litigation !hat has surrounded its apphcation We are informed by the Internal Rev-
enue Service that there are currently about 75 organizations in the United States
that have elected under Section 501d). In many ways Section 501(d) was a very
simple form of Subchapter S for membership corporations. It was passed before the
investment credit, and it was entirely proper to merely provide for the pass through

-3-
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of the income. Interestingly there is no provision for pan through of losses or nu-
merous other provisions that complicate the rules for Subchapter S for participants.

When the investment credit was introduced provision was made for the pan
through of the credit from a partnership to a partner, from a trust to the benefici-
ary and from an S corporation to the shareholders. We believe that the failure to
cover the members of an electing religious community was an oversight easily un-
derstandable in view of the small number of communities involved and their rela-
tively small size.

The regulations have for many years required the organization to file a partner-
ship return. Since this return provides for the pass through of investment credit,
many communities assumed that this also applied to them. However, the Internal
Revenue Service and the Ninth Circuit disagreed. The opinion in Kleinsasser, 707
F.2d 1024 (9th Cir.. 1983). states:

"Reluctantly, we affirm ...
"Our conclusion from this brief statutory exegesis is that the exclusion of § 501(d)

organizations from the tax credit offered by § 38(a) does not seem to advance. any
articulated legislative purpose. But it is equally clear that there is nothing in the
legislative record to suggest that Congress meant to exempt § 501(d) organizations
from the sweep of § 48ax4). The lack of clear contrary legislative intent gives us no
choice but to enforce the plain language of the statute.

"We cannot put an equitable gloss on the clear language of the Internal Revenue
Code. The statutory inequity involved in this case, if there is one, may only be reme-
died by Congress. We realize that, in light of the Hutterites' religiously based ab-
stention "rom secular politics, it may ring hollow to advise the members of Milford
Colony to go to Congress for relief. But it is from that body alone that relief is avail.
able." . - .

This legislative effort is a response to the suggestion by the Court that Congres-
sional relief is appropriate.The economic activity of each of the three groups is one that would require invest-

ments that would qualify for the investment credit if made by any other organiza-
tion, the income of which is taxed either to the organization or by reason of pass
through provisions to others.

The Hutterian Brethren of Washington live in four communities. Their economic
activity is farming. Both 'the raising of potatoes and wheat require large invest-
ments in farm machinery.

Three communities of the Order of the Cistercians of the Strict Observance have
made the election under § 501(d). The Cistercians are better known as Trappists.
Each of the three communities conducts an economic activity that is designed to
support th2 community. The community at Red Bluff, California raises nuts and
dates. The community at Lafayette, Oregon farms and binds books as well as
making fruitcakes. The community at Trappist, Kentucky, makes cheese and fruit-
cakes, as well as farming.

The three communities of the Hutterian Society of Brethren engage in an inte-
grated economic activity. For over 25 years they have manutactured and sold play-
things for use in kindergartens, nursery schools, and the like. More recently they
have begun manufacturing special tables, chairs, and other special devices for use
by the handicapped. One community is in New York, near Kingston, one in Con-
necticut, near Norfolk and one in Pennsylvania, near Scottsdale.

These communities share several important characteristics (1) The members of
each are united by a common religious philosophy and desire to witness their faith
by living in community. Each of the communities is relatively secluded, and the
community lives apart. 12) The comment to the community is generally a life-long
commitment. The membership is very stable. (3) The members live a very simple
life that is shared by all the members. (4) Each community seeks not only to support
itself, but makes an effort to create an excess that can be used for charitable and
religious purposes. The community does not want to be dependent on the charity of
others. The work is carried on in the community using the services of the communi-
ty members as much as possible.

H.R. 4507 was drafted with the assistance of the staff of this subcommittee. We
are pleased that the chairman, and Mrs. Kennelly and Mr Scnulze are co-sponsors
to the bill introduced by Mr. Foley. In addition, Mr. Rangel and Mr. Boland are co-
sponsors. Communities that are supporting this legislation are located in the states
of each of the sponsors and the cosponsors.

In our discussions with tax specialists we have found that not many have any ex-
{ rience with §501(d). At a meeting of the American Bar Asociation Tax Section

mmittee on Tax Exempt Organizations this proposal was discussed and we found
a necessity to introduce even these specialists to this problem, but at the conclusion,

-4-
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an overwhelming endorsement of the bill was given by the committee. We perceive
no legislative policy for not allowing the credit to be claimed by the members since
they are being taxed on the income.

TECHNICAL DESCRIPTION

The bill proposes to add new Subsection 48(r). Section 48 contains the special rules
for investment credit property. Generally it provides for the pass through of the
credit for organizations the income of which is taxed to another person but provides
that no credit is permissible when the income is not taxable. Thus, for tax-exempt
organizations the credit is only allowable for investments related to unrelated busi-
ness income.

Proposed Subparagraph irNIXA will define a community business of an "eligible
§ 501(d) organization" as an unrelated business for purposes of § 48(AX4). The provi-
sion will not apply to any non-business investments.

Subparagraph irNli(Bi provides that the qualified investment is apportioned pro
rata among the members in the same manner as the income. Thus, if a member is
allocated one percent of the income for his share, he would-be allocated one percent
of the investment.

Subparagraph irX lC) tracks provisions related to pass through for other types of
organizations so that qualified investment by the organization is treated as new
property by the member if it was new property at the outset.

Paragraph irt2) applies the used property limitation at the organization level.
This makes it unnecessary to provide a separate limitation at the individual level
when no credit would be allowed to a member in Paragraph 141 if he claims credit
for investments other than investments by the § 501(d). This simplification of the
statute is possible since a member of the religious community is by his membership
in the community excluded from investment in property other than through the
community. In the relatively rare instance when a member changes communities
during the year, the member would be required to choose, since he would not be
able to claim for both communities.

Subparagraph 3 provides for recapture to be determined at the organization level.
The burden is to be borne in the same way the income for the year of recapture is
allocated. This avoids any problems of tracing.

The scope of the Section is limited by Paragraph (5) to the organizaations that
have demonstrated a stability, so that the service would not be facing the problem
of a short-lived community that had claimed the credit and then had disappeared.
The suggested test is that the religious community must have been in existence for
more than five years, or more than one-half of its members have been a member of
a religious community for more than live years.

Our attention has been directed to the apparent anomaly of a pro rata allocation
of credit and income wnen a religious community maintains one or more persons at
a sustantially higher standard of living than most members. Therefore, we propose
a new Subparagraph 54c) be added to exclude the term "501(d) eligible organiza-
tion" Any organization that provides a substantially higher standard of living for
any person or persons than it does for the majority of the community could not
avail itself of the pass through. The person supported in the manner substantially
higher than the menioers as a whole could be a person other than a member.

The effective date of the bill will make it applicable to periods beginning after
december 31, 1978. This is based upon our belief that the omission of a specific pro-
vision in the statute is merely art oversignt and most of the corrections in the 1982
Technical Corrections Act and other similar bills have had the same effective date
as a legislation tnat was oeing corrected. However, the oversight in this instance is
of such duration that this seems improper. Therefore, we have suggested an effec-
tive date tnat woula oe appiicaole to those years tiat would normally be open at the
time of the decision in KlMnsusser.

We appreciate tnis opportunity to present our stbement. We look forward to work-
irg witn tie stall to perfect this legislation ana ti) its early reporting, passage and
enactment

Chairman STARK. Pructed.

-5-
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STATEMENT OF JACOB WOLLMAN, PRESIDENT, WARDEN, WA,
HUTrERIAN BRETHREN, COMMUNITIES OF HUTFERIAN BRETH.
REN IN WASHINGTON STATE
Brother WOLLMAN. My name is Jacob Wollman, president of

Warden Hutterian Brethren. We are a community which lives in
the State of Washington which is about 100 miles south of Spo-
kane.

We are a farming community and we derive all of our income
from agriculture. We are not a community which is based on mate-
rial things.

We are a community which provides for our members because
we believe that is the way the Lord has put the way before us.

We believe the command of love and we have to do what we are
doing. That is why we are having communal cooperation and that
is why in this case everybody works at the communal task and we
have all of our income put together.

Being that we are farmers in the State of Washington, we do a
lot of extensive farming. I have with me here a display of 10 differ-
ent crops which we in our own community raise right now.

To raise crops like that takes a lot of equipment. There are dif-
ferent crops of many varieties.

We have over the years been recognized in the State of Washing-
ton to be very efficient farmers and stewards of the land. We can
only do that if we are able to purchase equipment and facilities
and keep these crops in good order whereby we can have invest-
ment tax credits like other people.

We pay taxes on this-pay taxes like other Americans do. We
pay taxes on our income. Naturally right now the farming industry
is at a very, very low ebb.

I don't have to tell you that agriculture is in a very, very tough
situation. Our farm prices are low. We need these tax credits for
survival.

We need to be able to spend our moneys, put our moneys back
into our land and equipment and facilities whereby we can provide
for our people.

We take care of our own people. Webelieve that we should be no
burden to the Government whatsoever.

We educate our children with State accredited teachers. We
teach honesty, respect for law and order, and all that I am asking
is that we get a fair break.

We want to have and be able to spend our money like all other
organizations can spend and get the benefits whereby we are then
an asset to our area when we can buy equipment and have the
latest in equipment and get the advantage which we absolutely
need.

Thank you for letting me testify.
Chairman STARK. Thank you very much. Dc you want to proceed

with whom?
Mr. HUFFAKIER. I would like Father Paschal Phillips to relate the

situation in the Trappist monasteries.

-6-
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STATEMENT OF FATHER PASCHAL PHILLIPS, OUR LADY OF GUA-
DALUPE MONASTERY, ORDER OF THE CISTERCIANS OF THE
STRICT OBSERVANCE. LAFAYETTE, OR
Father PHLLIPS. I am Paschal Phillips, business manager of the

Trappist Monastery in Oregon. Our rules were written about the
year 530.

The Trappists came to the United States in 1849 and we have
been established in my community for 40 years. The point being
that we are stable communities which need to invest in a regular
manner to stay alive.

We are a Roman Catholic organization. You are probably aware
that most Roman Catholic organizations are listed under 501(cX3).
We found that it didn't fit us which emphasizes the fact that it is
not a denominational question, it is a question of the internal orga-
nization of the community.

We found the section 501(d) fits what we really are. We really
divide all the income. That is the reality of it.

So it fits. But we cannot understand why we can't get the invest-
ment tax credit because the purpose of the investment credit was
to stimulate the purchase of productive equipment.

The purpose is equally well satisfied whether it is a Trappist
community or some other group that buys.

There doesn't seem to be any-like the ninth circuit, there
seemed to be no reason whatever. All the monks work, the income
is very limited, partly because we only work 4 hours a day, and
what surplus we have is distributed to the poor.

So the community lives a very modest life. Nevertheless, we do
produce in my community a fruitcake. I also gave you all a booklet
where the centerfold shows the monks working. We have a forest
industry and we are bookbinders. We are all commercial and we
don't object to paying taxes, never have. That is fine. All we ask
that we be taxed in the same basis as our neighbor down the street.

Thank you for this opportunity.
Chairman STARK. Thank you, Father Phillips.
Mr. HUFFAKER. The remaining group which is the Society of

Brothers, have communities in Connecticut which explains Mrs.
Kennelly's sponsorship, one in Pennsylvania, which exlpains Mr.
Schulze's cosponsorship, and one in New York.

Alan Stevenson will explain to you how these communities con-
duct themselves.

STATEMENT OF ALAN J. STEVENSON, DEER RUN HUTTERIAN SO-
CIETY OF BROTHERS, COMMUNITIES OF THE SOCIETY OF
BROTHERS, NORWALK. CT
Brother STEVENSON. My name is Alan Stevenson, and I represent

the three Hutterian Societies of- Brothers Communities in New
York, Pennsylvania, and Connecticut. We do belong to the Hutter-
ian Church of which Jake Wollman has told us, but we evolved dif-
ferently.

We evolved in Germany, and with a total commitment to a
Christian life and were expelled under Hitler and after some wan-
derings we settled in America where we were very gratified to
have religious freedom.

-7-
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We have been here for 30 years and in that time we have built
up a business of supplying kindergarten equipment and school
equipment to schools and kindergartens and day care centers and
church schools all over the country.

In recent years we have also manufactured equipment for handi.
capped people. I think there is a catalogue of just our handicapped
items.

This enterprise has supported us over the years and we do buy
machinery, of course, for our workshops, which are woodwork and
metal shops. Since we buy the machinery, it would help us to have
the pass through of the investment credit.

I thank you.
Chairman STARK. Thank you, Mr. Stevenson.
Did the Bruderhof grow out of the Catholic religion in Germany

or Lutheran or what?
Mr. STEVENSON. No. Independently, separately.
Chairman STARK. Independently, OK.
Mr. HUFFAmRE. Jacob Huter was martyred in the 16th century

and the Huterites have been persecuted by the Catholics and Luth-
erans, whoever was in power at the moment, but it was Hitler who
finally chaard them out.

But they are very close to the Mennonites in theology. In conclu-
sion, Mr. Chairman, we don't see an unfair advantage in providing
the ITC, we see removal of what was really an unintended disad-
vantage.

There are very few of these communities, they are small, don't
represent big dollars, don't have a regular congressional presence,
we think it was basically an oversight and I am pleased to an-
nounce that Mr. Foley will be submitting a statement for the
record, also former Governor Brown of California will be submit-
ting a statement for the record.

I am pleased to announce that Mr. Foley is going to reintroduce
the bill next year and we hope that all who are cosponsors this
year will again cosponsor if we are not so fortunate to get it
through this Congress. Thank you very much.

Chairman STARK. Thank you, Mr. Huffaker.
If I understand this, of the approximately-how many societies

would fall under this particular provision? How many communities
are there in the United States?

Mr. HUFFAKER. I asked IRS some time ago, and they told me 75.
Someone else has indicated a few more. But that is the range.

Chairman STARK. Do they all, from time to time, or regularly,
pa taxes? Or do some just break even year after year after year?

Mr. HUFFAKER. If you only break even, there would be no way to
feed the members. Part of this, with both the Hutterite community
and the Trappist community, they are not living on charity; they
must support themselves.

Since your personal living expenses are not deductible, you have
got to be making money in order to feed yourself ana house your-
self and clothe yourself.

So, yes, it is quite possible it may not make enough money to
reach out and help others. But on a regular basis, they ai e going to
be at least self-supporting.

Chairman STARK. That was my question.
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First of all I commend you all or your boic phIlosopy. And
also I am sorry that it is necary for you all to make t., Iour.
= I am sure there are more productive thinp you could be doi

But. 4or the Chair's Part, your testimony falls on reeptive
ears. It is a bill which enjoys much support in the comrmttes, ad
mi hope is that we can pom it.I mus sa there is a chance many of ua on the committee might
like to eliminato the investment tax credit altogether, which would
be another way of solving your problem. Although I might may. con.
comitant with that. we would lower your tax rates. Again I am not
mure that i " desirable to you, but that might indeed be another
result.

We await the Treasury'e submimion to us of a plan later this
year or next year, whichever Tresury it may be or under which".
or administration it may be. for some type of tax reform. And that
M, be another way of solving it

.Ut I assure you that it would be my intention at the proper
time in the next Congress, if I am fortunate enough to return, that
we would like to look at this issue.

Mr. Duncan.
Mr. DvNc,,". Thank you. Mr. Chairman.
I want to thank you for being here. In fact, the chairman men.

tioned you coming a long distance to be with ua But let ma say, I
understand your problem much greater by you being her p rson-
illy thau I would have just by reading about it.1You hav boon

most helpful, and I look forward to some help being afforded you
folka in the next year, anyway.

Mr. HUtrrAXza. Thank you very much.

H.R. 1723 incorporates the technical amendment discussed in

the testimony relating to the limitation of the provision to

communities. We respectfully urge that the isabstance of H.R. 1723

be added to the Technical Changes.

-9-
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February 11, 1986

lion. Robert Packwood, Chairman
Senate Finance Committee
219 Dirksen Senate Office Bldg.
Washington, D.C. 20510

He: Tax Reform - H.R. 3838

Dear Mr. Chairman:

On behalf of the Independent Bankers Association of America (IBAA). a
national trade association representing over 7200 community banks, I
rspectfully submit the following comments for the Senate Finance Committee
record on tax reform.

Our Association supports the public policy goals underlying H.R. 3838--to
simplify the nation's tax laws and to make our tax system more efficient and
equitable. Notwithstanding these laudable gnals, there are certain provisions
In ll.R. 3838 which would have a seriously adverse impact on the safety and
soundness of the nation's banking industry. In particular. I refer to
provisions which would repeal the special Net Operating Loss (NOL) carryover
rules for financial institutions and 'drastically reduce banks' deductions for
loan toss reserves.

Over the past tel years, banking has undergone an extensive period of
product and geographic deregulation. These forces have combined to make
banking a more competitive and risk-sensitive industry than it used to be. It
Is questionable whether it would be appropriate, at this time, to take steps
that would hinder banks' efforts to reduce the potential adverse impact of
this additional risk. With bank failures at record levels and over 1,100
banks on the FDIC's problem bank list, Congress needs to consider carefully
the potentially harmful side effects which these tax proposals could have on
troubled banks. In addition, at a time when credit unions and thrift
institutions are competing directly with commercial banks and benefiting from
significantly lower taxes or no taxes at all, Congress should take care to
impose equal tax burdens on these various types of competing institutions.

The following are several of the proposed tax measures which- are of
greatest concern to independent bankers across the country:

WAS INGTOPI OF'I, 165 1,lA SAt)E'r 5 ALA NW, JfT Am wm.4NGr DC 2,6 20 12 W,
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Tht reveiniut implications of this provision ar very small. According to
the V ays 'iio Ntears ('onmmittee re rt on I.R. 38 38, repeal of tie NOt. ruhs
for tiliif eiai illslittltitons would increase government receipts b' less than $5
million a ti1nnially. This cost would lit more than offset by the cost of closing
down rililanri:.al l;nks that might riot he able to survive without the current
NOI earrvl)aik provisions.

LOAN LOSS RESERVES

The ability (if finanial institutions to reserve funds against potsible
lionn losses is equally vital to the safety and soundness of the banking
industry. These reserves also hfve a direct impact on the financial system as
a whole. Without such reserves, bank'. woill hi' in a much weaker position to
withstand sudtlen lrssis and wirleslirerid recession. Without this "insurance"
;igaitist lnrgi losses, our rationA economy would he weakened.

Ilistorielly, the federal tax laws have recognized the unique importance
of banks' loan loss reserves by allowing them to use the "percentage method"
to t'alulate the allowable deduction. Over the past 10 years, the maximum

60-412 0 - 86 - 27
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percentage allowed under this method has declined, and now stands it only
0.6 percent of eligible loans in I98t; and zero percent after December 31, 1987.

Total elimination of the percentage method would constitute one of the
most short-sighted and reckless tax "reforms" that Congress couli enact and
might eventually have widespread adverse economic consequences. We already
find that the current 0.6 percent level is serving as a distinct disincentive
for financial -institutions to maintain healthy levels of loan loss reserves.
Furthermore. at a time when the banking agencies are encouraging banks to
boost their overall capital ratios and to increase loan loss reserves, it
isinconsistent for the Treasury Department to be moving in the opposite
direction by making it more costly and burdensome for banks to maintain these
reserves.

The IBAA strongly supports retention of the percentage method for
community banks. In editionn, we favor art increase in the currently allowable
deduction to a level more in line with regulatory requirements and the
establishment of a permanent fixed percentage which doesn't change with each
new Congress.

Under Hl.R. 3838, the reserve method of accounting for loan losses would
he repealed for" all banks over $500 million in assets but retained for all
banks under that size. We would like to see the percentage method retained
for all banks, regardless of size, at a higher level than the current 0.6
percent. However, with so many smaller hanks in our agricultural heartland
suffering severe economic stress, it is absolutely essential that. at a
minimum, the nation's smaller banks be allowed to continue using the reserve
method provided for in the House bill. It is only fair that community banks
should be granted such latitude, since they have historically paid a
significantly higher effective tax rate than the money center banks.

DENIAl, OF DEDUCTION FOR CARRYING TAX EXEMPT BONDS

Under current law, banks holding tax-exempt municipal securities are
denied a deduction for 20$ of the interest expense attributable to carrying
such securities. II.R. 3838 increases this disallowance to 100% but adds a
temporary "small issue" exemption. Under this exemption. "public purpose"
bond issues of $3 million or less, sold by an issuer who offers no more than
$10 million in tax-exempt bonds in a single year, could be sold to banks that
are licensed to do business in the state of the issuer. Under these limited
circumstances, the bonds would be eligible for the 20% denial instead of
100%. This exemption would expire after three years.

The IBAA is concerned that such a disallowance signals a back-door
attempt to tax banks' purchases of traditionally tax -exempt bonds.
Tax-exempt bonds are vital to municipalities, which market a large percentage
of their bonds to commercial banks. Denying the tax-exempt status of bonds
held by banks will reduce banks' participation in this market. If that
happens, yields on tax-exempts will rise, causing municipalities' cost of
financing public projects to increase substantially.

Municipal securities have traditionally been exempt from federal taxation
and the IBAA urges that this principle be retained in any tax reform
package. However, we do realize the predicament of the small towns in
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11.It. 3838 is lrartitilnar'ly untl ir becitise it r'tilrges tire tax-exempt status
iof mruniciplt seeuritins alreaily thl by tanks. frhe Hiise bilt ajipli's lo ill
luonils acquired after tI ic ffectivi' ilate( cntuini' in the till. This is
ii iilir iricm),e if chairl(s Ihe run's in mid-stei-e an. Itoidreds of i)a irks bought
these buln ms with thie expectation that they (ioilil sell then to other banks if
the' ieledod to. Thirle ifore, the effective late' language should be ehniged to
"isired after'" iustu'ti iif ",cqurii''ul aftor." 'urchasers of' thoriuls issued after
fll, etleetiv' Wile wrlil lie cetartil of the lax ernseqrerucesnc uttenda'-t ir

i ht'il' Iii -'eiL' isi.

(':\Sii A'CItIl.. AC('UNTING

'lii ho ourse hill requiit's ;ull irliinlris'-', tit report oil il o ir'tiinil irsis,
except fo: .r;ull wiires',es ith ur.ther $5 million iii "gross profits." These
spill b)srillesses. ileclruuirig t-iniks. rai coirtirutri tr oI' e:,,'ii "ieeo t rnitiig. The
ItIAA urges tIrnu tii'. exermptii bun' small bmnk,rk he retained ili the Seiuite
bill.

'i' estimn tht rouiugly half of all small banks use tire cash method for'
tax repirtirg, purpri es . 'his i- don, for several rerusons. First, it is
simpler ndtu irvolves fnr less niupierrvurrk 1i111] accrrirrtirng costs. Second . it
Sel'Ves us iothir l1neh1chnisni1, by whii -,rrall irriks, ter plini for luossibte loan
loss' ill fll, futuir' ;id recog niz?, irnumni whn they can best ;iffonrd it.

For exrumlgi, IWink C is lii $1 million irik ]ocntcdt near Peoria. During
the last fert6 years, there hve been 28.000 jobs lost ii tie Por'in rareai as a
restilt nif 'losed l)trits ani lai'offs at Pribst. IlIister, bhco, Interniational
Iliirveter', Cater'puillar" Tra'c,:tor Corimnny, annl Hiram 'i rlker. Real estate values

eel irid rapidly ;is 6000 honnes fhloded the imirketp1nce when the unemployed
work force could ort make their p'aymerit.s. Bank C hid 4111 u'Xcciieeit track
record iir hruliig until 1980, as shotn i Exhibit V. Sirce 1980, lonr lo-ses
harve exceeded $575,000. Losses ini eacih of the last two years have exceeded
2% of omlstariding loans, which is wtll above tire iatiorial tiverage.

Hank ('s rnangenint had been aggressive in using tnx planning ii this
small haink over several years to rntiirpate this type of unavoidable risk. As
you Ca see from tire attrehed Exhiuit V. tiai lo ises increased almost ten
times from 1979 t 1985. ly usirg the cmih nethoil of accounting over several
years, tle bank had deferred $1;3.000 try 1985, irn anourt which helped the
bank weather its lnr'ge losses iir 1984 arid 1985. If the bank hal been
eomelled to use tire aei'ral irethboil, none of this $163,000 would have been

vrrilbble Is nI eUshnion Mrid . when added tir other l r'ge losses, might have
caused the tnink to fail.
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INDIVIDUAL RETIREMENT ACCOUNTS

The House bill severely cuts back the availability of IRAs by linking the
maximum amount that an individual can contribute to an IRA to the maximum
amount that he or she has contributed to a 401K plan. Simply put, once
someone contributes $2,000 to a 401K plan, he or she loses the opportunity to
contribute any additional amount to an IRA during that year.

The IBAA opposes this limitation. IRA accounts are currently available to
all taxpayers regardless of the fringe benefits (e.g. 401K plans) that they
receive from their employers. The issue of taxation of fringe benefits should
be kept separate and distinct from such individual savings devices as IRAs.
With the personal savings rate in America at an all-time low, the IBAA urges
the Committee to increase, not decrease, the amount of permissible
contributions that taxpayers can make to their IRAs.

CREDIT UNION TAXATION

II.P.. 3838 leaves intact the tax-exempt status of credit unions. The IBAA
strongly believes that this is an inequity that should be rectified. Credit
unions, which have had broad bank-lihe powers since 1980. present strong
and unfair competition to banks--particularly small banks--because they pay no
taxes and are not subject to the same regulatory requirements which banks
must satisfy.

Credit union charters are now being granted on the basis of a geographic
area rather than any common bond. Why Rhould people who simply live within
50 miles of each other get a special tax break? These credit unions are
advertising for, and getting, the accounts of the general public. If credit
unions are going to act like banks, it is unfair that they should be tax
exempt.

Thank you for your consideration of the views of thousands of community
banks and their investors throughout the country. If you have any questions
about any portion of this letter, please do not hesitate to contact us.

Sincerely,

B.F. Backlund

President

BF/sld

cc: Members of the Senate Finance Committee
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Bank A
Actual Tax Refunds From the 10-Year

Net Ooerntina Loss Carrvback

Federal Federal
Taxable NOL
Income Car'rvhack

$ 27,295
47,295
55,947
97.270
88,612

223.887
119.263
62.563

314.199
528,459
618,743
804,830

1.456,151
(1,671.301)

$ (97,270)
(88.612)

(223,887)
(119,263)
(50,778)

(314.199)
(528,459)
(248,833)

1,671. 301

Total federal tax refund

*-Investment tax credits carryback.

1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982

EXHIBIT I

Tax
Reiunds
Federal

$ 1.150*
373*

713'
39.735
37.161

101,753
43.708
14.087

136.435
225.703
136.584

$737.402
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Bank A
Statement of Condition

1982

Cash and cash in banks
Investment securities
Loans
Property and equipment
Other assets

Deposits
Other liabilities

Capital
Surplus
Undivided profits

Capital to assets ratio

Taxable Loss

Before Tax
Loss Carrvback

$ 3,023,611
5,717,670

24,000,117
878,958
669,644

34,290,000

32,683,735
368,975

250,000
250,000
737,290

$34.29U.000

. 3.608%

$(1,671,301)

Tax
Refunds Balance

$821,440 $ 3,845,051
5,717,670
24,000,117

878,958
669,644

35,111,440

32,683,735
368,975

250,000
250,000

821,440 1,558,730
$34,111,440

5.863%

EXHIBIT II-
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Bank B
Actud Tax Refunds From the 10-Year

Net Ooeratinc Loss Carr%,back EXI3IT UI

Fedcral Federal Tax
Taxable NOL Refunds
Income Carrvback Federal

NIA
$ 41,231

56. 629
141.264
174,029
146,365
187. 685
169,161
101 ,027
113 432
204.809
190,705
316. 935

(3.219,557)

$ 26
1,331

$ (141.264) 61.203
(174.029) 76,967
(146.365) 61,625
(187,685) 83.283
(169,161) 73,981
(101,027) 31,473
(118,432) 42.262
(204,809) 78,846
(190,705) 73,169
(316.935) 118,133

1,750,412 (1)
1,469,145 (2)

Total federal tax refund

(1) Used
(2) Carryover to 1985

1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
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Bank: B
Statement of Condition

1980

Cash and cash in banks
Investment securities
Loans
Property and equipment
Other assets

Deopsits
Other liabilities

Capital
Surplus
Undivided profits

Capital to assets ratio

Taxable Loss

Before Tax
Loss Carrvback

$ 4,773,050
5,712,384

16,001,206
217,522

1,013,649
27,717,dtl

26,953,317
349,676

500,000
1,000,000
(1,085.182)

$27.717,811

1.496s

$(3,219,557)

Tax
Refundrs al nce

$807,389 $ 5,580,439
5,712,384

16,001,206
217,522

1,013.649
28,525,200

26,953,317
349,676

500,000
1,060,000

807,389 (277.793)
$28,525,200

4.28%

E::-IBlIT IV
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EXHIBIT v

Actual Loss Average Loans
Outstanding

$ 10,379
10,350
12,860
12,346
14,127
48,879
89,073
68,344
51,865

158,694
161,698

$2,798,228
3,067,315
4,186,139
4,804,659
5,191,335
5,276,445
5,187,471
5,226,804
6,774,189
7,373,582
6,881,833

Percentage of
Loss

37%

34:;
.31%
.26:/

.27',
*93:

1.72,
I.31%

.77,
2.15%
2.35,

Total Assets

$ 7,373,603.34
8,009,212.12
8,586,167.57
9,504,806.78

10,952,375.07
11,330,866.35
13,265.532.12
14,482,364.32
19,386,462.30
17,877,547.63
19,310,667.31

1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
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FULL TESTIMONY OF BOB SMUCKER

Introduction

I am Bob Smucker, Vice President for Government Relations,

of 1NDEPENDENT SECTOR, a membership organization of 607 national

voluntary organizations, foundations, and business corporations

which have banded together to strengthen our national traditions

of giving, volunteering, and not-for-profit initiative. A list of

our members is attached.

Our Voting Members are organizations with national interest

and impact in philanthropy, voluntary action, and other activity

related to the independent pursuit of the educational, scien-

tific, health, welfare, cultural and religious activities of the

nation. The range of members includes the American Heart Associ-

ation, United Negro College Fund, Goodwill industries of America,

Kellogg Foundation, National Council of Churches, Native American

Rights Fund, Association of Junior leagues, CARE, Council on

Foundations, American Association of Museums, Council of Jewish

Federations, National Puerto Rican Coalition, National Conference

of Catholic Charities, National Audubon Society, Equitable Life

Assurance society of the U.S., National Association of Independent

Colleges and Universities, United Way of America, Brookings

Institution, American Enterprise Institute, Appalachian Mountain

Club, and the American Red Cross. The common denominator among

this diverse mix of organizations is their shared determination

that the voluntary impulse shall remain a vibrant part of America.
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The History of Tax Policy in Relation to Charitable Giving

Historically, tax policy has encouraged voluntary

initiative. From the beginnings of our country, deliberate

effort has been made to encourage private initiative for the

public good and to promote and sustain the voluntary instituticns

through which the nation does so much of its public business.

Those conscious efforts included the property tax exemption and,

when the modern day Federal income tax was adopted, the chari-

table contributions deduction.

The action of Congress in 1917 to provide for the

charitable contributions deduction was a clear indication that

the nation wanted to find every conceivable way to encourage

pluralism and maximize involvement of citizens in addressing their

own problems and aspirations. When Congress extended the deduc-

tion for nonitemizers in 1981, it was further indication that it

is the position of the American people and our government that all

of us should be encouraged in every way possible to support the

causes of our choice.

The Charitable Deduction for Nonitemizers

A law of major importance -- to society at-large, to the

800,000 public charities and to the 62 million taxpayers who do

not itemize their income tax -- was enacted in August 1981, as a
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part of the 1981 Tax Act. That measure, the Charitable Contribu-

tions Law, allows a taxpayer to take a deduction for contritu--

tions to charity even if the giver takes the standard deduction.

According to recent research, the law will generate between $3 and

$6 billion annually in increased contributions to charities.

In the face of rising federal deficits, the philanthropic

community agreed when the law was first enacted, in 1981, to a

phase-in of the charitable deduction for nonitemizers.

1982 -- 25 percent of 1st Sl00 (maximum of $25)
1983 -- SAME
1984 -- 25 percent of Ist $300 (maximum of $75)
1985 -- 50 percent of all contributions
1986 -- 100 percent of all contributions

Dr. Lawrence B. Lindsey, an economist with Harvard Univer-

sity and the National Bureau of Economic Research, estimates that

the charitable deduction for nonitemizers will increase contribu-

tions by $5 to $6 billion per year, if the deduction is made

permanent at a 100 percent level with no floor or other limita-

tions.

The charitable deduction for nonitemizers will expire at

the end of 1986, unless Congress acts to make it permanent.

Thirty-nine Senators now cosponsor S. 361 which would make the

measure permanent. And H.R. 3838, passed by the House, also makes

the charitable deduction for nonitemizers permanent, but with a

$100 floor.
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It is important to clarify how the charitable deduction for

nonitemizers generates substantially increased giving. People

give to charities based on generosity to and sacrifice for causes

and organizations in whizh they believe. The tax deduction is

not the reason for donating, but it does prompt taxpayers to give

more than they otherwise would. Charitable deductions offer an

incentive to donors to increase the size of their gifts. An

April 1985 door-to-door survey of 10,000 households by the Ameri-

can Cancer Society provides the most recent practical evidence

that the charitable deduction for nonitemizers increases the size

of one's gift. The survey found that those who received informa-

tion about the charitable deduction for nonitemizers gave an

average of 10 percent more than those who did not.

Impact of $100 Floor on giving by Nonitemizers

INDEPENDENT SECTOR is extremely grateful that the House tax

reform legislation extends a permanent charitable deduction to

nonitemizers, and we urge this Committee to do the same.

Preserving a full charitable deduction for nonitemizers becomes

even more critical under H.R. 3838, because the percentage of

nonitemizers would be dramatically increased. Dr. Lindsey

estimates that, in 1986, the percentage of nonitemizers would

increase from 58 percent under current law to 75 percent under

H.R. 3838. Limiting this deduction -- which contributes so much

a
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toward the ability cf charities to perform their services to the

pblic, and which recognizes the voluntary sacrifice of three-

quarters of all taxpayers -- would be terribly unfair.

Unfortunately, H.R. 3838 includes a $100 floor on chari-

table gifts of nonitemizers. The $ICO floor was enacted to reduce

the cost of the nonitemizer deduction to the Treasury. It was not

the result of an effort to pursue the best possible government

policy to encourage charitable contributions for public purposes.

There are a number of problems with the $100 floor, which

4s opposed by INDEPENDENTT SECTOR.

I. FLOORS INCREASE.

Floors on tax deductions are often increased.
For example, the three percent flcor (3% of
adjusted gross income) on medical deductions
has been increased to five percent. The l00
floor cn the casualty deduction has been
increased to 10 percent of adjusted gross
income. Both represent substantial increases
over the original floors.

Research by Dr. Larry Lindsey shows that a
doubling of the $100 floor would cause a
fivefold increase in the amount charities would
lose as a result of the increased floor.- A
triple increase in the floor would cause an
eightfold increase in the amount charities
would lose.

There is no reason to belie- that once
enacted, efforts would not be made to increase
the floor on the charitable deduction, sub-
stantially.

2. FLOORS CAN BE EASILY EXPANDED.

-- Once a floor is enacted, ic is much easier to
expand it. The U.S. Treasury has already
proposed that the Senate Finance Committee
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consider extending thej100 fi. " on nonitemi-
zers to all taxpayers.

3. THE FLOOR ON THE CHARITABLE DEDUCTION SERVES NO
IMPORTANT PUBLIC PURPOSE.

Charitable contributions are tax deductible
because they serve public purples. There is
no reasonable public policy justification for
disallowing the first $100 of charitable
contributions since those contributions alsd
serve public purposes.

4. THE FLOOR SHOULD NOT BE USED BY THE U.S. TREASURY
AS AN AUDITING MECHANISM.

One reason the U.S. Treasury supports a floor
is to avoid having to audit those tax returns
from nonitemizing taxpayers who give less than
$100. It is true that the $100 floor would
simplify the auditing process. However, it is
not fair to ask taxpayers to bear the burden
of that simplification.

Instead of supporting a floor to make auditing
easier, IS has recommended to the Internal
Revenue Service, Treasury, and to Congress
that they require taxpayers to provide
detailed information regarding their contri-
butions, with their tax return. This would
provide reasonable assurance that charitable
deductions claimed are accurate. Both
Treasury and the Internal Revenue Service have
rejected this proposal.

A full charitable deduction is a much wiser and fairer tax

policy, and one which we hope the Senate Finance Committee will

pursue.

Gifts of Appreciated Property

INDEPENDENT SECTOR also opposes H.R. 3838's inclusion of

gifts of appreciated property in the alternative minimum tax. We

urge this Committee to maintain current law which pet-its a full

deduction for gifts of appreciated property. Current tax law

draws no distinction between gifts of_ cash andgifts of property.

10
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Both receive a deduction, which encourages contributions to public

purposes. -The many public purposes enhanced by gifts of

appreciated property include endowments for medical research,

funds for hospital and university buildings, scholarships for low

income students, and support for community arts groups. A tax

policy that encourages these assets *permits the sector to better

meet present and future human needs.

Including gifts of appreciated property as a tax preference

item in the alternative minimum tax increases the cost of giving

from 30 cents on the dollar under current law to 78 cents on the

dollar under H.R. 3838 (Larry Lindsey, January 22, 1986). Faced

with this extraordinarily high cost of giving, the taxpayer will

probably keep the asset or pass it to his heirs. INDEPENDENT

SECTOR hopes that the Senate Finance Committee would favor a tax

code which encourages the distribution of wealth for public

purposes, rather than the accumulation of wealth for private gain.

Preserving the treatment of gifts of appreciated property

under current law not only serves the public good, but it does so

in a cost effective manner. Under H.R. 3838, charities would lose

approximately $570 million while Treasury would gain only $334

million.

Finally, the percentage limitation on gifts of appreciated

property and recent substantiation rules required under current

law, assure that these gifts are not responsible for tax avoid-

ance. Taxpayers cannot avoid their tax obligation by donating

11
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appreciated property due to the deductibility limit of 30 percent

of adjusted gross income. According to a Treasury study for the

Ways and Means Oversight Subcommittee, gifts of appreciated

property and other itemized deductions are not significant factors

in tax avoidance by high income taxpayers. Maintaining current law

for these gifts would, therefore, not jeopardize the minimum tax.

In addition, beginning in 1985, strict IRS appraisal and

substantiation rules apply to property gifts valued over $5,000.

Although publicly traded securities are exempted from this

qualified appraisal requirement, they are included in the detailed

reporting requirements imposed on noncash gifts in excess of $500.

Therefore, greater substantiation and less tax avoidance is

guaranteed under existing rules.

Private Giving and the Impact of the Federal Budget on Nonprofit
Organizations and the People They Serve.

The impact of Federal budget cuts on human services makes

encouraging charitable giving, through tax incentives, all the

more important.

During the four year period 1982-85, Federal budget cuts

in the funding of human services totaled $50 billion, exclusive

of funding for Medicare and Medicaid. The largest cuts were in

social welfare, including $6.8 billion for social services, $24.7

billion for employment and training, and $9.2 billion for

community development. Funding for education and research, arts

and culture, and environment also decreased during that period.

12
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According to preliminary figures from the Urban Institute,

based on their analysis of the President's 1987 budget proposal,

the 1987 budget cuts will be even greater than previous years.

What makes these changes in federal funding especially

important to nonprofit and charitable organizations is not simply

that they affect the levels of need that exist in our society and

therefore the demands that are placed on charitable resources.

Equally important is the fact that they affect the revenues of

nonprofit organizations and therefore their ability to serve

those in need. In recent years, government has turned more and

more to private, nonprofit institutions to help deliver publicly-

financed services. Now with the sharp cuts, many, including

those in government, will look even more to charities to fill the

gap. Unfortunately, private giving simply can't make up the

difference. In fact, private giving has been able to make up for

only 17 percent of the revenue losses from Federal budGet cuts of

nonprofit organizations, and only 5 percent of the overall cuts

in human services.

Public Support for Charitable Deductions

Two public opinion polls demonstrated strong support for

retaining charitable deductions in tax reform law. A January 1985

New York Times/CBS News poll showed that 81 percent believed that

people should get the charitable deduction. A more recent Lgs

Angeles Times poll supported keeping the deduction for giving to

13
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charity by an overwhelming 82 percent. Even among those who do

not claim charitable deductions, 70 percent favored keeping the

tax incentive, suggesting they think its social value outweighs

their personal interest. The findings of both polls are consis-

tent with a November 1984 Gallup survey, in which 80 percent of

those queried stated that any tax reform proposal should either

maintain the current charitable contributions deduction, or

increase it.

Conclusion

The overall impact of the Tax Reform Act of 1985 on the

charitable community is a reduction of $3.14 billion in 1936

giving. This represents a decline of 4.6 percent from the amount

which would be given to charities under current law. Much of that

reduction is the unintended consequence of lowered marginal tax

rates, which INDEPENDENT SECTOR does not oppose. We do oppose the

$100 floor on the nonitemizer deduction and the alternative mini-

mum tax treatment of appreciated property gifts in H.R. 3838.

These two provisions represent a decline of $731 million or some

25 percent, of the total decline of giving under the Tax Reform

Act of 1985.

We urge this Committee to include a full charitable

deduction for nonitemizers and current law treatment of gifts of

appreciated property in the Senate tax reform legislation. Such

action maintains governmental encouragement of voluntary endeavor.

Any tax measure which might stifle voluntary initiative would
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negate the larger public policy consideration which, from the

start, has been to foster the vast participation and diversity

that are so much a part of America's uniqueness.

For a country -- and an Administration and Congress -- that

wants to encourage private initiative for the public good, full

deductibility of both cash and noncash gifts is mandatory. It

signals to the public, that the government recognizes the

participation of all taxpayers in serving public purposes.

The issue comes down to what kind of society we want to be

and a resolve to use public policy to encourage that vision. If

pluralism is part of that ideal, then it is absolutely essential

to search out every possible way to encourage it. The deduction

of charitable gifts has provided a significant incentive for

increased giving, but even more important has served to remind all

of us that it is the philosophy and policy of the people and our

government, that giving is an act for the public good that is to

be fostered.

These direct and indirect encouragements have helped to

build the enormous degree of pluralism and citizen participation

that are among the country's most important characteristics.

Retaining a full deduction for gifts of appreciated property and

making the charitable deduction for nonitemizers permanent without

a floor represents a step toward a more caring and participatory

population.

15
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Charities are willing to accept the decreased charitable

giving that will result from lowered marginal tax rates. We are

struggling to meet an increased demand for services as direct

federal support to some subsectors of the independent sector is

being reduced. We cannot accept the imposition of a floor on the

charitable deduction for three out of four taxpayers, nor the

inclusion of appreciated property gifts in the alternative minimum

tax.

16
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02/20/86
INDEPENDENT SECTOR VOTING :IE:tBERS (AS OF 02-20-86)

ACCION International/AITEC
ALS Association
ASPIRA of America
AT&T Foundation
Accountants for the Public Interest
Aetna Life and Casualty Company
Aga Xhan Foundation U.S.A.
Aid Association for Lutherans
Alcoa Foundation
Alliance of Independent College3 of Art
Allied Corporation
Allstate Foundation
American Arts Alliance
American Assembly
American Association for Higher Education
American Association for the Advancement of Science
American Association of Fund-Raising Counsel, Inc.
American Association of Homes !or the Aging
American Association of ?'usur%
American Association of Unive:i' Women
American Can Company Foundatc.n
Am, erican Cancer Society
American Citizens Concerned for Life
American Council for Judaism
American Council for the Arts
American Council on Alcoholism
American Council on Education
American Dance Guild, Inc.
American Diabetes Association, Inc.
American Ditchley Foundation
American Enterprise Institute for Public Policy Research
American Express Foundation
American Farmland Trust
American Foundation for the Blind, Inc.
American GI Forum National Programs Administration
American Heart Association
American Hospital Association
American Humanics, Inc.
American Leadership Forum
American Library Association
American Lung Association
A.merican .ear East Refugee Aid
Xmerican ORT Federation, Inc.
American Public Radio
American Red Cross
American Social Health Association
American Standard Foundation
American Stock Exchange, Inc.
Anerican Symphony Orchestra League
American Woman's Economic Development Co:oration
Americans for Indian Opportunity
Amoco Foundation, Inc.
Anschutz family Foundation
Appalachian :!ountsin Club
Arcs Foundation
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02/20/85
:MODEPEM:DENT SSCTR VOTI::G ::!1.BERS (AS OF o:-:0-a5.

Armco Foundation
A:row, Inc. mier. for Restitution, Rih::n; of 'ld "run- s
Art :useum Association
Arthritis Foundation
Arts International
Aspen Institute for Humanistic Studies
Association for International Practical Training
Association for Volunteer Administration
Association of American Colleges
Association of American Universities
Association of Art :Museum Directors
Association of lack Foundation Oxecutives
Association of Governing Boards of Universities i Collezes
Association of lispanic Arts Inc.
Association of Independent Conservatories of ::us:c
Association of Jesuit Colleges & Universities
Association of Junior League3
Association of Professional Vocal Znsembles
Association of Voluntary Action Scholars
Atlantic Richfield Foundation
Avon Products Foundation, Inc.
B'nai B'rith International
'!ary Reynolds Babcock Foundatton
Leo Baeck Institute, Inc.
3all Brothers Foundation
BankAmerica Foundation
Bankers Trust Company
Beatrice Companies, Inc.
3ell Atlantic
BellSouth
Benton Foundation
Best Pruducts Foundation
Bethlehem Steel Corporation
Big Brothers/Btg Sisters of America
Bing Fund Corp.
Blandin Foundation
Boeing Company
Borden Foundation
Boston Foundation
Boston Globe Foundation, :nc.
Botwinick-;olfensoha Foundation
Boy Scouts of America
Boys Clubr of kmerica
Bread for the World Zducational Fund, Inc.
Otto Bremer Foundation
Dristol-myers Fund, Inc.
Brookings Institution
Brother's Brother Foundation
Burroughs Corporation
Burroughs Wellcome Fund
Edyth Bush Charitable Foundation, Inc.
Business Committee for the Arts, Inc.
CARE
CBS Inc.
CEI? Fund, Inc.
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(t2/20/6 3
INDEPENDZET SECTOR VOTING EZ4BER3 (AS OF 02-20-86)

CIGNA Foundation
CODRL - Coordination in Development Inc.
CPC International, Inc.
Cabot Corporation Foundation
California Community Foundation
Call for Action, Inc.
Camp Fire, Inc.
Career Training Foundation
Carnegie Corporation of New York
Carnegie Foundation for the Advancement of Teaching
Carter Hawley Hale Stores, Inc.
Catalyst for Women, Inc.
Caterpillar Foundation
Center for Corporate Public Involvement
Center for Creative Leadership
Center for Creative Management
Center for the Study of the Presidency
Champion International Corporation
Chase Manhattan Bank, N.A.
Chesebrough-Pond's Inc.
Chevron U.S.A., Inc.
Child Care Action Campaign
Children as Teachers of Peace Foundation, Inc.
Children's Aid International
Chri.stian Church F9undation
Chritian HinistriWs Management Association
Church Women Unite9
Citicorp (USA), Inc.
Citizens' Scholarship Foundation of Xmerica
Cleveland Foundation
Clorox Company Foundation
Close Up Foundation
Coca-Cola Foundation
College Board
Colonial Williamsburg Foundation
Columbia Foundation
Committee for Food and Shelter
Commonwealth Fund
Congressional Award Foundation
Congressional Black Caucus Foundation, Inc.
Conoco* Inc.
Consortium for the Advancement of Privata Higher Education
Corning Glass Works Foundation
Coro Foundation
Corporation for Enterprise Development
Council for Adult and Experiential Learning
Council for American Private Education
Council for Financial Aid to Education
Council for the Advancement and Support of Education
Council for the Advancement of Citizenship
Council of Better Zusiness Bureaus
Council of Jewish Federations
Council on Economic Priorities
Council on Foundations
Council on International and Public Affairs
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02/20/86 4
INDEPENDENT SECTOR VOTING MEI!BERS (AS OF 02-20-86)

Council on Library Resources, Inc.
Covenant Rouse, Inc.
Ccown-Zellerbach Foundation
Crum and Forster Foundation
Cystic Fibrosis Foundation
Charles A. Dana Foundation, Inc.
Dance/USA
Dart £ Kraft, Inc.
Dayton Hudson Corporation
Deere and Company
Deloitte Haskins + Sells
Denver Foundation
Geraldine R. Dodge Foundation
Dole Foundation for Employment of ?ersona with Disabilities
Gaylord and Dorothy Donnelley Foundation
William H. Donner Foundation, Inc.
E.I. Du Pont De Nemours & Co.
Duke Endowment
DurEee Foundation
Dyson Foundation
Zarthwatch
Eastman Kodak Company
Eaton Corporation
Educational Assistance Ltd.
Eisenhower Foundation
Elderworks, Inc.
Emerson Electric Company
Enterprise Foundation
Environmental Fund
Environmental Law Institute
Epilepsy Foundation of America
Equitable Life Assurance Society of the U.S.
Evangelical Council for Financial Accountability
Exxon Corporation
:aurice Falk Medical Fund
Family Service America
Federated Department Stores, :no. Foundation
Fireman's Fund Insurance Company Foundation
First Bank Saint Paul
First Interstate Sank of California Foundation
Food Research and Action Center
Food for the Hungry, Inc.
Ford Foundation
Ford motor Company Fund
Foreign Policy Associatior
Forty Plus Educational Center, Inc.
Foundation Center
Foundation for Children with Learning Disabilities
Foundation for Exceptional Children
Foundation for Teacning Economics
Foundation for the Peoples of the South Pacific, inc.
Freeport-:IcMoRan Inc.
Fresh Air Fund
friendss Association for Higher Education
Fuller Foundation



853

INDEPENDENT SECTOR VOTING MZM5ERS (AS OF 02-20-86)

Fund for Artists' Colonies
Fund for an OPEN Society
Future Homemakers of America
GTE Foundation
Gannett Foundation
General Conference of Seventh-day Adventists
General Electric Company
General Foods Corporation
General Mills Foundation
General Motors Foundation
Georgia-Pacific Foundation, Inc.
Wallace Alexander Gerbode Foundation
J. Paul Getty Trust
Giraffe Project
Girl Scouts of the U.S.A.
Girls Clubs of America, Inc.
:.orris Goldseker Foundation of maryland
Goodwill Industries of America
Grace Foundation, Inc.
Granditet USA, Inc.
Grantmakers in Health
Grotto Foundation
Grumman Corporation
Gulf + Western Foundation
George Gund Foundation
Alan Guttmacher Institute
:iiria and Peter Haas Fund
alter and Elise Haas Fund
Evelyn and Walter Naas, Jr. Fund
Habitat for Humanity, Inc.
Hallmark Cards, Inc.
Luke S. Uancock Foundation
James G. Hanes Memorial Fund/ Foundation
Harris Youndation
Hasbro Children's Foundation
Hawaiian Foundation
Edward W. Hazen Foundation
Healing Community
Hearst Foundation, Inc.
William Randolph Hearst Foundation
H.J. Heinz Company Foundation
Heublein Foundation
William and Flora Hewlett Foundation
Conrad N. Hilton Foundation
Hispanic Information & Telecommunications Network
Hispanic Policy Development Project
Hoffmann-LaRoche Foundation
Hogg Foundation for mental Health
Honeywell Foundation
Hospital Research and Educational Trust
Hudson Wetoer Foundation
Hunt Foundation
Huntington's Disease Foundation of America
Godfrey M. 3yams Trust
1311 Corporation
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02/20/36
INDEPENDENT SECTOR VOTING 'E!13ERS (AS OF 02-20-85

1NTERPHIL (:nternational Standing Conference on Philanthropy)
Independent College Funds of America, Inc.
Independent Research Libraries Association
Inland Steel-Ryerson Foundation
institute for Journalism Education
Institute for the Future
institute of Current World Affairs
InterAction (American Council for Voluntary International Action;
International Christian Youth Exchange
International Fund for Animal Welfare
International Paper Company Foundation
International Women's Health Coalition
Interracial Council For Business Opportanity
James Irvine Foundation
Irving Trust Company
Ittleson Foundation
JB
Japan-America Student Conference
Jerome Foundation
Johnaon & Johnson
Johnson Foundation, Inc.
Robert Wood Johnson Foundation
Joint Center for Political Studies
Joint Council on Economic Education
Jones Foundation
Jostens Foundation, Inc.
Joyce Foundation
Junior Achievement Inc.

Mart Corporation
:enry J. Kaiser Family Foundation
Keep America Beautiful, Inc.
W.K. Kellogg Foundation
Charles F. Kettering Foundation
Kiplinger Foundation
Kresge Foundation
Samuel H. Kress Foundation
Albert Kunstadter Family Foundation
L.S.B. Leakey Foundation
LEAD Program in Business, Inc.
League of Women Voters Education Fund
Leukemia Society of America, Inc.
Lilly Endowment, Inc.
Eli Lilly and Company
Thomas J. Lipton Foundation, Inc.
Lubrizol Foundation
Henry Luce Foundation
Lutheran Brotherhood Foundation
Lutheran Council in the USA
Lutheran Resources Commission - Washington
Lyndhurst Foundation
J. Roderick MacArthur Foundation
John D. and Catherine T. MacArthur Foundation
R.H. Macy & Company, Inc.
March of Dimes Birth Defects Foundation
John and Hazy R. Markle Foundation
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INDEPENDENT SECTOR VOTING MEIBERS (AS OF 02-20-86)

Louis B. Mayer Foundation
McAuley Housing Foundation
Robert R. McCormick Charitable Trust
McGraw-Hill Foundation
McKesson Foundation, Inc.
McKnight Foundation
Meadows Foundation
::eals for Millions/Freedom from Hunger Foundation
medina Foundation
Richard King Mellon foundation
Metropolitan Life Foundation
Mexican American Legal Defense & Educational Fund
Eugene and Agnes C. Meyer Foundation
John Milton Society for the Blind
Minneapolis Foundation
Mobil Oil Corporation
Monsanto Company
Philip Morris, Inc.
Stewart R. Mott Charitable Trust
Charles Stewart Mott Foundation
Mountain Bell Foundation
Ms. Foundation for Women, Inc.
Mutual Benefit Life
Mutual of America Life Insurance Company
NAACP Legal Defense & Educational Fund
NL Industries Foundation, Inc.
NOW Legal Defense & Education Fund
NSPE Education Foundation/ XATHCOUNTS Foundation
NYNEX
National 4-H Council
National Academy of Public Administration
National Action Council for minorities in Engineering
National Alliance for the Mentally Ill
National
National
National
National
National
Nat ional
National
National
National
National
National
National
National
National
National
National
National
National
National
National
National
National

Alliance of Business
Assembly of Local Arts Agencies
Assembly of nat'l. Vol. Health & Social Welfare Org.
Assembly of State Arts Agencies
Association for Bilingual Education
Association for Hispanic Elderly
Association for Hospital Development
Association for Visually Handicapped
Association of College & University Business Officers
Association of Community Health Centers, Inc.
Association of Independent Colleges & Universities
Association of Independent Schools
Association of Latino Elected & Appointed Officials
Association of Public Television Stations
Association of Schools of Art and Design
Association of Schools of Music
Association of Schools of Public Affairs & Administration
Association on Drug Abuse Problems, Inc.
Audubon Society
Catholic Development Conference, Inc.
Charities Information Bureau, Inc.
Committee Against Discrimination in Housing

02/20/86
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02/20/86
INDEPENDENT SECTOR VOTING MEMBERS (AS OF 02-20-86)

National Committee for Adoption, Inc.
INational Committee for Citizens in Education
National Committee for the Prevention of Child Abuse
National Concillo of America
National Conference of Catholic Charities
National Congress for Community Economic Development
National Congress of Parents and Teachers
National Consumers League, Inc.
National Corporate Fund for Dance', Inc.
National Corporate Theatre Fund
National Council for Families & Television
National Council for International Visitors
National Council for Research on women
National Counci] of La Raza
National Council of Senior Citizens
National Council of Women of the United States
National Council of the Churches of Christ in the USA
National Council on Foreign Language and International Studies
National Council on U.S.-A:ab Relations
National Down Syndrome Society
National Easter Seal Society, Inc.
National Education Association
National Executive Service Corps
N National FFA Foundation
National Family Planning & Reproductive Health Aas(diation
National Federation of Business & Professional N.omen
National Federation of State Humanities Councils
National Foundation for Long Term Health Care
National Fund for Medical Education
National Gardening Association, Inc.
National Health Council
National Hispanic Scholarship Fund
National Home Library Foundation
National Image, Inc.
National Indian Youth Council
National Institute for Music Theatre
National Job Corps Alumni Association, Inc.
National Medical Enterprises, Inc.
National Medical Fellowships, Inc.
National Mental Health Association
National Multiple Sclerosis Society
National Municipal League/Citlzens Forum on Self-Gov't
National Neighborhood Coalition
National Neighbors, Inc.
National Network of Grantsakers
National Network of Runaway & Youth Services
National Park Foundation
National Parks and Conservation Asscciation
National Peace Institute Foundation
National Press Foundation, Inc.
National Psoriasis Foundation
National Public Radio
National Puerto Rican Coalition Inc.
National Puerto Rican Forum, Inc.
National School Volunteer Program, Inc.
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02/20j86
!:TDEPNDENT SECTOR VOTING :4ENB3ERS (AS OF 02-20-86)

National Society for Chiliren & Adults with Autism
National Society of Fund Raising Executives
National Society to Prevent Blindness
National Sudden Infant Death Syndrome Foundation, Inc.
National Trust for Historic Preservation
National Urban Coalition
National Urban Fellows
National Urban League
National Wildlife Federation
Native American Rights Fund
Nature Conservancy
New Haven Foundation
N ew World Foundation
New York Community Trust
New York Life Foundation
New York Times Company Foundation
Nordson Foundation
Northwest Area Foundation
.Jessie Smith Noyes Foundatioii
OICS of America, Inc.
OPERA America
Oakleaf Foundation
Older Women's League
Olin Corporation
Open Space Institute
Organization of Chinese American ;Women
Orleton Trust Fund
Outward Bound, Inc.
Owens-Illinois, Inc.
PPG Industries, Inc.
Pacific Telesis Group
David and Lucile Packard Foundation
Parents Anonymous
J.C. Penney Company, Inc.
Pepsico Foundation, Inc.
Permanent Charities Committie of the Entertainment Industries
Petro-Lewis Corporation
Pew Memorial Trust
Pfizer Foundation, Inc.
Phillips Petroleum Foundation, Inc.
James Picker Foundation
Pillsbury Company Foundation
Pioneer Hi-Bred International, Inc.
Piton Foundation
Pittsburgh Foundation
Planetary Society
Planned Parenthood Federation of America
Polaroid Foundation, Inc.
Population Council
Population Crisis Committee/Draper Fund
Population Resource Center
Premier Industrial Foundation
Procter and Gamble Fund
Project Orbis, Inc.
Prudential Foundation
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02/20/3.6 I0

INDEPENDENT SECTOR VOTING AEf (ERS (AS OF 02-20-8)

.................................................................................

Public Affeirs Council
Public Education Fund
Puerto Rican Legal Defense & Education Fund
Quest National Center
RCA Corporation
R? Foundation Fightinq SLineness
Ray Foundation
Raytheon Corporation
Reading is Fundamental, Inc.
Reinberger Foundation
Charles H. Revson Foundation
R.J. Reynolds Industries In:.
Sid W. Richardson Foundation
Rockefeller Brothers Fund
Rockefeller Family Fund
Rockefeller Foundation
Rockwell International Corporation Trust
Rosenberg Foundation
SRI International
Safeco Insurance Companies
Russell Sage Foundation
Saint Paul Companies, Inc.
Saint Paul Foundation
Salvation Army
San Francisco Foundation
Santa Fe Southern Pacific Foundation
Save the Children
Sobering-Plough Corporation
Dr. Scholl Foundation
Scientists' Institute for Public Information
Seaver institute
Shell Companies Foundation
Sherwin-Williams Company
Shubert Foundation
Lois and Samuel Silberman Fund
Melvin Simon & Associates, Inc.
Skillman Foundation
Alfred P. Sloan Foundation
Smart Family Foundation
John Sen Snow Foundation, Inc.
Southern Education Foundation
Southwestern Bell Foundation
Spencer Foundation
Spring Hill Center
Spunk Fund, Inc.
Standard Oil Company (Ohio)
.. Clement s Jessie V. Stone Foundation
Aaron Straus and Lillie Straus Foundation, Inc.
Levi Strauss Foundation
Student Conservation Association
Sun Company, Inc.
Support Center
Syntex U.S.A., Inc.
TRI, Inc.
Taconic Foundation, Inc.
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02/20/46
INDEPENDENT SECTC. VCTING :!Z::ErS (AS- CF 02-2r-86)

------------ - ---------------------- ------- -------------------------------------.

Candy Corporation/Radio Shack
Teachers insurance (TIAA-CRE2;
Tektronix Foundation
Telecommunications Coo~erat.ve ';etworc
Tenneco Inc.
Texaco Inc.
Textron Inc.
theatre Communicat ions iroup, Tnc.
3:. Company
Time Inc.
Transamerica Cirporxtion
Trebor Foundation
Trilateral Commss ion
Trust for Public Land
USO World Headquarters
Union Carbide Corporation
Union Pacific foundation
United Jevish Appeal
UnL-ed Negro College ru;nd
United Parcel Service of America
United States Catholic Conference
United States Committee for UNICEF
United States Steel Foundacion
United States-China ZCtcat:onal institute
United Way of America
Up~ohn Company
'Urban institute
VOLUNITEER - The National Center
Volunteer Trustees of Not-For-Proft t
Volunteers of America, .nc.
*lain Foundation
Izak Walton League of America
Warner Communications Inc.
Washington Center
Washington Post Company
"teingart Foundation
Wells Fargo Foundation
Wiestinghouse Electric Corporation
Weyerhaeuser Company Foundation
Weyerhaeuser Foundation, Inc.
::rs. Gils Whiting Foundation
Amherst H. Wilder -oundation
Women and Foundations/Corporate Philanthropy
Women in Community Service, Inc.
Women's Action Alliance, Inc.
Women's Equity Action League (WEAL)
Women's Foundation
Woods Charitable Fund, Inc.
World Vision
world Wildlife Fund US/The Conservation oundation
Wyman Youth Trust
Xerox Corporation
Y'CA of the USA
YWCA of the USA
Youth for Understanding
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Z6DEPENDENT SECTOR VOTING UtIWERS (AS OF 02-20-86)

Zayre Corporation
Zellerbach Family Fund
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indJ4etiAld Saw Aaowdcin
304 EAST OAKS STREET - COMPTON 4 CALIFORhNIA
NEVADA 6,1736

TUF EDGE RECONDITIONING
TUF 9001[ aAN OSAW BLADES
BAND-SAW MACHINES
ABRASIVE BELTS
CONTACT WHEELS
BACK STANDS
BELT SANDING MACHINES
SANDSAW SUPPLIES

PADDOCK GUIDES
TIRES
WHEELS
TALLOW STICKS

February 11, 1986

The Honorable Ctert Packwood
Chairman, Senate Comittee on Finance
219 Russell Senate Office Building
Washington D.C. 20511

Dear Senator,

I have been in business in California since 1946 and we have enough problems
without adding to them, the House passed version of a tax reform bill H.R. 3838.

The housee passed version of the tax reform is anti growth and anti jobs. I
would hope you in the Senate put your efforts on our nations nvber one problems,
twin deficits and also budget and trade and set aside tax reform for the present.

I would also like ry coments to be included in the hearing records.

Yours Truly,

B.B. Patterson
President
B.B.P./csw

C.C. The Ionorable Pete W ilson
C.C. The Honorable Alan Cranston

TUF-EDGE RECONDITIONING
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WR',TTEN STATEMENT

SUBMITTED BY THE INTER-LOCAL PENSION FUND
TO THE UNITED STATES SENATE COMMITTEE ON FINANCE
FOR INCLUSION IN THE PRINTED RECORD OF HEARINGS

ON H. R. 3838, THE TAX REFORM ACT OF 1986,
JANUARY 29-FEBRUARY 6, 1986

This written statement is submitted by the Inter-Local Pension Fund of

the Graphic Communications International Union, AFL-CIO, to the Committee on

Finance of the United States Senate for inclusion in the printed record of hearings,

January 29 through February 6, 1986, on the Tax Reform Act of 1986. The Inter-

Local Pension Fund is seeking legislation confirming the deductibility of employee

contributions to pension trusts exempt from taxation pursuant to Section 501(c)(18)

of the Code.

Section 50(cXl8) Funds

Section 50l(c)(18) exempts from taxation trusts created before June 25,

1959 and forming part of a pension plan, funded exclusively by contributions from

employees, which meets specified qualifications. The Inter-Local Pension Fund is a

Section 501(cX18) fund, as determined by IRS qualification letter. Altogether there

are only three or four other funds under Section 501(c)(18). Because Section

501(cXI8) is expressly limited to trusts created before June 25, 1959, no additional

Section 501(cXl8) plans may be created.

Annual contributions by participants to all Section 501(cX18) funds are

estimated at approximately $25,000,000 per year.

The Inter-Local Pension Fund

The Inter-Local Pension Fund was established in 1950. Participants are

members of local unions affiliated with the Graphic Communications International

Union, AFL-CIO. The Fund is independently trusteed under a Trust Indenture which
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can only be changed by a vote of the participants. Participation in the Fund is

mandatory fck members in those local unions that have voted to participate. The

members' level of participation is established by vote of the local union

membership, from a minimum of $2.50 per week to a maximum of 4 percent of

gross earnings.

The Inter-Local Pension Fund is a national fund, with net assets of over

$300,000,000, over 18,000 contribution-paying members all over the United States,

and individual contributions of pproximately $17,750,000 annually. Over 6,500

retirees are now enjoying substantial monthly pension benefits from the Fund.

Contributions to the Fund are made exclusively by the individual

employees. The average annual contribution of a participant is less than $1,000.

No contributions are made by any employer. Benefits under the Fund include:

--A normal retirement benefit payable at age 60, in the form of a monthly

payment for the rest of the retired member's life, in the amount of $3.75 per month

for each $130 contributed to the Fund.

--An early retirement pension payable at or after age 55, reduced from

the normal pension by 1/4 of I percent for each month between retirement and the

member's 65th birthday.

-A spouse's pension in lieu of death benefit, which provides to eligible

spouses at age 60 a monthly pension of more than one-half of the deceased

participant's normal pension.

It is Congressional policy to encourage retirement savings by individuals in

private plans. Individuals may do so through IRA accounts. Employee contributions

into group plans sponsored by an employer through QVEC's are given the benefit of

tax deferral. Employee contributions into group plans sponsored by an employer

through cash or deferred plans qualified under Section 401(k) are given the benefit

of tax deferral.

-2-
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Section 01(cX18) plans are group plans to which existing statutes accord

the same recognition with respect to tax exemption for their income, but to which

recent rulings of the IRS appear to have denied the benefit of the deferral for

contributions which is currently given to employee contributions to group plans

sponsored by employers. Section 501(c)(18) plans serve exactly the same social

policy as the others, except that instead of being sponsored by an employer, they

are made available to employees through their own organizations-a union or other

employee group.

In instances, for example, where an employer chooses not to maintain a

retirement plan, a 501(c)(18) plan, where one exists, may be the only means

available to the employee to participate in a group retirement program funded by

his or her own contributions. A denial of that opportunity mere-; because the plan

is sponsored by an employee group rather than by the employer is essentially

discriminatory and in conflict with Federal policy to encourage self-help

retirement savings programs.

Special Features of the Inter-Local Pension Fund

The Inter-Local Pension Fund contains a number of features particularly

consistent with Federal pension policy--and in some respects even more directly

dedicated to promoting those policies than plans which now receive the benefit of

tax-deferral for contributions. For example:

A. The Inter-Local Pension Fund is fully portable within the graphic

arts industry. A participant may move from employer to employer and still

continue his active participation in the Fund.

B. The Fund is truly a retirement fund. The Fund's benefit structure

maximizes retirement benefits. No pension benefits are payable while a

participant is working in the graphic arts industry. Unlike an IRA or other tax-

-3-
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deferred plans, a participant may not withdraw his money, even with a penalty, as

long as he continues to work in the graphic arts industry either as an employee or in

a direct supervisory capacity. Distributions are permitted only in case of

retirement, disability or other termination of employment in the graphic arts

industry.

C. Surviving spouses' pension rights are in most respects greater than

those mandated under ERISA.

D. Participants in the Inter-Local Pension Fund are vested immediately

upon participation. A participant who is no longer employed in the graphic arts

industry at the time he terminates his participation in the Fund may fully vest his

pension or receive a withdrawal benefit of the full return of contributions.

Prior Tax Treatment of 501(c)(18) Funds

This proposed legislation would re-establish what the IRS had expressly

recognized for over 30 years and stated by Revenue Ruling--that individual

contributions to funds like the Inter-Local Pension Fund are tax-deductible.

Since the Fund was founded in 1950 it was understood that employee

contributions were deductible. This was confirmed in Revenue Ruling 54-190,

making contributions deductible in the same fashion as union dues. However, in

1980, the IRS issued a private letter ruling denying a deduction to a participant in

the Inter-Local Pension Fund. Subsequently, in Revenue Ruling 82-127, the IRS

declared its earlier Revenue Ruling 54-190 obsolete, without explanation, but

prospectively only. The Fund understands that some members in fact continue to

deduct their contributions to the Fund, in reliance on Revenue Ruling 54-190, with

mixed determinations by the IRS.

Impact of the Proposed Legislation on

Federal Revenues

The impact of the proposed legislation on Federal revenues would be

negligible:

-4-
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-Total contributions from participants in all 50l(cX8) funds total only

approximately $25,000,000 annually.

--By law, no new 501(cX8) funds can be established.

-Many participants in 501(c)(18) funds are deducting their contributions,

based on Revenue Ruling 54-190.

-The tax revenues will be substantially recovered in any event, since to

the extent contributions are deductible the benefits received by participants will be

fully taxable.

Thus, basic considerations of tax fairness and simplicity support the

proposed legislation. It would confirm the long-standing IRS policy in effect since

the Fund was founded (and only recently placed in question) that such contributions

may be dedicated. It would eliminate the invidious d-iscrimination between group

plans sponsored by employers and those which for at least 26 years have been

sponsored by the employees' own organizations. It would have negligible impact on

Federal revenues, and it. would permit at least this limited, long-recognized group

to continue to have the benefit of tax deferral of contributions for their long-

established retirement plans based on the very principles of self-help which

national policy favors and seeks to encourage.

Submitted by

Inter-Local Pension Fund
202 South Ashland Avenue
Chicago, Ufinois 60607
(312) 226-5662

Inquiries should be addressed to:

Walter J. Rocker, Esq.
Arnold & Porter
1200 New Hampshire Avenue, N.W.
Washington, D. C. 20036
(202) 872-6700

February 11, 1986

-5-
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STATEMENr OF THE

INTERNATIONAL ASSOCIATION OF INDEPENDENT

TANKER OWNERS

PFFORE THE COMMITTEE ON FINANCE

OF THE UNITED STATES SENATE

ON H.R. 3838

This statement is submitted by the International Association

of Independent Tanker Owners ("INTERTANKO") concernina the

provisions of H.R. 3838 which relate to ocean transportation.

INTERTANKO represents independent (non-oil company and non-state-

owned) tanker owners of various nationalities, including American

owrnrs (of U.S.-flan and foreion-flao tonnage) in reward to

technical, onerational, environmental arid economic conditions

associated with the international movement of liquid cargoes in

bulk. INTERTANKO performs research, provides assistance and

advice to its -members and to national administrations, and is an

accredited non-oovernmental adviser to various United Nations

organizations and public and private multinational groups. The

chairman of INTERTANKO is James H. Rand (an American) who is

Chairman of the Board and Chief Executive Officer of Marine

Transport Lines of Seacaucus, New Jersey. INTERTANKO's

administrative offices and riqrmanent staff are located in Oslo,
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Norway. Members' vessels serve frequently in the: foreign

commerce of. the United States, and would be directly and.

indirectlv affected by the, chances H.R. 3838 would make in Jhe

U.S. tax laws.

INTERTANKO's position is. that certain of the proposed

changess are ill-advised and 'should be' either deleted or

modified,' They would not produce results beneficial to-.th U.S.

public interest, and would not appreciably enhance tax revenues,

especially in view of the administrative burdens which the

proposed chances would create. In addi -ion, the chanits would

adversely affect shiooina in U.S. foreian commerce and would be

detrimental to U.S. International commercial relationships which-

have been built,' in part, on historical bases in maritime

tradinn. INTERTANKO therefore-urges reje-ction' of (a) the

proposed change in the Oreciprocal xemption" rules, (b) the 4%

. tax on nross shiopino income, (c) the'50%-50% sourcing rule for

shipping income, (d) the repeal .of the portign of Subpaet LF

-,providing for tax deferral of reinvested income, and (e) the

limitations on the "Capital Construction Fund,"

I. INTERTANKO

INTERTANKO's* interest in this matter lies in'the extensive-

service' which its members' vess als perform in U.S. foreign

. omm.rc4. The membership o'f INTERTANKp'is comprised of 260

L•
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oriVatelv owned companies from over 30 countries,i/ operating
abOut.1300 tanker vessels of 140 million deadweight tons. hose

vessels constitute more than half of the world's total tankerand

combination vessel tonnaed. Thus, INTERTANKO is a broadly based

AI.InternatonA.l shippinO-and commercial organiza tion whose members

make a substantial contribution'to the carriage of goods (liquid'

carooes in bulk)-to and from the United States. In this-way,

'INTERTANKO's. members provide an important service to U.S.

commerce and foreion trade. Shippin18, after all, the means by

which mot U.S. fore-ion trade is accomplished; any adverse

intrusion, whereby shiopinq An O.S. trades is hampered or--

rendered less economical, will weaken competition and U.S.

commerce will suffer. Moreover, as noted above, INTERTANKO'S

membership in6lOdes U.S. companies, and the burdens of the"

oroonsed tax chances would-be doubly felt' within the U.S.

S--ollowing below is'adiscdssion of the proposed tax law

changes and their harmful consequences.

./ Australia, BoIoium,' Bermuda, Canada, Chile, Cyprus,
Denmark, Finland, France,".'Federal Republic of Germanyf,
Greece, Hong Konq, India,, Italy, Japan,_ Republic of Korea,
Liberia, Luxembourg, Malaysia, Monaco, the Netherlands,
Norway, Panama, Peru,.Phillnolnes, Saudi Arabia, South
Africa, Spain, Singapore, Sweden, Switzerland, Turkey,.
United -Kingdom, United States. INTERTANKO membershio.does,
not include oil companies or state-owned companies.

-
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I. THE TAX LAW CHANGES

INT8RTANKO, as noted, 'objects to several portions of H.- -

3838, but of particular concern 'is the one which would

substantially change the current rules for,"reciproca*-

exemptionio This'proposed change demonstrates the principal

weakness contained-in'ihe several proposals. The provisions-do

not take sufficient account of..th-tjrxique international aspects. -L.

of ocean shipping and .the need for responsiveness to accepted

international shi noractices. Recoqnizin0 those important.

points will, INTERTANKO believes, lead to the rejection of-the

revised "reciDrocal exemption" rules and income sourcing rules."

A. The Reciprocal Exemption

Current tax law (26"U.S.,C.-.S872(b)(l), 883(a)(1))

provides "reciprocal exemption" rules pertaining to income of

foreign individuals and c5rpor.@tion0s_ derived from shippingq.

Foreign ship operators are exempt from U.S. taxation on U.-S.

source shipping Income if the -income arises from operation of a'

ship documented under the laws of a country which grants an

equivalent exemption for shipping income of U.S. citizens and

corporations, or does not tax such income. In determinino the

aoplicable foreign )aws, one looks to the law .of the country of

documentation, or flag, of. this ship-aenerating income to its

owner (vessel flao'test). - .
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The bill, H.P. 3838 (Section 613(c)), would continue the
reciprocal exemption but eliminate the vessel flag test. TheI

deter mining factor would instead be the law of the cgurntry where

the indiVidual 'ship owner resides or where -the--owning corporation

is oraanizeA., In-&dd-t-ion,_ the exemption would not-apply if 25

percent or more"of a corporate owner's shareholders-resLded in

countries no't oroviding' the'necessary equivalent exemption.

-The proposed chance in Sectio n 883 would foretoken chaotic

'conditions in 'international shipping, and reverse the development -,

of uniform national taxation of this international industry which

moves the vast portion of international trade. The current

version of Section 883 has been in effect for 65 years and 'has

been a prominent factor in the quidinq principle-or-taxation of

shinpina income from international commerce: tha countries do

not, -for the most part (that is,. exceot tor a number. qi -

develonina countries), tax the income prodLsedr'by the foreign

vessels which 'carry their tAde. The encouragement and-

maintenance of such common practice has been a mainstay of U.S.

tax policy, and no reason has been shown warranting a policy.

change. Shipofna, while itself a service industry, facilitates

trAde .

Those principles are adhered to by all-major trading

countries and by most other nations. A drastic change in tax

policy'by the United States (the world's largest trading country)

would set a 6race'dent likely to have ramifications devastating to

-4-
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shipnino/, markedly raising its costs. It is important to recall

th'aCincreases- in such Costs will eventually be passed on to the

consumer, creating an inflationarv effect and dampening consumer

demand. Other-nations, particularlyy those seeking short-term,

solutions to chronic economic ilisr often without a broad, long-

ranqe Vlew of international economic factors, would follow the

U.S. lead and imoose their equivalent .taxes. -'Even countries

which oenerallv recognize lo'ng-term economic factors.'would have .

- to-resort to-retaliation'as the onlv means of orotectinq their

-shipDino industry.

* The result would be that the countries, would assert the- -- , _

right to tax any leq of a voyage that touched their ports. The

total income 'subjected to, tax would' most likelybe_ far more than

100 percent of the voyage income, since each voyage leq would

fall with the taxing. authority of two countries. Voyages which

include port calls in several countries constitute a common mode

of operation, providing or enhancing the economic benefits of a-

voyane-

In addition -- 'and this goes to the heart of-the problem --

each taxing country (including the United States) would be forced
0,

to enoane in the process of analyzing the ownership structure of

* " every vessel, and locating the owners to determine their

. nationality in order 'to obtain the appropriate measure of

-eecivrocal'tax treatment. This would disregard, without

justification, the long established and internationally accepted- .
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Standard for-ldenti'fyin. the nationality of-a vesse; ---its

country of documentation, the flag of the 4>esselp Looking beyond

the flaa to determine beneficial..ctwnership in a ship-ownino

corporations a niahtmar'ish.prospect because of the ownership

structures and mechanisms pr evale.nt & -international' ship'inq'."

Multinational ownership.or transnat onal cooperative

ownership of vessels and shipping companies is freotuet;t Cross.-

border 6wnerehip in consortia and other joint ventures 4re

increasioly common..-/ Indeed, the European Cqmunity is

develdpino a-svstem,,for a "European corpora~io& which will

dinieuard national boundaries. Entry of such corporations into

the in terna-atfF1 shipping business would play hv9o with the tax

scheme contemplated by H.R. 3838.

-- . urtheror,e, a ship may be documented on bealf of its'
bearboat charterer, instead-o-f--ts--owner so that ownership of

- * .. "wn~ _ weshpo

2/ The admiinlstrativo task of determining the appropriate
nationality of the-vesseI owner would be severely tested (or,
frustrated) by the not-so-hvoothetical example of a
Liberiar-flao tanker owned by a Liberian corporation, which,
in turn,, is owned by a huxembourg.or Swiss holding company,
the shares of which ere owned bv corporate entities in five
European "nations and the Baha'mas. , Ironically,in most
cases, whether Liberia -is the basis of the test (via the
curr~nt'flao test) or.whether any one of the entities set
forth in the not-so-hyoothetical scenario described above is
-the basis (under the proposed test), the result would be the
same. . . no taxation due to reciprocity since the owners
would -be nationals of countries providing tax reciprocity by
national law or treaty with the United States.
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•the shio could be Irrelevant for Jurisdictional purposes.2 /

Lookina to the owner in order to, tax the vessels revenue would

therefore tonore the real income recipient. -

-A vessels flaq, as already noted, haslonq pk vided the .

sole standard for determining jurisdiction and responsibility

with respect to.the vessel. The proposed 'revision of Sections

872 and 883 would deny the sound bases upon which flag

Jurisdiction "is founded, and would reverse previous Congressional --

findings suoportinq -continued tesort" only, to the vesdel.s flag

for-determinina tfet vessel's (and its owners')- responsik~ili-

ties.!/ In- enectina theen Shiooin r t.Of.978- Conge,,

after.-much-debate, defined a 'controlled (ocean) carriers for

ourposesof legislation designed to strictly' regulate the

econoPic activit-ies of certain state-owned ocean common carriers

whose conduct de-stabilized ocean liner shiopinq..'

3/ -A 'bareboa 4 charter is. &-.contract for lease of a- ship f.or a
Specify i d ime period andq ivinq te lessee complete

__ m~sson ap1 ontolofthe-ship for the leases duration.
OR-sson a 1 cotolo

41- s, wor tni~ nln hat rf er -t h is month the.United States
signed an internationall convent--tr- (-r Vt Y which states:
"Ships haV6NIthe nationality of 'the State who -- 6lag__they are

* entitled to ly,, (United Nations Convention on ConditT our-a
for ReoistraLit'ioh,of Ships, Ar-ticle4.2, U.N. Doc. -
TD/PS/CON'/L-. 19.) Although U.S. 'signing of the convention
does not make it US, law (the required. ratification
procedure must be followed), the U.Si has (by-signing) -

* indicated its acknowledgement of the international.iegal
principles governing Jurisdiction over-vessels. Looking
beyond the flaq country for, purposes of asserting
jurisdiction ovi.r activities' of the- ship is contrary to,
settled international lad. I .



-875.

-9

Control wadefined' -A termss of vessel fiagt ownership or

control of carrier Assats "Oby the overnment under whose registry -

the vessels of the carrier operate." (46 U.S.C.--app.-
O1702(8)). At first, that defininc:'hj.a as opposed1 and.the

Senate versior1iof the oriihal bill.CS,-2873, 95th Cong.) di)-net

include it. It was believed' thata goVe'rPment which controlled a

"shpoin lip'teoyld document its.vessels in another country, thus'

avoiding the . leaW restrictions The vessel flag teit was

nevertheless indludeld because to have done otherwise would have

violated the international principle establishing 'the country.f-.
vessel docume tationl:s they fa.-ct;r determfnin a. vesel'. -ega--

'status. / 'This lesson., as articulated in the Senate Report, is'

even more meaningful today, as.we prepare fort qreater

"i~nternationalcoooerationand stability in international

arket.!/ Such stabUjitv, much needed and de-se rd by providers,

Sen. R. No. 95-1,264 (95th Cong. 2d Sess., -September 29,

6/ qrereir. with 'tIe arguments of"the Executive Banch, the
- Senate'-Rpoort on the bill which became 'the Ocean Shipping

Act of t978-said: -

Under international law, it-'is the state of a vessel's
" --- .-? .A~tfy, and Ot the natiornilty. ,of the actual-owners,

OcThiq'ih de, termines the legal 4t ,tuq'pf a vessel.
SAc d'JA1y,.the U.S. Governm Iht and all governments

epfl)o khe country of"regkstr'ation-' nd not of actual :-
ownershfp in the appllcatin.df nationall and most-favored-

------ natio'n-treatment Undqr bilatet.al- treaty commitments, at.
--. ---we11--&9_in the application of provisions of muktintional

agreemen-s-"a'd'-eo-nyetions'. .Leoislation which looked
behind the-flaq of a e_'0 e-tQ determine its nationality/-or ownership would 'thus be inconslstent- with general

(footnote continued) '
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and users-Of shipping services for purposes of-business planning",

'i s nreatlv enhanced by the vessel flag test which establishes a

" clarity of nexus between the vessel and the' source of its eal -

status ano responsibility. -

Moreover, any'chane ir, thevessel flag test would undermine

longstanding U.S'.politcy supporting flaa state-responsibility in

-important international conventions administered by-the

International Maritime Oroanization of the United Nations (IMO,.-

" international practice And with the' U.S. Treaties of
* Friendship, Commerce and"Navigation. Without the -

inclusion of the registry phrase, this leaislation would
t.n effect inform certain treaty partnernlhat the U6.."
does not recognize the sov.reinnty of their flaos and

-'would treat certain of their vessels differently from
others.-- Should a state-owned carrier re-alster, its vesseli--
under t-ie-flap of a country with which we have such a
trpatv, any effort to'enforce-this leoislation with
respect to those vessels would, of.course, be a violation
of that treaty. " .- "

Furthermore, were -the definition to omit the registry
phrase, it could create serious practical difficulties.
The complex:And frequently multinational,cor oxate--.......

- structures of many*sthippin.p onterpri-t-oday sometimes
render It impos-ible to 'identity-fully the

_--ia-tnoTJty of a. ship's owners. Even a vessel wholly or
. - largely owned by a state enterprise wduld, .ifregistored

under a. forefin flag, almost! certainly be hidden behind .
one or more corporate veils. Hence, legislation which
attempted to define the nationality of vessels in terms
other than their flags could not only set an unfortuante
precedent, but could also greatly complicate maritime
relations. Moreover; bj' providinQ a procedure whereby,
operations of a ontential' competitor miqhtbe significantly,.

*"~ iupeded by a mere accusation of state-Ownership, a -

,, definition which-omitted the registry limitation, could
d subvert the intertion.of this legislation.

Ad.,

.4

c

,, .. ... . . .. • ..
s

I
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formerly IRCO). all of which rely'upon the-vessel fl4q test.7/

The foregoing principles alone make the "se- against the

proposed revision-of the reciprocal exemption rules.- In .

addition, towe-ver, is the administrative burden which the

revision wruld-entail. Tax.liability., parLicularly for a singlee
corporationb4nina more\an one-sh-ip, would have to be

coioatlr -- Onn more , t.-

SThey are as follows:

1. The InternatiaAl Convention- for the Safety'of Life at
Sea (SOL4S),'1960 and 1974.

2. - Internati0nal Reoulations fo the Prevention of
Colli'sion' at Sea (COLREGSY- -1960. and 1972.-

'.3. International Convention on Loadlines, 1966.

4. International Convention on Tonnaae Measurement -f
- Ships, 1969.

_ .--- Convent on on the Prevention oi Marine Pollution by
Dumpinq of Waste and Other Matter, 1972.

- - 6. International Cohvention for the Prevention of Pollution
of the Sea by Oil, 1954, as amended..

7? .International Convention for the Prevention of Pollution
from Shlips, 1973. -

8.:' Internationil Convention Relating- to -Interven-tion on the
. iqh Seas in Cases of"Oil Pollution Ca.sualties, 1969'
(Intervention Convention)'.

9. -. International Convention on Civil Liability-for Oil
Pollution Damaae,-1969..

10. International Convention on the'Establishment of an
International Fund-for Comoensation for Oil Pollution
Damage, 1971.

11. Convention Relatino to Civil-Liability in the Field of
Maritime Carriaoe of Nuclear Materials, 1971.

--- -- - ---
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determined cage-bv-case,- vessel-by-vessel, voyage-by-voyagfe. The

necessary expenditure of adm-inistrative costs in determining

;reside.ce,"ownership and tax -liability would be excessively

burdensome not only to the U.S. Government but to the taxpayers

sought to be assessed. Altered trading patterns, vessel

transfers, and changes in ownership would increase the

administrative-diffi ulties. Furthermore, the Internal Revenud

Service will have to-find and analyze foreign internal, laws to

determine whit her-ber -- s--reprity -nt-ot-U. S. .shi

owners, but-will be unable to do so. The Service has not been

able to accomplish ttis in the past, lackinq the 6ecessary __

resources. Enactment of the sed-revision of Sections 872-

-and -88'- will therefore impose a burden on the Service which it

cannot fulfill..

Since the appa-rent objective of the proposed lchanqe in-

reci.pr.ical exemption rules 'is to induce a fewd non-reciprodating

countries to amend their practices, the ultimate result will be

little, if' any, increase in tax revenues./ The tonnage of-

vessels reois-tered under the flag of non-reciprocating-countries

is only a minor percentage of total world vessel tonnage. Not

It may be noted that some countries are landlocked, and have
had no reason to adopt laws taxing Income.of foreign ship
owners. However, .if shioping comnany shareholders would
have to be located under the provisions of H.R. 3838,-such
countries would-need to accommodate their laws, possibly
adopting so(he type of retaliatory tax which has nothing to
do with ocean shipping. The confusion which would be created
for shipping companies will thus be unending.

/,
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all of those' vessels would necessarily call-at U.S. ports, -

-_ further reducing both the potential beneficial-consequences o"

the proposed tax change and the adverse results of leaving the

reciprocal exemption rules unchanged. Thus since the number of

vessels thereby- involvedand the 'attendant'revenue do not

constitute a substant, ia'l portion of world-wide shipping jrevenues,

the tax benefits to the U;S. will be small.- There is,'

furthermore, no -ssurance that the scheme lwoi-k cn-t-ivince

the unco uptries, who may gee a net revenue benefit in

thq greater numbe'?-Ot-foreiqn vessels for them to-tax.

B. Income Soureina Rules

Under current U.S. tax law ahipping income which is

treated as U.S,. source income (in t"--6t-e--x oF-h t -Ma tib na 1

shipping) is only a small percentage of income derived from

shipp'nqg in, U.S. foreign"commerce. A taxpayer's U.S. source

income is a percentage of total. shipping incomein proportion to

the costs and expenses incurred in the U.S. (that is, within the_

. 3-mile limit of territorial waters). IThat formula determines

oross income which can be reduced by costs and expenses "

associated with the U.S. source income, producing net income

subject to U.S. taxation. The result is that U.S. taxation

reaches a small-portion of shippi _' income produced by foreign,

-vessels in U.S. commerce.

0
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Apparently to reach a greater portion of such income, H.R..

3838 (Section;613(a)) proposes two changes. One would treat 50

o te f o1shipping Itcoe as U.S. source income. The

other would impose a .4 percent tax on gross shipping U.S. source,

income. The 50 percent rule would apply to income derived from

Voyages beqinnino or' ending in the Ut3S. -

defeat 1n the 4 percent tax on gross incme is

that it would be 4itscrihinatory. 4Often there is no net 'income,

tbnsiderin. -frLetxam ple that devreciation" is a deductible item

and q~ince U.S. companies. re-not taxed in the mann'br-proposed by-

'H.R. 3838, foreign ship owners would be subject to. taxation in a-

way that is not applied to anyIU.S. business. SVch .treatment of

. for(ion ship owners wold violate a fundanmetal principle of U.S.,

tax policy: -that taxes on gross-income are to be avoided when-

__ they do not poduce r approximation of tax on net income. In 9

fact, it is to avoid such unfair- taxatiori that theU1.S. has tax

- treaties witv other countries. Thus, the 4 percent gross tax.

-.-provision of H.R. 3838, by trqatinq- foreign ship owner3-

dfff.rently and in a more burdensome way than U.S. owners, could

violate U.S. treaties ofa friendship, -commerce and"navioation.

As already explained, 6ne of the more harmful .aspects of

H.R. 3838, in the shiooinoq area, is that the drastic changes

beino proposed will subJect the U.S. to retaliation by other.

countries which will adopt comparable tax-provisibns.- The

adverse consequences are apparent. Vessels. dolt confine their

.
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trading to routes involving their home country C(however

defined). 'Rather, cross-trading is more common whereby vesselst
serve trade routes not including the home country. Therefore,

the outer limits of possible taxation, based on the example which.

would be established by H.R. 3838 would be endless. If all

states emulated the U.S., by adopting a 50 p~rcert sourcing rule,

each would make similar tax claims for the same voyage (involving

multiple port calls) producing in excess of 100 percent source

income upon which taxation woUld aopiy. Thus, vessel owners not

directly affected by thq proposed changes would be indirectly

affected by the domino effect fbrod4ced by-the retaliatory action

of other countries.

As in the case of proposed changes in the reciprocal

exemntion rules, the new sourcing rules as provided in H.R. 3838

apparently are aimed at countries which do not provide reciprocal

tax treatment. In'this instance the objective appears to be to

induce revision of foreion tax laws which already tax gross

shipina income.
It is not safe to assume, however, that this objective can

be achieved. The countries which impose such a gross tax

reportedly are few apparentlyy including India, Pakistan,

Banoladesh and Sinoapore)0 and their vessels represent a'very

small percentage of oartic'ipation in U.S. foreign commerce.

These countries may ther6or glin a net benefit by taxing the

aross, income of other countrieSa shi s
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Also, the contribution which these few countries' veiseIs

would make to U.S. tax revenues under the H.R. 3838 proposals 'is

likely to, be small in comparison to the administrative burden of

finding the actual income n!ecipients and assessing the tax.

Implementation of the proposed sourcing and gross tax provisions

would require ascertainment of the corporate history and

ownership residence for the thousands of foreign vessels calling

each year at U.S. borts. This would have to be done foC each

shin on ever vovaae, since the registry, charter or ownership

c~uld change.

The sourcing rules, and the attendant tax withholding

provisions, axe, in fact, totally unworkable. It is to be,

required that the tax on gross income would be withheld bly the

payor or withholding agent. If the" tax is/not collected, the

payor would be personally liable, making him insecure in his

ability to collect the necessary amount for withholding. The

withholding avent will therefore demand pr6of'of the foreign, s6ip

owning taxpayer's entitlement (by reciprocal exemption or treaty),

to net-tax treatment before the withholding agent will agree not

to withhold against the oross tax. However, no mechanism exists '

to provide such information to the withholding agent. With the

possible exception -f treaties or other international agreements,

no resource is available by which one can ascertain who is

entitled to net tax treatment. The Internal Revenue Service has

not been able to provide such information. '\,Accordingly, the free

,/
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flow of ocean commerce will be halted by the unwillingness of

foieian shipowners and their customers to assume the risks

in herent in the H.R. 3838 proposals.

In addition, withholding agents w, the burden of

determirina th6 foreign ship's ownership, and that will prove

impossible With respect. to foreign corporate owners, since the
Identity of foreman shareholders will not'be-ascerainable.

Disclosure of such corporate shareholders can violate the,

principle of corporate anonymity, and therefore can never bb

required. A similar effort to reach the shareholder owners of

foreign comoahies was ttempted under the Foreign Investment in

Rea17 Property Tax Acd of 1980, but the attempt was abandoned by

tHe U.S. when "it ,oroved to be totally unworkable, and te,

disclosure requirement became impossible to 4nfSrce. The rps.ult

will be the same under. H.R. 3838.

The proposed 4 percent tax on aross' shipping, income is, in

addition ariprently based dpon the mistaken imprnssion that

thereare-oreat profits w1~ich the current- tax on net income

allows to escape U S. taxation. However, where shipping Profit

margins are oiten typically narrow, a tax which disallows

deductions nermit ted'%to otfter industries would drive shipping

companies frOom U.S. markets. This'would reduce competition and

allow rate escalations,deprivi'nq U.S. exporters of competitive

orices,for their 9opds sold abroad'and burdening US. consumers

with hiqer prices as the increafeid costs of shifping~sans

, - ' .

, /.4 1
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competition inevitably leads to higher rates. Hence, the

ultimate orejudice would be to U.S. consumers of imported goods,

and U.S. users of shipping services. An alternative to some

foreign vessel owners would be to shift their trading patterns

and serve U.S. customers via the oorts of Canada and Mexico,

comlbtely avoidi'nq the new taxin.l mechanisms.

C. Subpart F, and Capital' Construction Fund

The proposed changes regarding Subpart F and the

Capital Construction Fund are of concern primarily'to

INTERTANKO's U.S". members. However, as a whole, INTERTANKO

onposes measures which detract from the stabilization of its

shippina services bv creatina a diseauilibrium amonq TNTERrANKO's

members.

* Current law' provides that. earnings of foreign-flag shipping

companies controlled by Americans have tax-deferred treatment if

the earningsare reinvested in-shippinq operations. The tax

deferral would be repealed by H.R. 3838 (Section 621(c)), and as

a result U.S. investment in such foreiqn-flag shipping would be

with after-taxdollars, whereas foreign-controlled shipping

reinvestment"can' be made with pre-tax or untaxed earnings. U.S.-

controlled f-oreign shippina services would therefore be

prejudiced directly at home, as wall as indirectly abroad by the

inevitable retaliatory taxing actions of other countries

discussed above.

t I
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Section 233 of H.R. 3838 would impose new limitations on use

of a.Capi'tal Construction Fund established-by U.S-. companies.

These limitations will further undermine U.S. carriers'

competitive oosture.and should be reconsidered.

Il1. CONCLUSION

As the- foregoinq discussion shows, maritime related

provisions of H.R. 3838 are not revenue measures, since they are

very unlikely to produce any tax collections. Rather, those

provisions are designed to force chances in the national taxation

practices of certain foreign countries. As such the provisions,

seek unworkable objm.ctives (discussed above) which would, if

enacted, 'create chaotic conditions-in international ocean

coqpmerce.

Under H.R'. 3838, the standards by whjch ocean transportation

is averned in the commercial and judicial spheres may not be

relevant to taxation, and the jurisdictional basis upon which all

maritime activities are founded (locus of documentation) would be

'disregarded in the vital area of taxation. INTERTANKO believes

that such a-view is founded on an-absence oQf understanding of the

--uniaue nature of ocean shipping, and .of the instability and

commercial. disharmony which would be caused by failing to adhere-

to the vessel flag test.

Unlike the capital structure of other "foreianO businesses,

ships move from country to country. As already discussed,,

1'/
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international ocean shippino is a singular enterprise. It is a

service industry, but one which does not cater only to a specific

or narrow sector of the consuming public. Rather, ocean shipping

is the means by which almost all international trade is

accomplished. Accordinoly, any dichotomy in treatment of ocean

shippino will ultimately lead -to cOnf~uione anti-competitive

reactions, and wasteful, increased costs.-'

Common practice among trading nations is therefore very

important. If the United States signals a departure from the

current widespread reciprocal treatment currently being fostered,

solely to bring some recalcitrant states into the fold, the

present felicitous conditions will inevitably be se.vereLy

disrupted by the retaliation perceived as necessary by other

countries. The need, to avoid such consequences was recently

recoonized by the U.S. Conoress in enacting the-Shipping Act of

1984 (46 U.S.C. app. S51701 et sea.) In the Act's declaration of

policy, stating the Act's purposes it is said.thait one purpose

to provide an efficient and economic
transportation system in the ocean commerce
of the United States that is, insofar as
possible, in harmony with, and responsive to,
international shipping practices ....

46 U.S.C. aoD. 52(2). -

Since there is no demonstrated need for, or significant

benefit from, the tax cha-nes-proposed in H.R. 3838, their

rejection would enable the U.S. to continue to promote an---",.-

• 2 .--
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efficient and economic 04ean transportation system in U.S.

commerce and world wide., U.S. shipping companies are

increasingly *Providing service to the international community,

not just to U.S. importers and exporters'l and-it is therefore

vital for the United States to encouraqe and promote harmony of

international Oractices that are consistent with long-established

and well functioning international principle's.- Thus, for. the

U.S,._to abruptly overthrow the reciprocal exemption rules, based

on the vessel flan test, is unwarranted. Accordingly, INTERTANKO

urqes that the proposed changes in H.R. 3838, discussed above,

should not be adopted.

Februrv 18, 1986

/

• j ,



088

STATEMENT OF THE

' INVESTMENT COMPANY INSTITUTE

The Investment Company Institute* (the "Institute")

respectfully submits the following comments on those -provisions

* of H.R. 3838, t-didTax Reform Act of 1985," which directly affect

mutual funds ,unit investment trusts and their shareholders.

Mutual funds are open-end investment companies registered under

the Investment Company Act of 1940. Mutual funds are typically
taxed as reglt iv _ c anes under Subchapter M of the

Internal Revenue Code. Unit investment trusts are also

-registered investment companies. Although some unit trusts

qualify -under Subchap~er M of the Code, most are treated as

..grait--trusts-fori--federal -income tax purposes.

1. /-IRA Offset [Section 1101]

Under the pension provisions of H.R. 3838 an individual's

IRA contribution limit woulWre-reduoed,-dollar for dollar, by

elective contributions to either a 401(k)-p1an-or--403(b)_-_-

program.

* The Investment Company Institute is the national association
of the American mutual fund industry. Its membership includes
1,455 open-end investment companies ("mutual fundi"-thwiY---
Investment-ad s e and undevwritets. Its mutual fund members
have assets of abo ccouningfor approximately
.90% of total industry assets, ard have over 20 million----
shareholders. The'Institute also represents the.unit Investment
trust industry.'



889

As stated in previous testimony before this Committee,**

the Institute opposes thislinkage between IRAs and other

retirement programs as an indirect attack on IRAs, which is

inconsistent with. our national retirement policy. This. linkage

-is neither logical nor justified.. The IRA was expanded by

Congress as recently as 1981 for the specific purpose of

supplementing retirement savings accumulated in employer-

sponsored plans. Furthermore, IRAs have not only made a

significant contribution to retirement savings (currently nearly

----- $200._bjllion),_.but they have created considerable new savings as

well ($18 billicoi in 1984, and probably $50 billion b~y-990). In
addition, IRAs have made a significant contribution to retirement

savings. The IRA to a unique simple and effective retirement

-savings vehicle, which permits.individuals to exercise their

-freedom of investment'choice through a variety of financial

institutions offering a broad selection of investment products.

Rather than limiting IRA contributions, the IRA thould'be

expanded by increasing the spousal'IRA limit from $2,250 to

$4,000.

** See testimony of the Investment Company Institute before the.
Subcommittee on Savings, Pensions and Investment Poli6y, Senate
Finance committee, dated January 28, 1986, and Institute
testimony before the Senate Finano Committee, dated July 11,
1985.
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2. Stock Rgdetytion Exenses (Section 314]

H.R. 3838 providesthat a corporation may not deduct

expenses incurred in connectin, with the. redemption of its stock.

Instead, such expenses are tO'be treated asi'apital items.

Examples of non-deductible redemption expenses include expenses

incurred in connection with a corporation's repurchase of its

stock, such as amounts paid to repurchase 'stock, premiums paid

for the stock and legal, accounting, brokerage, transfer agent

and similar fees. On its face, the language of the billwould

apply to all corporate redemptions, including those of a mutual

fund, i.e., an open-end management investment company typically

* -- taxod-under Subchapter M of the Internal Revenue Code.

The Institute requests an exception ffom this rule denying

,the deductibility of redemption expenses for expenses incurred in

connection with the redemption of mutual fund shares in the

oidihary course of business. On the basis of the Committee

Report language accompanying this provision, it appears that the

pr6vision was adopted in response to a concern regarding the

treatment of redemption expenses incurred to prevent a hostile

takeover, i.e., so-called "greenmail" situations.' Although

generally subject to thb Subchapter C- rls relating to all

cu-Pprprt&redemptions, a mutual funds redemption of its shares

may be clearly distinguishedUou-othe Orporate redemptions.

Mutual funds are reauirsd by law (the Investment Company Actof

19401 to redeem their shares ugon the demand of the shareholders:
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Mutual funds are constantly issuing and redeeming shares as part

of'their normal day-to-day functions.

Thts constant process of issuing and redeeming shares,

which distinguishes a mutual fund from Other corporations, was

recognized by the IRS in Rev. Rul. 73-463, 1973-2 C.B. 34. That

ruling provides that. in the case of a mutual fund, unlike other

corporate taxpayers, its stock issuance expenses (other than

those incurred in an initial 90 day offering period) are

deductible as ordinary and necessary business expenses. For

purposes of this ruling, the IRS included mutual fund redemption

txpehses as deductible expenses relating to stock-issuance. #Thus

the ruling cites processing applications for redemption,

processing stock certificates, maintaining .stockholder share

accounts and costs of issuing checks for the proceeds of redeemed

shares asspbcific examples o; deductible stock issuance

expenses.*. In concluding that these types of expenses are

deductible, the ruling notes that the

"unioue circunstancis which pemit shareholders of an open-
end in estment company to withdraw their capital from the

* The IRS also recognized that mutual fund redemption expenses
are deductible under'-section 162 in'GCM 34609 and in Technical
Advice- M kmorandum 1112151030A. -

60-412 0 - 86- - 29
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co~pap on demand leadq-t-othe conclusion that continuous
caoital raising efforts>-y the company after the initial
a ock offering period is-,an essential part of its day to
day business operations'."

The Institute believes that this provision of H.R. 3838 was

not intended to alter the present law treatment of mutual-fund

redemption expenses and that there is no sound policy reason for

doing so. Accordingly, we believe that the denial of

deductibility for corporate redemption expenses which is set

forth under section 314 of H.R. 3838 should specifically exclude

expenses incurred in connection with a mutual fund's redemption

of it* stock in tjie ordinary courseevtbusiness.

... Commercial Annuity Bias (Section 1123]

The pension provisions of H.R. 3838 impose, in section 1123

of the bill, a uniform 15 percent withdrawal analty on all

disti ibutions from tax-favored retirement programs prior to a

participant's attainment of age-59 1/2, death or disability.

(Tax-favored retirement programs include IRAs, 403(b) programs

and all-qualified plans.) However, in a significant departure

from past policy, an exception from this uniform 15 percent early

- Withdrawal penalty is provided for any distribution which is part

of a series of substantially equal periodic payments (not lesd

frequently than annually) over the life of the participant or the

joint lives of the participant and a beneficiary- The Committee

Report to the bill expressly notes that, in the case of
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a defined contribution plan oy IRA, the Committee intends this

exception from the penalty tax to be available "only if the plan

or IRA purchases a commercial ahuity to fund the individual's

benefit."

-..... This language in the Committee Report to H.R. 3838, if not

changed in the Senate Finance Committee Report, would represent a,

startling and unjustified'anti-competitive intrusion into the

financial marketplace. Under the Ways and Means Committee

Report, IRAs and defined contribution plans funded through mutual

-funds, unit trusts or depository institutions, such as banks,

savings and loans, and credit unions could not satisfy the

requirements -for the exception from the O'arly withdrawal penalty.

For a participant's benefit schedule to qualify for this

exception his retirement assets would have to be withdrawn from

the mutual fund, -unit trust,*bank, savings and loan or credit

union and used for the purchase of a commercial annuity contract.

The plan participant would be' denied the opportunity to fund his

retirement program through his preferred investment medium, and

Congress would have clearly slanted the retirement plan market in

favor of the life insurance industry.

This commercial annuity bias of the Ways. and Means -

Committee Report on H.R. 3838 takes on added significance when it

is noted that there is no exception from the early withdrawal

penalty for distribution from aquaiified plan on account
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of separation from service. Thus, it is not only an employee's

seeking to withdraw retirement plan assets for temporary cash

needs (e.g.,'hardship withdrawals from a profit-sharing plan)

which would'trigger the application of the withdrawal penalty,

but also withdrawals on account of separation from'service.' An

employee who separates from service under his employer's defined

contribution plan prior to attaining age 59 1/2 will be subject

to a 15 percent penalty upon the distribution of this benefit in

any form other than a commercial"annuity.

Because this express preference for commercial annuity

contracts will increase the cost of retirement benefits in an

anti-competitive manner, the Institute urges that the commercial-

annuity bias in H.R. 3838 be eliminated. The policy goal

achieved by the commercial annuity requirement, the maintenance

of a steady, fixed retirement income stream, may also be

accomplished through alternative means. For example, the

proceeds of the participant's account could be placed in an

irrevocable trust under which the beneficiary could vary the

investment medium, but not the benefit payment stream.
.Similarly, the exception from the 15 percent withdrawal

penalty could be defined as including substantially equal

periodic payments based on life expectancy from a defined

contribution plan pr IRA, regardless of the investment medium,

with a provision for the imposition of.the withdrawal penalty in,

the event of a subsequent violation of the restrictions.-If the"

Committee is concerned that the payent stream couldbe broken by

"either a deviation in the payment schedule or an increase or

k.)

|
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a'decrease in the payment amount the withdrawal penalty could be

imposed to prevent abuse of the periodic payment exception to the

early withdrawal penhlty.

Thus, for example, the bill could provide for the

imposition of the 15.percent early withdrawal penalty in the

event of any increase or decrase in the required payment amount

because of actors other than investment earnings or losses or

recomputed life expectancy. This proposal cbuld be drafted in

one of two alternative structures. First, the 15 percent penalty

tax could be imposed upon the lesser of the amount paid out prior

to the participant's attaining age 59 1/2, death or disability or:

the amount remaining in the participant's account at the

beginning of the year in which the deviation from the scheduled

payments occurs. Alternatively, in the.event of a deviation from

the scheduled payments, a 15 percent penalty tax could simply be

imposed on al,1 amounts withdrawn from the account prior to

attaining age 59 1/2, death or disability.

Enforcement of this proposal would not be dependent on

random IRS audit. Any deviations from the scheduled income

stream could be reported to the IRS on the 1099-R or W-2P Forms,

which currently are used to report pension distributions. Once

an account maintained by a financial institution was coded for

restricted periodic payments, deviations from the prescribed

income stream, other than deviations based on investment return

and annual re-computation of life expectancy, would trigger a
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report to the IRS.- Rollovers, bUt not trustee to trustee

transfer accompanied by appropriate restrictive instructions,

could alsobe prohibited to ease enforcement of the prescribed,

penalty-free periodic payment stream.

The Institute believes that these proposals and others

which could be readily devised would accomplish the policy goal

of permitting an exception from the early withdrawal penalty in

the case of substantially equal periodic payments based on life

expectancy. Moreover,I enforcement of the limited exception from

the 15 percent early withdrawal penalty may be achieved without

relying on random IRS audit procedures, self-policing through the

/1040 return or the potentially costly "lock-in" effect of a

dommercialannuity contract. However, unlike the..provisions of

H.R. 3838, the proposals described above would not unfairly

restrict a participant's freedom of investment choice for funding

retirement benefits.

4. Effective Dates of the Tax-Exempt Financing Provisions of

B.. 3838 (Title VIII

In February 6 letters to Chairman Packwood and Senator'

Long, the Institute requested that the Committee give
°c.._6nWeidd&ti-on to an early announcement that the January 1', 1986

effective date contained in H.R. 3838 with respect to obligations

issued by state and local governments will be changed to January

1, i987. After further study of the problems currently faced by

mutual funds and unit investmse-htrusts investing in state 'nd
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local government obligations, we again emphasize the urgent need

for delay in the effective date of these provisionsuntil Januay

1- 1987 or, if the bill is not enacted. until aftor July 1, 1986,

at least six months following the dt4of enactment. This delays

ie necessary to'permit issuers, underwriters, bond unel and

purchasers an 'opportunity to study the legislatio and develop

appropriate procedures to insure compliance with the new

requirements of the law.

Absent a delayed effective date, we anticipate substantial

disruption of the tax-exempt bond markets, with price and yield

diferentia's developing between those'obligations issued before

the effective date of the new provisions and theses-issued after

that date. It is our understanding that these differentials are

already beginning to emerge as certain issuers are forced to pay

somewhat higher rates to market post-December 31, 1985

obligations, which may be subject- o-the uncertain requirements

of the proposed legislation.,

Moreover, we believe that regulations or other interpretive

guidance may be necessary with respect to certain provisions in

H.R. 3838 to permit issuer& to issue and buyers to purchase

obligations Vith an explicit understanding of the intended status-

of a particular state or local obligation. To the extent that

th9 stability of the municipal bond marketplace is based in part

upon assurances of compliance with applicable law by issuers and

bond couiasel, a period of time sufficient for the study of
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.-applicable law and the development of uniform covenants and
warranties appears to be epsential.

For these reasons, the Institute again urges a delay in the

effective date of the tax-exempt-financing provisions of H.R.-

3838 sufficient to give the municipal bond marketplace time to

adjust to the new rules and standards of the bill*

5. Interest on Non-Essential Function Bonds Held By a Tax-

Exempt Mutual Fund (Section 591 --

H.R. 3838 provides that the tax-exempt interest paid on

certain n"ongovernmental obligations, i.e., nonessential function

bonds, will be treated as a preferenceitem for purposes of the

alternative minimum tax applicable to both individuals and-'

corporations. Code section P52(b)(5) permits qualifying mutual

funds to distribute exempt-interest dividends to its share-

holders. However, H.R. 3838 doei nit specifically provide that

nonessential function bond interest "which "flows through" a

qualifying mutual fund to its shareholders in the form of exempt-

interest dividends will retain its character as a preference item

in the hands of their shareholders. The bill simply provides

that, under new Code section 59(d)(3), the.Seoretary-of the

Treasury may allocate alternative minipum tax preference items

between a regulated- investment company (RIC) and its share-

holders.
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We believe that. the regulatory authority cQnferred by the

Committee Report to H.R. 3838 should be clarified so as to

provide guidance to-mutual funds distributing interest on

nonessential function bonds to their shareholders.prior to the

issuance of Treasury regulations. Such clarification should

provide that the current law treatment of Code section 58(f) will

be retained regarding the allocation of a RIC's capital gain

dividends and other preference items other than interest on non-

essential function bonds. With regard to interest on

nonessential function bonds, it should be clarified that the

Committee intends the regulations to provide that the RIC

allocate non-essential function bond interest to its shareholders

in.the same proportion that the exempt-interest dividends paid to

each shareholder bear to the tax-exempt interest income of the

RIC, with expenses allocated on a pro rata basis

between non-essential function bond interest and the other

taxable and tax-exempt income of the RIC.

.6. ProDosed Repeal of the 80-20 Rule [Section 612]

The foreign tax provisions of H.R. 3838 would, in section

612 of t a bill, repeal the so-called "80-20" rule of current law

which permits shareholders of a U.S. corporation, including a

RIC, to treat all of dividends received from the oorporation as

foreign-source income-if-1-_ than 20 percent of the

/---cbrporation's gross income is derived from U.8. sources, If the

80-20 rule is repealed,' shareholders of U.S. corporations,

'A

/ .. .... .. . • .. ... ... .... .... ... .... ..I
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including RICs, would be required to treat all dividends as U.S.

.o8irce income, even if the income of the RIC is entirelyderived

from foreign sources.

The proposed repeal of the 80-20'rule is particularly

significant for those RICs which have foreign shareholders.

These shareholders would-be subject to 30 percent nonresident

alien withholding (or a lesser treaty rate, if applicable) on all

dividends paid to them by the I IC which are treated as U.S.

source income. This is so, even if the RIC income is in fact

wholly deriveld from foreign sources, as for example, in the case

of a RIC .which invests rIly- i--freign securities.

It should be noted that' although the repeal of the 80-20

rule -ould be very significant to the foreign shareholders of a

U.S; RIC, it iU of little significance for a RIC's -. 8.

shareholders. This is because RICs may elect to "flow-through"

their foreign-source income and'the associated foreign taxes paid

by the RIC to their U.S. shareholders under Code section 853,

without regard to whether the RIC satisfies the 80-20 rule. If a

RIC qualifies to make the election under-Code section 853, its

_UiV . _shareholders -may treat a proportionate share of their

dividends as foreign sourcelincome for purposes of the foreign

tax credit and may treat themselves as having paid the associated

foreign tax.

The election under Code section 853 affects the sourcing of

a RIC's dividend only for purposes of the foreign tax credit it

does not have any effect on the sourcing of dividends for
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purposes of the 30 percent withholding requirement, on dividends

paid to foreign shareholders.

Therefore, with the repeal of the 80-20 rule, U.S.

shareholders of a AIC, but not foreign shareholders of the same
RIC, may, under section 853, treat a proportionate share of their

dividends received as foreign source income. This distinction

between the U.S. and foreign shareholders of a-RIC appears to be

unintentional. The policy reasons' for allowing . flow-through of

foreign source income to U.S. shareholders of a RIC for purposes.

of'the foreign tax credit apply equally in the case of foreign

shareholders of a RIC. Acdordingly, the Institute urges an

expansion of'the flow-through treatment provided under section

853 to inudeforeign shareholders. Under this proposal,

foreign shareholders could treat' a proportionate share of the

dividends received by them from a RIC invested in foreign

securities as foreign source income (just as U.S. shareholders do

under current law for purposes of the foreign tax credit). The

withholding tax would then apply only to that portion of the

foreign shareholder's dividend.which represents income derived by

the RIC from U.S. sources.

The Institute believes that this proposal is entirely

consistentwith the conduit principles which govern the federal

tax treatment of RICs and their shareholders. That is,/ foreign

shareholders of the RIC would be treated a* if they owned

directly interests in the foreign and U.S. securities held by the

RIC. In addition, this change would eliminate the unwarranted
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distinctioni which currently exists between U.S. and, foreign

shareholders of a RIC under Code section 853. .

7. Passive Foreionnvestuent Companies (Section 625]

Under current law,-a U.S. shareholder in a foreign

investment company may not receive capital gains treatment upon

redemption or sale of his shares in the investment company to the

extent of the investor's share of the foreign investment

company's accumulated jearnings'and profits. ,However, this

provision is generally not applicable if less-than 50 -percent of

the foreign investment company's stock-is held directly or

indirectly by U.S. persons.

H.R. 3838 would eliminate the 50 percent- threshold under'

current law and thus require recognition of ordinary'income,

rather than-capital gain treatment, for any U.S.. shareholder

• disposing of stock in a foreign investment company., In addition,

a U.S. investor in. a passive foreign investment company would be

required to recognize as current income a portion of the passive

foreign investment company's investment earnings, regardless of

whether suph earnings have been actually distributed to the .

shareholder investor. ' . .

These new proposals relating to the taxation of U.S.

shareholders in foreign investment companies exacerbate current

tax law problems for U.S. mutual funds investing abroad and

create additional new-problems for those funds,---. eI-obems- ..

stem primarily from \the now recognition of income requirements
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and the definition of-both a -foroign investment company and a

passive foreign investment company under H.R. 3838.

Subchapter M requires that a RIC distribute to its

-shareholders-at least 90 percent of its net income. Therefore, a

requirement that a RIC recognize and distribute-to its

shareholders income which it has not yet received creates an

awkward book/tax disparity for .a RIC. Although the bill permits

a deferral of the oterw-- rrent recognition of income earned

by the passive foreign investment company in the case of a U.S.

shareholder who agrees to pay-taxes on the amount deemed received

as well as interest on the deferred tax, this procedure appears

to-be quite complex for a RIC.

This-problem may-be particularly severe-for those-RICs

which invest a portion of their portfolios in countri--i,-'such as-

Taiwan and Korea, which prohibit direct investment by foreigners.

It is our understanding that U.S. RICs wishing to invest in

Korean or Taiwanese securities may do so only by investing in a

pool of securities established for this purpose. Such a pool of

foreign securities would, presumably, fall within the definition

of a passive foreign investment company under H.R. 3838. The net

effect of the proposal to tax U.S. shareholders currently on the

income earned, by passive foreign investment companies appears to

be a significant disincentive against investing in the securities

of those countries which have, for whatever reason, attempted to

....restrict direct foreign investment in their securities.'
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A second problem arising for a U.S. RIC investing in

foreign securities relates to the definitions of-both a foreign,

investment company and a passive foreign investment company under

H.R. 3838. 'Although this problem exists-under the current law

definitionof a foreign investment companY in Code section

1246(b), the proposal eliminating the 5O percent threshold in

section 1246 and the current recognition of investment income .

requirement for investors in' passive foreign investment companies

significantly exacerbates the problem. Both terms rely upon a

definition of a foreign investmenI company which may require a

subjective judgment of whether a particular company is engaged

primarily in the business of investing, reinvesting or trading in

securities, commodities or interests thereon. Although this is a

similar-.tandaA- to-thatappl-Aed for registravtun-t"

investment company under section 3(a) of the Investment Company

Act of 1940, it has been our experience that this standard is

difficult to apply under U.S. law. Thus, notwithstanding the

availability of substantial financial data on sost U.S -

corporations, it is not always definitely ascertainable that a

particular holding company does not fall within the definition of/

a corporation engaged primarily in investing or-trading in

securitiesfor purposes of the registration requirementof thle

Investment Company Act of 1940. Obviously, this judgment may be

even more difficult to make in the context of a foreign holding

corporation.

The definition of a passive foreign investment company

under H.R. 3838 requires not-only'a judgment regarding a
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corporation's status asa foreign investment company, but also

information regarding .the percentage of the corporation's income

received from passive sources or assets.which are passive

investments. Itreeems apparent that a minority U.S. shareholder

may be unable toobtain this information from a foreign

corporation which is not required by law to provide it.

Even assuming that a minbrity U.S. shareholder .ould obtain

sufficient information to determinethat a particular foreign

corporation meets the definition of a passive foreign investment

company, it may be unable to determine the amount of income which

must be currently recognized. Significant'questions exist as to

whether a minority U.S. shareholder would have access to the

information necessary to determine t e amount of the deemed

distribution to shareholders. By applying the rules applicable

to controlled )foreign corporations to corporations which are not

controlled by U.S. persons, the bill appears to make numerous

unjustifiable assumptions regarding a minority'shareholder's

access to financial statements of foreign corporations.

The Institute urges a reconsideration of these proposals As

they would apply to mutual funds investing in foreign securities.

A mnins exception from these provisions for mutual funds

that have less than 5 percent of their assets invested in foreign

investment companies might provide some measure of relief,

notwithstanding a RIC's inability to know with any certainty

whether a particular investment is in fact an interest in a

foreign investment company.

0
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8. Technical Cgrrections to the Tax Reform Act of 1984 -

Exemat-Interest.Dividends from.Reaulated Investment

companies (Section 1504(c)]

Section,1504(c) of H.R. 3838 provides that a-taxpayer who

holds stock of a.RIC forsix months or less will be denied a loss

on the sale of his shares to the extent of any exempt-interest

dividends he has received from the RIC. The bill further

provides that regulations of the-Secretary of the Treasury may

prescribe-a shorter holding period .(but not less than 31 days) to.

be applicable in those cases in which the RXC regularly

distributes at least 90 percent ofits net tax-exempt income.

The Institute urged a modification, essentially similar to

that described above, to the six months holding period that was

originally proposed in the Technical Corrections Act of 1985.

However, the committee Report language suggested by the Institute

set forth in greater detail than is currently provided in the

bill or accompanying Committee Report the standards by which a

RIC could determine that its shareholders' holding period for

loss recognition could be less than six months. Without this

further explanation in the Committee Report, the Institute

believes that all shareholders may, in effect, be subject to the

'six month holding period requirement pending guidance in Treasury

regulations. Since Treasury regulations may not b4 issued for

sometime, the Institute suggests the inclusion of-Committee

Report language, such as "at which is attached hereto, to permit
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RICs and their shareholders to reasonably determine when the

standards for a shorter holding period have been net pending-

Treasury regulations.

The Institute appreciates the opportunity to present these

comments on H.R. 3838 to the Committee. We would be glad to

discuss-these proposals in greater detail with the Committee

staff.

/
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10 W'A ISTT.E UN! IRSITY

OF SCIENCE ANO TEC,-NOLOGY

AmOs. Ioa 50011

CPFIC, OF E PRESIDENT February 17, 1986

Members of the Senate Finance Committee
Senate Dirksen Office Building
Washington, D.C. 20510

Dear Members of the Senate Fit~ance Committee:

House File 3838,- which is currently under Consideration

by the Senate Finance Committee, proposes taxation of the

pensioli plan funds held by TIAA-CREF. More than 5,000

Iowa'State University facultyW4 staff members currently

participate in TIAA'-CREF, the'piejPal retirement program

utilized by. Iowa State University Theeimination of the

long-standing tax exemption of TIA F, would

significantly reduce the benefits available to our faculty and

staff members.

Because of the current condition of-the Iowa economy,
the state of Iowa has found it increasingly difficult to.

provide adequate salary and compensation increases to-our

faculty and staff members. A further reduction in the.

retirement and pension funds available to these staff

members will have a detrimehtal effect on our ability to

retain and'attract the qualified staff needed to carry out the

instruction, research and.public service programs of

Iowa State University. .

I / /I%
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Members of the Senate Finance Committee
Page 2
February 17, 1986

The proposal to tax pension plan funds held by

TIAA-CREF would be inconsistent with the treatment

provided other retirement and pension funds of business,

industrial and charitable organizations. Our participants in

this program would be severely penalized.

The objective of providing a -portable, nationwide'

pension system for participants in higher education has been

of immense benefit to the citizens of Iowa ifl enabling the

university to attract highly qualified faculty and staff. The

benefits paid by TIAA-CREF to its participants are taxed

when retirement income is received. It does not appear that

any special advantage would be given to its participants if

the exemption from taxation of these pension plans is

continued.

On behalf of thq participants from Iowa State

University, I urge your committee to continue .the. exemption

from taxation of the pension plan funds held by TIAA-CREF.

Sincerely yours,

W. Robert Parks
President

cot Iowa Congressional Delegation
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AOJNT5. AY. EAV IS & POOUJ:

1 The purpose of this testimony is to call your attention to

problem relating to personal holding companies ("PHCs") which

has thus far received scant attention, but which can have a

serious impact on individuals who choose to hold their

investment assets in corporate form. The current 8 percent

differential between corporate and personal capital gains

rates, which would be increased to 14 percent by H.R. 3838, is

inappropriate in the case of such investment assets, which are

otherwise treated for federal income tax purposes as being held

by individua-Ts.. As this testimony will discuss, the higher

corporate capital gain'rate serves as a disincentive to capital

turnover, and thus hinders capital formationi.

I. Historical Background

Many individuals have chosen to pool their income producing

assets by placing them in a personal holding company*. "Among

the legitimate; non-tax motivated reasons for such a choice of

investment vehicle are_

I. The lessening of market risks through th__pooling and
diversification of assets;

2. The desire to diversify investment propertytso that
annual income will be more predictable ,and steady;

3. The ease of dividing assets of a deceased investor
among family members who might otherwise disagree
about the division of inherited assets:, and

4. The enhancement of managii-en--eficiency resulting
from pooling of property.

\ 1
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Until the recerjt past, the top individual ordinary income

tax rates were considerably higher than the corporate ordinary

income tax rate. For example, in 1934, the corporate ordinary

rate was 1.3-3/4 percent while the top individual marginal rate

was 57 percent. Corporate rates gradually rose to 52 percent

by 1952, declined to 48 percent in 1965, and declined again to

46 percent in 1979. Meanwhile, top individual marginal

ordinary rates rose to over 90 percent in the fifties, declined

to,70 percent in 1965, and stayed at that level until 1982,

when they declined to 50 percent. Accordingly, udt1111982,

there was always a discrepancy of at least 20 percent between

individual and corporate ordinary rates.

In addition to the non-tax advantages mentioned above,

placing income producing assets in a corporatlon-would have

resulted in significant tax advantages (as long as little or no

dividend was paid) since the income produced would have been

- taxed at a'lower rate than if an individual or small group of

individuals directly held the assets To counteract this

potential for tax avoidance, in 1934 Congress enacted a series

of provisions known as the' personal holding company ("PHC')

rules. These rules essentially provide that In the case of a

corporation controlled by lve or fewer shareholders, and

deriving at least 60 percent of its income from passive

investments, undiitributed income would be taxed at the higher

individual rate. The rate at which such undistributed income.
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was to be taxed has consistently tracked top individual

marginal rates.. For example, when the rate was cut to

-50 percent in 1982, the PHC undistributed income tax rate was

also reduced to 50 percent. Clearly, the purpose behind the

PHC rules waato prevent individuals from receiving favorable

tax treatment by placing their passive investment assets in

corporate solution -- in other words, to put individuals who

use a corporation as an investment vehicle on an equal. footing

with individuals who hold their investments directly.

The'analysis has been quite different in the case of

capital gains. In_!3'4, when 'the -PHC provisions were first

enacted, the top3.ndividual capital gfains'rate ranged from

approximately 17 percent'to '57 percent, depending upon how long

the Osset was heldl/, while corporate capital gains were taxed

at the ordinary corporate rate of 13r3/4 percent. This

differential disappeared by 1943, and from 1943 until 1969,

individual and corporate rates were taxed at an identical

25 percent level (with the exception of 1952-1954, when both

were taxed at 26 percent). In 1970, individual capital gains

1/ The 57 percent rate corresponded to the ordinary individual
rate, and was applicable only to property held one year or
less. The rate declined to approximately 46 percent for
property held two years ot less, 34 percent for property
held between two and five years, 23 perc-n-i -for property
held between fMve and ten years, andl17 percent for
property held over ten years.
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rates became slightly higher than corporate rates

(29 1/2 percent to 28 percent); this differentialincreased to

5 percent'in 1972 (35 percent individual, 30 percent corporate)

but by 1978 the two rates again were identical, set at

28 percent. Then, in 1982, for the first time in almost 40

ytars, individual capital gains rates dipped below corporate

.rates; they fell to 20 percent whilecorporate capital gains

rates remained at 28 percent. This differential wo61d increase

under H.R. 3838, which does away with any preferential rate for

corporate capital gains (resulting, in a rate of 36 percent, the

ordinary corporate rate), while setting the. individual capital,

ghins rate at 22 percent. The various capital gains .ta; rates

discussed herein are illustrated in graphic form by Exhibit A...

Given this historical background, itcan be seen that there

never was any P~awningful potential to use PHCs for capital.

gains tax avoidance. Congress obviously did not find

significant tax avoidance potential in the early (1934-1941)

capital gains rate differential between individual and

corporate taxpayers, since that difference never exceeded

10 percent, at least in the case of property held longer than

five years. As noted above, even that slight difference

disappeared in 1943, when the rates became identical.

Similarly, no legislative action was taken in 1970, when

individual capital gains rates once again exceeded corporate

rates. Thus, it is clear that thq PHC provisions are aimed at
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the potential corpor te investments provide for ordinary income

tax-avoioance and tht _due to either identical or very similar

capital gains rates, no such problem has ever been of. concern

in the capital gains area.. Indeed, income from PHC capital

gains is specifically allowed as a.deduction under § 545(b)(5)

'from the undistributed PHC taxable income that is subject to

the penalty .tax.

II. '.,Legislative Purpose

Given the above, it is clfarithat the underlying purpose of

the PHC provisions is to place investors on an equal footing,-

whether they choose to hold their investment'assets directly or

in corporate form. But the contrary has now taken place.

Since 1982, corporate capital gains have been taxed at a higher

rate than individual.,capital gains. The,.rate discrepancy would

be increased to 14 percent by H.R. 3838.

" Given the underlying statutory purpose, it does not make

sense to apply the higher corporate capital gain tax rate to

assets sold by a personal holding company. Far from placing

all investors on an equal footing, shareholders of a PHC would

now be subjected to discriminatory treatment, without any

policy reason for such a result. There is nothing inherently -

wrong with PHCs as investment vehicles, as long as they are not

used as an.abusive device to avoid tax at a higher individual

,ax rate. Indeed, the enduring existence of PHCs in the face
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of the special PHC tax provisions is eloquent testimony that

tbey'continue to serve the legitimate non-tax purposes

discussed above. Taxing PUC capital gains at a higher rate

than' individual capital gains does not serve the underlying

-rationale for the PHC rules, since instead of' returning P11C

shareholders to a position of'equality with individuals,

shareholders are placed at a significant disadvantage.

This result is not only inconpatible with the purpose

underlying the PHC provisions; it is also antithetical to .the

entire thrust of the current' tax reform effort, which has been

to place'si'Milarly situated taxpayers on an level playing.

field. The recommended change of taxing capital gains of P[ICs

at th- prevailing'individual rate is perfectly compatible with-

the underlying purpose of the PHC rules, since those provisions

were designed to place similarly situated ind-ividual Investors

in the same tax position, regardless of whether they held their

investments-directly or tbq.2h.sha EIIC. Conversely, the drive

toward horizontal eqUity which underlies the tax reform effort

.would be totally incompatible with a provision that resulted in,

such similarly situated investors bearing widely disparate

capitalgains burdens, depending only on whether they happen to

be investing directly or though a corporate vehicle.

Therefore, to be consistent both with the current struggle for

tax reform and the original motive behind the PHC rules, PHC

capital gains should be taxed at individual and not corporate.

-rates.
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III. Economic Ramifications. .

The taxation of PHCs at corporate rather than individual

capital gains rates .is not only inconsistent with the original

Congressional intent behind the PHC provisions, It is also

E-ntrary to the rationale advanced' by the Ways and Means

Committee for the higYher corporate capital gains tax rate. The

.individual capital gains rate is designed as a'-retief

provision, to ameliorate the heavy tax that would otherwise

occur in the year of disposition; also, in recent years

preferential capital gains treatment has served roughly to

offset -that'portion-of the sale proceeds, attributable to

inflation rather than true appreciation ih value.

Additionally, favorable.capital gaifis. treatment serves to

encourage investment and thus capital formation.

Since, on the. whole, operating, corporations disposVof

'assets for business reasons, H.R. 3838 takes the position that

the corresponding gains should also be treated as business

income; therefore, that it-is Inappropriate to grant to

corporations the same-relief Ithat is granted to' individual

taxpayers. Similarly, corporations will invest,'and thus

contribute to capital formatlonson the basis of business

.necessity. Therefore, preferable.capi-ta+-galns treatment for

the purpose of encouraging capital formation is not considered

as necessary or even appropriate for corporations as in the

case of individuals.

I
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HoWever convincing these arguments may be in the context of

a corporation engaged in an active business, they are totally

inapplicable in the case of a corporation used solely as a

passive investment vehicle for a small group of-individual-

investors. Merely to state those arguments demonstrates their

lack of relevance' in the PHC context.

Moreover, for the vast majority of corporations, capital

gains constitute an -insignificant portion of their overall tax

liability. Most of their taxable income is derived from active

business operations. A PIC, on the other hand, is by statutory

definition largely a passive investment operation, where gains

(and losses) typically occur with great frequency and often

dwarf the ordinary income from dividends, interest, and the

like.

Sinfilarly, since a. P11C is merely a pass-through operation,

it cannot be compared even with those few active business

corporations (such as insurance companies and financial

institutions) which hold considerable amounts -%f investment

assets as a source of security for their business opeyationd.

Such active corporations, uponseeing their return on equity

reduced by the enactment of higher capital gains taxes, can

Increase premiums or other customer charges to make up the

difference. The P I'C, on the other hand, has no premii-mh or.

prices to increase because it has no product to sell. Thus, it

has no way to recoup the increased capital gains tax.
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Therefore, it will permanently lose investment capital. This,

in-turn, will lead to a decrease in investment tubr-ve.r, and

ultimately, a decrease in total tax revenues.

To illustrate the foregoing, assume a PHC which holds.:stock

which yields 4 percent per year 'dividends and grows at a rate

of 10 percent. If the PHC does not dispose of any capital

assets during the year, its.rate of return (without regard to

ordinary corporate income tax) will be 14 percent, consisting

of 10 percent unrealized gain in value plus 4-percent dividend

income. Assuming a capital gain tax rate of 22 percent, its

rate of return would be 11.8 percent if it sold all of its

assets at the end of the year., If i.t sold half 9,f its assets

at the end of the year, its rate of return would be:

.12.9 percent. In other words,,the rate of return is affected

by turnover of assets.- If the capital gains tax rate is

increased to 36 percent, the effect increases d-ramatically.

Using the same assumptions discussed above, the rate of return

is 14 percent if there is no turnover, but only 10.4 percent if

there is dO0 percent turnover. Even at a 50 percent turnover

rate, the rate of return would decKease to 12.2 percent.

In the real world, of course, the investor would not

dispose of assets unless he felt that this action'would have an

overall positive effect on return which would outweigh

transaction costs of selling the assets: that is, unless he

felt the replacement assets would grow faster than the original
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assets. Accordingly, assume the previously postulated

10 percent growth rate in portfolio value increases.by

0.1 percent for each 5 percent increase in turnover above

50 percent, and that it declines by 0,-percent for every

decrease in turnover below 50 percent; the effect of increased

capital gains rate, as illustrated by Exhibit B, is dramatic.

At a 22 percent capital gains rate, the rate of return only

declines from 13 percent at zero turnover to approximately

12.6 percent at 100 percent turnover. Moreover, the rate of

return is virtually unaffected as long as the turnover rate

remains at 60 percent or less. Thus, at the 22 percent capital'

gains rate, investment decisions can be Ltade on a tax-neutral

basis.

Conversely, if the tax rate is increased to 36 percent, the

rate of return will decrease from 13 percent at zero turnover

to 1] percent at 100 percent turnover. Moreover, this effect

'begins to be felt almost immediately upon any. turnover,

resulting in a relatively much steeper curve than the

22 percent rate.

Obviously, such a significant effect will cause investors

to decide to retan their capital assets due to tax

considerations, even though it might otherwise be more

advantageous to dispose ol them. In other words, the rational

investor will forego some of the presumed positive benefits of

increased turn6ver to-minimize the known negative effect of

/
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increased taxes. This means that investors will tend to retain

long-held stock in mature companies and forego investing in

growth stocks -- the possibility of future enhanced return will

be outweigbed.by present higher taxes.' This, in turn will have

a negative'effect on capital formation, particularly in

precisely those "high tech" companies shich America must

develop if it is to compete economically with the rest of the

world. On the other hand, if turnover Is-not penalized, an

investor would be more likely to take an investment risk on

such stock. This illustrates that, for purposes of encouraging

economic growth and capital formation, and also for purposes of

allowing taxpayers tq make investment decisions on a tax

neutral basis, the proposed long-terl capital gains rate of

22 percent is set at about the right level. Therefqre, it

stands to reason that PHC%4 which act as individual investors,

not operating corporations,. should have'their capital gains

taxed at the seme rate.

IV. Revenue Effect '

Due to the small.number of PHCs (in 1981, fewer than 5,000

corporations paid.less,thap $5 million in personal holding

company tax), any revenue effect attributable to taxation of

PHCs will be relatively minor, particularly when contrasted

with the dramatic effect the proposed individual, ordinary rate

cut from 50 to 38 percent would have. Nevertheless, a-22

0
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percent PHC capitalgains ra-ue should actually result in

greater tax revenue than the proposed 36 percent rate. q Using

the same assumptions~underlying Exhibit B, Exhibit C

demorstrates revenue effects in graphic form. At the present

28 percent capital gains rate, Treasury would collect $2.92 in

taxes for each $i00 in PHC assets, assuming a 50 percent

turnover rate. If the capital gains rate is raised to

3C percent, the government would increase its tax collection to

$3.32. But, as already discussed, the rational investor will. %

decrease turnover in thp face of higher cap-itbl gcinstaxes.

If turnover is reduced to 30 percent, total tax'collected wou:.d

(fa-l,to $2.56 -- 12 percent less than was collected at the

* current 28 percent rate. Conversely, a capital gains tax rate

*'of 22 percent would decrease the tax bill of a PHC with

25'percent turnover fro- the current $2.19 to $2.04. However,

this would be more than offset by the increased likelihood of

rational'investor increasing turnover rate. As shown

previously in Exhibit B, there will be very little increased

tax penalty if turnover were increased to 50 percent, while

such course of action would enable the investor to make mcke

investments-in g.-owth stocks which could have a higher rate of

return. If he were to follow that course of action, tax

collected would rise by 15 percent, from $2.19 to $2.62, while

at the same time thb net rate of return would not decline

significantly -- and would increase if the investor's

- prediction of enhanced growth were accurate.
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V. Conclusion

Aimi ttedly, during the course of its tax reform effort, the

Committre will grapple with issues which affect more people and

concern more revenue than the issue'discussed herei.n.

Nevertheless, it is important to strive for a rational Internal

Revenue Code. The original design of the PHC provisions in;

1-934 -. as rational. The 1982 individual capital gains rate cut

cc eP v. o gzj i1 t V,04err i11 iiuAL l ak] corporate capital gains

rates which has inadvertently created an anomalous result in

the PdC context. H.R. 3038 would increase that gap and thus

exacerbavte the anomaly. In oder to restore the original> and

long-abiding purpose of putting investors on an equal footing

regardless of their chosen investment vehicle, PHC capital

gains should be taxed at individual, not corporate, rates.

This .would not only promote equity, but would enhance economic

efficiency, promote capital formation, and inc~rase federal tax

revenues.

/,
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EXHIBIT B
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EXHIBIT C
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THE JOHNS HOPKINS UNIVERSITY • APPLIED PHYSICS LABORATORY
Johns Hopkins Road Laurel, Maryland • 20707

LABORAiORV PENSION COMMI IrEE PESON COMMITLE ADVISORS
E. M. Porner. C eurma, H C An ron

P A.Bjrck . . . R E.F ichell W N C Dyer-- Legal
R A Fletcher A. G. Schulz , B. Koreeblit - Finacial
L A Sttdipr W. ?. Sweet

J P. Rodgers, Secretary

18 February 1986

Refer-tot
CPC-1107

SAnator Robert Packwood
Cthirman, Senate Finance Committee
259 Russefl-Senati'OiTfCe Buifling
Wash~ngton, D.C. 20510

Subject Statement-on H. R.. 3838

Dear Senator Packwood:

Enclosed for consideration by the Finance Committee is our
statement on H. R. 3838, iricl'udinj - recommendations for
alternative approaches. We hope that you will give careful
attention to the.- impact-that th-is---bill would-. Nawe on-univbrsity--- • -
pension plans and that you will, revise it to accomplish the
desired revenue and reform, objectives. without unnecessary and
unanticipated side effects.

Sincerely, /

, - Edward M. Partner
Chairman

I/
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18 February 1986

Submitted by

Edward M., Portner
Chairman, Laboratory Pension Committee
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Introduction

The Johns Hopkins University Applied Physics Laboratory (the
"Laboratory") strongly opposes the Pension provisions of H,'R.
3838 (the "Bill").-jor the reasonss noted, below, we believe that
Title XI of the Bill would severely damage *the pension- plans. of
universities without providing any offsetting socia benefit. We
strongly urge that the current pension plan section of the Bill
be deleted and that any !necessary pension plan reforms be

S _accomplished-s' aately or by the substitution of more carefully
crafteddpr v sions such as the Retirement Income Pqlicy Act of

--- 1-985 (S. 174). Our comments below address 'specific problems
with. H. k. 3838 and contain suggestions for alternative
approaches.

Background

The'Laboratory is a. division of The'Johns Hopkins University
formed to engage in scientific research and development for
national- defense. The Laboratory has approximately 2800
employees whose retirement benefits are provided under a program
covering only our division of the University Like many other
employers in the academic community, our program contains an
annuity and custodial 6Ccount pla- under Section 403(b) of the
Internal Revenue Code. Contributions to this plan are. made by,
employees. either on a tax-deferred basis- puisuant' to a salar)
"reductiQn agreement, or byyoluntary after-tax contributions. In
a related qualified money-purchase plan, the Laboratory
contri bptes, up to a ceiling amount, one and one half times the
amount dontributed-by employees,,under the annuity plan. It is
our lohg standing policy that our employees contribute toward
their retirement. Our experience has been that the powerful
incentive provided by a 150% matching of employee contributions
has resulted in wide participation and adequate savings for
retirement. -

Specific Concerns

- Retroactivity

The effective date of the Bill, and the practical effect of
many of its-provisions, wouldicause- substantial harm -to some of
our employees. ' Our patching contributions,- although made on a
semi-monthly pay period basis, are subject to a ceiling
calculated on a prorated annual basis. . Employees who have,
contributed more than the matched amount early in the year on the
assumption that they can continue to contribute throughout the
year will lose out oni employer contributions in 086 under the

'Bill. Specifically, those employees who reach the $7000 limit on
individual cohtributions before 'the end of 1986 may be unable t- t6
contribute during the remaining pay. periods and will therefore
not receive additional matching employer contributions. Under

~~2."
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the election rules for 403(b) plans'the employees cannot adjust
their deferral rate to prevent' this problem. Certainly various
provisions of the Bill will have similarly-disruptive effects on
other 'employers. We urge that any legislation follow the
approach of S. 1784 and use a prospective rather than retroactive
date.

.The Bill contains other, - more subtle, retroactive
provisions. Under the Bill the taxation of distributions is
completely revamped and the in-service availability of funds is
severely curtailed. Our employees have made contributions and
financial plans over long periods of time secure in the knowledge
that their savings were available should the need arise,.
Furthermore, a premium of 1.- '5% was paid specifically for the
option of cashable contracts. Ex post facto changes in these
areas will inflict substantial inequities on those who have-done
the most careful planning and who have been the most
conscientious about making adequate retirement provisions. In
addition participation in our pension plans is likely to decrease
because employees will justifiably lack- confiderice- in the
availability of their accumulations. In other words, the loss of
accessibility andfor-value imposed by withdrawal restrictions and
penalties on previous contributions-will destroy confidence in
our-pension plans in a manner noodifferent from bad investments
or theft of funds.

Linkage of 403(b) Plans, .401k) Plans and IRA's

The Bill links 403(b) plans, _01(k) plans and IRA's in an
- attempt to have uniform treatment of pension plans. This-
approach.is superficially appealing, but it fails to recognize -

that the different plans serve much different purposes despite
the similarity of some of their features.,.

403(b) pension plans are the cornerstone of most college,
university and, non-profit organization pension systems, which /

have operated without abuse for decades.' They were-created in
response to the special needs of tax-exempt 'organizations and
they continue to serve that valuable function. As such, 403(b)
plans should be viewed not only from the perspective- of providing
retirement benefits but also with an eye- to furthering the
charitable and educational purpose of organizations-_exempt under-
Section 501(c) of the Code. Tax-.exempt organizations, by their
very nature, ,cannot easily allocate the financial resources
needed to set up a competitive, defined benefit pension plan
common in industry. Annuity plans, with their unique combination
of tax incentives and portability within the academic conmunity,
are used by educational institutions to attract and- keep
employees for whom they cannot otherwise compete on a dollar for
dollar-basis with the private sector. Thus 403(b) plans are an
essential feature of many tax-exempt organizations.

3
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/ In contrast, 401(k) plans are a relatively new supplement to
the base of defined benefit plans for most of industry. 401(k)
plans usually augment well established defined benefit plans. )If
Congress is dissatisfied with abuses of 401(k) plans due to
excessive emphasis on tax sheltering rather than retirement, then

".this problem can be addressed through restrictions on 401(k)
plans. - There is no reason to severely damage core pension plan-sZ
for universities in the process of modifying supplemental savi s
plans for industry.

The-linkage of IRA's- to 403(b) plans and to 401(k) plans
illustrates the inappropriateness pf thinking only in terms of
uniform treatment. The combined contribution limit in-the Bill
was added to address a discrimination situation in 401(k) plans
that does not exist for 403(b) plans. However,'the limit also
applies to 403(b)'plans and would in effect preclude-most of our
employees from further IRA cohtrlbutioas. More generally, IRA's
have evolved to the,, point "of being a broadly available
augmentation to Social Security and employer pension plans. If
they are to be curtailed, then the restriction should be
conditioned on the extent of participation in all pension plans,
not just defined contribution plans.,

Withdrawals

The Bill takes a. punitive and unreasonable approach to
withdrawals. The, Bill's restricting -f in-servicelwithdrawals
under 403(b) plans to true hardship situations reflects an
understandable- policy -decison. However, given/ such' a
restriction, the newly added 15% early withdrawal penalty is too
severe. There should be, no penalty for valid hardship

- withdrawals. In addition, the criteria should include important
social goals such as college education and home purchase.

More generally, the Bill fails to. recognize the st'ronq
positive influence that accessibility to funds has on the extent
of participation in retirement plans. Consider as an example
education costs ,for children. 'Most young couples do not know
with any certainty how many children they will have, whether the
ChIldren will-go to college and to graduate school, whether they
will receive any form of financial'-aid, or whether the children
may- require some, form of special education. Similar
uncertainties apply to future medical expenses, home ownership,
and retirement plans. Our experience is that our employees are
much 'more , likely to make adequate contributions to their
retirement planif there is a reasonable opportunity for them to

, make withdrawals- to cover other equally important contingencies.
A small, fraction of our employees - actually makes such
withdrawals:

/

4



932

Any_ revision of pension law should preserve the
accessibility of previous pension contributions to a cashable
contract and should make reasonable provisions for withdrawals of
new contributions under appropriate circumstances. A more
restrictive'approach would be counterproductivein that it would
reduce private savings for retirement.

Contribution Limits

The primary function of retirement plans should be to
,promote adequate savings for retirement. Savings for other
important-activities such' as education and home purchase are
closely related and should not automatically be excluded for
retirement savings plans. Defined contribution plfns are a vital
part of *a comprehensive national retirement system because they
allow individuals some flexibility in allocating their resources
based on personal circumstances and goals. Allowing unlimited
tax-deferred contributions would promote generally undesirable

-tax avoidance. Revenue considerations are also important. A
limit tosuch contributions is clearly necessary, but 'setting the

-limit deserves careful consideration. Too low a limit would have
a relatively minor effect on revenue but would inhibit'the
appropriate level of retirement sayings;

'The ' Bill drastically lowers the annual individual
, contribution limit- to'$7000 while setting' the combined employer-
employee limit at $25,000., It also effectively eliminates IRA's
by reducing the, $2000 IRA limit by the' amount of employee
contributions to an employer'splan. This approach must be seen
as a first step in a program to eliminate employee participation
and, individual, savings for retiremeit. The message of this
provision is that employees should not have a substantial role in
the responsibility for their retirement welfare.,

A more. appropriate approach is to set a limit bearing some
relationship to'the employee's salary (as doesS. 1784) and to
make the limit an aggregate for all employer and employee
contributions to the plan. IRA's should not be included at all
unless'-they are also qdupled to defined benefit plans. "However,
if IRA's are included / they should be a part of 'the aggregate
limit./

Non-Profit St tus of TIAA/CREF

Paragraph 1012 of 'the Act would eliminate the tax-exempt
status'-*of TIAA/CREF. The rationale seems to be that there is no
reason to subsidize a huge indurante company that is in
competition with and indistinguishabl le from- private sector
companies. , . -

5
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TIAA/CREF serves exclusively non-profit.organizations. Its
size at this point is large because -it has been effective in
extending coverage to almost. all. such institutions and in
promoting 'widespread employee participation. The case for or
against its tax-exempt status should have nothing to do with its
size. Its almost universal service to colleges, and universities
makes it valuable and unique. If it is appropriate to continue
to have non-profit institutions, it continues to be appropriate
to serve their pension and insurance, needs via a non,-profit
organization.

There are also several practical reasons why this provision
would do more harm than good. The principal function'of
TIAA/CREF is its management of $40 billion in pension funds. The
costs of revoking TIAA/CREF's tax-exempt status would be large,

- and ultimately the pension funds ,woukd again be tax-deferred,
just as they are now with TIAA/CREF (and just as they are now
with every other insurance company). We question the wisdom of
incurring major costs and creating widespread anxieties in order
to eventually produce a new organization that 'is virtually
indistinguishable from the old one in terms' of its primary
function. Furthermore, because of the costs and uncertainties
during the transition period, manyparticipants are likely to
shift from TIAA/CREF to a competing' 403(b)(7) plan. Thus the
principal effect of this provision is likely to be to fragment
the common pension system of colleges and universities.

We -are not arguing foD, the perpe-tuation of TIAA/CREF
regardless of its performance an4 value. In fact, our Laboratory
offers to employees a 403(b)(7) 'plan as' an alternative to
TIAA/CREF. However,'we do believe that'TIAA/CREF should survive
or wither on the basis of the quality of its service rather than
due to the costs of a very expensive administrative effort, after
which its pension funds would continue to be, tax-deferred under
other provisions of the code.

Summary

The Laboratory believes that the pension provisions of H. R.
3838 would severely damage our employee retirement plans.without
any proportionate public benefit. Pension law has been areiully-
and painstakingly developed over many years. This-< bill would
seriously damage the entire structure of university pension planss

',in 'pursuit of a few revenue and mostly "unrelated eform
considerations. We believe that. employee retirement income
security is far too important to be treated. In so short-si hted a
manner'

We " recommend that the'. special needs of educational
institutions and their employees not be altered without adequate,
consideration of the consequences. W4 also urge that those
employees who have, carefully' planned for' retirement not have

, 6
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their lives disrupted by the retroactive practical effect of this
legislation.

i The Laboratory recognizes the need to make occasional
adjustmentt in national retirement policy. However, H. R. 3838,
ihich addresses primarily the tax and. revenue aspects of
retirement benefits,is not an appropriate vehicle for reform.
We recommend that the Senate follow the approach of S. 1784 and
address retirement policy in a comprehensive and equitable
manner, with a concern for the long term security of employees.

S .
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CHARLEFILADD
777 Westpark

Oakhurst, New' Jerj_0775 - .

.201 .493-8380/
Maing Address:

Post Office Box 475
Attorney At Law Oakhurst, N.J. 07755

January 21, 1986.

Betty Scott-Boom
Committee of Finance. ..Room SD-219
Dirksen Senate Office Building
Washiniton, D.C. 20510

RE; If.R. 1838 Tax Reform

Dear Ms. Scott-Boom:

"I would strongly urge that tlie Senate Finance Committee
consider the impact of the proposed Amendment on the curtailment
-of existing Plans and the establishment of new Plans.

There is a balance between the dis crininatory practice of
excluding employees from contributions and benefits and reducing
the benefits for the ownership group. If the establishment of
Plans- is not attractive to the ownership group of small employers,
the ultimate losers will be the rank and file empliiyees. The
small business owner will find other methods to provide for his
retirement while' Government Programs wi--have tn be increased
to provide benefits which might otherwise be provided through
Private Plans.- Maintaining"or even increasing the present

* - Section 415 Limits'shouldnot result in a substantial revenue
toss bec-ause the number of wealthy emplyers is quite small.

Sinc6rely,

Charles Ladd

b-
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Lawrence University
Office of the President

February 17, 1986

Senate Committee on Finance
Room SD-219
Senate Dirksen Office Building
Washington, D.C. 20510

Dear-Senators,

I write to you to express my great concern with several of the

provisions contained in the Tax Reform Act of 1985 (HR'3838) that was

passed by the House of. Representiatives in December, and with the impact

these provisions would have on Lawrence University and other private

colleges and universities.

The current policy on charitable contributions reflects a

determination that charitable giving--should be encouraged for the greater

public good. Under the current law no taxpayer can completely avoid

taxes-simply by making a charitable gift. HR 3838 subjects charitable

gifts of appreciated property to the alternative minimum tax. It places

a $100 floor on the nonitemiier deduction, and imposes a $500.personal

exemption reduction for those doners who itemize. When combined, these

provisions discourage private charitable inititative and create-a ver E.

negative climate for institutions such as,.Lawrence -- gift-dependent and

already competing with t ax-subsidized, low-tuition, and governmentally

sponsored campuses. I find it curious, in an era of .less government
I

spending on domestic programs and 'after so much rhetoric espousing the

value of-private involvement rather than reliance on government
ap

Box $99 Appleton, Wisconsin 54912
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Senate Comiittee on Finance - 2 - February 17,.1986

subsidies, that steps should be taken that will discourage private

initiative in areas, such as education, that serve the public welfare.

HR 3838 would also seriously restrict access by private

universities and colleges to tax-exempt bonds for financing needed

construction and.renovation of facilities. While the state volume caps

impose detrimental restrictions for all non-profit organizations, priiate

colleges and universities -- not public institutions of hif;her educa-

'tion.-- face individual volume caps. This provision,will negate the

long-stending federal tradition of equal treatment for public and private

sectors of higher education, both of which serve identical purposes.

You have recently heard the test-imony of Mr. James G.

MacDonald, Chairman and Chief Executive Officer of the Teachers Insurance

and Annuity Association and College Retirement Equities Fund, regardi-,g

the elimination of ths tax-exempt status of TIAA-CREF. I support his

position and find it remarkable that HR 3838 singles out the pension

funds of educational Institutions f6r taxation while leaving the pension

funds of all other organizations, whether they be tax~exempt or not,

tax-free. It is also notable that HR 3838 seeks to discourage voluntary

savings and planning-for retirement by restricting th acceis of

employees of educational.institutions to elective tax-deferred annuities

through reductions.in maximum'contributions and limitation& or 'enalties

on withdrawls -- a change that will only promote greater rather than less

dependence on government retirement programs.

V-
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Senate Committee on Finance - 3 - February 17,-1986

I appreciate that, you have a difficult task before you, one -

that will mquire blending many individual concerns into a larger whole.

What I ask here is that you view-the issues I have raised above, not as

the concerns of one private college, but as matters that affect the

future of a wide range of individuals and that make a statement about the

values our society espouses. I urge you to ensure that the final

legislation on tax reform will return these items to their eurrent law

treatment.

Sincerely,

Richard Warch
President
-Lawrence University
Appleton, Wisconsin
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Statmnt of the
Machinery and Allied Products Institute

to the
Senate omittee on Finance

Concerning Capital Formation and
International Ompetitiveneas Aspects

or H.R. 3838,
the Proposed

NInternal Revenue Code or 1916'

February 6, 1986

The Machinery and Allied Produots Institute (MAPI) greatly appreciates

this opportunity to comment to the Senate committee on Finance In public bearing.

with respect to capital formation and international oompetitiveness aspects of H.R.

3838, the proposed Internal venue Code of,1986,' ts passed by. the House of

Representatives on December 20, 1985.

The oomittee will note from the record of bearing on tax revision held in

the First Session of the current Congress that we presented ou views on capital

formation aspects of the subject legislation at an earlier *tie on June 14, 1985; on

international oompetitiveneas on June 16, 1985; and on employee benefits on August 7,

1985. The House rendition of "tax refont,' seen frc cur vantage point, does not

differ markedly in thrust from the proposed legislation at the tne, of ou earlier

submissions. Accordingly, we take this opportunity to reiterate and mphasize

certain fundamental convictions that we have about this entire exercise and the

direction, in which the Comttee must move if major policy errorsare to be averted.
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In that oonnection, we hasten to note, that MAPI is not opposed In a -

general ied-sense to tax revision. Indeed, an internal Revenum Code that Is used to,

promote soolal and economic ends as well as to flamo enral Soverment requires'

constant .zrv illanee and oc0asional'adjustment to assure that Intended purposes are

being served.

Chronic deficit sDendin.--The Committee should reoognize that fiscal

prudence obviously Is not manifested by AUMAL9 deficit spending. Mweover, the

current imbalanoe of aooounts cannot be attributed to a laok of tax revenues when

federal receipts as a share of Gross National. Product are slightly above their

historloal noa while spendng obviously has been a runway on the upside. Clearly,

spending must be curbed,. and such tax ohapgs as ooour should neither exaoerbate the

defiolt in the short run nor Impose azn shook on major motors of the omy that

would jeopardize their partiolpation-for the long haul. Furthermore, an tax

increases should be oonsmptioo-oriented.

The Lnoonnuitv of .R. Q8.--Olven the existing slowdown In eoonpio

growth and oap~tal spending, the fragility of' the U.S. manufaoturing seotor, and the

priority attention to be given to coping with deficits. through spending restraint, we

find HR. 3838 to be an inoongruity at the very least-as we will explain later, If

the Committee oontin es this project on the soale originally proposed by the

Administration and slong the lipes developed by the House of Representatives, we

antioipate'a further reduotion of U.S., eoonomo activity, stlU les savins and

domestic investment, more - utouong of "woution and production empcgrmsnt and a

weakened capability of the 'US. Industrial base to mobilize in the event o an

m So cv calling for uach response. Mus are !uficintly hig stakes to warrant a

serious rethiidang of both the orm and content of tax .reform, a an either to ehle

.I

I
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H.R. 3838 if it is Irreparably flawed or to sale back the project and extend Ito

time frame.

In so stating, we are oonoerned by Chairman Paokwood'a contention that the

political Ocheistrys of the situation does not aVr Wefl for major charges in H.R.

3838 on the Senate side--assnuing that the project Is to go ahead.- Even President

Reagan now seems disposed (albeit belatedly) toward rectifying certain of the policy

errors reflected in the bill. For that matter, the omittee is bound neither by the

determinations of the House nor by the abitous apsnda set by the President. As

many economists have already testified, H.R. 3838 is *beyond redasptlon.0 Under the

circumstances, the Committee should provide leadership rather than the submission

Implied by the Chairman' a rlark. The Comittee's decision to start from a Polean

slata' is a step In the riaht direction.

To summarize, we strongly oppose major portions of H.R. 3838. In

significant pert, the bill is blatantly anti-ravli and investmentWLA extravagantly

-pro-consumption (on a fully effective basis), threatening to the international

competitiveness of U.S.-based enterprises; pd-oontrary to the altruistic gala of

its promoters--would be unfair to maeu taxpayers, would slow eoonmlo growth, and

would vastly oomplicate an inome tax lee that already Is an Impenetrable morass.

Hilstriak.--Ve repeatedly have advised both tbx-waiting oiittees that

massive and sudden tax revision, as contrasted with incremental ans, is a high-

risk, low-return (or lose) proposition. Also, we reiterate that the top pilority

assigned by the White Houre. to a massive reformulation of tax policy instead of

J/ We seem to have been Jolned in this appraisal, to& greater or lesser degree, by
Lawrence Chimerine of Cbmse Eqoetrioe, Roger Baer of Data Resoures, Inc.,
and George ShInk of Wharton Roonmetrio Forecasting Associates ln., In their
statements to the Comittee of Januar 29, 1986.
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urgent,attention to the burgeoning budgetarY anti trade deftolte was an error sr

Inaloulable potential oonsequenoe.LI Senators Grow, Rudman, and Hollings are to be.

commended for their initiative in'elevating the sensitivity o Cof ress to. the

budgetary hamorrhap, whether sequestration passes constitutional mster cc not.

Inadeauate hearihn.--In our opinion, the tax reform' dialogue-asming

for the meant that It is to oontinue-would benefit from such ore thorough hearings

than the Committee has scheduled. 'Any bill-as.6xtens 6 -. .- -3 involve a

'learning cur e for those persons who would be affected, and Due Process is served

only if the legislation isexhaustively exeinrd at each stop of the way to enaotaent

or rejection. The Comittee onot dismiss this responsibility-by holding five days

of narrowly circumscribed bearing on H.R. 3838 and contending by.'way of excuse that

numerous days of hearings were given to an earlier permutation of the subject. It Is

a commentary on the tinea that 'retreats' with, and hearing panels *cmpoaed of,

disinterested experts from think tanks and aoademe are displacing mre and we of

'the public hearing tim onse oooupied by interaction of the mlttee with agrieved

onstituni$es.

.ngertainty.--Alo, wbile reviewing the legialatio, the Cmmittee should

bear in mind th Rt .. 1838 has introdeced ooniarle b nty into decision.

making by all taxpayers, -lhether they would stand to Kain lose fro2 -ul
passage. Neither of the nonbinding resolutions passed b' the House (i.e., H.R. 335)

. Others who have talon Issue-with the.1asipunt of priorities In this mnumer by
the White House include Alan Greenspan of Townaend-(eenspa Co., Paul Craig
Roberts f Ofogeietown University, and Murray Wedenbazm. of Washington
Universities, in beeringa before this Cmittee on January 30P 1966.
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and the Senate (i.e., S.R. 281) Is sufficiently clear to allow oonslderation of the

tax element in a decision framework, and prompt clarification is in order.Lj If the

Committee report& a bill, w believe that the -effectiiveatis-ad-t-ansitons should-

be designed as to minimize disruption to all parties. Further, the. CO ittee

shouldI review previous experiences with suspension or repeal of targeted Incentives

to oaot a pe i btc -dani i -.- cr-ac -rour -otaoion--which,

Incidentally, we oppose.

Secific recommendations, in brief.--With respect to *capital formation*

and *international competitiveness' aspects of H.R. 3838, the bill Is woefully
.3

laciing. Congress c(Innot transfer some $140 billion of tax burdIen over five years

(most of which amount would be attributable to the repeal of targeted capital

formation Incentives) to ooroorations from individuals and expect 'business as

usual." oreoveri Congress does not have the ins4ar luxury of amendir 'te U.8.

inocw tax low without regard to the tax and regulatory milieu of foreign competitors

of U.S.-based companies in world arketa. In fact, the subJects of capital formation

and international competitiveness are inextricably linked. Our reoendatifns

concerning these attributes of-H.R.' 3830 are; as follows:

1. Preserve the Investment Tax Credit (IMC) as a permanent feature

of tbe U.S. federaltinooM-ta . uh l l as will, in
conjunction with the cost recovery system, oide

for capital spending that are both significant and competitive

when considered in an international context.

_V Although the relative strength of the eoomy overall will have a direct effect
- on the oapftal spending plans of business in 1986, current projections of the

Department of C6Merce indicate a msll decline in real spending (mAPI Bulletin
6623). Whether the proposed elimirnation of capital formation tax incentives is
reflected to any extent In the projections in a mattat far-conjeoture, but the
uncertainty posed thereby owtainly .does not affqtd arw stimulus.

* I
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2. Retain the Accelerated Coat Reoovery System (ACM) with such,

minimal changes as.are necessary (a) to meet the criterion tated -

in Item 1., above, and (b) to prevent aroeion of cost reowery

3. Leaye the Incremental credit for research and experimentation

.(R&E) at 25 percent; extend* the credit Indefinitely; and jly if

necessary for administrative reasons, adopt a more sharply

delineated definition to reinftorc the Intent that the Incentive

be directed to Irnovative activity. Serious consideration should

be given to allowing a full oredit.without regrd to base period

performance.

• . Retalh the overall limitation on foreign tax credits, andreject

the proposed proliferation of sep rate limitations (or aw other

approach, suh as the uper country "sthp) that Is Intended "to

defeat or lessen'the averaging of hig-taxed and low-taied Inocm

from abroad. Alec, retain existing aowe ru os applicable, to

itea of inoce 'and expense for pwpoeas of ocputing the foreign

tax credit limitation, Including the required allooat~on of U.S.-

- based research expense to U.S.-so'e inom, and reject proposed

obanges that deviate froe reasonable nwrms and arbitrarily find

more'inccine to be dcmetio and mor expense to be reign.
5. Reject proposals to Increase the current U.S. taxation of

unrepatriated earnings derived free various laotive' busineeaes,

6. Foreg action on the omplated-oontract mthod of accounting at

thie time, and, Instead, ocaimalon an independent stud of the

method (a) to determine whether the 1982 tax lw restrictions
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appli6abie thereto (just beocaing fdlly effective will achieve

their state purpose; and (b) to report back to Congres not

later than 12 months following the date of enactment. The study

should include information on ethods of tax accounting

authorized for long-ter contracts in other major trading

nations.

7. Reject change in the individual and corporate mindmn taxes that

would work at cross-purposes with other Code provisions that

facilitate capital formation and international cocapetitiveness.

The minimum taxes are a policy abomination and sould not be

enlarged absent showings of abuse that cannot be dealt with

otherwise. Moreover, any expansion of the device should Inolude

equitable transition rules.

8.'* Do nothing to detract f rom the"ForeigivSalee Corporation (FSC)

provisions that became effective only one year a@o. The benefit

of FSC to U.S. export activity is modest In relation to that

enjoyed by our competitors abroad, and existing trade defioita-

make any reductions in the incentive both untimely and unwie,.

AMed, policy instability with reW'd to inmentives of this kind

is self-defeating and grosly in6oneiderate to taxpayers.

9. Inorease--rather than reduce-the mazima annual exclusion for

foreign earned Income of Americans working abroad so as to

approximate the value of the exclusion when It was emoted mr

than 20 years ap, and reject the addition of excluded amounta to

the list of peferenoes subject t,6"the mirdmam tax. Thefailue

of Congress to deal decisively with erosion of the exclusion Is

pricing U.S. nationals out of many key jobs overseas with
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branches and affiliates of U.S.-based oompanles. there are

adverse trade implications as well.

10. Reconsider all provisions applloable to employee benefits in

toers of equity to potentially afeoted parties and owsequenoes

for the rate of savirs by indivi(1als. Inequitable provisions

should be rejected, and those that would redoe ,saving should be

reevaluated in the context of the entire bill as it would impact

adversely In this manner. -

The remaining portion of this statement sets forth In somwhat greater

detail our thoughts oonoeining those provisions of H.R. 338 that md the uot

attention on the Seinate aide from a capital formation and International

ocpetitiveness vantage point it the bill is to go forward.

H.H. 3838 is an outgrowth of what began as a presidential plede to revise

the federal income tax system to make it simpler, more fair, and re ooAive to

eoonoaio growth. In November 1984, the Department of the Treaswy .-raduoed a study

with recommendations for carrying out the pledge. In late May of 1985, Prsident

Reagan adopted the plan with certain ahangei aimed at making It mare palatable to

vooal oonatituencies. Hearings were held in the tax-writing omittees to SaUP

public sentiment and ascertain the need for further changes in the proposal.

Subsequently, the House Comittee on Ways and Heas oonduoted a stormy wo-month

series or mark-up sessions. H.R. 3838 was reported favorably on Deober 7, 1985,

and the bill was passed by the House of Represntatives on December 17, 1985, partly

on the strength of Presaident Reagn's-personal intervention to assuage opponents Of

the measure.

V- .
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The concept that underlies the curent 'tax reform ' effort is relatively

straightforward. Over time, the federal invxus tax his gained ma special purpose

deductions, exclusions, exemptions, credits, preferential rates, and similar

concessions that erode the tax base and force tax rates higher to generate the sae

revenue yield. Tax revisionists argue that these conoessionery provisions oomplioate

the Internal Revenue Code, impair market efficiency by injectirg tax elements into

decision making, and oause inequti*es mong taxpayers having dissimilar access to tax

preferences. For those who accept this line of argument, the cure entails lowering

tax rates generally and repealing as many tax concessions as possible. If the

restructuring has "revenue neutrality" as one of the parameters, then the lowering of

tax rates (i.e., the revenue-losing items) is to be offset in equal dollar auotmt by

the repeal of tax concessions (i.e., the revenue-raising steps). Relative burdens

among taxpayer groups (e.g., corporations and individuals) or within taxpayer goups

(e.g., as between 9apital-intensive asd labor-intensive corporations) my or may not

be shifted depending upon the objectives and whether they win popular support.

For the business community, several aspects of H.R. 383 som to domimte

the dialogue and polarize the response. Oe such aspect is the overall shift of Dome

$110 billion of tax burden over five years to corporations and away from individuals,

largely as proposed to be acomplished by repealing tarpted incentives to savings

and capital formation ard redistributing the revenues so gained by means of general

rote reductions. Die bill has a serious bias against savings and capital forsajion,

and the bias 11 so pervasive that-it is a cause for alam. Another faoet of H.1.

3838 that attracts unfavorable reviews is its apparent disregard for the highly

competitive, interrmtional enviroment in which affected taxpayers operate, Although

opinions, differ somewhat, most responsible ommentators believe that the bill will

.have L damaging Impact on. business investment and international competitiveness..

Whether It is wise to skew tax policy in this way is questionable under the best of
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conditions and strikes iany observers as foolhardy under the, that

,- pevail,/_LI•..

Any discussion or tax increase, decrease, or *revenue neutral'

restructuring must take into consideration both economio conditions gnsm.-lly and the

probable oonsequenoes for sectors of the eoozmm that would be favored or disfavored

by the changes under emiration. Indeed, a .Jt&Cjd1gI tAk Is whether tax revision'

is generally perceived as being needed at all inamuho as nationl policy should be

driven by public opinion and not established by flat. To tak this letter element

first, the Ccmittee should recognize by nou that there is no 'groundwell of public

support for a wholesale rewrite of the Code, notwithstanding the enthusiastio support

of a popular President and the anxious efforts of the Opposition Party to leave its

imprint on the project. Recent poils by the Wall Street Journal and other

organizations indicate not only that greater public concern is aligned to the

defioits, but also that there Increasingly Is an undercurent of doubt associated

with wtax reform.' When presumably dispasslosate, Indifferent economists declare

that H. R. 3838'is 'beyond redemption" and when the public is 'turned off by the

endeavor, on would hope thpat Ooe rass would get.the e .

Regarding the eoonom, -H.R. 3838 would wreak some havoc in the short run

whether or not It Is true that a nw equilibrit m would be found after a transitioal

period. Within MiAPIs membership,-maW major ma f otwera In such industries an

construction, form, dining, oil field, ralroad, and steel mill equipment and machines

tools have yet to exeriene meaningful recoveries fivm the double-dip recessions of

3" ;Wpi research donoludes that the federal. movement should adopt a miz of fiscal
and mooetary pollces that would inaree the rates of paavi and imesatent and
result in lower Interest rates, among other corrective ations, and that tax,
proposals should be judged -for their tiaellmas In light of wealmesa in the
manufacturing sector as well as tbi Likely efteot on savL~ and investment
and International competitiveness. A PrrfMt of U.S. ta=amn-ire t
SWo-iSP, December 1985.
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1980 and, 1982, notwithstanding-diastio cost reduction programs and increased

outacPcing of production.LI Aeanhile, other mmber ocmpanie's that recovered (rca

the slump--as was the case in such diverse Industries as heavy duty trucks and

semioonductorb-have since receded. One conspicuous cause of this h* been much icre

severe. forei i.qmpetition from companies benefited by a relatively strong U.S.

dollar, relati , c labor, costs, -heavy government subsidization,- and generally

free entry Into m.5: arkets coupled with significant barriers to U.S. entry into

" aa.4 ign markets. A1so,' the rapid pace of, disinflation, while not

disadvantageous to most manufacturers, has caused dislocations (e. ,' in the farm

o. -. y) that have had a negative effect on parts of the manufaoturing sector.L2

If national tax policy of a non-proteotionist character--vioh we support--

'is, to'have a role in steming this tide instead of accelerating it, several

propositions become apparent.' Fir st, the federal inome tax must favor U.S.-basd

research because research ias the leading edge of technological innovation, which is a

critical factor in international ocmptitiVehess. H.R. 3838. Is not satisfactory on

this score. Secondly, our tax law must encourage personal savinp-which currently

is low but would be lower without existing inoentives--and all forms-of individual

and business ifvestment..L3 H.R. 3838 is a disaster on this soore. tirdly, our tax

law must not disregard the fact that U.S.-based ocpanies compete both abroad AW in

the United States against foreign competitors that m" have significant advantages in.

I/ A recent HAP! survey shows significant growth in-theipercentage of surveyed
companies' U.S. purchases accounted for by foreign sources. NAPI ea-m
Global Sourcng as a Corsorate &trateg--kn Udate, MAPI Hemoran4. 0-200,
February J198.

A re completee analysis of disinflation's impaots ii contained in the MAP! study
entitled The AAonv and the Rostany of Disinflation, MPZ Memorandum Q-198i
Jamm7 ,1986.

,V In Dhe Oaital Ggod Recoery s h Sma LA& ftin-rt..U MI analyzed long-
term shifts in the pattern of investment' pending and oonaluded, among other
findings, that 'this is not the time to weaken capital 1fvestaent inoeatives in
the tax systs.5 MAI Capital Goods Reviw No. 12, Wy 1965.
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the marketplace 'due solely to foreiga tax preferences or ot ,her governmental, support.

H. H. '138 refleota no awareness of this element, &WM, in fact, tilt. the "pleyi

field' 4 nAt our teen.

The moments that follow are general in nature, although patterned in

response to portions of H.R. 3838, consistent with the Oom'ittee'a stated intent'to

review 9tax reform* de novo rather than with the House-pesed bill as the launkhpad.

Whither Tax Rergm':

The iv6snent Wedit

The regular investment tax credit would be repealed under He- 3838,

effective general for property placed in service after Dscember 31, 1985. However,

the credit would be available for eligible property to which transition rules apply

for depreoi;tion purposes. Such credits generally.wuld be allowable ratably over a

five-year period, and a full adjustment in depreciatiot basis for the entire credit

would be required when property is placed in service. These canges ar estimated to

cost corporations $97.8 billion and Individuals $2.5WbIiom-overL.thfive, flso'

years, 1986 throg 1990.

Dgmj&,-As we indicated earlier, we believe that this country should have

an invostaent tax credit that, whin coupled with the applicable coat reoovaryuwytem,

Is both significant and ocaptitive taken in an international o te.t.

Roonomists. before the Committee have testified to the effoot that the

Investment credit 1s the inoentlVe that provides the moet 'bang for the buok' In

terms of capital formation. This has been the couvetonal-and aourate-uiom

since President KemmAy proposed the credit some 25 years ago. 1*WOOTW tho credit

ts available only if qualified ependituree are made, and bxsimases of am -size a -

form of organization are eligible, to ala" it. Until the gop in oapensation coot

Wmng countries I* smller, vital U.3. Industries will be oapititiv at hoes and ~in

7,
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world markets--at least for goods that are not totally unique-only to the extent

that greater'roductivity thrzoZ modern plant and equipmnt can substantially offset

the labor-cost dispkity. -_

Returning to our primary reccmendation, recent research performed by the

independent accounting firm of Arthur Andersen & Co. with respect to tax Incentives

for capital formation in sixteen major trading nations -show* thevUnited States

currently ranked about midway. The changes proposed in H.R. 3838 would place this

-country somewherenar the bottom of the group, with most of the damage attributable

to repeal of the investment tax credit. The credit works as intended in business

investment because the cash flow, from the credit normally is factored into major

investment deoqions using discounted cash flow analysis. If the credit were to be

removed, then the cash flow that, it otherwise would generate would not be available

to augment other flows in judging whether a proposed capital appropriation-meets the

investor's ainita expected rate of return for the approval of spending proposals.

In short, repeal of the credit would increase the cost of capital in this

country.LZ In so doing, it would low business investment, which will be modest in

1986 without further retardation by'policy change; would slow productivity growth,

which already is slowing without the whelpm of credit repeal; and probably would slow

growth of the Gross National, Product in the long run, vith conoaitant negatiYe

impacts on employment and disproportionately adverse effects in the U.S.

* ,mnufacturlng and housing sectors.

Finally, the credit is not interchareable with rate reductions because the

former is Otargeted" to business investment--which we need--and the latter are*

1/ ThIs contention is documnted in PAPI research entitled The Can in Copensation
Costs Among Countries: Thd U.3. International Ccmntitive Situation WorseM,
HAPI wWacrndum 0-191 of October 1985. -

Z/ kooording to testimony received by the Oittee on January 20, 1986,, frcm Geore
Shink of Wharton Eoornmetrio Forecasting Assooiates, Inc., the average increase
in the coost of capital as of 1995 would, be 12.5 percent.

I -

//

* j -

-7
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undirected to arv purpose and, therefore, highly likely to go for Conwption at the

expense of savings. WV acknowledge that Ooiress goUd provide a ash flow incentive

to oepital sending equivalent to that of the current arrangenent thrcW1 means such _

as the front-loading of coat recovery. However, iince the investment credit and coast

recovery system already have been changed tco frequwatlyl we would prefer to have the

credit left as is. Even if the credit is suppended, we suggeat that the device be

left in a state of readiness-for reactivation or Increase in response to change

ecooxai conditions, Including ar further relative decline In the U.S. manufacturing

sector. Ibreover, theeffeotive date of asy negative action on the credit should be

postponed at least until January 1, 1967. - -

* Capital Coat -Reoova,.,

If H.R. 3838 were enacted, the Accelerated Cost Recovery System (ACm)

would be replaced by the Incentive Depreciation System (ID), effective generally for
property placed in service after Deomber 31, 1985, .except fcr property covered by

transition rules. IDS voulderoup a tseta into ten olasass, generally aoording to

their Asset DepreciationRange (ADR) midpoint life, and the assets would be

depreciated over a common period ranging frm three to thirty years. The 200-percent

deolinn-balapoe method, switching to the straiht-line method, would be used for

classes one through nin; the straight-line method would be'used far class ten, which

would include pr-imarily real property other than low-macus housing.

IDS, deductions would be subject to Inoreases for Inflation adjustment&,

beginning in 1968. In pnral, the adjustment. would be for half the inai&ton rate

In excess of five percent In applicable years. 1

A nonincentive depreciation system would aply for certain other purposes.
Cooaant.--For all the reasons set-roth-tr- lier in discussion of the

investment credit, or capital coat recovery system should complement the Invemst
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credit in giving American businesses significant capital formation incentives.

H.B. 3838 falls this test, and its Ita is pert of the reason. We also believe that

national policy, should assure that U.S. businesses never eain are. objected to the

perverse situation of the 1970s and early 1980s In which taxpayers were denied a fair

recovery because policy did not take account of inflation. The-inflation adjustment

that would be provided 'in IDS would be thoroughly inadevquat#.

The exlstiog ACH3 of 1981, coupledd with the erhancd irNestment credit, was

an enlightened response to speed cost recoveries, and, at the sawe time, to simplify

a system that was unduly cumbere.. Now, only 'five years later, "reform" proponents

wish to cut back on recovery allowances and to differentiate more among asets

because the current arrangement allegedly is "too generous" and'the varying effects

mo ng similarly situated taxpayers ought to be lessened. To achieve therp

'refinements," IDS baslcally would revert to the anahronistic 1971 ADR system.. The

projected net cost to businesses of this dag, plys or minus certain mndments to.'

exensing for mall ocauanies: $19.8-billion for corporations; and $5.2 billion for

individuals. Adding this to the mounts prwiously shown for the investment credit,

we have a combined "hit" to targeted capital formation Inoentives of rogy $145.3

billion, some unidentified-imoudt of which would find its way back into the
investment stream but another unidentified portion of which would not.

We would like ACE preserved with-aA little change as is necessary to meet

our objective already repeatedly Atateld for the- ACES and i*estment credit as a

package. The reason for minimizing change to ACES also is readily apparent if only

beoauqe thp lack of consistent pl__ Wpiuse~ instrativq burden and uncertainty.

ce businsses already maust operate with simerous depreciation systems side-by-side,

.inoludig ACES for certain assets, ADR for others, and faots-and-oircuetanoes for

still otes. Soe states follow the federal approach and others do not, compounding

a situation that already is costly without adding one iota to output and

a
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simultaneously imposing inordinate overhead expense. In reviewing IDS, Congress

further will.reoall that one purpose of AM was to get away ft~aa notion of eaooamio

service lives in the .Interest of siaplification and fewer taxpayer-Internal Revenue

Selce'disputes. Stated otherwise, we think that there Is little to gain from

tinkering with ACRS, and that a retreat to the obsolete concepts of ADR would be a.

mistake.

More than a few sages have stated that the best thing that oould happen for

a few years or so by way of taxlegisletion Is nothing.'1 We concur, especially'as

it concerns the sensitive issue of cost recovery in general and ACRS and the

investment credit In particlar. The Comittee may recall that ARS has-been pared

beck several time ainos original enactment. Now, yet another overhaul of the system

is in prospect with an obvious bias toward increasing the ooat of capital but no

clear indication of when the qew regime would take effect. The unoertainties of

proposed tax law amendments and their expected effective dates (and transitions)

interfere with business decisions, and we oppose yet another system overhaul so soon

-after the others in te absenoe of ocapelling oircumstances.

-The Resarh Credit

H. R. 3838 would extend the credit for increasing research aotivities-for an

additional three years, I.e., for qualified research expenditures paid or incurred

through December 31, 1968. In addition, the bill would modify the credit as follows,

effective for taxable years beginning after 1985: (1) the credit rate would be

reduced from 25 percent to 20 percent; (2) rental an siar palments for the use of

personal property wuld not be eligible for the credit, except for certain payments

for computer time; (3) the definition of qualified research for purposes of the

extended credit would be modified to direct it ore narrowly to innovative activity;

(4) increased tax Incentives wol be provided for corporate cash expenditures In

excess of certain floors for basio research-at -universities'and oertain'other -

In 1. A-
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organiati-ns; and (5) the general litation on-use of business credits, as proposed

under the bill to'be reduced to T5 percent of tex liability over ,O00, wuld aPply

to the research credit.

Commont.--It Is relevant' here to quote from Olobal Oopetition--he Now

Reality,"LI as it-pertains to tax Incentives for research and development:

R&D conducted by industry is critical to ocmpetitivenes and
should be enooured through enlianOed-inoentivea: making
permanent the R&D tax credit of the current-tax 1w; broadening
the definition of R&D qualifying for the tax credit; implementing

--a tax credit based on totil R&D as a substitute for the
incrementl R&D tax credit; permanently repealing the reearah - -

• / - allocation rules to remove the incentives in the present lw tq
shift R&D overseas (Treasury Regulation Section 1.861-8); and
creating a preferential tax credit to encourage further industry
investment In university research.

H.R. 3838 does virtually nothing reociended for R&D by the President's

Commission on Iddustrlal Compefitiveness. To the contrary, the bill goes the

opposite way on nearly every recmedaton. First, the bill does not make the R&D

tax credit permanent, but insteadx2WA only extend it for three years*. Thi;s is

hardly satffaOtory. considering t 4 -timehorizon for-the planning, budsgting, bad

conduct ' research activity. y failing to provide a-permanent credit, ODnres

leaves companies facing ih pMspect_ -of exrtiod of the credit, which mahe that it

-is les than wholly reliable in generating cash flow for qualified purposes. To the

extent that It is unreliable, the credit is less effibibnt than It should be."

Indeed, for failure to act in a timely Wwner on, expiring tax-provisions at yeer-end

19 8 . the R tax credit currntly does not axis than in vage oc tmente to

try to ve it extended retroactively to its *xe t pi date.

The President' i Comission would broaden the definition of R&D qualifying'

for the tax credit whereas H.R. 3838 would narrow the definition. Given current

difficulties of admintering the credit, We do not quarrel With th --P'poa of the

______ ,/ TOlobal Cempetition.-fbe Um hsality,n the rieort of the Preidont.s Oiniai h. .
on Anut'ial POuettivenase, Jeazr', 195, Vol. 1. ,-. -

" i f
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bill to limit the credit to oos_ of carrying out activity that is truly inmovative.

On the other ha nd, "research and experimentation" is not easily subjected to precise

classification. If the definition in the law is too lax, there will be an element of

noncompliance; if the definition is too prescriptive, some bona fide R&D will be

lost. In our opinion, a fair definition must leave something to the judipent of

taxpayers and auditors, and not attempt to be all-inclusive. Also, such a definition

shouldd be developed, in close coope tion with taxpayers.

There is merit to the recommendation of the President's Ccmaisson that a

research credit be allowed for the entire amoUnt of qualifying costs incurred rather-

than the increment over a base-year period. As the credit now is designed, a

taxpayer must constantly "run taster just-to stay in place." While this is

interesting in theory, one wonders about its practicality in the real world where

business cycles and factors beyond the taxpayer'a control have a bearing on whe.her

or not the research budget can increase without interruption. If an incentive Is to

be provided to R&D because that activity is valuable, is it reasonable toreward only

the increment 'over a base period o should all qualifying m ounts"be elible? Is

t.ere some.thing less valuable about R&D activity that is performed this year but does

not happen to exceed the average mount for the base period? We believe that these'
questions answer themselves and argue well for a more predictable incentive

applicable to all of this vital activity.-

Concerning the research allocation rules used in connection with

, ocmputation of the foreign tax credit limitation, the President's Cmsaion again is

on target with a recomendation to aejtlevan argument that has regsa ?-bver a -

decade ahd to do so in manner that clearly is In the national Interest', To

allocate .3.-based R&D to foreign inocas is questionable at best wheS no inoue at

all normally, Is derived from researbb.iin the year in which it is performed and when

the connection between U.S.-based R&D and' foeigen income is not only separated in

1- f
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time but is tenuous in terms of Oause-and-effeOt. The Practial consequence 18 to

reduce foreign source Income, which 'in turn reduces the foreign tax credit

limitation. Tolthe extent that an mount of otherwise qualified foreign tax credit

beomes-eligible. beeauie of the reduced limitation attributable to a spurious

allocation, the taxpayer is subjected to some dplicative tax burden mast ABONQ12d-

not borne by his competitors. U.S.-based R&D should not be allocated to foreign

source income, and *tax reform" should settle the matter once and for all.

We cannot .overophasize the inartanoe of R&D tax inosntive..1.J They are

an extremely valuale--and, we think, oost-offe Ive--use of resources, and are best

dispensed through the Code to minimize bureaucratic interference and maximize

private-sector latitude in response to the ever-chaidg marketplace.

%be Foreim Tax cdt

Under H.R. 3838, the overall foreign tax credit limitation of present lo-

would be retained, with separate limitations for passive Income, ohipping 'homes--

foreign ourinoy translation gain, and banking and insurance Inoome--mog other

changes. The 'source' rules used in the allocation of inocm and expense to go"e

withn 'or without the United States fo -mom other *P&Poses.-computation of the.

foreign tax credit limitation would he altered In a host of ways apparently -intended

to support findings that mare income than previously bans been'the case is U.S.-source

and mre expense than previously ba been the case Is forei gnms .

Tl oliaitation rules would be effective far table years boming after

1985, and'the source rules p mlly would be effective far taxable year beogizuAg

after 1985, although certain transitional reiek would be provided.

.~gt~j...Thre is very little-if sqW-divsion in the business mt

- In its position with respect to these item of N.B. 3838. Virtually oll wsfete4

I A recent Ha study undersoarea the ie tanos of aointaning p-ro- .policies
across the board. HAl'! eicmradum 0- 192, October 1985o n~adkM
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parties are opposed because of inoreased tax burdane that would be unfairly Imosed

on and unilatirally borne by U.S.-based taxpayers and because or administrative

ocplexity'that would be boosted by quantum leaps.

* If we may focus on the Whighlghts,' the bill would attempt to dqfeat the

averaging of high-taxid income and lowe-taxed inoae fro different tries i.e.,

the hallmark of the overall limitation--by creating a proliferation of separate

lI mitatL4-oaa l cable to generally lo.taxed types of incme. If -the o0ttee is

interested'in international competitiveness, it should not aooept this proposal

because averaging 3 is not now-and never was-iflegal or abusive. In fact, other

'countries with so histicated systems of inoce taxation either exempt foreign source

income from taxation; employ an overall limitation 0that operates are or lo like

our own; or have a 'per country* limitation that allows averagirg through the wee of

offshor; holding ocpanies. The u hdnts proposed by H.R. 3838 do not accord with

* international conventions, and would seriously increase the costs to U.S.-baaed

enterprises of 4oing business abroad-. 'competitive handicap that they cannot afford.

The proposed source rule aaendaents fit hand-in-glove with the puitive

limitation changes, and would assure that the liitations are foe d'd9wn to lower

levels reducing the availability of f'eintxcei Although a umber of these

provisions concern us, we are particularly distressed by those per~ainlrg to imeom

*derived from -the p~ardiase *nd sale of inwentory-type property and the~ allocation of

interest. , in the former instance source generally would be latertmdn by the

country of residence of the seller, and the plae-of-title-pasa Source rule of

present lew.would be repealed. An exception, wxud apply where a seller has a fixed

place of' business outside 'of his residence country that participates materially in a

sale to an related party, in hitch eas the sales inome generally would be sourced

'-In the cmntry Lp Wddhc that fixed place of business is oated. As to interest, the

-'L-I



960

-21-

bill, generally would require corporate embers of affiliated groups to allocate .all

expenses between U.S. and foreign income on a consolidated group basis 4u106 a

modified asset method of allocation.

With respect to sales of inventory-type property to nonaffillates where the

seller has 6 fixed place of business abroad that participates materially In the sale

and the company sell ng the gods currently sources the inom abroad throu& sam

mutually agreed contractual term for tttle passage abroad, we can foresee two

possible results. Either the seller would suffer a tax increase attributable to his

export sales or he would make sure, that a find place of business outside the United

States participatem in the sale. Ve do not krnw why this proposed ohang would be

made,- other than to attempt to inoreae taxes by turnig the rules against taxpayers,

----- in case where so'roing admittedly is somewhat subjective. We think the title

passage rule to be as good a determinant of source an an iiamuc as title passage

in important for many, purposes in the low and the location tberof is a naptahle

item in a contract. We also-are concerned that the change in the souroe rule would

run oobnter tq the policy recently establiebd In favor of exports In the farm of

Foreign Sales Corporation (FSC) tax inoentives. Any conflict here would provide

another ,reason fo dropping the proposal.

As to the plan to Ohane'the allocation of- Interest, the subject last

- received seious attention pore than a decade ag0 when looms Tax elation Seotion

1.61 -4 was proposed reproposed,_and eventually adopted. We took exception then to

.using a 'notion of funaibility of money In this context, and ws do not feel

differently today. We rather expect that allocations In acoordance with the proposal

of H.U. 3838 would be aritrary and, ry inma Instances, very illogLoal. In view of

this, we fwtber suspect'tt proponents of the idea ha"vend VrnIwMpl Prpose other

-than" that mch expense as possible bw allooated to foreign souce icme itn crO
' r '' .V
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to defeat f reign tax credits. Economic reality would be wout the window," and

fun0bility with all its bizarre ramifications would be woff to the races.w

Certain forms of "passive' income earned abroad generally are taxed

currently (i.e., are not deferred) to the U.S. parent oompar, whether remitted or

not, if earned by controlled foreign subsidiaries. Under H.R. 3838, various

exceptions to the Code's rules that currently tax certain *tax haven"inoome of

foreign subsidiaries of U.S. companies would be repealed, inoludirg the exclusion*

for some wactive4 business income of banks, insurance companies, and 'hipping..

companies.

QR n.--As the C ittee'is aware, mot income of foreign subsidiaries of

U.S. companies is not taxed by' the United States until it is repatriated, and the

situations giving rise to Immediate taxation in the United States without regard to

repatriation mainly arose because of Kabusea involving "tax havens." Also; one 6f

the key distinctions in the doctrine of oUrrent taxation--as compared with

"deferralv-inolves the distinction between passive and aotive-inoome. We object to

tx law changes that would Increase the Incidence of current taxation with respect to

active income. If the "active/passive' differentiation is disregarded in the cases

proposed, so-called 'reformers' will be out to scuttle it for all purposes. These

provisions would codatitute a drain'on the cash flow of'U.S.-based enterprises

engaged in worldwide competition against foreign-based tirms that bear no simaar

burden. Accordingly, the proposal should be feJeobsd.

QcmlQetd-Ocntract Iethod.

Under H.R. 3838, the completed-contract method, of accounting would be

repealed except for certain contracts involving real estate construction. Contracts

taking more than one year to completion would have to be reported on the

/I
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peroentage-of-oompletion mthod. Interest would be paid by (of to) the taxpayer If

the re ported profit on a contract each year were to be m (or les). than a portion

of the actual profit on that contract alloable to that year. ?Ts provision would

be effective for long-term contracts entered into after., oeber 31, 1985.

.S"At.--We oppose repealing the oompleted-oontraot method of aooounting

that has existed in the federal inome tax 1w very nearly from Its beginnin, aod,

further, believe that the proposal is untimely. The reason for heag a completed-

contract methodof accounting which defers reooni ion of, taxable Inome until

contract oopletion Is to take Into consideration the unique ciroumstanoes of

producers and construotors with long lead-tifts to campletion, including Increased

vulnerability- to unpredictable ocaurenoes"that oould turn profitable contracts into

losses. If taxability were not to be determined at contract completion, taxp yers

with long-term contracts might be subject to tax at interim stages of transactions

that oulminate as losses. Furthermore, even when such taxp yers receive process

- payments alig the way, such peymnts often o not over costs inurred, and mounts

more than equivalent to e xpected profit- irni frequently aee vithad by customers

as 'retairAg' pending ertifloation of satisfactory oompletion or sm other measure

of performance to specification in ao*ordsnce with the term of the oontraot.

The, oontrcversy In this'area ban involved dsfersJ of ta on aiipated

inome from a contract while olaising certain ded uction related, to the transaction

during the course of performance; oooafsiosl deiations in interpreting eligbilityl

adteaggregating ad segrepating of ,transactions in questionable or, inconsistent-

ways In order to derive tax advantage. As the Comittee W know all of these

Issues were addressed in a set of comprehensive reforms esaoted a-t of, the Tax

14 ui ty and Fiscal, Responsibility. Act of '19e2 and final reeap~ons lmitnth

2mi vere Just Issued recently. Moreover, the 19ft revision@ were so sever that the .

were deliberately phased in .ver a perIod er1ocpa"ing 1983, 1984t, and 1985.

I
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Acoordingly, much of the recent Rahouti W about oanies that use the completed-

contract method of accounting and file tax losses while reporting financial gains is

information that antedates all or part of the transi4&t period with respect to the

1982 amendments. The transition period ncw is en , but the full effects of the

1982 changes have not yet been reflected in tax return.

If the Committee wishes to proeed-as we" it does--circumspectly"and

• with due regard to-tbe-Taots, rather than haphazardly on misinformation, then-we

suggest commissioning an indepefident study of the method to determine wbether the

-1982 tax law restrictions will achieve their stated purpose and to report back to

Congress not later than 12 months following the date of enactent-assuaing that this

is a suitable time span-with findings and recommendations., To embark on more policy

change without an accurate information base is asuntidy As it is premature. Let us

add that some of k.he taxpayers 'that have been pilloried in the pres' on this isue

are' now being major taxpayers as the 1982, mendaents take effect.

The )inimtn Texa

Under. H.R. 3838, the existing oorporatq and individual minimum taxes would

be beefed up in order to deal indirectly with ame tax preferences that are menable

to chipping away- by indirection but have enough of-a oonstituncy to fend off direct,

-reforu. . We will not, delve into the details of the proposed change' inamuoh as oir

moments are general in nature.

.CoeJn.--The minimum taxes for corporations'adindlivl.dals that were

enacted in the -Tax Refrm Act _of-1969_and subsequant-lmended frorLtimo to tie

a product of' frustration, a frustration borne out of the desire to retain various

incentives in the Code while at the same time preventing their exploitations by -

persons bent on Ozeroing out* their tax returns. Fram the Ue of Treasury Secrethry

Bkrr's revelation in 1968 that many wealthy people were paying no taxel, the

Departaent of the Treasury periodioally.has Ipt the 7--&b brewing by reportIng

e I
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that still more work remains to be done,' Whether, On agreeowith it or not, the

*fair share* 'frame of mind will not be denied, nd the minimum taxes have been the

chosen vehicle. of -*wormu when nothing else would work. We are not so ingenuous as

to think that minimum taxes will go away, but we do want to continue to spotlight

certain of their peculiar features.

First, the minio taxes work at oros-purposes with other& Code provisions

that were put in place to do such things as facilitate capital formation and

international onMpetitiveneDs. To the extent that they suoosed, they thwart the

accomplishment of those purposes. Obviously, the better way to set polib Is to do

/so forthrightly rather-than via-he backdoor route. . Further,. the inim tames

complicate the Code and add significantly to the burden and cost of tax return

preparation. One of the hilhy objectionable aspeota of the proposal ntned in

H. R. 3838 is that the minion tax rate would be set at an inordieately hig level and

in such close proximity to the proposed maximum marginal rnoar tax rate that a " -

taxpayers would bi required to compute their tax' returns in awoo with tw ..

separate systems to dete.mine.which of the two governs. Also, acm tpayers-wouN

rind themselves more or less _hegularly paying a minimum tax- rath-er th _n the

- conventional tax. I/

We also believe that azw tougbening of the minim tax-asstming that such

change Is favored by the Cainittes.-should be aoocpanied byv equitable tranaitions. "

For example, the incentive de preciation add-bacs contemplated by H.R. 3838,oould be

very sizable, -and-the -bill does not take Into-oonsideration the.aroastanows of--

businesses with long-term fixed-6rice contracts that have no provision for price

adjustment to account for changs in, the tax low. this Is totally ioappmopratal and

we believe the Oomitte should be.mittll *f transitions here and wherever sle1 tax

-I a "

.1
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If the CommLttee does not wisp .o impede capital formation and

international potitivenesa and does not want to introduce more ocmplexity intO the

Code, then we suggest that theproposals for change in the minimum tax be examined

for. conformity or l&k thereof with these objectives and be rejected if they would

detract rrm such purpose's.

Foreign Sales Corporation

H.R. 3838 changes the reduction In taxable incmee FSC sharuholdere fr!om

16 percent to 14 percent of export income (from 15 perCent to 13 percent for

corporate shareholders). Cor reapondLng changes would. be madd to, the Domestic

'International Sales Corporation rUles, and the provision would be effective for

taxable years beginning aftr' 1985.

olge_ .-- We ,think the Committee should be aware that policy instaility

with reprd to incentives of thLis kind is self-defeating and grossly inconsiderate of

taxpayers. The FSC provisions are only' one year old, and they were ereoted as a

response to significant ex'ert inoentiveq enjoyed by o w ocpetitort abroad. The

idea behind FSC was to put in place a mechanism for conferring a sall mount of

'benefit to U.S. export activity using a concept ,of territorial juiedotion that

would not be offensive to the General Agreement: on Tariffs and Trade, to which the

Unit4d States and many, other major trading nations are signatcries. 'The United

StateWs has, significant trade deficits that would be worse In the absence of the

relatively small FSC incentive, and we find it both untimely and wase to begin

paring back the device under such circumstances only a year after enaotment.

Poes Earned Ir n

H.R. 3838 would reduce the maximum annual exclusion for foreign earned

Income of Americana working abr&Ad, from the present $80,000 to $75,000. MAso, the

excluded amount would beoumei a minu tax preference ite. The provision would be

effective for-taxable years beginning after 1965.
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Coment.--Code Seotion 911 was enacted in the early 1960a to provide an

exclusion of $50,000 for U.S. workers with overseas dty of a speo~ed dul-ation.

The Lpurpose was to prevent ov6rlapping U.S. taxation of inooe earned by. auohi

Individuals bemause most other countries did not tax their nationals on earrd ngs from

working abroad. With the passage of time, inflation seriously eroded the exclusion,

to the point that employers--who often provide- tax equalization for their U.S.

taxpayers at foreign worksites--grdully found it very costly to employ Aericans.

In 1981, Congress attempted to rectify this situation by scaling up the elolusion',

over a period of years to $95,000. Later, the transition period was stretched out as'

part of the Defioit. Reduotion lob of 198. ' Toay the Premedy* till is .0

inadequate that a company wishing to employ an engineer or executive, abroad can

consider a U.S. taxpayer only if It can afford to.pq an enomous premlau ovMe the'.

gcing price for a foreign national of similar stature.

'Now, H.R. 3838 would 'tjrb the clock back and raise the osqt tostill.' 4
1v

Mom', I..vels, by reducing the exclusion and listing excluded amounts as a geferenm
This does not strike us as reasonable legislation, and we should add that there awe

adverse trade Implication as vell f the decisdon to employ a foreign worker results

In foreign sourcing of goods that otherwise mijt be qupplied from the Ulnied States.

e hope that reason will prevail, and that the Comittee will reject this short-

sighted 4ton in H.R. 383.

H.R. 3838 contains many changes applicable to employee benefit plane.

There are too many to describe in the context of this. 6rief statemnt, and our

submission of Mpzst 1965 will have to serve that purpose.

.o*n.--We wish to leave tbe, Omaittee with one thougt, naely, that

employee benefit plans are a vehicle for much of the savi that is done in the

United States. Those savings find their wa Into b0€sines investment. It capital

0
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formation is of concern to the Comittee,'we beiive that all, prppoaals impaoting

adversely on savings should be reevaluated in light of the entire bill with its

seriously anti-savlngs bias. In addition, as ye noted in our earlier statement, a

number of the provisions basioaliy . ctage the rules in mid-oowse and lack equity to

potetially affected parties. Although we do not support those eistif rules of law

that may countenance discrranation on the part of the affluent at the expense of

taxpayers who are less fortunate, -we also believe that very successful savings

vehicles like cash-or-deferred-arrangements should be treated 'gingerly"-if not

dferentially--because of their boost t 'savins and the role they play in helping

persons to provide for themselves in time of need, including retirement.

It is remarkable that so much negative Oreform' effort would be expended in

an area that is so sensitive from huian-z'elations, fairness, retirement policy, and

savings standpointst We urge thorough reconsideration beginning with -a *clean

latee' and ask that nothing along these lines In H.R. 3838-be taken for granted.

A Conaluding C ent . .

We do not relish the Commttee 'its task of ruling on the merits of 'tax

reform* Ideas that seem to pander 'to the perceived self-nterist of much of the

eleOtorate at the expense of vital part of the bustiress ommunty and, indeed, the

national interest. As' we witnessed, the 'eleventh-hour struggle in the House of

Representatives--a struggle that narrowly and conditionally saved H.R. 3838 frv

Ignominious defeat--the disheartening messg of the proponent* seemed to be that

Otrue loyalists' do not desert, whethT the course of action of the moment is correct

or not. Nov the responsibility lies with the Cmiittee to restore balance to the

project or to abandon it altogether in response to the press of more important

business. In t%'-'atUWe of the Institution, the Serate is more capable than the'

House of dispassionate, statesmanlike Inquiry. Accordingly, we have high

expeotitions as the Cmittee embarks on it. mlsio.f

-, I ;
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Finally, we hope that the Comittee members will Aepewith us that the

,Code may need a "faoe-lift" but not the distfgureent-embodied In H.R. 3838.

Moreover, whatever surgical procedure Is qwloyed, It Phould be based on sound tax
and econato policy rather than a -relentless aearh' tor tax revenues to pay for a

preoonoeived sudden and arbitrary reduction in rates. o

HAPI appreciates having the opportunity to present itaviews to the

Comittee on this matter' f mutual Interest.

A

, 

"e

, ,jy
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February-. 13. 1986

The 1tonorable Robert Pi kwood -

Cflair man
Selite Curt1 ltrll rk onl n ellal V
21) Russell State Office Building

n'a,.dIing1tn, D.C. 20510

Attention: NMs. Bietty Scoit-Roorn

Bear Nfs. Scott-Boom:

I am writing to expresS ny opposition to FIR 3838. the Tax Reform
Act of 1985.

A critical goal is to reduce the Federal deficit and in the lone run

this can be accomplished only by shifting personal inoCom dependni e
front the public se t or to the private sector.

Expanded private sector employment is dependent upon capital, formation,
improved competitivenes, and a growth economy. HR 3833 is counter-
prodtti.e to attuining these goals and I encourage your opposition to
this legislation.

Si ncerely.

Alfred M,. Norton, Jr.
Chairman

A MN:fes
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STATE OF KARYLND EbUCAT, ON CCF 086020S27 . .

--STATH BOARD QR MGiR HDi UtCATION t

R- " Skluh d R IUj¢ - - " ". 'Tc¢f

ooeunmlo5 o1'6 Vmd Sawot
C~JOUassNoriaO AmapeaUs. Ksard 01401mGM= AoI# (801) 36OO.U
Sakkm H Knot,

February 18, 1986

Senate Finance Comitlee
c/o Betty Scott-Boom -

Committee on Finance -

Room SD 219
Senate Dirkeen Office Building
Washington, D.C. 20510

Dear Senate Firfance Committee Members:

I am writing in opposition to HR 3838 which proposes

to tax the pension plan funds held'by Teachers-Insurlance _

and Annuity Association-College Retirement Equities Fund,

(TIAA-CREF). This proposal would treat higher education's

pernsion system unfairly and would reduce participants' pension

benefits.

Mr. James MacDonald of TIAA-CREF has testified before

you; , am in support of his osition.

Sincerely,

-" Commissioner

SHK:mr "

cc: Mr. James MacDonald

TTV 9.r. Deaf, (801) USISSOS ea V C. Mum. A,.. 8S-OUI

I
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HARRY HUGHES
Governor

/
TELEPH vE -

DIRl
OEPAATMEKT OF HUMANXR-1FOURCES

Office of41 e Secreiary
RUTH .4ASSINtA

JAMES TRArLIA
D@00y SeC'e vay

WRITTEN TESTIMONY OF RUTH MASSINGA

SECRETARY# MARYLAND DEVARTM.NT OF HUMAN RESOURCES

TAX REFORM AND THE'POOR

FEBRUARY 14, 1'986

SUBNTTTED TO THE SENATE

FINANCE COMMITTEE ...

Baltimore, Maryland 21201
TTY: 383-6994"

I1100 North Eutaw Street
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TA X REFPOPM ANT) T1lE POORT

I -Wc )41K TO HANE 'THE -FAf ('NNC COMMITTEE FO ATINT W NO

ETHIE, O[) 0FTLNV-io ( SUBAMI T TiOST'IMONY ON TlEf itPAi'T OF' TAX REF;M

oN T-HE POPR. AS THi" CHIEF EXECUTIVE FOR" HiUMAN SI'RVICES IN Till' STATE

'1E MARY1,AND, I CANNO-)T ESTATE TIIl. NEED AT-TITIS TIME OR 1,II< S I A I ON

THAT SE , TO ALT',:VIATE THIF I NE:QUTTA[LE TA'X BLRIDEN TIIAT HAS BFEl N

TA 'F!" ON TlHE POtR. -WI I 1,1- TAXAI TON OF Till: POOR iAS I NCREU':D NIAPtl Y

[T ! ' TONT- 47 , THE TAX INFSti'(NSIBIIt TY 'OF W:AL,.LY N V -IIALS

AN'O P P,,IAT I',NS HAS DECREASED. 'IT IS A NATIONAL. TRAfETY TiA'E T11

VT<T jMiR lOANS W11 tiAVI- FACE:) UNPRI:'EDENTED |PROGRAM RE.DUCIT TI(iNS (OVIA
N-

'ril PAST [VI YE ARS IoLID f THE SAME MEMBERS OF OUR SOCIETY W:E'

'APd Y A [IT4IP.?PTI NATI: SITARE OE TIE TAX TIAIIIIITY. -rAX REFOPM.IfS

CTPTA I NI Y ONEI CF TiL. MOST. IMPORTANT ISSUES THAT CON;RES; WITl. TAKI-

U' TN THI SE '2N S5 SSIoN; FuR Till: PQOR. AND NEAR POOR, TAX IT:EORM TS

CR1I A. FO-P THEIR SUPVI VA!.

IN RECENT YEARS WE IAVE WITNESSED TN AMER(ICA 'AN INCREA;INQ,

NCMT-.P ()F IF-PIE I, ,IN'; IN POVERTY. IN FACT, TlE NUMBRF- OF 'tOSE,

IIVT,'N; PT L 1W IlE POVERTY 'IT NI: HAS SWELLED BY S IX MIIlTON SINCE I9 f

WITH NI:APLY tIAI.l OF All. FIEMAIE-TIEADEI) FAMILIES WITH CHIItlDREN BEGIN,

IMPOVERISTIED. ALMOST 3% MILLION AMERICANS NOW I,IVE AT A LE VEI,

WHICH TIE FEDERAL GOVERNMENT CONCEDES, BY ITS OWN DEFINITION,, IS

NOT ENOUGH TO EXIST ON-. TIESE STATISTICS IIUSTRATE THAT" THE

DREAM O- FRADICATING POVERTY IN 0OR COUNTRY HAS BECOME A DREAM

THAT FOR MANY HAS No 1IOPE OF EVER BEING iVl:AITZED.
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IT'MAY SHOCK SOME TO KNOW THAT THE MAJORITY OF POOR FAMILIES

TODAY ARE EMPLOYED.- YET# ALMOST HALF OF ALLINDIVIDUALS AND

FAMILIES BEL(.)W THE POVERTY LINP, WHICH WAS ONCE CONSIDERED THE

LEVEL AT WHICIf INDIVIDUALS DID NOT HAVe TO PAY TAXES, A-RF SUBJECT'

TO FEDERAL TAXATION. THIS HAS OCCURRED IN PART BECAUSE. THE' INCOME

TAX. THRESIIOLD HAS CONTINUED TO DIP FAR
T

HER AND FARTHER-BELOW THE

POVERTY INEr CAUSING tHE NUMBER OF HOUSEHOLDS LIVING IN POVERTY

TO,-MORE THAN TR ILE SINCE I979. PAYROLL AND INCOME TAXES THAT WERE

PAID BY POOR FAMILIE9 INCREASEb BY AS-J4UCH AS 58% BETWEEN 1980 AtND

' 1982 ALONE. AS A'PERCENTAGE OF.FA*ILY INCOMe, A. TWO PARENT WORKING

FAMILY OF.FOUR WOULD HAVE PAID CLY 1.9% OF ITS INCOME IN TAXES IN'

1979. BUT THAT'.FAMILY IN 1985, EARNING POVERTY LEVEL-WAGES, PAID

10.4% OF ITS -INCOME IN FEDERAL TAXES. FOR A SINGLE PARENT FAMILY
WITH ;.HREE CHILDREN, THE TAX BUR I EVN GREATER THANi THAT OF

TAP TWO PARENT-WORKING FAMILY" THESE VERY SAME FAMILIES THAT IN THE

PASTFEW YEARS HAVE BEEN.SUBJECTED TO INCREASING FEDERAL TAXES ARE

THE SAME FAMILIES THAT ARE'BEING FORCED INTO DEPENDENCY ON FEDERAL -_

AID PROGRAMS FO8 THE 'POOR. WHAT WE ARE LEFT WITH IS A SITUATION

WHERE'A POOR FAMILY IS PAYING TAXES IN ORDER TO HELP SUPPORT LOW

INCOME PROGRAMS FROM WHICH THEY WILL EVENTUALLY BE RECEIVING SERVICES.

FOR FAMILIES'd4UST ABOVE THE POVERTY LEVE4, THE PREDICAMENT IS

EQUALLYAS GRAVE. THOSE FAMILIES FACE AN EVER-INCREASING TAX BORDEN

+THAT MAY EVENTUALLY PULL THE DOWN DEEPER INTO POVERTY WITH,.LITTLE

HOPE OF ESCAPE. N THE LATTER PART OF THE 1970'S, THE TAX THRESHOLD

FOR A- TWO PARENT FAMILY OF FOUR WAS ABOUT 18% ABOVE THE POVERTY LINE.

IN 1987, UNDER CURRENT LAW, THAT FAMILY WOULD BEGIN TO OWE TAXES AT

A LEVEL 20% BELOW THE POVERTY LINE.
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TiE PFSf4I DFNT, IN IlS PICENT STATFIOF Till. UNION ADDRESS, ,

STRESSED' THE N J- D FOR THOSE: WHO RECEIVE PUBLIC ASSISTANCE THROUGH

LOW INCOME PROGRA4S-TO BF IIELPED INTO SIF--SUPPO)RT. IN MARY1;AND,

IT IS TIlE GOAL OF MY DEPARTMENT TO ADMINISTER PROGRAMS THAT HELP

THOSE IN NEED AN!) ASSIST AS MANY AS'ARE ABLE TO BECOME SEIAF-

SUFFICIENT. YET, LOSS OF- NCOME, FOR TNf' PN)R THROLGII TAXATIONN
• / -

* I*A -MEANT ONiY A GRFATER-DEPINDLNCE ON SOCIAL- PROGRAMS. THIS

-- FRU TATIS THE EFFORTS GE STATE AGENCIES WHIICIl ADMJNISTIR TO ItE -

I'CI i. WE' CAN I'R. VIUIE'NECESSAkY SERVICES .AND HELT TIlE CI,TENt'FIND-

. SUSTAINED{ EMPIlOYMiNT, BUT UNDER TIllS SYSTEM O TAXATION THAT CLEN

AND HIS FAMILY WILL CONTINUE TO LOSF GROUND IN TIFIR F-'IGHT TO GET

OUT O POVERTY.

THE HOUSE PASSED BILL ON TAX REFORM, II;H.. 3P38; GOES A LONO WAY

S T'iWARD ESTABLISHING A MORE EQUITABLE, TAX SYSTEM, THEREBY PROVIDING

ENH-ANCED OPPORTUNITIES F(OR TlE POOR, II.R. 3838 REDUCES TIlE TAX

BURDEN ON THOSE IN POVERTY PRIMA5 ILY THROUGII THREE MAJOR CHANGES

IN THE TAX CODE: THE STANDARD DEDUCTION, THE PERSONAL EXEMPTION AND

-THF EARNf:D INCOME TAX CREDIT lEI.TC) . IN RECENT YEARS, THESE THREE

KELY FEATURES -HAVE ERODED AWAY' THROUGH INFLATION. THE BllI. MAKIS

THE NECESSARY ADJUSTMENTS IN .THISE FEATURES BY NEARLY DOUBLING

TIlE PERSONAL EXEMPTION, SIGNIFICANTLY INCREASING' TIlE STANDARD

DEDUCTION, BY ALMOST $I ,O00,.AND EXPANDING AND INDEXING TIlE EITC.

BY REFORMING THESE INDIVIDUAL .'ROVISIONS THAT MAKE LU' THE TAX,

THRESHOLD, JIOTII TWO PARENT AND SINGLE PARENT IIOLSEIIOLDS WILL BE

PROTtCTED FROM PAYING A'DISPROPORTIONAT- SIIARE OF TAXES NOW AND

IN TilE FUTURE: -"
1' '
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T1ffhE APD 'TIONALLY IMPORTANT ISSUES REGARDIN- TAX" PE.OPM

LEGISLATION INrLUDE:_ MAINTAINING TlE T I LD CARE TAX CiEDIT, WIII(lI

GIVES POOR FAMILIES, ESPECIALLY SINGLE-PARENT FAMILIES, TIl EPl:DlI'im . -

TO SEEK AND ENGAGE: IN EMPLOYMENT. THAT MAY LEAD TO SELF-SUFFICII rhY;

RETAINING THE DFDUCTABILITY OF STATIC: AND LOCAL TAXES, WHICH IF, I -I

MOVFD MIGHT CAUSE STATES TO RFDUifE THEIR TAX RATE, TIIERE3Y FOEZCINr-,

AN-ELIM!NATION OR PED3ICTION OF SOM1E STATE AND LOCAL SERVICES; AND "

EXEMI-TlNG FROM TAXATION A PORTION OF f TIOSE E'MPlOYER .PROVIDD.ENEFTTS,--..

WHICH HA'-I. BEEN SHOWN TO -HAVE, A PROPORTIONATELY GREATER BFNFFIT FO.P"R.

-LOW AND MODERATE INCOME WORKERS.

THE HOUSE, IN PASSING H.R. 3838, HAS ACKNOWLEDGED THV- I N ULITABLE-"

TAX BURDEN THAT HAS BEEN"PLAED ON TlE POOR OF OUR SOCIETY AND HAS

SOUGHT, TO CORRECT THAT -F f M HAPPENING IN THE FUTURE. ALTHQUGH- THERE

STIL.. REMAIN SOME CONCERN ,-THAT. WERE NOT ADDRESSED IN THE BILL, SU:Ii

AS ITS TREATMEN] OF LOW IN'QME HOUSING AND ADJUSTING THE EITC TO

-INCILO)f LARGE FAMILIES AT TIIEPOVERTY LEVEL,. H.R. 3838 15 SUBSTAN2

TALLY MORE BENEFICIAL TO THE -POOR _T HAN THE CURRENT TAX LAW. IN FACT,

AS PRESENTLY WRITTEN JI.R. 3838-WOULD REMOVE OVER SIX MILLION POOR

AND NEAR POOR TAXPAYERS FROM THtP INCOME TAX ROLLS, WHILE PROVIDING

ALMOST "$30 BI.LIION IN TAX RELIEF OVER THE NEXT FIVE YEARS TO TAX-

PAYERS WITH INCOMES OF LESS THAN S20,000. I, THEREFORE, ENCOURAG-'

THE COMMITTEE TO SUPPORT THE PROVISI-ONS CONTAINED IN hl.R.-3838 THAT

BENEFIT THE POOR. -
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7I06 MUIRKIRK ROAD$ BELTSVILLE, MARYLAND 20705

MARYLAND eba, 198
CLAY PRODUCTI Feruary 13j,1986

- Becky Scott-Boonl -

The Honorable Robert Packwood
Chairman# Senate Committee on Finaace 

. 219-Russell Senate Office Building
Washington, Do C. 20510.

Dear Senator Packwood: 7 ": "

It is my understanding that your committee wil ia cbnsidering
Tax Reform Bill HR3838 in the near future, if it hasnot atreadyt be-
gun-to do so.

The House passed Bill, does nothing to address' two- very seribus
problems which the Nation faces. Th* two monstrous deficits faced
by the Nation in its national budget and in the area of foreign trade,
are- not addressed by this Bill and will be worsened by this Bill. Tax
incentives allowed tq business in the- 1981 Econofic_ Recovery Act will,
be diminished. The Nationis manufacturing pl.ant needs every incentive
to enhance its ability to compete in-the intercarioral trade arena.
Tax incentives need.to-continue in order that plant and equipment may
be upgraded so that manufacturing costs can be contained or reduced so
that we may compete."

Because of incentives.,made available in the 1981 Economic Recovery
Act, this Company was able to justify the expenditure of well over a
million dollars in 6rder to 'convert from natural gas to- a waste pioduct' -

*for our primary fuel source. This can -help contain !he cost of our
,products and the tax incentives will help make American manufacturing

industry more competitive Creation of use for a waste. product and re-
ductfon in-demand on non renewable resources is certainly a step in the

right direction. -,

PHONES: WASHINGTON. DC. 953-2214 (Area Code 301) BALTIMORE. MO. 792-0444 (Area Code 301)

r-1



I. --

0977

Becicy Scott-Boom
February 13, 1986.o

pap 2

It appears that Houte Bill HR3838 has very little merp- and.
should probably be get a,(de until spending an.4 trade-deficitsf are
curbed. I shall appreciate'-your.fhtluding these commentsein.your -

-hearing record and' will appreciate your Zonsideration on these thoughts.

, Sincerely yours, -

HA 1i -
CCzi Sonator

Senator

° •1

Cha3cles
Paul S.

HARY AD CLAY PRODUCTS, INC&

I/un -Archerv-
President "

HcC. Mathias, Jr.
Sarbanes -

0<

8. 4-
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INDUS TRIES.

January 23, 1936

1*! at ty-scot t-Bgoon )-

"Co .rittee on Fi nance
RoomN 1-219
tniksoll Senatc ti01 t Ol 1e tlding,
W° ashington, I).C. 20510

RE: Economic Elfectsof Ii.R. 3838 on International Competitiveness
and Capital Formation

The U.S. ji louse of, Representotives has passed I I.R. 3838, the Fax Reform Act
of 1985, which would make swcephifg changes on the taxation of corporations,
mdin iicuals, estates and-trusts. Several of those changes would drastically effect
capital formation, and international competitiveness. Rtssage of this bill by the
S'eiate would havV a significant imnpaCf ol capital ormation and competitiveness.
,iiose changesthat Would result would be as follows:

1) The reduction of depreciation would greatly effect real estate and
result in a decrease in both construction acquisition, and development of real
estate. The Ilouse Bill will replace the Accelerated Cost Recovery System (ACRS)
with a nlew "incentive depreciation" system which is generally less favorablethan
current lai',. Personal and real property will 1?e categorized into. 10 classications
'based on asset depreciation range (ADI) mid-point lives, with recovery periods
ranging frown 3 to 30 years. The significant clAssifications impacting the real
estate i1d,;:,:ry and tile methods of depreciation which will be allowed are as
follows:

a) ,Depre"iation on 19 year AC'S real property.would be reduced

- from 1.75 percent declining b-lance over 19 years to straight-line' over 30 years--
Thus, the net present valie of depreciationn deductions for 19 years ACRS real
property will be redticed by approximately 36.7 (a-ssumes 10 percent discount factor
an'd no inffatio adjustments).

° b) Low-iricome housing will be depreciated over either 20 or 30 years ,
rather than the current ACIS'perigd ofl 5,years. A 20, year useful life will be

- allowed for "very" low income housing hile a 30 year life will be required for
"moderate" low-income housing. The,200 percent decliiiing balance' depreciation
method will be retained for low-income housing.

/8601 Wilshire Blvd. Suite 1100, Beverly Hills. California 90211 (213)276 5448• 1800-325-5991 (Calfl)- 1-800-325-7183 (Nat'l)

-~ . b _
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Betty-Scott-Boom
Committee on Finance
January/23, 1986
,Pago-2

c) Personal property is generally classified as 3 year property (e.g.,
cars and trucks) or 5 year property (e.g., machinery and equipment) under current
law. Under the House bill, personal property and land improvements used in real
estate activities will generally be classified as follows:

Class Description Period

2 -Computer equipment, cars and light 5
trucks

, Ofice furniture and fixtures ",10
7 Land improvements 20

The 200 percent declining balance method, with a conversion to straight-line,
will be allowed for all classifications, 'with the exception of real property.
Alternatively, a straight-line method of depreciation, with recovery periods based
on ADR class lives, may be elected.

The [louse bill provisions will generally be effective for property placed ih
service after 1985.. Flowever, the bill provides transitional rules whereby property"
placed in' service after 1985 may qualify under current law if certain tests were
net on Septemnber 25, 1985. :These' changes in the depreciation schedules will

~ reduce both investment and development of real estate, which will increase rents:

Under the Ilouse bill, a 36 percent rate would apply to corporate capital'gains
generated alter 1985. The 28 percent alternative capital gains tax allowed under
current law will apply only to net capital gains for Whichi a binding contract was in
effect on or before September 25, 1985. Thus, for exAmple, the 28 percent
preferential tax rate will be available for all capital gaigs generated on an
ihstalmentt sale made prior to September 25, 1985. Although the bill eliminates the
corporate "alternative" capital gains tax, it does not change the treatment of net
capital losses.

For individuals, the House-bill increases the maximum effective tax rate 'on
.net capital gains from 20 percent to 22 percent. In addition, capital gains will
continue to be a tax preference for individuals' alternative minimum tax calcula-
tions.

Current law permits corporations who engage in long-tqrm contracts to defer
income recognition until the contract is completed (referred to as the completed
contract method). The [louse bill requires gross income from long-term contracts
entered into after September 25, 1985, to be recognized under the percentage 'of
completion method. The amount of gross income recognized in a particular year is
determined by muitiplying revenues by the percentage of costs incurred during the

* year over total estimated costs of the contract.
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Bet t y-Scott- B0on
Committee on Finance
January 23, 1986
Page 3

After the contract has been completed and ar~uaLxae-D ue and cost data are
knowrtk the taxpayer will recompute the correct income inclusion for each year of
the contract, Interest will then be calculated and payment made or refund applied
for on any underpayment or overpayment of- tax. These changes will cfomplicate
the income allocation of contrast revenue.

The.- Ilouse bill modifies.the definition of long tern contract to require
contract periods of one year or longer. Further, two or more contracts that are
interdependent are considered one'contract. -

If a contractor qualifies for the completed contract method, the income
deferred would be afta pThJ ren ,e for-purposes-of the minimum tax computation.
The tax preference will only apply to contracts entered into after September 25,
1985.

In addition to the above changes in the completed contract method, compre-
hensive capitalization rules would be injlemnented by the House bilt. Most notably,
construction lriod interest would be included in depreciable, basis and be depre-
ciated over thirty years rather than the current law amortization period of ten
years.

Under current law, real estate activities are excluded from the at-risk rules.
The House bill extends the at-risk rules to real estate, except taxpayers wLuld be
considered to be at-risk for "qualified nonrecourse financing" (generally defined as
a loan front an independent third parfq in the business of making loans)._,
selet financing, which includes wrap-around debt and purchase money debt, will
not-- ualify. The exception for'"qualified nonrecourse financing'.' is a s ignificant
concession the real estate industry, obtained during negotiations in the I louse Way
and Means Committe'e. The adoption of the at risk rules would all but eliminate
seller fingncing, decrease real estate sales and purchases and slow real-estate
activity entirely.

The llouse" bill would generally make it more difficult to deduct nonbusiness
interest. Under current law, individuals may deduct investment interest expense
up to thesum of $10,000 ($5,000 for married [iting separately), plus net investment
income plus out of pocket expenses on net leased property. The bill broadens the
definition of interest expense and changes the limitation. Interest subject to the
limnitation woula no include all personal interest (except for interest on a taxpayer's
principal residence and one other residence) and interest attributable to a limited
partnership interest'where the general partner -does nsot participate in mnana ge-
nent). The bill also changes the limitation .to $2G,000 ($10,000 for single
taxpayers) plus net investment income plus out-of-pocket expense on het leased
property.

The I ise bill will change the calculation of net'investment income. Two of
the more significant changes are: 1) Include income or loss from limited business
interests. 2) Actual depreciation would be used in calculating investinent expense.
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Betty-Scott-Boom
Committee on Finance -

J4nuary 23, 1986
Page 4

The changes to nonbusiness interest in the House bill will generally be phased
in over a ten year period.

The louse bill eliminates.the ITC for property placed in service alter 1985.
However, transitional rules similar to those for depreciation would apply. If
property qualities under the transitional rules, theITC will be spread over five
years and the property's basis will be. reduced by the full ITC. thus, ITC on
tangible personal property and elevators will generally not be available alter 1985.

By eliminating ITC, capital formation and retooling of industries, plants and
equipment will be significantly reduced. The modernization effort of many
industries would be brought to a halt.

The louse bill reduced the credit as follows (subject to some very limited
transitional rules) for property placedin service af .2r December 31, 1985:

Current law House bill

Property qualifying for- 15 10 percent credit if
percent and 20 percent building was placed in service
credits prior to 1936 _J4,

Certified historic 20 percent credit and full
structures - 25 percent with basis reduction
50 percent basis reduction

The House bill will. maintain five year amortization .-of expenditures to
rehabilitate low-income housing. However, the general $20,000 per unit limitation
would be increased to $30,000.. The $40,000 maximum which applied in certain
cases under current law would be eliminated.

By reducing the tax credits for the restoration of historical property, there
will be a slow down in the revitalization of our irban area and in our historical
properties.

The House bill would preserve' the tax-exempt status of bonds for multi-
family housing, mortgage subsidy bonds, and mortgage credit certificates, but they
would- be subject to greater 'restrictions. These restrictions will significantly
curtail tax-exempt financing and reduce the availability of the funds.

Under current law, taxpayers have entered into' instalment' sales and have
pledged the installment receivable as collateral for loans. Thus, taxpayers have
effectively converted the installment receivable to cash but have not had to,
recognize the deferred gain. Several builders have used this technique by selling
houses on the instalment method and then contributing the instalment receivables
toa subsidiary which would issue "builder bonds" (i.e., bonds backed by the
mortgage contributed to the subsidiary)..
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Betty-Scott-_1ooin
Corn'nitt&e on Finan 'e
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Page 5

The I louse bill will eliminate the above techniques by generally requiring
, taxpayers to recognize tikable income when installment receivables are pledged for
a loan. Certain pledgesare excluded under the House bill. These provisions will
generally be effective for any pledge of installment receivables after December 31,
1985. llowever, installment receivables arising after September 25, 1935 that are
pledged before January I, 1936 will be treated as pledged on Janaury I, 1986 if still
outstanding on that date.

The enactment of 11.R". 3838 wquld have an overall chilling effect on the
recovery of the econoiny. At a time when! the major concern should be.deficit
reductions a tax bill like ll[.R. 3833 would have a negative impact on the goals of-.
deficit reduction and on the recovery of the economy.

We urge the Senate not to pass II.R. '3838 or any version of it which will
result in both a slowing dox ) of our economic recovery, or a curtailment of, capital
formation. The concept of -tax siirplication is'a sound one. However, I.R. 3838
does not simplify 'the current tax code1 -but merely eliminates. incentives which
have been and continue, to be necessary to our economic growth.

Very truly yours,

.LIN INDUSTRIES

', Mark Anderson
President

'.a

.MA/nmc

•7

S
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NEEIIED. TAX AMENDMENTS TO.-PRESERV.V TIlE PAMI ,Y AN !
ECONOMIC GROWTH

SUBMITTED BY-

JOHN C. Mc LANE

BEFORE THE SENATE COMMITTEE ON FINANCE

U.S. SENATE

SENATE DIRKSON BUILDING, ROOM 219

WASHINGTON , D.C.- 20510

FEBRUARY 3, 1986"

to ~ ~MQf' i*.

$

/
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Needed Tax Amendments to Preserve the Family & to remotee Economic Gtoioth ,

President Reagan's tax proposal and the United State (U. S.5 House

Representative tax bill need amendments. Presently, the Internal Revenue

Service (IRS) tax code President Reagan's tax proposal, -and the U. S. House

tax bill penalize marriage, reward-debt financing over equity financing (an

act that contributes to higher interest rates), fail to grant economic

'-development bonds to rural Amefica's capital investments, reward American

firms who do business with adversarial governments, subsidize high tax

-states at the expkfse of lo,* tax states, and.subsidize politicAl campaigns.

Tax policy must strenthen the family and spur economic growth.

The Senate Finance Committee must adopt the following amendments to

strengthen the family and spur economic grqbith. They axe:

(1) Set the standard deduction per person at $1,800.

This act will produce $45,200 Million (M) more taxable in-

come than President Reagan's tax proposal of $2,000 per.

person ($452,000 H exempt taxable income, 226 M people .

times $2,000, less $406,860 H., 226 M people times.

$1,800). Thts $45,200 H taxable income-produces a tax -

reven'Ve range from $6,780 M ($45,200 M x .15 tax rate) to'

$15,820 H ($45,200 M x .35"tax rate).

However, this act produces a range of $11,300 less

taxable income to $11,300'taxable income than the U. S.

House tax billi To expficate:. If 502 of the taxpayers are

itemizers and 502 are nonitemizers, tt,- House tax bill pro-

duces $395,500 M of exempt taxable income (.5 x 226 H x

$2,000 + .5 x 226 X x $1,500). If 70% of the taxpayers are
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nonitemizersaand 309 pre itemizers,' the House tax bill

produces $418,l00 H of exempt taxable income (.7 x'226 M x.

$2,000 + .3 x 226 H x $1,500). By subtracting $395,500 H

exempt taxable income of the'U. S! House from $406,800

exempt taxable income, there is a $11,300 H deficit of tax-

able income., By subtracting $406,800 H exempt taxable In-

dome from $418,100 H exempt taxable income of the U. S.

House, t1b.ere is a $11,300 H surplus of taxable income. As

the nonitemize taxpayers rate increases beyond 602, there

is more taxable income. In contrast, as the nonitemize

taxpayers rate decreases below 602, there is less taxable -

income. The $11,300 H deficit of taxable income and the

$11,300 H surplus of taxable income produce a deficit range

and a surplus range of $1,695 H ($11,300 x .15 tax rate) to

to $3,955 M ($11,300 x .35 tax rate).

(2) To mitigate the marriage penalty tax, set the zero

bracket amount for people filing'singly-at $2,500 and for

people filing married Jointly at $5,000 if Ieach spouse

earns over $4,300, the sum of the $2,500 zero bracket

amount plus the $1,800 standard deduction amount.

Also, set the ranges of the tax brackets of the

married filing jointly to equal twicethe ranges of the
person filing singly. To show: If the top 15% tax rate

amount Is $20,000 for a person filing singly, heaximu

15% amount for the person filing married jointly is

$40,000. This act will reduce the marriage penalty tax of

increased tax rates. However, the marriage penalty tax is
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purely eliminated when there is a flat tax rate.

For those working married co'upies where at least

one spouse earns less than $4,'000 or only one'spouse earns

any amount of money, there Is a $4,000 zero bracket amount.

However, for those married couples filing married?

jointly where one or both spouses earn individually be-

tween $4,000, inclusive, to $4,300, inclusive,'a I0%ltax

credit of the difference between the~amount earned up to

$4,300 less $4,000 per spouse is granted. To illustrate:

Both spouses earn $4,300 each;-eac' spouse gets a 10% tax

credit of $30, IS-$4,300 - $4,000). Thus, the married

worIoing couple filing Jotntly gets a $60 credit. Thus, the

marriage penalty tax of $150, .15 tax rate timesothe dff-

ference of $5,000 less $4,000- is redudd by $60 to $90.00.

'Next, at a 35% tax rate, the marriage penalty tax before

credit is $350.00, .35($5,000 - $4,000). By subtracting-

$60.00 tax credit from $350.00, the net marriage penalty

tax Is $290.00. Therefore, the lower income tax rate

couples get the greater percentage benefit.'

(3) Next, the Senate-Finance'Comittee must reward

equity financing over debt financing, an act that will re-

duce the'demand for borrowed funds at that level of inter-

est rate. The accelerated depreciation needs amending. -.

Curtail accelerated depreciation for plant, equipment, and

buildings for only debtfinancing. However, mAntain ac-.

celerated depreciation at the present capital cost recovery

schedules for equity fitiaocing. For a company that uses
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debt financing, it can use only straight line depreciation

and use only 502 of the interest expense as'a deduction for

computing taxable income. The difference between the

ount of Accelerated depreciation and straight line depre-

c-iatlion results in an indefinite.carryforwa-rd. For a firm

who uses a combinAtion of debt and equity financing, it

uses only the equity percentage at its rate-times the

amount of accelerated depreciati6n. The nondeductible ac-

celerated depreciation Is-deferred as an indefinite carry-

forgard. The firm utilizes the deferred accelerated depre-

clation after the allowed depreciation expense is complete-

ly utilized.

To illustrate:- A $9,000 machine with a nine year

life is depreciated over'three years for acceleration. The

accelerated amount is $3,006 ($9,000/3 years); the straight

line amount is $1,000 ($9,000/9 years). For equity financ-

Ing of 10OZ, all $3,000 Us deductible; for debt financing

of IOOZ, only $1,000is deductible with $2,000 as an inde-

finite carryforward; for equity'financing of 50%, only

$2,000 ($1,000 + 50% of the quantity of $3,000 - $1,000) is

deductible with only $1,o000 as an Indefinite carryforward.

To further explicate, in the fifth year in 100% debt fi- "

nancing, the firm pays the debt so that it could :get the

full $3,000 accelerated depreciation expense on top of the

accumulated $4,000'straight'line depreciation. #or the

next year the firm depreciates the $2,000 carryforward.

Moving on, the U.-S. House tax bill needs amending

on intangible drilling costs and on percentage depletion

60-412 0 - 86 - 32
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allowance. When using debt financing, curtail intangible

drilling cost writeoffs and the percentage depletion allow-

ance. For com panes that use debt financing, they must

amortize their intangible drilling cost over the life of

the asset at a straight line rate as well as use zero per-

centage -depletion allowance, Also, only 50% of the Inte-

rest expense is deductible for computing taxable Income.

The unused writeoffs of intangible drilling coats and the

unused percentage depletion allowance are deferred as an

indefinite carryforward. For firms'that use equity financ-

ing, they would writeoff all the intangible drilling costs

in the year incurred and use a 15% percentage allowance

rate. For companies-that use a combination of debt and

equity financing, they would use the equity percentage at

its rate times the ,intangible drilling costs and times the

15X depletion rate. The firms use the deferred intangible

drilling costs and the deferred percentage depletion allow-

ance after completely using the allowed amortization of In-

tangible drilling costs and the percentage depletion allow-

To illustrated A company incurs $1,000 M in dtill-

ing costs with a ten year life and 500,000 gallons of oil

selling at $1.00/gallon. For debt financing the' firm de-

ucts $100,000 in Intangible drilling costs ($1,000 'M/10

years) with $900,000 as an indefinite carryforvwnrd and

deducts zero for percentage depletion'allowance with a

$75,000 indefinite carryforward (500,000 gallons x $1/gal.

x 15%). For equity financing the firm writes off $1,000 M

* V

\,
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in Intangible drilling costs and $75,000 in percentage de-

pletion dowance. For using 50% equity financing, a firm

gets $500,006 '\in intangible drillings costs (.5 x $1,000 H)

with $500,000 adsan indefinite carryforward and gets

$37,500 in percentage depletion allowance (500,000 gallons

x $i/gallonx 152,x 502) with $37,500 ssan Injefinite

.carryforward.

The reasons for adopting thesi amendments for the
disincentives of. debt financing and the incentives for

equity financing are lower interest rates; lower govern-

ment interest expense; continuation of the modernization of

plant, machinery, equ nt, and buildings; and the accele-

ration of-the exploration and production of our natural re-

sources. According to Paul Meek ofthe Federal Reserve

Bank of New York, businesses get presently 60% of their

cash from non cash expenses and retained earnings. With

lower tax rates and the continuation of accelerated depre-

ciation and percentage depletion allowance, the percentage

of self generated cash will increase. Thus, there is less

amount of money to be borrowed by each company. (An appen-

appendix is attached to show how lower interest rates-

occur).

(4) The U. S. House tax bill needs an amendment to re-

* store economic development bonds (sometimes called indust-

rial revenue bonds) for capital eoots for urban firms Al-

so, another amendment to gtant economic development bonds

for the capital costs of rural business is needed. Urban
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businesses and, rural businesses should be able to borrow

money at 602 to 80% of the prime rate of interest. TIs,

subsidy jenerates more tax revenue because it generaates

.new businesses and Jobs. The lower interest expense of

t,he borrowers permitsthe borrowers to pay more income

taxes while the lower interest income of the lenders pro-

duces lower income taxes-for the lenders. Thus; there is

nearly a washout of the chAnge' to lower income for the

borrowers and of the change to higher income for the len-

ders.

(5) Moving on,-an amendment to terminate the present

tax policy of permitting American firms to get 1001 deduc-

tions for business expenses incurred in adversarial nations

and for payments to adversarial governments for the right

to conduct business in those nations. -Presently, Gulf 0fl

is financing the MarxLst"Government of Angola. AlsoOcci-

dental Petroleum Company paid a royalty expense to Libya

and Incurred other business expenses in Libya. All of

these expenses are tax deductlble. * The idels of Americani

companies getting tax deductions for financing adversarial

governments to export terrorism or totalitarian revolutions

to other nations is repugnant. If thesecompanies want to

finance Marxist governments who export revolution or ter-

rorist states, let them do it without getting tax deduc,-

tions.

<6) Moving on, terminate the tax deductibility for
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state and Focal governments. The deductibility of state

and local taxes rewards those people 'n high tax states and

penalizes those people in low tax states. Also, this tak

deductibility encourages states and localities-to.continue

their wasteful spending. In contrast, the term(Ination of

the deductibility forces states and localities to practice

ecdncic efficiency.,

(7) Finally, terminate tax credits for political contri7-

butions. These.tax credits produce minimal to zero econom-

ic growth.

With all of these amendments, the family unit Is strengthen and the

economy will grow at a faster pace. The choice for tax reform that promotes

the unity-of the family and robust economic growth or one that supports the

disintergration of tfe family, and mitkimal economic growth is yours to make.

What will it be?
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'MILLER & CHEVALIER -

, METROPOLITAN SOUARC

655 FIFTEENTH STREET. N W,

WASHINGTON. 0 C. 20065

Thete is no question that foreign competition in the

autopotive industry is stiff. To'meet this competition, U.S.

companies must continuously improve the quality and performance

ofotheir products and increase productive efficiencies. Capital

available for investment in improved plant and equipmertt- is

certainly essenti-al, but there is a second and compleientary

need -- funds foa research and development. In the view of the

MVMA, none of th e stimony offered at the recent hearings placed

sufficient empha'sis'on the critical connection between funding

for applied research and development and the availability of

capital investment levels sufficient to maintain international

competitiNJeness. Few witnesses even mentioned research and

development or explained the relationship of new technologies to

capital formation. Achieving competitive products though

improved products requires compatible levels of research and

development and manufacturing processes.

-Particularly important in an economy the size'and_

ccbmplexity of ours is applied research and development., Enormous

economic and technical risks are involved in translating basic

research gains into less expensive, new, and improved products,

as well as productive new manufacturing techniques, processes and

equipment. Applied research and development is the critical

nexus between basic research and commercial production. Our

principal foreign competitors in Japan and Western Europe have

Id



Senator Bob Packwood
February 20, 1986 .. /
Page 3

S'" long recognized this critical connection, and their governments

generally provide substantial support to their research

activities. In the U.S., this 4as not generally been the case.

In the automotive industry, in particular, innovative

.engineering and new technology have substantially accelerated

the evolution of both automotive products and production methods.

The resulting advances have stimulated substantial domestic

capital investment ny the U.S. automotive companies, with cor-

relative beneficial economic influences throughout our economy.dV

Unless this'level of investment continues, U.S. manufActures

will be unable to keep pace with .foreign competitors and their

new automotive products.

In summary, both applied research and development and

capital formation are important to international competitiveness.

Neither should be discouraged by the comprehensive tax reform

package that is currently pending before the Senate Finance

Committee.

Sincerely,

John S. Nolan
Phillip L. Mann
F. Brook Voght

% B~
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February 10, 198

Senator Bob Packwood
259 Senate Russell Office Bldg.
Washington, DX. 20510

Dear Senator Packwood:

01o6 7epone (2 J/ 92 .1626
6 7ecopier (2 92,f-1669

Re: 7ax Reform Hearlngs

Enclosed please find for your review a copy of an essay on
HR 3838 which I am submitting to the record of the Finance
Committee hearings on tax reform. I hope you find the enclosed
to be persuasive arguments against the Bill, and I welcome the
opportunity to discuss my views with you.or your legislative
aides at any time.

With every good wish, I remain, .

Very truly yours,

Kenneth J. Fleisher; Esq.
Melvin B. Miller, Ltd.

enc.
KJF:asb

1/*
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February 10, 1996

5itatement.Fpjr the Record -- Senate Finance Committee Hearings
on the House Bill-338, Tax Reform

- Senators*--

The following -is a statement for the record Of-thV Senate

Finance Committee hearings on'tax reform. The areas covered by

this statement relate to those portions of HR 3838 the House,

Bill which most directly affect the real estate'lindustry in the

United States. The general philosphy motivating the following

Is that tax reform may be a noble idea in principle, but in

practide it is a-dangerous and destructiVeforce in a business

community which must constantly adjust to perturbations in the

law which always affects its bottom'line. It is urged that the

Senate reconsider the utility of many of the changes suggested

by HR 3838. The following comments relate to 1) depreciation,

2) the At-Risk Rules; 3) Rehabilitation Tax Credit; and 4)

alternative minimum tax.

Depreciation

Few areas of the tax code have undergone greater

fluctuations 'in the last teq years than the rules for

depreciation. Whether called by euphemisms such as

$"accelerated cost recovery", "incentive depreciation system",

or "capital cost recovery system", the only important issue for

the business community.is'the speed at which they can recover

an investment in capital property.

. k
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In 1981, Congress passed the EconQmic Recovery Tat Act

("ERTA"), under which act depreciation schedules were

shortened, thus allowing businesses to write-off their

investments speedily. Subsequently, this country has undergone

the most prolonged business expansion since the 1960s. It is

no accident that inflation and unemployment have been reduced

simultaneously, because businesses were encouraged to improve

their plants and equipment, and investors were encouraged to

utilize venture capital -inreal-ebiate and other investments,

all of which Vinese activity created jobs."-'2

Nonetheless, beginning with the 198-4 "Deficit Reduction ..-..

Act", wherein real property depreciation was extended to 18

years, depreciation schedules have slowly crept upward again,

with the current rate as set by the Imputed interest Act at 19.-

years for real property, whereas in 1981 the rate was set at 15

years. The trade-offs made by the 1984 Act and Imputed__

Interest Act necessitated this 30% increase in thd eyes of

Congress. Now, the "reformers" wish to abrogate totally the

-message which the flip-flop President and Congress gave to

business only a few years ago by codpletelyrestructuring the

depreciation system and increasing depreciation from 19 to 30

years for most real estate and 40 years in certain special

cases*

Lest Congress ever say that' tax reform is.a pristine

matter, let it also be noted that, there are substantially

shorter rates for low and very-low income housing". Even' the

-Pag'e 2-
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reformers cannot avoid the obvious and correct use of the tax

code to encourage business to invest in socially responsible o

programs in Which they would otherwise not be inclined to

invest because of the high risks and low rewards. .

What will be the result of such dramatic increases in

depreciation schedules? First, rents will increase dramatically

in orde' to offset the drop in the effective rate of return on

investment caused by the lower write-off attributable to the

lengthened depreciation' schedule. Such a rent increase will

affect -the low and middle income citizens who cannot afford to

purchase their own home. These increases may range from 10% to

over 30% to achieve such an offset, and will wipe out or'even

..... exce~d the tax saving to such low and middle, income families

which will b@ en derbyy lower tax-rates. Revenue --

neutrality to the government thus, tranllatesAto dIisposable

income neutrality for the taxpayer as well--just the opor ....

of what the reformers wish to achieve. --

At Risk Rules

The. extension of the at-risk rules of Code Section 465 to

cover real estate will also hinder investment. Although the

proposed law contains an-exception for third-patty financing.-

it is not clear why that exception is present. It would be fAr

more logical for the Code to limit the at-risk rules to real

-Page 3--



estate investments which are financed by loans from related

parties since the mere fact that theseller of a property may

take .back financing is not in and of itself an indication that

the financing will not be negotiated at arm's- length. Given

the new OID rules of Code Section 1272 et. seq. and their

application to real estate,-itis most likely that the '

financing will have been negotiated strenuously so that no

collusion on the interest rate or other terms thereof would be

possible. Moreover, because the seller's sole protection for

-its loan is the property, a seller will not be inclined to

allow overvaluation if he is to take back financing, since'

foreclosure on a worthless property is not what any

seller-mortgagee seeks.,
" There already exist severe penalties for the overvaluation

of depreciable property -- the loss of the writeof-fs 9a-n--the

repayment of back taxes, with interest, can deal a crushing

blow to the ovqr-aggressive taxpayer. However, as stated, it
is wrong to equate seller financing with overvaluation, 'as the

-- ,--H-ouse Ways and Means Committee doeo (cf. Committee Report at p.

Historic Property Rehabilitation. -...

The changes made to the tax credit for the rehabilitation
of o demand certified historic properties will prevent most

fut e investment in this.extremely succesoful'and important

area of investment opportunity, which was created in most part

-. -Page 4-
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by-the Economic Recovery Tax Act of 1981. Essentially, the

proposed tax bill will adversely affect the rehabilitation tax

credit investment in the following manner-

1. The credit itself is rqduceA from.25i to 204 for

certified historic structures and 101 for structures Origi-a~lly

placed in service before-4936.

2. The taxpayer will have to take a basis reduction equal

to the amount of the credit: under current law, the basis

reduction need only be for one-half the'amount of the credit.v

3. The taxpayer will only be permitted to depreciate the -

property over a 40-year span, rather than 19-year span, as

under-current law, .or a 30-year span as is proposed for most

other real estate under theproposed tax bill.

4 Losse passed through to limited partners investing in

an historic re4abilltation project which.are in excess of such

limited partner'sqpsh:basis will be subject to the proposed

alternative minimum tax.

These severe cutbacs to the advantages of investing in

an historic rehabilitation project will nearly totally

eliminate any incentive for an investor to-put his money into

such a program. istorical rehabilitation projects are

generally risky and involve property in "fringeN.areas, 'where,

absent the taxincentives appurtenant to"theinvestment,

venture capital otherwise would not flow.

-Page 5-
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For example, the credit has been responsible thus far for

$6.7 million of equity capital raised to finance renovatiQns at

the Frankford Arsenal-inoPhiladelphia,PA: for the renovation

of the entire Philadelphia neighborhoods known as

".ranklintown" and "Olde City", where numerous dilapidated

warehouses and ;wow-hOmes have been replaced on the City's tax

rolls; and for the reconstruction of Union Station in St.

Louis, MO. These previously blighted areas and buildings could

have continued to deteriorate absent the tax credits and

depreciation advantages created by the 1981 Economic Recovery

Tax Act.

The Committee Report recognizes these advantages when it-

states, "such incentives are needed because the social and

aesthetic values of rehabilitating and presle 4g older

structures are not necessarily taken into account in investors'

profit projections. Additionally, a tax incentive is needed

because market forces might otherwise channel investments away

from such projects because of the extra costs of undertaking

rehabilitations of older or historic buildings."

The resounding success of thio tax Ancentivoe should be a

red flag waving inthe face of Congress to indicate the "

retention and even'expansion of the advantages giving rise to

the investment. Instead, the Bill drastically reduces the

return on investment inherent in any historic rehabilitation

and thereby negates any reasonable risk-return ratio. The cuts

-Page 6-
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in the Bill seem to have been made in the face of the Committee

Report which-extol. the necessity of tax advantages for

rehabilitation. No explanation at all is given for the Bill's

action in changing the basis reduction from one-half of the ITC

to the full amount thereof ('for certified historic structures),

nor is there anydiscussion of why such a buildihg need be

depreciated over 40 yearh'instead of 30, as for most other real

property. Such changes drastically reduce the viability of a

certified historic or other rehabilitation in any year beyond

'that in which the property is placed in service. If anything,

the depreciation rules should be relaxes for historic

building#, as they are for low income housing, and .the

half-basis reduction should be retained. At the least,

however, this program should be saved in no less than its

current form.

Alternative Minimum. Tax

Section 501 of House Bill HR 3838 (the "Bill") sets forth

proposed amendments to the Alterna~ive Minimum Tax (OAMT")

section of the Internal. Revenue Code (-codem), i.e. Code

Section 55. The proposal as written contains serious

structural an' theoretical flaws which serve to detract from

its goal of making the -tax system more equitable. Further, the

proposal will have a deleterious:effect on capital formation

and economic expansion, and will cause substantial confusion

-Page 7-
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and excessive paperwork in the compilation of returns, thus

effectively negating any hope that'tax reform would be

equivalent to tax simplification.

The major problems of the proposal are as follows

I) AMT Rate. The current AMT is calculated at 20% rate,

representing 40t of the maximum "regular" tax of 50%; the

proposal would raise the AMT to 25% while lowering the maximum

regular tax to 38%, thus making the AMT equal to 66% of the

regular rate. Unlike the regular tax, the AMT is not a

"marginal" tax, but a flat tax on. preference items. By raising

the AMT rate so it-is proportionately a greater amount relative

to the maximum regular rate and equivalent to the -"mean"

regular rate, the Bill really has created an entirely new tax

system. Individual taxpayers with income in excess of $20,000

($40,000 for married couples) (the."zero bracket amount" for

AMT) will then have to compute their tax liability twice,

causing unnecessary paperwork and time expenditure.

Furthermore, fairness dictates that the effective rate of the

AMT be no greater than it is currently, I.e. 40% of the maximum

tax rate, which ' under the proposal', would indicate a 15% AMT.

The-Bill reflects such acoordination of the present effective

rate of .Certain taxes with the proposed .rate under HR.3838 in

the following-areas, among otbers,s a) alternative minimum tax

[where 3/25 Of the net capital gains for the'taxable year are

-Page 8-
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excluded from the-calculation of tax preference items, thus

ensuring that "individuals at the top marginal rate will'not be

subject to a higher rate of tax on capital gains under the

minimum tax than under the regular tax." (House xpot-pg--9

315)]; and b) the investment tax credit for certified

historical rehabilitation, where the credit is reduced from 25%

to 20% in order to achieve an equivalent effective offset

against income under a maximum marginal tax rate of 38% as that

which currently exists with a maximum marginal tax rate of 50%.

2) Taxation of Losses. Page 306 of--the Committee Report

on HR 3838 states, "fairness and taxpayer morale have been

particularly harmed by the proliferation of tax shelters,

whereby individuals with substantial economic in effect

purchase tax ;benefits that are not accompanied by significant

economic burden - -

Although the House's frustration with abusive tax

shelters is understandable, the AMT is-not the proper. fogum and

the proposed revisibns. are not the proper method of curing such

perceived iils. The proposal willcreate' a "phantom income"

tax on limited partners 't r "passive" general partners')

allocable losses in excess of cash basis. It means that, for

alr intents and purposesi- investors will'be taxed when they

have losses as well ai'ieh they have.profits. No provision is-

made for an offset of taxes paid on these losses when taxes are

due on profits! In effect, taxes may arise ir the absence of

any economic gain throughout the course of the project.

- -Page 9-
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3) Contradictions With other Code Protvisions.

Additionally, the proposal undermlnes Coder S 752 and the

regulations promulgated thereunder which allow partners*

limited or general, to include partnership debt obligations in

their-basis, subject to certain rules concerning recourse and

non-recourse financing. By not allowing debt das a part of AMT

basis, the Bill once again is essentially'creating a whole new

system which in some cases is antithetical to the "regular" tax

system.

Further, the new and extensive regulations for Code

Section 704(b) made final in December, 1985 relating to.

"substantial economic-effect" thoroughlyaddress the issue of

making certain that all partners, limited or general, pay --.in

the literal sense -- for any losses which render their

individual capital accounts negative. No partner 'is permitted

to absc6nd with losses unless she "zeroi-out" her capital

account by taking money OUT OF POCKET to replenish these

losses. rf Congress is concerned about the timing of this

replenishment (cf. House Report p,. 06i "In case of a passive

Inyostor in a business activity, the Committee believes that

losses by the- activity are not truly realized by the investor

prior to the disposition of his or her interest in the

activity".), then the solution should lie in the revamping of

-the 704(b) regulations, perhaps by requiring investors to pay

-Page 10-
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back "excess" losses with interest at the applicable federal

rate. The AMT should be an income tax, not a losses tax or a

separate tax system. Better yet, Congress could consider

lowering the percentage.of allowable writeoff attributable to

prefere-n-idiitems when the aggregate amount of those preferences

exceeds ascertain dollar figure. This would eliminate the

cumbersome AMT altogether and still prevent taxpayers from

"sheltering out"..

Finally, there is no sense in differentiating the passive'

investor from the active investor in terms of whether or not a

loss-As."suoffered"o. The 704(b)regulations do not draw such a

distinction, yet the proposed AMT amendments do. Are "money"

partners who use their capital to fund a business venture to be

treated differently from the "ideas" partner? Why? What t4x,

distinction can or should be dra4n, and why, if at 11, draw it

in the AMT? If Congress is looking to destroy capital

formation, it has found a way to do so.

4) Retroactivity. The AMT proposal is also unsatisfactory

because it is retroactive. partnerss And investors who united.

in years priorto 1986 Lwill be subject to the provisons of law-

which simply did not exist.when their Investment vehicle--

partnership, limited partnership or S corporation, was created

and their economic expectations engendered and structured. A

-page 11-
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"passive" partner in any partnership mayfind herself subjected

to a serious tax liability under a taxsystem which did not

exist when the pArtnership was founded. Such retroactivity is

unfair in the most severe sels, because it punishes investors

who entered into and have based their investment decisions and

income expectations on previously formed capital investment

structures. It is. impossible to comprehend the massive

confusion and deleterious impa-t the proposal would have on

EXISTING partnerships, many of which require continual monetary

input to remain viable, let alone the halt such a proposal

would cause to any future investments. Why, after all, take a

chance if the tax systemm wil penalize a loss?

If Congress is looking for a way to shore up tax shelters,

perhaps it should take a page out of the investment interest

limitation rules of Code Section 163 which "matches" investment'

interest with investment income. Thusj, losses from passive

investments which are tax shelters could be limited to an

amount equal to the taxpayer's investment income plus a certain

percentage of the taxpayer's-non-investment income4 (e.g. 25%).

Such a matching would still aliow investors to experiment

with venture capital in such socially beneficial programs as

historic property rehabilitation, oil and gas exploration,

timber harvesting and reforestation and low-income or HUD

-Page 12-
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housing, because the investor would be allowed a return in

terms of tax advantages for his risky-investment. It is

possible that an individual investor. especially lower to

moderate income investors, will not have investment income

sufficient in and of itself to "cover" investment losses! thus,

it is necessary to include a certain proportion of

non-investment income to the potential "shelter" :formula in

order to permit the above-described return to be realized.

Code Section 163 has a similar provision by allowing a $10,000

"floor" amount against which investment interest may be written

off before investment income must be taken into account.

5) Favoring Wealthy Taxpayers. The above discussion

raises one further problem with the proposed AMT revisions,

which problem also exists concerning the proposed changes to

Code Section 163, as set forth in Bill Section 402..

Essentially, these two provisions serve to further the

interests of the wealthiest taxpayer at the expense of the less

wealthy and middle-income taxpayer. Such is the case because

only the wealthy will be able to invest' substantial cash

amounts in partnerships in order to avoid the proposed ANT

taxation of losses, whereas the average taxpayer, who must

leverage, Wannot do so under the proposed AMT without being

punished ; and, with respect to the addition of all

"non-business" interest (as separate from other "non-business"

-Page 13-
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deductions) to the* laundry list of fletagainst investment

income, it is clear that the wealthy taxpayer.who has

substantial investment income will not be hurt as much as a

middle-income investor who suddenly finds that she cannot

deduct investment mortgage interest because she does not have a

$50,000 stock and-bond portfolio.

These provisions should be eliminated in their entirety to

allow middle-income taxpayers a return by.placing their capital

at risk in ,a business venture which they do not actively run.

Such an activity need not be a "shelter" in order to have

losses, and investment losses are no less "real" (especially

given the 704(b) regulations) than active business losses.
Congress 'should encourage venture capital, not-penalize it. A

tax of success is one thing, a tax on failure is quite another.

Thus, the proposed changes to the AMT are unnecessary and

---improper both in form and in substance., The perceived

- "problems" which the reformers wish to address are directly

addressed quite thoroughlyby other areas of the Code, and the

actual'struocture of the proposals.,is retroactive, anti-capital

formation and skewed in favor of thl wealthy investor.

Appropriate alternatives are set.forth above where applicable.

Conclusion

In sum, there are numerous good reasons why Congress

should retain the current tax status attributed to real estate.

The House Report to HR 3838 itself reveals and posits the

successes attributable, for example, to the rehabilitation tax

credit, yet Congress and the President persist in their

-Page 14-
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quixotic, yet misplaced, attempt to emaiculate thievery

provisions of the Code which have created the economic recovery

which they laud. The Tax Code is the most effective method of

sending a signal to business investors, yet the investment

community continues,.to cry "foul" to tax "reform". Such cannot

bode well for this country's economic future.

Congress should 'ealize that the tax' reform has not and

will not meet its original goals of simplification, economic

expansion and disposable income increases. The thousands of

pages-oftext and Committee Reports do little more than further

confuse and complicate the Code and, in many cases, serve to

emasculate the very programs which the President and Congress

themselves originally encouraged--and which have been

resounding successes' It would be best for tax reform to die a

natural death nothing could bette-r signify the President's and

--- 7 Congress' commitment to economic growth.

0911A/0085
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Statement on TeX Reform
'Before the Coznittee on Finance, U. 8. Senate

by Lichael S. Jarch, Ph.D. 

RESTOM FISCAL RESPONIBILITY WITH SOCIAL EqUITY

Early reports on the-first-$11,0 billion of Gramm-Rudman
automatic budget reductions for fiscal 1986 show that they will bite
into the muscles of several important agencies bUch as the Internal
Revenue Service. This-is a foretaste of devastating cuts to oome.
To eliminate the present $220 billion annual deficits solely by ,
budget cuts will mean further reductions 17 times as large as this
first increment, all successively more deleterious-to the mission
of the U. S. Government.-

The back-to-back combination of the Gramn-Rudman out-the-budget
amendment as signed by the President and the "revenue neutral* tax
bill proposed by the President and passed by the House under the
leadership of Chairman Dan Rostenkowski is not the right solution
to the Government's budget probl" , These.two pieces of/legislation
do not deal realistically, adequately, or fairly with the fiscal
crisis which besets our country. Our' iatlin cannot affor -the
devastating social costs which this new set' of Reganomic fiscal
actions wpuld require. This-nation needs statesmanship in the
Congress restore our national finances sensibly to a healthy.
condition. "

Ibeliev that your Committee will find very few informed
fiscal policy experts who would not support action toreduce the
$220 billion annual Federal deficit. But a review on the facts
relating to the deficit lead to the conclusion that the U.. S.
Government needs a tax bill which raises more revenues., It cannot
withstand blindomeataxe, budget outs which fall indlsorimnantly
on essentil public programs which already have been bard hit
by tens ofbillions of prior cuts. Moreover, in this time of
huge deficits it would be national folly to give large tax rate
cuts to well-to-do people who received disproportionately large
t.x reduction in the 1981 tax bill sponsored -by our President.
Such action would be a clear demonstration that this President
and the Congress have no regard for the public interest.

There are several important faotual points about procedure
and Substance which underly the foregoing conclusions.

What Caused the Enormous Audget Deficits?

During my quater of a century in the machinery of the Presidency
it becameclear to me that i'nour Government- the President must
be'the guardian of fiscal integrity and be the main, molder of proper
nationalprioritie8. Ucept in rare instances the Congress is not
effective in protecting -th-e Treasury. The Congress will out taxes

-*_ apny time a President wilt let it.,It'is till ill-adapted, sett major priorities--oohelentlyo

President Reagan has taken advantage of these weaknesses in
the makeup",'of the Congress to create huge deficlts in his abortive
efforts to dismember social and other domestic programs he and his
supporters dislike. The result is that hib policies are hurting
the natiozi fiscally, economically, and socially. This is the time-
for the Congress to demonstrate that it can act-decisively in the,
national interest!

.lthogh as candidate Mr. Reagan held himself out as a ilsoal
conservative in 1980, his'budget and tax polioles as Prestet can
only be characterized as reckless. Very soon after ent . .the
White House he submitted to the Congress a $1.6 trillion ,5-year
fngA expansion program which has doubled the annual rate of

military outlays. Instead of making provision for raising taxes
to finance these exhaustive expenditures, Mr. Reagan simultaneously

Dr: aroh served as a fiscal analyst from 1944 to 1973 in the U. 8.
Bureau of the Budget and the OSj Executive Office of the President,
under sixPresidents. Since 1913 he has been a Professor of Public
Affairs at the University of Colorado, most recently in Denver.
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sponsored the largest tax reduction in our history--$750 billion
over 5 years as enacted by the Congress with its added large I
liberalizations* That- 1981 bill gave half of its tax reductions'
to the.richest one-sixth of American households. Uost of our
nation's leaders ad opinion shapers are undoubtedly in this favored
group. Not only were they spared from paying their proper share
of taxes for the increased defense outlays, they were given tax cutely

This doubling of defense spending while cutting taxes sharply
to the reason why the deficits under President Reagan have grown from
$80 billion in 1980 to an estimated .1220 billion $n fiscal 1985.
Indeed, my analysis of OULB and OBO data shows that for th Beagn,
years 1981-88 the cumulative defic ts in excess of the 980 rate
closely Darallel his inoreses in defense outlays glu the resultant
increases in debt service. About 95 7 of'the Increase in budget
deficite land in the public debt) during these Reagan years Is
explained by the administrations failure to finance the burgeo~ling
defense outlays on a pay-as-you-spend basis. by computation of
the actuarial present value of-future interest payments on the
public debt thus incurred by'President Reagan shows that the cost
of his defense increases to the nation has been doubled because
of this- moredit card' method of financing.

Mr.' Reogan's 1981 mistaken program is the reason why the
U. 8. Government debt has doubled to 12 trillion in the last 5
years, even with large cuts in dmestocbuget which reached
an annual rate of about.450 billion in 1984. O analyses of
those outs and of the 1981 tax bill reductions showed that the
combined-effect was extremely regressive. Is the nation ready
for more of the same ,to cure the huge ongoing deficits resulting
from the'President'serronecusand misguided policies?

The deficits are in the 'Pederal 'funds' accounts ('general
funds.) which finance military and general government functions.
The "Trust fund$ accounts, including Social Security, Medicare,
and Civil Service Retirement. in recent'years have been collectively
growing at a rate of around 150 billion yearly,-thus offsetting
the huge 'Pederal funds' deficits. (See 1986 Budget 82eoial
Aalyses p. 0-8.) As President Reagan himself has now repeatedly
Stated, Sooial Security does not create the budget, deficit.

Despite its huge fiscal costs, Reaganomics has not produced,
the promised re-industrtalization and other economic benefits.
There is much evidence that these'polioi-are at the root of
high interest rates, the too-high rate of ongoing inflation which
,many observers believe will escalate, the growing burden'of regressive
interest payments from the Treasury, and the export deficit which
has converted America into an' internstional'debtor nation' On
the social side, budget outs have hard hit the poor, the minorities,
the children and youths, and especially the elderly whose benefit
and health cuts run into the tens of billions and are continuing.

The Growing 'Fiscal .rlsis and Its Impacts

Now, in 1986, the President with considerable suport in
the Congress is using the excuse of the 200 billion1blua deficits
which-his policies have created, to engineer further outs In domestic
budget programs to the *absolute minimumP. )kanwhile, he is pressing
the Congress to provide a continue " real rate of growth in
the defense budget and simultaneously pushing the enactment of
a 'tax reform" bill which will not produce any nt' revenue increase
toward his deficit, which he-blames on the Gongreas. Indeed, he
threatens to veto any tax increase bill.

If no additional taxes are enacted and signed by the President,
and the President and the Congress are not successful in agreeing
on ways to reduce the deficit to meet the statutory Oramm-Rudman
targets, automatic formula. outs'will go into effect each year#
to be shared 50/50 between defense and the rest of the unprotected
part of the budget.

Oiv n.. the recently estimated 4220 billion figure for'the
deficit Lin fiscal 1986tas reduced by the automatic Or&=mRudman
cuts A t *l . billion-now In process, the required reductions for
fiscal 1987 lwoul4 total.between *50;-75 billion if the $144 billion
target for the deficit in that year is to be met. The advance
word is that the President's 1987 budget will propose WWlIj*
reductions in domestic programs; Therewuld still remain 0144
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billion in deficits to be eliminated in the" next 4 yeurs.

The options for cutting these deficits are (a) tax increases,

(b) expenditure cuts in domestic programs-as the President wants, and
o) increased revenues froid econowlo growth. ,Low productivity .

end the, indexing of the-personal income taxwhich started in 19d5,
severely constrict the possibility of substantial growth of revenuei,
If no taA increases rre enacted, budget outs of over 100 bfillon
each' will have to be mede in defense and domestic expenditures
during the 5 fiscal years 1987-91 if r nraRudman automatic outs
remain in force. If this happened, the President's national security
build-up of te last 5 years would have to be 'substantially dismantled
--and the same would happen to a large part of the-social welfare

and other domestic programs -built. up in the last 50 years.
If all the $200-plus billion of the cuts were to be made in the
domestic programs, incredible damage would be done to the human
side of our society. In contrast togthis enormous damage from
budget cuts1 the Reagan-lostenkowski tax bill proposals to reduce
present taxes for the rich, and especially to cut'tax rates,
appear ridioulously inappropriate and untimely. But thtse tax
reductions for the rich are the very heart of seoond-term Reaganomics.
They are intended to benefit the rich at the expense-of the ordinary
people.and to shackle the Vederal budget for years to come in -
a huge structural deficit which will make any attention to the
social and human needs of the nation impossible It is significant
that the administration has not issued .any forthright information
on the impacts of the budget outs--and on the distributional
impact of the budget cuts and tax shuffles now under way. The
Congress should insis% on such factual information. Not just -
dollarsand deficits are involved--1eople'are deeply affected,
eapeqia~ly people in the lower inoomeoolaasqs who depend on Government aid.

In all of U: S.'h4story never has the U. S. Government been
hrust by ita political' leders into such a deep', self-imposed; and
o ippling fiscal crisis. Never have policy decisions which could
le to the destruction of vital programs for human resource invest-

-men for economic and infrastruoture dev opn'ent, and for benefits
and services for the dependent groups In he population which are
so heavily dependent on thb Government, been proposed, enacted,,
and even implemented-without informing the Congress and the nation
of the impacts and consequences of such actiod--or without even
considering the needsof the people. Thq leaders of the.U.-S.seem to
be on automat-i pilot to destroy everything in the-U. S. Ooveriment
which is humane and socially responsible.

Apart from the forthcodtng 1987 budget (which many in the
Congress reportedly regard as dead before its arrival), two of the
critical sets of decisions faced by the Oongress revolve-around the
pending Otax reform" bill and the disposition of the mindless
Gran---udman proceed, perhaps by its repeal. These two sets of
decisions are closely rblated, like the front and b6ok of a coin.

The House Tax bill Fails to Serve the'Needs of-the Nation

The Reagan-Rostenkowaki "tax reform" bill fallS far short of
.the President's announced goals of "fairness, simplicity, and
economic growth." It makes some progress toward achieving more
equal treatment of taxpayers with equal incomes and levying minimum
taxes on corporations ond individuals. But these gains are more
than'offset by serious defiolences in the House-passed billwhich
basically follows the President's Resganomic prescriptions.

The House tax b5ll fails to meet'two governing criteria for
a responsible tax bill, namely revenue adequacy for public needs
and jiiX or eQuality of Sarifioe -among taxpayers with incomes
which differ greatly. The latter principle' supports progressive -

taxation at rates whioh equalize the marginal rate of sacrifice -

as incomes increase. Lore,. specifically, the Houie bill now before
the Sebate 7inanoe C0mmittee shortchanges the country in the following
respeoto -

1.- It-turns its.back on the key principle that the Government
should raise enough revenues to cover expenditures deemed to be in
the public interest. It does not meet the highest priority need
of our nation in the present circumstances, which is for more
revenue to reduce and eventually eliminate the irresponsible
$200-plus billion annuel.defiots created during the ftrstlReegan term.
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These large structural deficits are exacerbated by the I9315 tax COLAS" which began in calendar 1985'for individuals. The

deficits are running at 5 % of GNP. They are und ermining our
economy and our dollar, creating an ever-larger regressive public
debt burden of nonproductive outlays from the Treasury, and are
strangling the vital social Phd general welfare activiti p of the
Government.

-.It isB not tax reform. in these ciroumstunces to follow the
reckless 1981 tax reductions with a 19J6 bill which raises no
net revenue to cover the rampaging defioits--and which authorizes
reouctions in Vreaent tax rates for indiviouals and corporations
costing V222 billion over the next 5 years. While such reductions
may buy the allegiance of ce'rtaIn high-income groups by freeing them
further from paying their proper shAre of taxes to support the
growing defense effort, inoludin; the rapidly-growing Star Wars
initiative, the public interest is not served by such outs at this
time. These rate reductions should be deferred bv the Congress
until the budget is balanced--and the.eavinRs should'be earmarked
specifically for reduction of the deficit.; If the affected individuals
and corporations are responsible they will agree to this Sacrifice.

* 2. The House bill provides net reductions in peasonal income
taxes totaling 0140 billion over the next-5 years. President
Reagan and the House Covrtittee on Ways and Ueans have.repeatedly
given out statistics which cause the public to t6tink that the
biggest cuts are for the poor--but the truth is thatas in 1981,
these cuts are overwhelminly for the ri h.

Omitted from the thick House report 99-426 on the bill are
relevant distributionni statistics which show that the average
net personal tax 'reductions for the favored rich group are some
23 times as large as those for the numerous poor and lower middle
income group. More exactly#

0 Three percent -or fever than 4 million individual tax units with
inco.ies exceedig a ear would receiv-eet-t-p_ersbW-- taie
cuts tothl 4$40 billion overt e next 5 y~ars. This is 30%
of the total personal income-tax reduction--whi-le the President,
is proposing to rip the doraestio programs for comon people of
this country to shreds on the grounds that the Government faces
a crisis because of the defioitp.

'Within thi.4-group, the very rich whose incomes exceed 3200,000
per year and who constitute only half of I % of total tak returns would
carry.off some ljof total personal-iax redutions. -

0 In contrast, 61 million -returns constituting 51 % of
the tax population and having incomes under *20,000 annually would
receive net personal tax reductions of $50 billion In 5 -years, or
Just 22 % of total personal. tax cuts. They number 15 times as

as the 4 million in'the rich' group,.but their overall dollar
share is. just 3/4 that of the rich group. A great majority of the
27 million elderly over age 05 have adjusted gros. incomes below
20000,.-but the elderly have taken heavy budget program outs.

Within the, under 20,000 category the estimated tax returns
with incomes under $10,000 a. yecr number 34 million. The Ways and
LMeans Committee has given wide-publicity that their taxes were
out 76 ,I on the average and that 6 million would be freed entirely
of income taxes. What was not revenled was that the tokI tax
reduction for these 34 million is only .ome *1.7 billion-for 1987,
an average of only $52 per annu m per household. They have borne
the horse's share of'the buddet outs so far,but receive a rabbit's
portion of tax benefits. The rich have been little affected by
budget outs, but their tax cuts are a horseb Allowanoe.

0 The disproprtionately large personal tax rate cuto for
the top income brackets represent a wholesale retreat from the
principle -of progressive taxation on the basis of ability to pay

--and equal seorifice among income brackets. The Reagan administration
is not satisfied with the 1901 reduction of the top bracket rate-
from 10 to 50 %1i it'seeks reduotiorl in 19d6 to a top rate of 35 %
a large-stop toward flat rate taxation. Ir. Rostenkowaki's bill,
pushed through the House without a record..' vote, sets a 3B1 % top
rate. Our most iquitable tax, the personal income tax, would thus
be diminished in its progressivity and Its revenue-production
in the Federal system. And this while we need the revenue very much.'
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The flatte'ning of top rates for 'the personal Income tax would
give the taxpayers with incomes over.l0O,O00 a year nearly -
-.as big a boost in aftertax income as thatreoeived by the under -
$10,000 group and two other middle income groups. The argument .
'that top rate tax outs will benefit the economy is conjectural.
Where is'the 'evidence that the so-called incentive effects from
cutting the top tax rates will be wortitrthe loss in Federal revenues
and will be more beneficial than the- cial losses from requisite
budget cuts stemming from the revenue oss? Certainly, the low income
people are still waiting for the benefits of the 1981 Reagan tax a
cutu to *trickle down" to them, witness the ratesof poverty and
unemployment.

As former OMB Director David Stockman stated while at 01.3,
"supply side" economics was Just a convenient excuse to-Justify
tax cuts for thq rich. Since leaving 0ZB he has stated that the

'effort to cut sooial programs had shown that the nation wanted to
keep them--and that the U.S. needs! a 6100"billionayear increase
in taxes. Retention of the present personal an_ 'corporate tax
rates would-take us on the way to over 40' of his tax Coal.

It shpuld-be noted that Pre ident Reagan's *tax reform bill
as submitted in 1985 provi *- r ich sharper -cuts for the rich ond
much-less for the poor than the Rostenkowski bill, which has the-
above regreusive implications. -

" 0 It-has not surfaced in public debate, but the House bill's
replacement of the 5-year personal tax reductions of $140 billion

- with tax inorelses in corporate income taxes totaling $139 billion
represents P further tIjor step toward a more regressive tax system.
Inevitably'a substantial proportion of the increased corporate income -
taxes wo,,ld be passed through in price inoreoues to cons. aersn n
have a recreusive effectmuch like a sales tax which hits low Income
people more heavily than the rich as a proportion of their incomes.
This impact would hit the'sillions of the poor who get no benefit
whatever fcthe "p posed personal tax cuts.

0 Th relacfment of the personal tax.cuts with increases in
corporation ta ss an "iffy' proposition. It is.being hotly
contested by asmeb usiness groups on the legitimate ground. that
this will have a depressing effect on business capital investment--
which was the Reagan administration ana 'Congreesional argument if
1981 for corporate tax reductions. A good deal of the present
corporation tax increases now being.-attempted represents a withdrawal
of 1981 and earlier excessive and non-produotive"tax expenditure'
benefits to busineu -

Unfortunately for tax equity, even more regressive alternatives
than the corporate income tax are being discussed in the Congress and
the administration: Increased gasoline or energy taxes and/or
a volue added or a transactonst|ax. These would all be burid. in
the cost of-goods and services and would be fr mre rerasve than
he present personal income taxes, especially i- the latter were
eft at present rates and adjusted to close loopholes. It will be up

to the Congress to protect the ordinary people of America from '
the, Rea'.an administration's effort to foist new forms of hidden,
regressive, oonsuwptiod taxes on the American public. while it outs
personal income taxes for the rich by wagonloads.

0 The Reci ar_ addnis trot I is so ushini, the whole
Federal-state-local fiscal system into a more regressive :,,ode.
This is the prime consequence of the eliMinption of Federal canal-
Iainit rental which are rinanoed by somewhat proaresive Federal
taxfs p whioh grants ar not replaced by state or local government
orif replaoed,oare fin-ced bRenerally cuit reciresive local
taxes or by stat taxes which are lese progressive than Moral
taxes. )Moreover, the administration has- ought to double'toX
state and loobe government funds by denying itate and looZ4 lORI
as a deductible item in computing Federal personol income taxeS
so, in effect, people would'poy taXes to thle Vesrol 0osernment on
their state and loool taxes. The Rstenkowski bill continues
the deduetibility of such taxes, but the issue will be fought in
the Senate.

The Budiet Cutb.c1 Tioate.. to Cover the Deficito Would Baj:vte the )ation

Congreeional asessament of the legiticoy end feasibility of
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elininatinc the 2U Z2 billion Fcderaldeficit through Qudzet spending
reductions must start with consideration of the b4ckground of the
problem_

0 When he announced for the Presidency In November 1979,
MCr. Reagan castigated previous Presidents for their economic
*disaster" because their deficits ('printing press money' he aid) had
totaled $448 billion in the 34-years since World War II had ended.
In his, first 5 years President Reagan ran up deficits which have
more than doubled the public debt of $916 billion when he took office.

0 In his "America's New Beginnings A Program for Economic -

Recovery', February 18, 1981, President Reagan preaanted'to the
Congress a Budget Reform Plan whidh projected a small budget
surplus for fioal ye&r 1984. His 1986 Budget (0. 9-60) reported
an actual deficit of P175 billion for 1984, plus $10 billion more
in 0ff-budgetdeficit.o .

0 In his *New Beginning" document Mr. Reaga) represented that
his budgets would run surpluses after fiscal 1984 even though
his plan included the largest tax cut in h, tory of this country.

In actuality, his tax cut as enacted in 1981 has,by his own
estimates in the 1986 Budget (p. 4-4),caused reduced revenue
collections ranging from J168 billion in fiscal 1985 to a
pxojecttc $283 billion in 1988. His budget deficits for 1985-
and 1986 exceed $200 billion a year.

0 In his "Ne', Beginning" document Mr. Reagan laid out his
0-ysar $1.6 trillion defense plan, but without providing revenues
to cover the projected doubling of expenditures. Indeed, he
sponsored the largest tax cut in history. His 198P Budget shows
an increase in nation defense expenditures from $1 4 billion in
fiscal. 1980 to' an estimated $286 billion for' 19 . (p. 9-48)

'3 In his "New Beginning' document Mfr. Reaga promised
*adequate funding of essential social: safety net ograms, including
cost-of-living protection for the elderly.' (p. 8 ut even in
198 budget cuts werR made in 'safety net' program; huge cuts
were proposed in Social Security in 1981 and 1983 nd' in 1983
COLA denials and other changes were made in Sooial ecuritv
whtch-are depriving recipients otsome $10 billion year by
continuing benefit reductions. Medicare, a i a ded in the.
original Safety Net, has been out by many billions and continues
to be abig target of, further reductions. By the end of 19 4
doraestic progrme had been reduced by some $60 billion annual
rate, the great bulk from social benefit and human invcstmnt
pi such as health and education. COLAS are being den ed to Federal

Several conclusions emerge.from a review of the RecgsrL
records

1. His promises, projections, and statements are unreliable.

2. This President is responsible for having wrecked Federal
finances on u'scale equalled by no prior President.

3. This Preuident's program is based on ideolo, not on facts.
Based on what he has proposed and done as Prcsidint, his goals are
too •Redistribute Federal tax rnd budget resoure a to the rich
and to take them from the poor and lower middle classes. Re6UoJ_
toxeL, espebfially for the, rich, as a way of forcing cutbacks in
Federal spending for domestic und particularly social programs.
Increase military spending'and do. so by cutting social programs.
fortunately; the Federal Government as it has evolved in the
last 50 jears hc' a much greater regard for the compassionate
and humane treatment of deprived and dependent people than
Presidentneagan's philosophy nvisions. Him goals,as a practical
matterwould destroy the U. S. Governments role in promoting
the general welfare and the publio, health; safetypsnd welfare.

4. 1Vresident Reagmn and his aassooiates are very able in
bluffing the Congress in pursuit of his~ideological goals--but
when he sees that he clearlyolooks the votes# he does back off
and compromise. The fiscal seas he has created is now so serious
and so evident, his 1987 budget out. proposals art so ridiculously
unre4sonable end damaging to the fabric of necessary Government,
and his 'tax reform" proposals are so out of line with the harsh
necessity of replacing or restoring some of the feckless tax outs
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made in' 1981, that Ur. Reagan's 1986 proCr,:n, must be restructured
by.Congressional leaders, Republicans and Democrats working //
side by side, into & more reasonable'set of proposals so the I
U. S. GDvernment can continue to serve the American people. .

5. Ar key. defect in President Reagan's thinking is that the
ationel Government is not useful or even necessary, except to

dgfenh the country. lie is wrong. Tht 0Vernment provides-the
foundation of laws, rules, and programs on which the private
economy is built. The social Ond regulatory programs ure vital
for the health, economic security, financial sourity, and the
protection of every American. It i@ the responsibility of -
the Conjaeo: to protect the system of Governalcnt w',.ich ecbl"
o:r sociCty ;.n6 ou:' economy, to function.

'ol , letclcnt-tir of the Gr"iLL- t.uri.x cut-tlae-lud]et iravisoijs
vooljc severely dage " the U. 3. Government if the Ftn:un-1outenkowuki
tox till C 6t o with out changtn iL to ±Uic L 1 rLvt1nucU.

Cor It lCa o f the zC Cl t Q in cl ude:

0 If the automatic cuts continue to bu civicdcC 5G/50 bet%:Ec
ef (re cnd coie: tic jiio_:rana , so reeuc. uro of over Sl10 billro tre made
in c- ch of thea fr.: e 1937 td 1991, the flc .>: CefeUe build-up villbe
LUr f7 - L 'tedbut ut the mert time the do :ettiO progriU,
oill b e devjattei even more because they ore "ready reduced .-

If Oraw-udman, is changed to impose the cuts solely on dotesLtic
and social proyru, they will be d-rmged so urverel; that the
U. S. will be rolled back to the 190s in its people prorams--
into the status of e third world country.vs for s social protection.
l1illora of the eloerl) vill be reduced to poverty, lose thelr health
benefits, and be denied hospital and nursnz hone 6rre. Children likewise,

The first step the on3taua should tvke is to demand explicit
inforct ion from the President on whet the effect of Grunt-rudiaan
rould be by_1991.

0 Gra:n-Tudn an would ripple the U. ,. Civil Service Lnd make
r Federal career complEtely unattractive. Civil Service retirees
were the first to lose their COId.S Their median annitieu &e
Just 966'a month end survivors receive onl :423.-but theU. 3.
Government has renewed by violating a permanent law enacted in 1962
to provide inflation protection to retired employees who hud spent
their lives In work pul] well below private sector rates.

SActive Civil Servants are to be denied a pr.y increc-se at o
time when private workers, vho are alre-dy higher paid, are in line
to 6 % raises End busineus executtveB hlave been gettin.g11 %. "
Worse yet, some 200,006-10,000 Federal employees could lose their
Jobs by 1991.The Civil Service is the backbone of the U. S. Government.
Does the President wunt to destroy the career service? Do the President
and the Congreso intend to continue reneging on Civtl Service Retirelment
benefits by unending provisions after workers have retired in reliance
on duly-enacted statutes of the U. S. Government? Can anyone trust , '.
-this Government to discharge its statutory obligations to its workers
or, retirees who earned rights by serving under contributory plans?

Grama-Rucman is the opposite of a proper end sensible method"
for budgeting public resources

a. The amendment was whipped through the Congress without
public hearings

b. The Federal egenoies, the Congress, rnd',the public were not
advised, before is passcZe and Presidentil signature, ,what its
impacts and consequences would be..

o.' It violotes every rule of sound budgetig and subverts
rational budgeting by creeting a mindless, 'no hands", fonnula-direoted
process for cutting the budget by flat percentage olear down to small
activities. There is no weighing of benefitsye clouts, or of the
relative worth of programs In apportioningoreductions. Quick-spend
spproprietion'accounts are hurt disproportionately because of slow-.
ipend accounts in the computation of the cut-back percentage.

d. It deals w'ith spending cuts, n6t with the trade-off between
outs -n tbx increase's, in its process. Implibttlyqit proposes to
eliminate deficits in their entirity by expenditure Cutr without
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corsidering that iraprudent, r'!nipulztivc actions may have caucd the
Deficits.

-e. The constitutionality of the niaerndment is in ocubt, rowing
further questions whether this amendment also rskes inroads into
existing provitions for open rnd responsible fiscal deoieibn-r~zhii.

f. Grru,a-Pudiuan is a big step aw y frou clear sepurvitioi
of exEcutLive and legislative duties-and functions in the budgeting
and taxiiig-A-fields in rhich the public can determine who t,kes
ihat r cti on and crj Lold the FreLi ent and members of the Coxress
e-s-ortble ant. Lccounitabli for their'porticuldr actions. It aiso

-bundlen, diverse prograas together to be handled mechanically,
ty formula, whereas the decisions being made are actually of a
policy nature and ought to be handled separately in many ocoes ant
voted on separately by the Congress.

Gramm-Rudman is contrary to the practice- and spirit-of the
fiscal decision-making processee in the Federal Government as they have
been an ought to be practiced. 'The Congress ought to repeal this
ill-considered, Reaganomic amendment, over the President's veto, if needed.

-clIvC the Crisis by Fi.ally Pesponsible end Ecuitoble Les ne

'The crisis over ?220 billion Yeder,'l deficits cannot be solved
by budget cuts. The source of the problem uib that huge tax cuts tere
ude in 1t-1 si, ulteneously with huge increases In defense spetidlng.

Dom stic pro;r-,-s have riready been hiurt,by budget cuts--to cut more
vii hurt rii'llicns of people vho need cand deserve ielp in this economy
v I which produces $16,000 of GO,1P per copitb annually.

In the first Per-Gan term budget outs for t1e poorer people Lind
tax reductions for the rich. refistributed nEtionl resources from'fthe poor
toward the rich. Even larger budget cuts for fiscal 1986 and 1987
are oain ai.ed at the poor End the middle class 4  and the recgan-
"'ostenkowski "tox reform" bill gives the rich big to cuts while
-hitting the pour 4no the ,idule clas with more taxes once we

, ossider the paso-throujh of corporate and possible other contU,,ption
oxues. Thid process will shove the poor deeper into despes-tion,

shrink the middle class some ore, increase the concentrtiop of income
,nd wealth in the hanos of the very rich--and ii, the end indermine our
democr cy. , The Congrjcs has a solemn 1)ublic reajonjsibility to' halt this
destructtive set of changes in our socie.ty. Bi-partisan notion is needed.

The Federc l udgEt can be restored to a reasonably bala,us busis
s.ep by step over the next 5 years by carrying out normal, rigorous
budget review of defense and domestic spending and by reshaping the

-pending tax bill to raise revenues by successive increments of 350
billion foi 3 years so $150 billion will be raised by 1989.

The modified tax bill To Promote Fiscal Soundness nd Equity in
Taxation would substitute closing of mojor, inequita-ble loopholes as
identified by the administration and the Ways and, Yeans Cornittee for
the pending extensia "reform" bill. In a real sense the proposed
bill would, Take. he reforms most pertinent to solving the budget crisis--
namely,.raisi ngneegd revenues and closing loopholes -to increase
distributional eu ty by:

* 1. Retaining existing tax rate schedules for corporate and
personal income taxes, with adjustment of-the standard deductions and
earned income credits for low-income people -to compensate for infl-ation.

2. Implementing effective, inescapable minimrn taxeu of,say 20 %,
for higher income individuals and corporations where assorted loopholes
ore used to escape or minimize taxes, -. g., the special defense exoluson.

3. Repealing the wasteful Investment Tax Credit and tightening
the treatment of depreciation allowances along the lines, of H. R. 3 38.

4. Repealing the indexing of individual income taxes to reduce the
Structural deficit and enhance counteroyolical stabilization

5. Restricting tax subsidies for IRJs, income deferment plans,
private pensions; eto, in which the pro-eeds are'payable as
supplements to the basic Soil Secour ity payments. flake restrictions
prospective by bappifhg-deduotible cofitibuttona- by high earners..

6-s. Repeal the tax exemption on municipal bonds for industrial
purposes; raise oapital'gains taxes; and lvy-a notional defense
surtax on higher individual and corporate incomes. " XI

60-412 0-86-33,
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The Mortgage Bankers Association of America* submits this statement on the President's

tax proposal and the provisions of HR 3838, the "Tax Reform Act of 1985" and their

impact on housing and real estate investment.

MBA supports the overall thrust towards simplicity and fairness in the tax laws affecting

the American people. MBA looks forward to working with the Administration and

Congress on tax reform, especially on issues crucial tohousing and real estate finance.

The President has said our tax system should reflect American values and should

encourage investment and risk taking. These are the bulwarks of our economic system-

our growth, innovation, and entrepreneurship. Homeownership and Investment In real

estate have long been regarded as integral parts of our national economic and social

priorities, and our tax system has reflected these goals. Investment and risk taking are of

great concern to Americans, especially at a time when our long-term economic growth

rate appears to have slowed relative to earlier in the postwar period. Investing In real

estate carries potential risk. Values rise and fall with business cycles. MBA believes that

some of the provisions of the tax bill passed by the House of Representatives, HR 3838,

the "Tax Reform Act of 1985," could adversely affect the housing industry by reducing the

7 i centives to invest in rental housing and commercial real estate, and could lead to higher

Pants and lower property Values.

*The Mortgage Bankers Association of America is a nationwide organization devoted ex-
clusively to the field of housing and other real estate finance. MBA% membership
comprises mortgage originators, mortgage investors, and a wide variety of mortgage
industry-related firms. Mortgage banking firms, which make up the largest portion of the
total membership, engage directly- in originating, selling, and servicing real estate
investment portfolios. Members of MBA include:

o Mortgage Banking Companies o Mortgage Brokers
o Commercial Banks o Title Companies
o Mutual Savings Banks o State Hojsing Agencies
o SavIngs and Loan Associations o Investmr.nt Bankers
o Mortgage Insurance Companies o Rqal E£tate Investment Trusts
o Life I nsurqfce Companies

MBA headquarters is located at 1125 15th Street, N.W., Washington, D.C. 2000 5;
telephone. (202) 861-6500.
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MBA has identified the following provisions of HR 3838 as those most relevant to the

housing and real estate finance industry and as those that would affect homeownership

and investment in rental and commercial property. These are:

Single-family homeownership

- Full deductibility of mortgage interest expense on a principal residence and a

second home. MBA supports the full deductibility of all mortgage interest

expense.

- Preservation of the full deduction for real property taxes. MBA supports this.

Multifamily rental housi

- A limitation on the deduction of nonbusiness interest expense to $10,000 ($20,000

joint), Including passive investment Interest, plus net Investment income. MBA

opposes any -limitations on interest on Investments in real estate.

- A lengthening of the depreciation period for real property to 30 years, using the

straight line method. MBA supporic-nslstency and certainty for capital cost

recovery because real estate investment decisiomoquire long-term planning.

- .An"Increhse in the capital gains tax rate for real property subject to deprecla-

tion. MBA supports appropriate cpital gains treat ment.

- An extension of at-risk rules to certain real estate activities. MBA supfports the

continued exclusion of real property from the atirisk rules.
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- A state volume limitation on tax-exempt obligations of state or local govern-

ments where the proceeds are targeted to meet the housing needs of the low-

income, -the elderly, and the handicapped. MBA opposes this imitation because

needed housing Would not be built.

- Amortization of rehabilitation expenses for low-income housing. MBA supports

this incentive.

- A reduction of the tax credit for qualified expenditures incurred in connection

with the rehabilitation of certain old or historic buildings. -MBA supports Federal

tax incentives encouraging the rehabilitation of historically designated income-

producing properties.

- Retroactivity, as well as the mismatch, of effective dates. The uncertainty and

unfairness resulting from this should be corrected.

An alternative minimum tax. MBA is concerned about its Impact on real estate

Investment.

HOMEOWNERSHIP AS A NATIONAL PRIORrft

_ HoMeownrship has been the American dream as long as there has been an America.

Throughout the history of our country, 'homeownership has been a national priority. The

first European settlers established their homes on the coast of the new continent,-and

_yihen.the newly formed Nation pushed westward, the government promoted individual

o6ignership of private property by homesteading acts. When our country underwent
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urbanizktion and waves of Immigrants landed on our shores, the hallmark of individual

achievement and success as an American was the purchase of one's own home. For the

last S0 years, as has been apparent in our housing programs and in our tax code, It has

been an economic and social goal of our Federal government actively to foster thi growth

of homeownership. Decent and affordable housing for all Americans is one of the basic

tenets of our democratic society.

Current Tax Law

From its inception, the tax code has recognized the importance of' homeownership as a

priority in the American value system. It has been- tax policy to make homeownership

more, affordable for as broad a spectrum of Americans as possible. Purchasing a home is

the biggest expenditure most Americans will ever* make, and the annual cost of owning a

home is a large part of their budget. Because the costs of both purchasing and owning a

home are very sensitive to our tax laws, the Internal Revenue Code has always contained

provisions which act as incentives for Americans to purchase their own homes.

Since the beginning of the Federal income ta x laws, the deductibility of home mortgage

Interest has enabled many Americans, to'buy and own homes. In-addition, tax law allows

Americans to deduct state andlocal real property taxes from(their adjusted g- Income.

These deductions, make homeownership more affordable by reducing the effective cost of

owning a home. Thus, by reducing the after-tax cost of homeownership, the tax code has

enhanced the ability of Americans to afford their own homes

MBA has compared the 1986 after-tax cost of homeownership for three income groups

under current law, the President's tax proposals, and HR 3838 (Exhibit 1). For families

currently in the 18 percent marginal tax bracket ($20,000 taxable income), the after-tax
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cost of homeownership would increase 8 percent under the President's proposals and 5

percent under HR 3838. For families currently in the 25 percent marginal tax bracket

($30,000 -taxable income), the after-tax cost of homeownership would Increase 14 percent

under the "President's proposal and would remain 'the same under" iR 3838. For families

currently in the 31 percent marginal tax bracket ($40,000taxable Income), the after-tax

cost of homeownership would increase 13 percent undef the Presient 's proposal and 9,

percent under HR 3838. MBA believes keeping the after-tax cost of homeownership as

low as possible is consistent with long-standing tax policy.

HR 3838, THE -TAX REFORM ACT OF 1985.

Tax reform has been'fostered by the general impression that the current tax code is J-

unfair, overly complex, and a hindranCe to. economic growth. HFR 3838, like the

President's tax proposals, focuses on the lowering of marginal tax rate for individuals. In

order to do this without losing revenue, the, amount of income subject to taxation is

,-increased by the elimination or restriction of deductions, credits, and preferences, some

of which, affect housing. The Impact of these changes will cause Amricans to reevaluate

their investment decisions.

Limitation on.the Deductibility of Interest -

-ender current limitation on the deductibility of investment interest

expense; but fionbusiness nterist pense, including mortgage interest expense, is not

subject to llmitation. In general, under HR'3838, the deduction for all nonbusiness

interest expense wNould be limited to the sum of $10,000 ($20,000 joint) plus net

investment Income plus mortgage interest expense on two residences., The President's tax
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proposals-1ould have limited the nonbusiness terest deduction to $5,000, plus net Invest-

ment income plus mortgage interest expense on a taxpayer's principal residence.

_ HR 3838 recognizes that encouraging honeownership is an important policy goal, achieved

in part by providing a deduction for residential mortgage Interest. 1Therefore, the

limitation on Interes; In HR 3838 does not affect the aeductibility of Interest on debt

secured by the taxpayer's principal residence or a se'dond'hdme.

MBA believes the,'deductibility -of mortgage Interest expense on residences is consistent

with this Nation's long-standing commitment to homeownership opportunities for all

- American families and opposes any restrictions qn the deductibility of home mortgage

interest. For the first time-in-the history.of the Internal Revenue Code, mortgage'

'interest expense would be subject to limitation. MBA supports the full deductkbllity of

mortgage Interest-expense. -

MBA is especially concerned-about the provision In HR 3838 that. subjects a limited

partner's share of the limited partnership's interest expense to the ndnbusiness Interest

limitation. -Multifamily residential projects financed by limited 'partnerships could be

sharply curtailed as their attractiveness as an Investrnent vehicle would diminish. MBA

* opposes any restrictions on the deductions for Interest on investments in real estate.

'The Deductibility of Real Prn'erty Taxes

HR 3838 would preserve the full deductibility of real property taxes by homeowners. The

President's -tax proposals would repeal thip eductibility. MBA supports the position.

adopted by the House of Representatives. Any restraint on this deduction would directly

Impact theAmerican homeowner by increasing the after-tax-cost of homeownership and

-e
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adversely affecting the relative price of housing. MBA urges the Senate not to lose sight

of the important social purpose of adequate housing currently fostered by the present tax

code. To leave Intact the full dedu4ibIlity of real property taxes Is an acknowledgement

of the significant role it plays in making homeownership more affordable to more

Americans.

MBA has analyzed the impact of the provisions of both HR 3838 and the President's tax

proposals on the first-year after-tax cost of homeownership by family income in 16

metropolitan areas. Under HR 3838, which would allow the full deductibility of real

iiroperty taxes, the increases in the first-year after-tax cost of homeownership for

families with incomes of $25,000 range from 4 percent to 7 percent. The Increases for

families with incomes of $50,000 are 9 percent in 15 metropolitan areas and 10 percent in

one (Exhibit 2).

Under the President's proposal, which repeals the deductibility of real property taxes,

the increases in the after-tax cost of homeownership for both family Incoh.e groups In all

16 metropolitan areas are greater than under HR 3838. The increases for the $25,100

family income group range from 6 percent to 15 percent. In some areas, such as

Philadelphia, Houston, Milwaukee, and Detroit, the Increase in the after-tax cost of

homeownership is doubled under the Presideht's tax proposal, while in a number of other

areas the increase is almost doubled. For families with Incomes of $50,000, the Increases

under the President's tax proposals range from 10 percent to 17 percent (Exhibit 3).

"MBA would like to point out that If the Senate repeals the deductibility of real property

taxes; the impact on the homeowner would be similar to the Increase in the after-tax cost

of homeownerip under the President's tax proposals.
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MBA opposes any limitation on the deductibility of real property taxes. Ay Increai in

the after-tax cost of homeownership would require American house Ids, especially those
with low and moderate incomes, to spend larger share of their ncomes for housing or to

reduce thequifity of their housing accommodaitolS.

Depreciation Period for Real Property

HR 3838 replaces the, current Accelerated Cost Recovery System (ACRS) with the

Incentive Depreciation System (IDS), which groups assets into, 10 classes.- Most real

property would be in Class 10 and be depreciated over 30 years using the straight line

method. Beginning ir, 1988, the depreciation deduction would be Increased when Inflation

exceeds 5 percent. in that event; the adjustment is one-half of the inflation rate in

excess of 5 percent. -

MBA believes that this change, one of a series of disruptive changes ovei the past several

years in the length, of the depreciation period for real property, is unwise. Numerous,

changes in deprecationn periods enacted since 1981 have created long-term planning

uncertainties.

Prior to 1981, depreciation deductions were allocated over the useful life of the property.

The Economic Recovery Tax Act of 1981 eliminated this approach and replaced It with

the Accelerated Cost Recovery System (ACRS), under which the cost of assets Is

recovered over predetermined recovery periods. -The recovery period for real property

from 1981 to 1984 was 15 years. The Deficit.Reduction Act of 1984 ineri e d the

minimum real property-recovery period to 18 years for property placed in service after

March 15, 1984. On October 11, 1985, President Reagan signed P.L 99-121, amending the

tax code sections dealing with imputed interest and lengthening the recovery period

)
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again-effective May 9, 1985-fromiS year-'to 19 years. If 1iR 3838 Is passed, recovery

periods would-again be lengthened, this time to 30 years. "

MBA-supports consistency andcertainty in the tax treatment of capital cost recovery for

real estate. In order to continue to attract investment capital, the recovery period should

be a certain term of years anq should remain stable over time. Real estate investment

deci ;ons require long-term planning and are enhanced by the ability to make long-term

projections. -The frequent changes for cost recovery in recent years from useful life to 15

years to 18,years to 19 years and then the change' to perhaps 30 years, as proposed by

HR 3838, hampers the Ability of lenders and investors to make sound and reliable long-

term plans.
S4

Furthermore, MBA believes that the indexing provision to adjust depreciation deductions

only partially for inflation will not adequately compensate investors for the loss in cash

flow associated with the substantially longer write-off period.

Multifamily projects would be hit especially hard. Multifamily rental housing wo4ld, be-

subject Oonly to an increase of more than 50 percent in the length of the recovery

perlod,bul.:;so to a change from the accelerated method to the straight line method.

The effecft' these changes is -to reduce an investor's return on investment, especially in

the early years. Even if gain on disposition Is greater under HR 3838, the time Value of

money makes the larger depreciation deductions in the early years worth more to an

* inv stor than greater gains in later years.

This would diminish the attractiveness of multifamily rental housing as an Investment

vehicle, with the effect of reducing construction. The reduced supply of such housing

--*
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would mean that rents would rise. This effect on the renting taxpayer could possibly

offset any benefit-s the taxpaye' receives because of other provisions in HR 3838.

While, MBA believes constant tinkering with the cost recovery system 'has a deleterious

effect on investment in housing, it also recognizes that any tax reform proposal might

result in changes in the depreciation system. MBA urges the Senate to provide for shorter

recovery periods than those In HR 3838, coupled with accelerated deductions. Making

investment in multifamily rental housing more attractive than is provided for in HR.3838

would help maintain an adequate stock of such housing to meet the rental needs of

American families.

Capital Gains Tax Rate

MBA supports the continuation of appropriate capital gains tax rates for the sale or

disposition of real estate. Such treatment attracts investment capital to construction and

real estate development, which in turn contributes to a healthy economy.

Under HR 3838, the top effective tax rate for capital gains would increase from 20

percent to 22 percent. MBA believes that increasing the capital gains taxes on

jnvstmqnts in multifamily housing could reduce the supply and boost rents.

The Treasury Department recently released the results of a study on the capital gains tax

cut in 1978. In its Report to Conmess on the Capital Gains Tax Reductions of 1978. dated

September 1985, the Treasury Department concludes that the capital gains rate reduction

from 49 percent to 28 percent "will overtime cause the rate qf investment, the capital

stock, national income, labor productivity and the overall standard of living to be higher

than if the tax treatment of capital gains had remained unchanged."
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The Extension of the At-Risk Rule to Real Estate Activities

HR 3838 extends the at-risk rules to holding real property With exceptions for certain

arm's-length, third-party nonrecourse financing. MBA opposes the application of the

at-risk rules to holding real property.

The at-risk exception in HR 3838 for arm's-length, third-party nonrecourse financing

would apply to a large number of financing transactions. However, any further limitation

on this exception would have a drastic impact on the ability to raise eq~ty to finance

multifamily housing.

Tax-exempt Financing for Multifamily Low-Income Housing

MBA Is pleased that HR 3838 would continue the tax exemption for interest on state and

local obligations where the proceeds are targeted for housing Yor the low-income, the

elderly, and the handicapped. MBA supports efforts to make adjustments to the qualifying

criteria in order better to serve low- and moderate-income households. MBA also Is

pleased that low-income housing would continue to receive depreciation deductions that

act as an incentive to Investors. MBA also applauds the exception for low-income housing

from the interest deduction limitation and the at-risk iules.

However, MBA opposes the imposition of the state volume cap on tax-exempt bonds used

for multifamily rental housing. This restriction would diminish the important role that

this financing tool plays in fostering multifamily housing production for the targeted

group. Because Federal spending to subsidize this construction has been cut drastically,

tax-exempt financing is one of the few remaining vehicles, available to promote
multifamily housing production. Not only would the cap mean that needed low-Income
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housing would not be built, but it would pit the participants In the* tax-exempt arena

against one another for the limited allocation.

Providing adequate housing for the low-income, the elderly, and the disadvantaged has

long been a social policy of. the Federal government. It should be remembered that when

the private sector provides tax-exempt financed low-income multifamily housing, it is

carrying out a public purpose. Under current law, such bonds are not subject to the state

volume cap for this very reason.

Rehabilitation Expenses for Low-Indome Housing"

MBA support the changes made by HR 3838 to Section 167(k) of the Internal Revenue

Code. ,The five-year amortization of rehabilitation expenses for low-income rental

housing would be made permanent and the aggregate limit on such expenses would be

increased from $20,000 to $30,00 0 per dwelling unit. This five-year amortization has been

repeatedly extended since Its original enactment in order not to, interrupt the rehabilita-

tion of low-income projects. In recognition of the desirability of retaining this incentive,

HR 3838 would continue this provision without expiration. Rehabilitated, as well as newly

constructed, rental housing for the low-income is needed to provide all A-metioans with

decent housing.

Historic Rehabilitation Tax Credit

HR 3838 replaces' the current three-tier rehabilitation tax credit with a two-tier credit.

The credit for rehabilitation of certified historic structures would be lowered from 25

percent to 20 percent, and depreciable basis would be fully adjusted for the amount of the

'I,
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credit. The 'historic rehabilitation credit Would al ply to both residential and

nonresidential buildings.,

MBA supports Federal tax incentives aimed at encouraging the rehabilitation of his-

torically designated Income property. The rehabilitation and-preservation of historic

structures are an Important national goal.

Construction Period Interest

IIR 3838 effectively- lengthens the recovery period for interest associated with the

construction of real property from 10 years to 3a years. Under current law, interest Is

amortized, over 10 years. HR 3838 would change its character to a capital expense,

include it In basis, and depreciate it over 30 years. In the case of low-income housing,

interest would be changed from a current deduction to a capital expense, thereby

Lengthening the period of its deductibility from one to 30 years..

MBA believes the effect of this change would be increased rents in order to offset the loss

of the deduction in the early year .. MBA supports current- law affecting the treatment of

construction period interest.

Alternative Minimum Tax

While HR 3838 provides a number of incentives for investment in rental housing that were

not in the President's tax proposals, their effect Is in large part nullified by the Imposition

of a 25 percent alternative minimum tax on a number of deductions designated as

preference items.
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Tax exemption for interest on low-income multifamfly housing bonds is continued for

regular income tax purposes, but this benefit is greatly reduced by its inclusion as a

preference item at the 25 percent minimum tax rate.

The bill includes as a preference item losses from limited partnerships that are jnore than

the taxpayer's cash basis. In the case of a registered tax shelter, as provided for in the

1984 tax act, the amount of cash basis that tho taxpayer can take into account in one year

js limited to $50,000, even though the casK basis exceeds that amount. Losses otherwise

deductible wouli be subject to the 25 percent minimum tax.

Incentive depreciation on real property placed in service after 1985, to the extent it is in

excess of nonincentive depreciation, is treated as a preference. Vinlncentive depre~1a-
4

tion for real property other than low-income housing is 40 years, straight-line. Ihis

minimum tax on depreciation for real estate only aggravates an already adversely

affected situation.

Effective Dates

P

MBA is deeply concerned about the effective dates in HR 3838. A number of provisions
affecting housing would become effective January 1, 1986, if no changes are made.

However, because some of these provisions may be changed by the Senate Finance

Committee, the housing industry currently is in the position of having to guess what the

consequences 1vill be for decisions that require long-term planning.

The price of multifamily rental housing cannot be determined without knowing what

depreciation treatment will apply and what the amortization period will be for construc-

tion period interest. Other provisions ttiat would be retroactive are the at-risk limitation.
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on losses, new restrictions on tax-exermpt bonds for low-income housing, the first-year

phase-in of interest deductions limitations, and a stiffer alternative minimum tax.
_/

One of the goals of the tax revision effort is to.promote economic growth, not deter it.

Which combination of incentives for capital formation is most effective Is the subject of

much discussion and dissension. Meanwhile, a pall of uncertainty hangs over the housing

industry, delaying and deterring market activity and slowing growth.

-M1BA- is also concerned about the mismatch of effective-dates. Taxing a larer tax basket

current rates for half of a year cuts in half the potential tax benefit associated with lower

marginal tax rates.

Effect on Capital Values

Capital values will likely suffer under the new depreciation system andhigher capital

gains rates. If property values are adversely affected, the principal amount of existing

mortgages could exceed the'values of the underlying properties. When mortgage loan-to-

value ratios are high, the risk of defauit increases.. The Investor's equity In the properties

4ill have disappeared and along with it the incentive to keep Investing rqore money in

those properties. This Is especially true in periods of low Inflation when property values

hate little or no expectation of appreciation and investors see scant prospect for returns

on Investment.
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CONCLUMON

HR 3838, the "Tax Reform Act'of- 1985," eliminates Or restricts tax deductions, credits,

andpreferences in order to lower individual tax rates on the grounds'that the tax system

will be fairer. It may also be thought that individuals will save a larger share of their

incomes and provide more funds for investment. Yet the evidence from the 1981 tax cut

provides little support for the view that lower marginal tax rates increase the rate of

personal saving. MBA believes that reducing the Federal deficit is the path to increased

national saving, lower interest rates, and faster economic growth. The Federal govern-

ment is competing with the private'sector In the capital market for investment dollars. If

those dollars were invested in the private sector rather than loaned to the Federal

government, we would have the economic growth, the President wants and the Nation

needs.

MBA urges caution In any change of the tax provisions affecting both single-family and

multifamily housing. America prides itself on being one of the best-hdused nations on

Earth. We have achieved this stature in large measure bjf the high priority placed on

-housing by the,. Federal government. MBA urges Congress not to lose sight of the

important social purpose of adequate housing and the variety of provisions embodied in

the present tax code, which are still needed to assure a decent home for all Americans.

MBA appreciates this 'opportunity to present its-views and we would be happy to furnish

additional information if needed.
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EXHIBIT I

COMPARISON OF FIRST-YEAR AFTER-TAX HOMEOWNER SP COSMS
UNDER CURRENT LAW, PRESIDENT TAX PROPOSAL,

AND HR 3838*

1986 Prsdent's Tax

Current Law PropoR HE 3838

Example 1-House Price: #65,000; Taxable Income: $20,000

Before-Tax Cost $ 9,454 $ 9,454 $ 9,454
Marginal Tax Rate - 18% 15% 15%
Tax Savings $'1,426 $ 772 $ 1,055
After-Tax Cost $ 8,028 $ 8,682 " $ 8,399
Increase In Cost (%) - 8% 5%

Example 2-House Price: $85,000; Taxable Income: $30,000'

Before-Tax Cost $12,361 $12,361 $12,361
Marginal Tax Rate - 25% 15% 25%
Tax Savings $ 2,589 - $ 1,174 $ 2,589
After-Tax Cost $ 9,772 $11,187 $ 9,772
Increase in Cost (%) - 14% 0%

Example 3-House Price: $150,000; Taxable Income: $40,000

Before-Tax Cost • $21,815 $216815 , $21,815
Marginal Tax Rate 33% 25% 25%
Tax Savings $ 6,03.1 $ 4,032 $4,569
After-Tax Cost $15,784 $17,783 $17,246
Increase In Cost (%) - 1396. 9%

$All examples assume a 12 percent, 30-year fixed-rate mortgage with a 10 percent
downpayment; property taxes are 1.43 percent of the house value. House prices for each
income category are derived from U.S. Census data. Before-tax housing costs are the sum
of mortgage payments, property taxes, and an estimate of maintenance, utility, and
insurance costs. AU tax calculations are based on a married couple filing jointly, and on
the average itemizations Claimed by taxpayers in the different income categories derived
from the Internal Revenue Service publication Statistics of Income.

Prepared by MBA Economics Department
January 31, 1986

* I#



EX1IIIBIT 2

IMPACT OF THE WA YS AND MEANS COMMITTEE PROPOSAL (HR 38M8)
ON FI[r-YRAR APTER-TAX COST OF IIOMEOWNERSHIP, BY FAMILY INCOME,

FOR A, MARRY COUPLE AILING JOINTLY*, IN SELECTED METROPOLITAN AREAS

Metropolitan
Area/State

Los Angeles, CA
Denver, CO
Bridgeport, CT

Atlanta, 6A:

Chicago, IL
Baltimore, MD

Detroit, MI

Las Vegas, NV

Newark, NJ.

New York, NY

Philadelphia, PA
Memphis, TN

Houston, TX

Salt Lake City, UT

Seattle, WA

Milwaukee, WI

"$25,000 Family Income
Current Law After-Tax: Cost Percent

After-Tax Cost Under HR3838 Change

S11 5'14 ; i , ' a.'Qw A

8,057

8,145

4,366

6,471

4,446

3,431
8,169

5,135

7,042

3,831

5,091

6,085
7,120

8,437

7,051

8,425
8,521

4,628
'6,795

4,712

3,669
8,540

5,422

7,383

4,079

5,37k

6,399

.7,462
. 8,818

7,396

5
5

6

6

7

.4

6

5,

6'

*6
5

5

4
5

$50,000 Family Income

Current Law After-Tax Cost Percent
After-Tax Cost Urider HR 3838 - Change

$14,510

9,457

- 8,247

7,604

6;S79
4,860

* 3;701
8,633

4,600

7,380

4,490

6,730

8.750

9,418

9,855

7,209

$15,834

10,320

9,015

8,363

7,516

5,315

4,056

9,417-

5,034

8,062

4,908

7,353

9,566

10,281
10,751

7,891

9
9

9

9

9

9

10
9

9

9

9

9

9

9

99

*Asumes 12 percent, 30.-year fixed-rate rportgage, 10 percent downpayment; property tax rate* and housing prices-ofeeach
income category and locality are derived from U.S. Census and Advisory Commission. on Intergovernmental'Relations data.
Total housing costs are the sum of mortgage payments, property taxes, and an estimate Of maintenance,, utility, and insurance
costs.

Prepared by MBA Economics Department
January 31, 1986
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EXHIBIT 3

IMPACT OF PRESIDENT TAX RuORM PROPOSAL ON
FST-YRAE AFTER-TAX COST OF HOMUOWNERSIM, BY FAMLY ICOM,

-FOR A MARRED COUPLE FILING JOINTLY-, IN SELECTED METROPOLITAN AREAS

Metropolitan
Area/State

Los Angeles, CA
-Denver, CO

Bridgeport, CT
Atlanta, GA

Chlcago, IL
Baltimore, MD

Detroit, MI

SLas VegMs, NV_
Newark, NJ

$25,000 Family Income
.After-Tax Cost

Current Law Under President's Percent
After-Tax Cost Proposal Change

$11,514
8,057

8,145

4,366

6,471

4.446
3,431

8,169
5,135

$12,223
8,636

8,830
4,828

7,048

4,957
3,942

8,731

5,712

6
7

8

11

9
1i

15

7-

11

$50,000 Family Income
After-Tax Cost

Current Law - Under President's Percent
After-Tax Cost - Proposal Change

$14,510

9,457
8,247

7,604

6,879

4,860

3,701

8,633

4,600

$16,073
10,476
9,344

8,499

7,745

5,535
4,332

9,516
5,293

11
11"

13-

12

13

14

17

10

15

New York, NY 7,042 7,634 8 7,380 8,282 12

Philadelphia, PA' 3,831 4,299 12 4,490 5,086 13

Mempis. s,'TN 5,091 5,606 1o0 6,730 7,581 13

Houston, TX .6,085 6,669 10 8,750 9,922 13

Salt Lake-City, UT 7,120 7,680 8 9,418 '10,476 11

Seattl, W8 8,437 9,047 7 9,855 10,954 11
Milake WI - TSI 7,'750 10 7,209 "8,315 15

*Assumes 12 percent, 30-year flxed -mortgage, ib percent downpayment; property tax rates and housing prices for each
income category and locality are derived from U.S. Census and Advisory Commission on Intergovernmental Relations dta.
Total housing cos are the sum of mortgage payments, property taxes, and an estimate of maintenance, utility, and insurance
costs.

Prepared by MBA Economies Department
January 31, 19865,
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STATEMENT'BY DAVID J. SILVERMAN, E.A.

CHAIRMAN, TAX SECTION

NATIONAL ASSOCIATION OF ENROLLED AGENTS

ON

H.R.3838

MADE'TO THE SENATE FINANCE COMMITTEE

866 UNITED NATIONS PLAZA
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STATEMENT OF

DAVID J. $ILVERAN

CHAIRMAN, TAX SECTION

NATIONAL ASSOCIATION OF ENROLLED ME -
SI3ITTED. TO THE SENATE FINANCE COMMITTEE

Dear r. ,Chairman.

My name Is David J. Silverman, I am chairman of the Tax Section of the

National. Association of Enrolled Agents whose members you of course know, are

enrolled to represent taxpayers before the IrkternalRevenue Service.

The National Association of Enrolled Agents supports the work that the

committee is doing to reform our tax laws and make them fairer. This need

for fairness Is of paramount concern to all Americans. It is in this spirit

of fairness that I would like to address the members of the/committee and

urge %hem to support Section 1546of H.R. 3838, which would allow enrolled

agents and certified public accountants to represent taxpayers In the U.S.

Tax Court under Its Small Case Procedure. The small, or S procedure was

enacted to provide taxpayers-wi-th an opportunity for an Informal and

simplified proceeding when litigating a tax dispute under $10,000 with.the

Internal Revenue Seryce.- However, taxpayers currently find themselves in

the unenv¥Iable position of having to disassociate themselves from their

closest advisor, their enrolled agent or certified public accountant, If they

choose to avail themselves of this Informal procedure.

The cost of this disassociation causes the small case td-take on the

aspects and costs of major litigation, thus leaving the small. case procedure

small In name only. Since most small case petitions I.nvolve factual Issues

where th-IRS refuses to accept a taxpayer's substantiation of a deduction,

4
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the National Association of Enrolled Agents believes that the enrolled agent

whose demonstrated expertise Jn the interpretation of the code and Its

regulations together with their experience In resolving tax Issues are more

than qualified to represent their clients before, the court.

After reviewing the charts that show the dramatic escalation of cases

before the court that alpear in 1981 and 1982 'annual report of the Chief

Counsel-of the internal Revenue Service, we believe that the reason's for

enacting this legislation are compelling. Attached to my testimony are pages

75 & 28 of these two reports. The tables that are Illustrated on these two

-pages Indicate that the 'number of S cases grew'from 3,100 In 1977'to 10,500

in 1981 and 9,800" In 1982. The tax court hears approximately 1,00 cases a-

year out of Its pending caseload of 74,000 cases.

Because many taxpayers lack an effective alternative proper

representation they are forced to proceed pro se before the cort. Through",

my service In 1982 as a member of the Commissioner of the Internal Revenue

Service's Advisory Group, I became acutely aware of the pro se problem that

both the Chief Counsel's office and court Is currently facing. No other

single problem on the Advisory Group's agenda received as much attention as

that of the pro se petitioner.'

'Kenneth W. Gideon, former Chief Counsel d the Internal Revenue Service

stated in a conversation with me thst he would prefer to see petitioners with

representation than without. The majority of the pro se.petitioners are not

aware of the documentation. required by law In order to properly substantiate

a tax deduction. This lack of understanding consumes an Inordinate amount of

the court's time. Since.most small case petitions Involve factual disputes,

the court would benefit by having these.facts presented to them In a logical

and expeditious manner by certlflied public accountants and enrolled agents

who are especially competent In this area.

2

"I

. . I
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The Tax Court is straining under ts current caseload." it simply does

not hive the resources 't adJudlcate~al of the cases currently.before It.

The National Association of Enrolled Agents feels that the correct solution.--

to this problem Is not an increase I appropriations in order to hire more

trial judges and government attorneyI wien there Is a viable alternative such

as Section 1546of the Act. A grea deal of scholarly and practical work

has been dne in this country with r spect to techniques to reduce court

dockets. It can be demonstrated that these techniques, when properly

applied, have in fact reduced court dockets dramaticallKy.

The National Association of Enrolled Agents believes that Section 1546.

of the Act Is one that would enhance rights of taxpayers, address the pro se

problem and reduce the number of docketed cases through the settlement

process without the need for additional appropriations. But more than that,

It goes the heart of tax reform. Taxpayers should have'the right to have

their day In court without it costing an arm and a leg.

I want to thank you for this opportunity to make the views of our

Association known to your committee.

Respectfully submitted.

Oavid J. Silverman
Chairman, Tax Section
National Association of Enrolled Agents

Atta hments: Pages 75 428 of the Chief Counsbl's Annual Report for 1981 t<

1982

Representative Rostenkowski's letter to Representative Panetta

KR3838.90
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75

Tax previous ne-gil holdingeltwJ*ourth, Fifth,
and Sixth Circuits, that a lpuioidazed Income
on the gift of property to his children, who
agreed to pay the donor's gift tax liability, to the
extent of the excess of the donor; tax Ihability
over his adjusted basis in the prooserty trans-
ferred, an issue involving approximately 20
pending cases and between 4 and 5 million dol.
tars

Tax Court Cases Received

total aoc'e bars
is total number
Of Cases I

20.660

16.995

I Litigation The Tax Litigation Division determines and coo.
dilates the legal position of the IRS in order to
assure consistency in atl cases litigated in the
Untied States Tax Court and all cases for refund
of taxes and certain suits for declaratory ludg-
ment instituted b) taxpayers in the United States
district courts and the Court of Claims If the IRS
loses a case. the division determines, and ad.
vises the IRS with respect to Tax Court cases.
whether to acquiesce tbnonacquiesce in the de.
cisiOn and, with respect to other adversely do.
cided cases, advises the Department of Jusic
whether or not to appeal -

During the 198? fiscal year, a nulnber of sign
cant cases were decided

in Rowan Companies. Inc, v United Slates,
the Supreme Court ruled against the IRS. hold-
ing that Congress intended the definition of
'wages' to be interpreted in the same manner
for F ICA and FUrA withholding as for income t1r
withholding and, therefore. when meals and
lodging provided by the employer are excluded
from Income tax withholding, they are also ex
cluded frum FI CA and FJ tA withholdng
a In I/n r, Stales v Darusmont, the Supreme
Court held that the application of an income tar
s---tatue To me entire calendar year in which tine
stature wS enacted did not per se violate the
Oue Process Clause of the Foih Amendment
* The Supreme Court ruled for the IRS in
HCSC i aundry v United Stales, holding that
hospital shared service organizations cannot

ualtfy tr esempl status under subsection
501(c)(3). but must quality, if at all, under sub.
section 501 (e) which governs cooperative hospi-
tal service organizations-

* The Supreme Court ruled tor the Govern-
ment in Commssonri v Portland Cement Co of
Utah. holding that for purposes of coihputing
gross income from mining by the proportionatc
profits trielhod which, in turn, governs a taxpay-
er's depletion deduction, the first marketable
product is finished cement, whether sold in bulk
or bags, and that the costs of bags, bagging.
stori , shipping, and selling should be included
In the proportionate profits computation as non-
mining costs
* The Supreme Court ruled against the Gov.
ernment in United States v Swank, holding that
a provision in a coal mining lease permitting ter.
mination by either party on 30-days notice did
not preclude the lessees from having an 'eco-
nomic interest" in the coal in place which would
entitle them to a depletion allowance under sec-
tions61 fand61 !

* I1 Diedrch v Commissioner, the Eighth Cis
cui ruled for the IRS. holding in direct conflict to

ther

ares

1977 1978 1979 1980 - 1961

.. q

7,949

1 1.

0
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a&... MK COMMITTEE ON WAYS AND MEANS

L. kWPt f0A. U.S. HOUSi: OF REPRESENTATIVES
MIC-0 T. 6"ma A

6WASHINGTON. D.C. 20515." . T* .. I .

po, .. in,
. . . TELEPHONE (M) X

, V, ,.,,., . August 2, 1982

The Honorable Leon-E. Panetta
431 Cannon Building
Washington, D.'C. 20515

Dear Leon:

Thank you for forwarding the letter from your constituent,
Timothy Ryan, concerning the Tax Court's procedures for admit-
ting persons to practice before the Court. I apologize for the
delay in responding to your letter.

Based on a review of this matter, it appears that Mr. Ryan
has made a good suggestion in regard to the so-called 'small"

tax. cases. These cases are ones where the amount of tax in dis-
pute is $5,000 or less. As authorized under Internal Revenue
Code section 7463, these cases are conducted more Informally,
may be heard by Commissioners rather than Tax Coult judges, and
the decisions cannot be appealed. Many taxpayers do represent
themselves in these proceedings.

It appears to me that both the Tax Court and the taxpayer
would be better served if the taxpayer were represented by a
CPA, an enrolled agent, or an attorney in these proceedings.
Most taxpayers are really not well equipped to represent them-
selves, and it seems counter-productive to permit them to do
so while refusing to allow such representation by a'n enrolled
agent or a CPA. .1 would agree with Mr. Ryan's observation that
assistance in developing the ca-Z. and accompanying the taxpayer
to Court'are really not sufficient.

I have asked the Committee staff to pursue this matter, I.
thank you and Mr. Ryan for bringing this matter to my attention.

Sincerely yours,

*Da~n~o
Chairman

DR ppm
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WASHINGTON DC 20005

. February 90, 1986

STATEMENT OF

WALTER B. STULTS.

Before the

SENATE FINANCE COMMITTEE
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PENDING TAX PROPOSALS

MR. CHAIRMAN AND MEMBERS OF THE COMMITTEEt

I am Walter B. Stults, President of t-he National

Association of Small Business Investment Companies

(NASRIC) which represents tho overwhelming majority of

all licensed small business investment companies (SBICs)

and minority enterprise SBICs (MESBICs). Thank you for

giving our Association this opportunity to express fts

views on the various tax "refor-" proposals which are

being considered by the Congress and the Administration.



1048

Page 2

The House-passed tax legislation would decimate our industry

and would cripple hundreds of thousands of growth businesses upon

which the Nation is so heavily dependent for job creation,

technological innovation, competition, and export trade. My

statement will cover two major areas: (1) the tax treatment of

long-term capital gains'and (2) other ramifications of H.R. 3838

on capital f6rmatio; and business greuth.

The Critical Importance of Capital Gains Tax Rates

For SBICs, as for all other investors in American business,

the level of Federal taxation of long-term capital gains Is by

far the most important provision in the Internal Revenue ode'.

The evidence is irrefutable: a meaningful differential between

tax rates on ordinary income and those on long-term capital gains

guarantees the essential flow of equity capital to entrepreneurs

trying to start new businesses or striving to expand their
existing o-ti on s.

Pressured in 1969 by Treasury Department officials who

-olaimed the move would generate billions of dollars of additi6nal

----'-tax revenues, Conxress-effectlvely doubled tax rates on capital

g&ins for both corporate and individual taxpayers. That action

(11 but killed the venture" cqpitl AIndustry -- and resulted in _

lower tax receipts.

Faced in 1978 by Carter Administration pleas to eliminate

the capital gains tax differential completely, Congress took a

difrirent course. It rejedted the experts. and cut capital gains

tax rates instead. Several members of the.presgnt Finance
91 

.
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Committee led the 1979 "revolt" and their faith was soon rewarded

when capital gains tax receipts increased. Treasury said

"Capital gains tax rates up; revenues up". Congress said "Tax

rates down; receipts up." All of you know who was correct.

Give Treasury its due, however it is persfstentll The

ihfamous Treasury T plan of December-.9_4L9 once again called for'

an end ta the capital 'ains tax rate differential. Treasury II

reversed course, and the House now proposes the illogioal

compromise of, maintainiRqa substantially re-duced differential,

for Individuals,,and elimination of the differential- for

corporate taxpayers.

.... r-ve -heard it said that tax rates don't lead to "behaytoral

response" on the part of corporations. That's. nonsense insofar

as venture capital is concerned. Dollars are committed to our

risky,-long-term investment vehloles only after the risk-reward

ratio is studied and after alternative uses of the funds are

surveyed The 1969 Increase in rates took corporate dollars out -

of venture capital; the 1978 out fn rates brought corporate

dollars back by the billions. If that is not a "behavioral

response", I never saw.one.. .

1. The Impact of H.R 3838 on.Corporate Venture Capital

Stated, as baldly as 1ossibles the enactment of the capital

gains provision of H.R. 3838 would devastate the SBIC industry.

Ninety percent of all SHICs operate In corporate form those

licensees hold more than 90% of all the capital committed to the

SBIC industry. The S3lC industry-invested well over one-half a

.4
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billion dollars in 1985 ($5'2-million) In 3,0q3 small firms. The

House-passed bill would kiss off that remarkable record.

Furthermore,.H.R.3 838 would kill-any Incentive for other

'orporations to Invost in venture situations. Non-financial

corporations have become increasingly important ollyera in the

venture capital arena, often providing the larger sums necessary

when a growth business requires its third or fourth round of

venture capital.

Even-Tieasu-y-Ii would have been a disaster for venture

capital operations. That proposal oalled-for-the corporate

Capital gains tax rate to remain at 28%, while cutting the io---

rate on ordinary corporate incomgto 33%. NASBIC stp'ongly

protested that initiative, becaUse it is clear that few

corporations would invest their funds in bigh-risk, long-term

investments when the tax rate differential between ordinary and

long-term capital gains income was only 5%.

So*-- Treasury II was a disaster for corporate SBICs and

corporate investors, but H.R. 3838 truly brings us to

Armageddon. The flow of venture capital would be reduced

---- signifioantlvv--because Stanley Pratt,- editoi'-of -Venture Capital ..

Journal, has calculated hat 41% of all-the- dollars in the

venture capital induptrylis either hTtd by corporate venture

capital'firms (includin SBICs) or invested by tax-paying

corporations.. . ..

2. The Impact of H.R. 3838 on Non-Corporate Venture Capital.

The Ways and Means Committee and the House retained a
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capital gqins tax rate differential for individual taxpayers, but

substantially reduced the a tractiveness of venture capital

investing. Under present law, non-corporate venture oapitalists

.-- 1-44 all's and partnerships) pay-a maximum tax of 20% on their

long-term capital-gains -- in contrast to the top tax rate of 50%

for"ordina'y income. That differentialhas proven to be

sufficient to brings tens of billions of dollars into the

organized venture capital industry over the past seven years.

H.R. 3838, on the other hand, would significantly pare that

differential, taking it down from the present 30 to 16%_ The

bill achieves that result by cutting the top rate on ordinary

income to38%M while Increasing the maximum rate on long-term

capital gains to 22%. It is highly doubtful that h.R. 3838

leaves enough'of an advantage to induce taxpayers to invest their

dollars in high-risk, long-term, illiquid investments where even

the "winners" may be illusory, because of inflation.

3. The Impact of H.R. 3838 on Treasury Revenues

Past reductions in capital gains tax rates have brought more

dollars to Uncle Sam. That is proven: it's documented.,

Nonetheless, the Government's tax analysts-still, maintain, that

eliminating the capital gains tax diffe'eniial will produce more

revenue. I have not been able to learn the exact figures they

whispered into., the ears of the Ways and Means Committee, but I

.understand they claimed the added revenues would be substantial.
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That thesis was proven false'In 1969, the last time Congress

increased capital gains taxes -- and it will prove to be false

again if tried this year.

It's unanimously agreed that tie Federal Government needs

additional tax revenues, not less. History has demonstrated that

higher capital gains taxes will decrease revenues, while

reasonable outs in those tax rates will bring in more dollars.

4. NASBIC's Recommendation on Capital Gains Taxes.

Treasury II was oorreoit in proposing that-a meaningful

differential be preserved by calling for a maximum rate of 17.5%

on long-term capital gains earned by individuals. NASBIC

strongly supports that'ohange. We differ from Treasury II and

from H.R. 3838, however, when we urge the Senate and the Congress

-.. o bring-the capital gains tax rates for Individuals-and

corporations back into parity by cutting the rate on corporate

oaoital gains to the 6ame 17.51. Historically, the two typesfof

tax oay~rlhad faced the same level of taxes on capital gains, so

our proposal is not revolutionary in any sense.

Other Features of Importanoe to Small Business

I.n essence, NASBIC finds that H... 3838 is an anti-bus \ess1
anti-investment, anti-oapital formation measure. it will stunt

the growth of new and small businesses. Its call for a out in

'the maximum tax rate for corporations and individuals is an

enticing siren's cell, but we'muat look beyond that soothing

musto. Let me giveyou several examplest

/
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Depreolations H.R. 3838 basically goes back to the old,

discredited ADR system of writing off investments in plant and

equipment. Small business organizations were unanimous in

screaming for the end of that cumbersome procedure which few

small firms were able to'utilize, although their larger

competitors could do so. The simplified depreciation methods

adopted in 1981 are extremely beneficial to growth businesses,

permitting them to plow back more of their earnings into more

jobs and more and better equipment. Can the change embodied in

H.pR 3838 be explained in terms of "fairness", hsimplicity", or

"economic growth"? I believe the evidence is clear: it fails on

all three criteria.. .. -

Investment Tax Credits Here is another mechanism which

encourages firms to grow and to plow back more of their cash flow.

and to expand their productive capacity. Perhaps, it's fruitless

:even to-mention this subject, since every so many "experts" agree

that the ITC is doomed. I urge your Committee to reject that

common wisdom and weigh the interim costs and the long-range

gains attributable to the investment tax credit. Other witnesses

will, I-am sure, -deal~with -this-lmpoitant subjeot- In more detail.

Graduated Corporate Rates$ At'least, H.R. 3838 does not

call for a flat rate on all corporate earnings from the first

dollar. That's something to be grateful for, perhaps, but the

bill does reduce greatly the advantages of graduation as -it

exists in current, law. The rates are significantly lowered for

the most profitable -- but remain about the same for the 0

sallest, or the least profitable.
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Furthermore, the recapture provision in H.R. 3838 means that

the types growth businesses in which we invest will soon lose

1005 ofth graduation -- and well before they are ready or able

to compete with giant corporations -- whose rates will have been

out from 116%_to 38%. As you know, firms earning between $100*,000
and $365'000 will be forced t pay 41% of each additional dollar

in profits, and that is significantly higher than the rate

imposed, on the billion-dollar earners. We believe that

grada tion should be exsnded to help meet the needs of such

grout firms.

Conclusion

The chimera of a lw tax rate imposed equally on every

dollar of income, individual or corporate, has great appeal at

first blush. But the realities-of life soon intrude on this

illusion. If we believe the rich should paX higher tax r tes

thanthe p~or, for example, we depart from.our initial thesis;

Today's Internal Revenue Code reflects many of the complexities
.... of-u modern-society. - ..... ... ..

The powerful job creation machine called small business

represents one of our Nation's prime resources. These same

grov~h firms not only make jobs, they also-pro*ote strong

competition In the,eoonomy and introduce technological -

innovation. Without exception, these businesses require venture

capital from outside souroes.. A realistic capital gains tax-

differeftial has proven beyon doubt to'be the only method for

(.
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assuring an adeqaute flow of venture capital.

Our Assooiation and our Industry calls upon your Committee.

to support a capital gains tax rate of 17.5% for both individual

and corporate tax payers. This is a tax "reform" whioh will not

cost the Treasury a nickel in revenue and will pay high dividends

in fostering economic growth.

Thank you.

s / 7
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,This testimony is submitted on beHaif, of the-National

Association of State Auditors, Comptrollers, and Treasu ers

("NASACT"), which for over seventy years has represente

financial officers of the States. It concerns two areas

affected by H.R. 3838 which are of grave concern to NA ACT's

members. These are various changes which H.'R. 3838 wo ld make

with respect to Section 103 (concerning tax-exempt bon s), and

also H.R. 3838's exclusion of state and local govern nt

employees from eligibility for Section 401(k) cash or deferred

'arrangements.

As will, be described in more detail below, both sets of

provisions adversely impact upon the federal/state

relationship. The House Bill evidently is based upon the

assumption that state and local governments are equivalent to

numerous private special interests which must be "reigned in", '

by tax reform. We feel that this approach is misguided, and

that state and local governments should notbe compared to

private special interest groups. The continued vitality of

state government is absolutely essential if our constitutional

* scheme of federalism is to survive. Indeed, the states are

already being asked to bear increasingly heavy burdens as the

federal government, spurred by budgetar considerations, cuts

/I
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back on programs which it has traditionally used to aid the,

least advantaged members of our society. It is Incongruous for

the federal g'rent, at the same time, tO take away the

tools which are absolutely essential if state and local

governments are to "pick up the slack.*

1. TaxzExempt Bonds

It has long been a principle of our federal system that

interest jaccruing on obligations issued by state awnd local

-governments wold not be taxed by the federal government. This

tradition is based both on constitutional concerns, and also on

state/fe4eral comity. The ability to issue such tax-exempt

bonds has long been a tool used by state governments in order

to finance essential government services. Several provisions

contained in H.R. 3838 would strike at the heart of this

ability. Among those are:

(a) The requirement that five percent of
bond proceeda be'spent within 30 days of
issuance;

(b) The ten pe 4rent rule, classifying bonds
as nonessential function bonds if even ten
percent of the proceeds are used, directly
or i directly, in the trade or business of a
nongovernmental party;

(c) The arbitrage rebate.requirements;

(d) Inclusion of underwriters discount and
associated fees in the definition of bond
yield for purposes of calculating the
arbitrage amount;

(e) The imposition of burdensome reporting
requirements on issuers;
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(f) The non-deductibility of bank interest
in'carrying tax-exempt bonds; and

(g) The January 1, 1986 effective date of
H.R. 3838, which" is causing cancelation,
indefinite postponement or significantly
increased costs of urgently needed bond
financings.

Each of these provisions will be discussed in turn.

a. Five Percent Ex0enditure Requirement.

The requirement that at least five percent of all bond

proceeds must be spent within 30 dayi is totally unr'eilistic

and unworkable. ,In the first place, it, is for practical

purposes nearly impossible in some cases to expand that large a

portion of proceeds on a project in sucha 'short time-frame.

Also, the rule does' not leave any room for events beyond the

control of the issuer. For example, it is highly unlikely that

an issuer could expend five percent of the proceeds earmarked

for school construction if an unexpected flood occurred,

inundating the proposed construction site for two weeks of the

30-day period. It is true that the Treasury Department is

permitted to extend the 30-day period in the case of acts of

God, but the statute itself siiould not' have such a rigid

requirement. Further, this discretionary exception would not

always apply. For example, a threatened strike or litigation

preventing construction may not be deemed'unforeseeable.

Secondly, in-.-atleast some Instances state or local law

prohibits entering into any cbntracts, including'oven

feasibility studies and the like, before Proceeds to pay fo -

I-
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the entire project are on hand. This of course, as a practical

matter, would make it impossible for the issuer to spend the

requisite proceeds within 30 days, since the issuer would first

be required to take contract bids and select a contractor,

usually a lengthy process. Finally, this provision simply does

not make much sense when coupled i)iLh other provisions of H.R.

3838. The only justification for cequiring such expenditures

would be to prevent abusive arbitrage' situations. But under

H.R. 3830, as discussed below, all arbitrage must be rebated to

the United Stites anyway. Therefore, the early expenditure

provisiots serves no useful purpose.

b. Ten Percent Rule and Nonessential Function Bonds.

Under H.R. 3838, "nonessentia function bonds" are

precluded-from tax-exempt financing under the Bill. A

nonessential function bond is defined in part as any bond

issued as part of an issue ten percent or more of tle proceeds

of which tor $10 millidt, if less) is to be used in any rade

or business owned by any person other thap a state or local

government-unit. Coupled with this provision is the

requirement that, if the amount of gross proceeds to be used in

a nongovernmental trade or business exceeds $i'milli4on, the

amount of such excess is subject to the state volume cap

imposed by the Bill. The purported reason for the*4 rules is

the belief that, under present law, a significant-amount of

state and local government bond proceeds are being utilized for.

private nongovernmental purposes -41.0. an industrial park.

0

(r
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As presently drafted,. however, the actual effect of the Bill

wouid be more than the necessary correction'of that problem;

indeed it would be a classic example of "throviing the baby out

with the'bathwater.0 By focusing upon the user of the

facility, rather than thli purpose or .function of the facility,

or who pays for financing this faci-lity (as under present law),

H.R. 3838 would eliminate or severely curtail tax-exempt

financing for many projects which are undeniably public and

provide essential services. If the-bill is enacted in its

current form. the net result will be, of course, higher

financing,co'sts for these projects and a higher taxpayer

burden. Correctional institutions, courthouses, and

.administrative services buildings are all examples of essenti-al

governmental services or- facilities which could be unjustly

impacted by this proposal, merely because of some private

involvement with the facilities through--furnishing such

ancillary services,as parking, food ani janitorial services, -

and the like.

-Furthermore, this-provigion would do away with the growing.

practice of privatization'.. Privatization.simply means that a

governmental unit and a private firm work together in

7 pactn'ership to provide services for the co mounity -- services

that are the primary responsibility of the governmental unit

and Are frequently mandated by federal or-state law. This is

accomplished by the state or local government contracting out
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to private management companies the responsibility for certain,

.services when it finds spch private management to'be more' ..

efficient and cost effective. 'Such services are not operated

at a profit; ,rther, privatization merely reduces the tax

burden on tho government's citizenry by reducing costs of

providing the services.° Privatizatio -is-rapidly spreading'

'because itis efficient and beneficial for e public sector

and-its citizens. A prime example would be correctional

institutions. "Many locilities,- in some cases encouraged by the

federal"government, have transferred the m nagement

responsibilities df such prisons to-private contractors. Even

though maintenance of prisons is obviously a governmental

activity,"the presence of the private contractor would deprive

suct projects of eligibility for tax-exempt financing,

similarly, in some cases it is more efficient for the

government to contract out ancillary services. For example,

consider a new hospital that anticipates contracting out

security,"laboratory, pharmacy, food and radiology Services, if

these services can be provided in a more cost effective manner

by the private sector. If these services together wouldoccupy

more than ten percent of the hospital's square footage, the

government issuer would either be. precluded from selecting the

least expensive means of providing the traditional government

service, or it would be precluded from using tax-exempt

financing'to fund such services.
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All too often state and local governments are the. service

providers of last report, ameliorating the plight of'our

poorest citizens. By attacking innovative techniques dessiq ed

to make such support affordable to state,.governments, H.R. 3838

actually serves to erode i1cal government's ability to peVovide

,those-essent;al services, at a time that the federal government

is cUtt ing back its support of "safety~net" programs.
The proposed unified Volume cap makes matters even worse.

Even if a project clears the ten percent test, it c6uld easily

run afoul of the $1 million threshhold for detrmining whether

the volume limitations wifl apply. As a practical matter, the

volume limitation could itself prevent the project frQ0 going

forwa r ependtng on what bther projects the state government

wished .to fund. -Certain types of projects (such as sewage and

sclid wAste disposal'plants, airport, and wharves and docks),

which are excepted~from the ten percent rule,, are also included

in the new volume cap. Even though most people would consider

these types of projects to be in furtherInce of essential
4J

government functions, the presence of the Volume cap will

seriously curtail such projects.

To'sum up, it is inappropriate to loqk-to the user of the

facility as opposed to the nature of the, facility. A

governmental function is a governmental function, regardless of

who the service provider is. It does not cease being such "

merely because the governmental unit, in the interest of cost

0
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efficiency, contracts with 'a privakeq company to rendpr the

service for the benefit of the general public. "Thus, the,

technical ten percent test fails to distinguish between

traditional governmental activities and truly private

activities.

c.. Arbitrage Rebate Requirement,

A s alluded toaabo-eJAH.R. 3838,also extends certain

arbitrage restrictions, similar to present law rules a pficable

to industrial development bonds, to all tax-exempt bonds.

4.Under the Bill, all bond issuers would be required to "rebate"

to the United States virtually all araitraqe profits earned

through the temporary investment of funds from tax-exempt

bonds. Existing arbitrage limitations already effectively do

away with tax motivated arbitrage' transactions. These

* limitations, coupled with the new,requirementcontained in. the

Bill (with which we do- not quarrel) that yield be restricted i-f

expectations of timely expenditure are not fulfilled, will

provide sufficient protection against abusivelarbitrage by

issuers. Therefore, the rebate requirement is unnecessary.

in addition, it is also unfair.-.The rebate requirement-

would prevent state governments from using theis financial.

resources in a sound, business-Ukik manner. It"Is obviously'

sound business practice to issue-ali',b nds necessary to cover

Ithe costs of a project at one time, since.this would avoid

numerous duplicAtie t-tansaction costs, as well as possible

-4
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higher future interest rates at a time when it appears interest

rates will rise. Further, it would be irresponsible and.

unjustifiable for the issuer to invest the resulting proceeds

;at anything less than market rates'during the construction

period. Indeed, as mentioned previously, in some cases

statutes preclude embarking upon a-project until necessary

proceedsfor"'theentire project are on hand., In such

nonabusive situationshere should be no reason for the

-federal government to confiscate, the arbittage realized,'Sihce

the state government was the party which bore the'risk of the

financial market.

Indeed, the rebate provision may ultimately be counter- -,.

productive to the federal government's interests. This is

becauses9 the volume of tax-exempt bonds in the marketplace will

actually increase in order to make up the shortfallwhich would

be ca fsed by the-r~bat.e requirement. In other words, bond

issue d "dwnsize- thI*mount of bonds issued because they

realize tha'e.}a certain amount of arbitrage, to be applied to

the project,.Oil be eeined during construction. Since this

arbitrage will no longer.be available to the issuers,'they will'

have to borrow, more funds to build the same project. "Also, it

is doubtful whether an issuer would bother to invest the

proceeds at materially higher-yields if it knew that.it'would

have to rebate the arbitrage thus'earned to the federal

government.

.,1
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d. Change in Definition of Bond Yield.

The proposed change in calculating arbitrage will lead to

unfair results. At present, issuance costs such as

underwriter's discounts and letter of credit fees are taken

into account in determining bond yield -- in other words, only'

net proceeds are -included in yield. Under the Bill, such

issuance cots are igndrod for~purposes of-determining bond,

yield. Therefore,'such amounts will be included in bond

proceeds, even though not available-to the issuer. Therefdre-,

such costs will result (on paper) in a lower bond yield, which

in turn-would result in a greater spread between bonl yield and

investment yield. This-would have the effect' of increasing the,

amount of arbitrage deemed to have been earned. on the bonds;

even though a portion of that arbfftrage would be earned only on---..
paper. Since the local government wIll be requi~rod to -rebate""

all, arbitrage to the federal government, it will-in effect have

to rebate mkore arbitrage than it actually earned. In other-

words, the federal government will be taking a cut off the top.

of every tax-exempt bond issue. This amounts to a confiscatory

tax on the government-issuer, and as such implicates grave-

constitutional questions as well as constituting a totally

inequitable practice.

~1~,.

.(



1067

- 11 -

e. Reporting Ruiremenis. "

H.R. 3838's tax-exempt bond provisions require that issuers

comply with burdensome. reporting requirements in-the case of-

all bonds, not-just private purpose bonds as under current

law. T"ip is totally inapprop iate. It w ll be extremely

•burdensomefor-the issuers and, like many other provisions of

the Bill, wll increase thecost to state and local issuers of

financing essential governmental activities.

f. Non-Deductibility -of:Bank Interest in
/ Carrying Tax-Exempt Bonds.-

Under existing law 20 'percent of'interest allocable to

;tax-exempt bonds is disallowed asa deduction by the bank

'holding those bonds.- H.R. 3838 increases %his disallowande to

100 percent with a transitional exception for bank holdings of
I essential function bonds and tax anticipationsnotes issued in

state-issuers-of not more than $10 million annually. The total

disallowance of the interest deduction to banks will eliminate

bank investment portfolio purchases of tax-exempt bonds. This

will'nacrowthe already small market for tax exempts and

decrease the efficiency of the market, and ultimately increase

--interest costs to state and local government.

g. Effective Date..

The January 1, 1986 effective date for most bond provisions

-in-H.R. 3838 has caused extreme uncertainty surrounding the

sale of. tax-exempt bonds and iq having a seriously detrimental

effect on ptojects'which state and local taxpayers both need
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-and expect. Even though the bond provisions of'the House bill

have not been enacted, H.R. 3838. necessarily must be considered

by issuers and purchasers of tax-exer boxds. The House 'bi 11

dramatically.modifies the rules urfr which tax-exempt bonds'

may be issued. 'Since the federal, income tax exemption will be

contingent upon compliance with the provisions of the House

bill, bond counsel generally are'unwilling to give "clean"

opinions, particularly in View of-the onerous requirement that

5 percent of bond proceed be spent within thirty days of

issuance. Furthermore, issurers.and-bond counsel have no

guidanceconcerning the operation of many of these provisions.-

As indicated above, state' law or increased 'cost of compliance

with the provisions of the House bill have prevented many

issuers from even going to the mqrket.

The following are just a few examples of issuances that

have been canceled orpostponed due to the uncectainty

surrounding-the pidvisions contained in-H.R. 3838: the City-of

Louisville, Colorado for special improvement bonds for, street.

-paving;, the Town of Wiggins,,Coloxado for drai~nge improvement; '

the Town of Silvertjiorne, Colorado tor the'construction of a

hek city hall;*.Johnson CoWnty Unified Schpoi District.Ho, 229,

Kansas for school construction; Wichita, Kansas for general

.municipal improvements;.City of Hayes, Kansas for water'supply

improvements; the City of Great Bend, Kansas for flood control -

improvements; Pawtuckett, 6RhodeIsland -for variou& schools,
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streets and highways; Newport, Rhode Island. for sewers;

Bristol, Rhode-Islandfor~seers; Aiief dependent School

District, Harris County, Texzs for schoolhouse bonds. All of

these are vital projects -which were cancelled or delayed .

because of the complications of the January 1, 1986 effective

date. Other issuers-teportingqdifficulties or 'elays include"

Bonneville and BingharrSchool District N...93, Idaho; State:of"

-New York; Granie School District, Utah; the State of Utah;

City of Cheyenne, Wyoming; and LaRamie-County School District

No. 2, Wyoming. Those .few issaierts ho were abIe to issue bonds

in January.-and February.1986 have'been saddled'"with the

increased cost of disclosure of the pending tax reform,

l-egistAtion.. The uncestainty,.chaos and risks of-the tax

- exempt bond market sureLy will'cause increased costs for those

'state and Yocal issurers who issue bonds for-vital needs in

this period of confusion before enactment of tax reform,

legislation.

I. Section 401(k) Plans -

-Another significant concern of the NASACT membership is

K- H.R. 3Q83s exclusion of state and local government employees'
- eligibility for Section 401(k), ah.or deferred-arrangements.

The proposed exclusion.isnot only discriminatory and unfair,

bWEti iw wII have serious negative effects on state and local

government's ability to pro4,Lde vital services.- At a-time when

the federat-government is. placing an increased burdenon stat6
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governments to Orovide necessary services to the disadvantaged,,

it is conscionable for the federal government to inhibit .tate .

government from carrying out--this responsibilty,--.

A Section 401(k) plan is oneof'theinany,different kinds of

-.retiremeht plans available to both public and private sector .. .

employees. H.R. 3838 would eliminate this as one of the

options available in the 'public sector'(though some previously

existing plans have been-qrandfathered by the, Bill). Under

Section 401(k) an employee can desFignate a portion of his or,

her. salary t6 be contributmed-to the plan--. In many cases the

employer can also match-the employee's contribution. The, -

• benefit of such a plan is that there is.federal income tax

- deferal on the amount contributed.and also on amounts earned

until withdrawal. The funds are fully-taxable when they are

withdrawn. -

The advan es of a Section 401(k) plan are c -nsiderable.

, First and foremost tis-tlr-securti provided to the employee. A

truStee-is changed with the handling-of the plan asset---and-he

funds contributed by both the employeesand the employer are not

, subject to the employer's creditors.- The advantage to the-

* state and local. taxpayers is-that use of.Section'401(k) plans

avoids' the necessity for:increased expenditure for "defined

benefit plans." In general it'has been found that Section

sbn401(k) plans t tmor h4 t Ma blotS,.qf ficiet work"

-,~oc.Las -b't not leip-t- thd availability'of Section 401(k)'
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plans puts thdpiublic sector on.an equal footing and-thus hdlps '

state and. local governments to get and keep highly qualified

employees.

aThe elimination of Section 40l(k)'.plans'for .the-publ - -.

:sector is totally.unjustifiable. There is no rational basis.

for the discriminatory treatment of public and private sector..-

employees., hliminationof-this retirementvehicle would create

.. p.obr morale amonq public sector employees. Certainly it is not

thefntent of the federal,government to.make public sector

employees second class cit-izqns with respect to retirement

saving opportunikfes. In addition the proposal'contradicts

the-underlying tax reform philosophy --.instead of making a
level plain field, it creates new categories-and disparate- . -

treatments. There is also concern'with regard to the impact .,of

this proposal on our federal'system of government. It'is -

certainly inappropriate, if not unconstitutional,_ for the

federal goveFnment to prevent state and local governments from

using an economically-efficient means of compensation available

to-other employers>- SWch-discrimination will only serve to

make it-even more difficult for state and local governments to

"fill in the gap" left by decreased federal spending in the

provision of.social services.- :--

/
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- I appreciate'this opportunity to submit a-statement to the'Senate nane

Cqoeittee on behalf of the Natidnal. Associatio of State Treasurers -regarding

the tax exempt aspect of -the pending tax bill.

" Our Association' Is deeply concerned that 'the-curreut provisiolL under

consideration places far reaching and -ntecessary restrictions off the use of tax

exempt financing. - . a

Already as a resuitlo-fT'e pending nature of this legislation and the

effective date of December 31-, 1985, we'have witnessed a-serious impact upon -

state.and local governments' effort to issue tax exempt bonds. - -

W would say_that while the effective, date is of concern anid has resulted

in problems for the Issukr and -the market, we do not view a delay in the effective

date as a solution or relif. From the standpoint of state and local goveri-

meets we are.not looking for a window of opportunity Its the market in order to

Issue but rather an opportunity'jfor the- United States Senate to consider-the "

serious impact.of the legislation bn the future of state and locai government'-

fiaunce and.our ability tomeet, the needs of our'citizens.

'i would hope. that consideration would be given'.to the real purpose of. the

"legislation and the actual and very real impact. If in fact the Justification .. - .

is to eliminate abuses, then honestly deal with thataspect, which can easily tl"

done without Jeopardizing the ewltieety-6f public purpose' tax exempt financing.

. I am concerned'that many may vie the issue of tax exempt- financing as an

issue of interest to a limited segme of our population referred to as "issuer

.and underwriter"and that both are some unsavory group preying upon the federal

treasury. To take uuch a view and-consider "issuer"' as some nebulous special'

- " s o ' ,,
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interest is to clearly lose eight of- the fact that "issuers" are sLate aid local

governmenrep-resentIng the same Oeople who elected members of Congress to

represent.them in-Washington.- The issuing of tax exempt ,bonds serve a a meansi-- -

to-'address public needs and to deliver public benefits. - - -. .

Rather than consldeting to the fullest this'aspec the leglsl~ajton In its . ;

" current form represents a radical-ichafige-from, the gurren treatment of tax exempt

status. While undex existing law the emphasis is placed on the purpose Sf the

financing, the new legislation places the emphasis on the status of tie ultimate ' ' ,

.user', of those proceeds. -The definition of governmental versus. iiortgoverrboesial

on a more restrictive character.

A boad Is considered governmental under the House biJl ;henhno' more than -

the lesser of $10 million or 102 of its proceeds is used for "nongovernmental"

purposes, .r no more than the lesser of $5 million or'5 cif the proceeds is loaned

to "nongovernmental" persons. - If the bond does not meet both of 'these tetts," it

wtll bt4enied a tax exemption' 'unless a speci-fic exception is provided. In

adotion','If nongovernmental use of a.goverimentgl bond exceedsi$1 million- but

does .not exceed thb nongovernpental thresholdi the portion over $1 million must.

be counted against the state's volume cap. - - -

The :02 lititation applied to ""goverimentil" bohs will pose serious problems,

for issuers of."governmental' bon ds for public projects, especially h6iif !ombiied

with the requirement that nongovernmentti use exceeding $1 million in governmental

bonds be counted qainst the state's volume' cap. In many cases there, is a

significant private'component to public works aind" buildings,. ' -

This change also creates a restriction that, if a useor user might chahjne.

wifth a tix exempt financed facility, the bond character can change fromogovern-.

- mental to non-governmentaland subject the issue to additional restrictions 'pe Well

* L .
4'
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as increased cost to the investor. ThQ legislation also places a greater burden

upon stale and local governments to insure compliance aiud slhifts from the current

reasonable expectationn or good ,faith rule to an "in fact" compliance. For example,

an issuer although he has-made every good, foith effort to Iisure, compliance, dny

accidental or Incidental failure could cause the bonds to become taxable, retro-

active to the date of issuance. Already we are seeing purchasers aid itivestors

demanding a premium for the assumption of this risk and thereby increased cost '

to the taxpayer.

By taking the unprecedented step of making a bond's tax exemption depend

solely on the use oti the proceeds rather than a predetermwited category, H.R. 3838

Imposes a tremendous recordkeepig burden and creates enormous uncertainty for

issuers of governmental bonds. In order to insure that boid issueslcontitued

to qualify for a tax exemption, and to calculate the state's volume cap,.state

bond authorities would have to keepdetailed records of the exact use of the

proceeds of each tax exempt b'ond- isie throughout the state---a task that would

be burdensome, expensive, and extemaly difficult, if not impossible. l, addition ,

it would become difficult for bond' counsel to issue ait uiqualifled opinion on a

,bo issue, as their advice on an ioue's qualification for tax exemptioti would

necessarily be predicated on other issuances about which they have no control or

knowledge.

Another restriction imposed on "nonessential function" bonds is the require-

mant that lO0Z'of the proceeds be' used for the bond's exempt purpose. Under current

law, 10% of the proceeds of an 1DB Pay be used for other purposes, such as the

building of ancillary'facilitles which do notfulfill an exempt purpose. This

flexibility to use a skall portion of the proceeds to meet the various-needs that
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may arise durlug the constriction of a facility Is of tel esscit l.l to allowing

infrastructure projects, to go forward,

In recent years state and local governments, In an attempt to more efficiently

utIllie their resources and to ivsure better -management, have.sought to involve

the private sector in . number of public u.idertaklaigs. Particularly In the area

of solidswaste'disposal, privatization has become most attractive to state and

local governments. 'Private sector iiivolvEment not only can produce cost savings

but through management contracts, insure that theltechnical expertise is available.

The~overall effect of'the pending leglal,4tloh is to severely limit-the potential

for futture privatization.*

.Under the. legislation nongovereiwental bonds eligible for tax exempt fliaincing,

with the exception of certain airport and port facilities, will be subject to an

annual volume limitation in each state equal to greater of $175 per capita or

$200 million. Becatise of' the established Ie. asides of the volume for particular

purposes, the restrictive nature of the caps will eliminate many clearly defined.

public purpose projects. The effect upon hoasing,both single family and multi-

family, could be very ldliitg.

A state by state analysis indicates that. the proposed volutme cap is .clearly

inadequate to meet demonstrated needs. Reductions mandated by the volume cap
C

would be traumatic.

The fact that the cap is based upon a per capita basis fails to really

consider the diversity of needs among the various states and local governments.

While such a determination may appear fair and equitable, I do not think it

recognizes the fact that infrastructure and other public needs in some states may

be greater than others and the ab~lity of those states to respond with their own

.. C

/1
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capital resources may-be limited. The Inability to access the capital market

in a cost efficient manner may realistically result in some of our poorer aid

least populated-states being unable to make the significant, investments iecessary

to meet their needs and encourage.economic development.

With the cutbacks in federal funding and the limitation in capital access

those states with limited tax bapes may be destined to remain at a level that

denies them participation in the nation's economic pro&-perity6 This is indeed a

concern in my own state of Mississippi.

At present, banks may deduct 80% of interest paid on borrowing used to carry

tax exempt bonds. Un4er the pendiFg legislation that deductability would be

eliminated.

While some may view this particular provision as a means to eliminate a tax

loophold for-the-bank and force banks to pay taxes on such transaction, the actuAl

effect will be to eliminate banks from the tax exempt marketplace. The generation

of revenue is Inconsequential.

This is particularly of concern to those states where bank purchasers of local

government bonds is the major market for such financing.

In Mississippi for example, the'majority of our political subdivisions are

unraled. Their access to capital is limited to local banks and regional bankipR

institutipns. The fact that these banks are removed from the market created in

reality a removal of access to the market for these local govertisents.

We have already seen the impact of this it, Mississippi. with several of our

school districts unable to obtain bids on their bonds as a result of the. withdrawal

of this market. In many states small security dealers who deal with local banks

and the local batiks themselves provide the structure for marketing small Issues.

The elimination of this structure by this provision effectively destroys the ability
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of many lucal governments to finance needed public purpose prL]e-ts.

4 -Theolimited 'exemption inl the House legislation is not satisfactory. -Many

technical 'questions exist as well as concern that the exemption is not perlm.ienc.

The exemption contained in the legislation is available only in Instances where

the bank is in the state of the iqsuer. That creates severe problem's for those

local goverrment'swhich border other states and have established relationship

with banks In the other states or regional banks.,

The legislation contains severe restriction on arbitrage and early Issuance

which are not only costly to state and local government but unworkable.

Frbm the standpoint of state and local governments we are concerned about

a number of these restrictions.

First, the requirement that 5% oT the proceeds of an issue must be expended

wLthin 30 days. This requirement has already caused a disruption in the abllity

o.f state and local governments to Igsue because of an impossibility of complying

with this requirement. The simple fact is that such'a restriction is unrealistic

and government, because of purchasing -and contracting laws, cannot comply. The

answer'does not lie in changing those contracting procedures. No state or local

government desires to commit legally to the expenditure of-funds for a project

and then havi for one reason or not an anticipated bond financing be delayed or

fall through. Such a practice is not the answer for complying with this pestrictLon.

Second, the requirement that all arbitrage earned on invested funds be rebated

unless all bond proceeds are spent within Six months from the date of issuance.

Third. the'elimination of the ability to include the cost of Issuing bonds

in deterring the allowable 'earnings.

Fourth, the limitation on temporary periods during which arbitrage can be

earned.
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Fifth, the elimination of the minor portion exemption under current law will

-require issuers to Kebate all excess earnings including reserve funds or invest

at the net borrowing cost excluding the issuance cost. This will affect the size

of reserve funds tlf thftfuture asid thus affect the marketability and ecdziomlc

viability of the Issue because of the importance of such reserve funds.

We also would express our concern with the new restriction regarding refuidings

which serve as an effective and cost efficient debt management topl of ste ajid

local governments. Here again the legislation fails to consider t'he actual public

purpose involved by restric.tin$ advance refunding to governmental bonds only.

This fails to recognize the benefit of refunding in areas whic may be non-

governmental according to the bill but tradtonally'viewed as public purpose. A

prime example is hospitals where concern for cost containment makes the opportunity

for advance refunding of debt an important consideration. In fact, the inability

to refund hospital related debt could result in increased health care cost to the
0

public as well as the federal government.

The restriction on-advance refunding Is further complicated by the fact that

the bill specifies that advance refunding of bonds issued bWfore-the effective

*date of January 1, 1986 will qualify only if that issue would be governmental under

the new rules. In order to advance refund pre 1986 bonds, issuers will have to go back

and attempt to trace in detail the exac use of the proceeds. In addition, advance

i refunding would be subject to the volume cap to the extent that the amount

attributable to any nongovernmental, use of the refunded bonds exceed $1 million.

There Is also a need for clarification to prevent these restrictions from applying

to variable rate demand bonds and other ttadirional short term financing.

These new restrictions which represent a radical departure' from current iw

,and traditional concepts operate to complicate state and local debt management to

the point of.inefficiencX and Ineffectiveness.
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I am concerned that many small anid infrequent issuers may not have the

financial management sophistication that will be required 'in order to comply-;

As a result they bear the burden of risk 'in having their bonds declared taxable

and must either determine to not run the risk ad exclude themselves from tlie

market, be-forced from It, or pay investors a premium for particlpatloi,. NIther

prospect is,-iut the beat interest of the taxpayers.

A great deal of-discussion and study in the past few years has ceittered'on

the decaying Infrastructure o_ the nation and-the need for infrastructure itivebtment

and development.'

Infrastructure investment.and development serves as the life -support-system-

of our economy and provides the foundation for economic efficienCy and growth.

The magnitude of needs is tremendous. Every level of government recognizes

this and'the importance of meeting these .needs. yet their abilities to do so are

becoming more limited.

A February 1984 study prepared fpr the Joint Economic 'Committee of the

Congress has determined that iIt would take over $1.1 trillion dollars between 1983

and the year 2000 to address the infrastructureneeds in four areas: highway arid

bridges, other transportation. water supply and distribution. and wastewater

collection and treatment. The Government Finance Research Cente'r declares that

state and-local governments must spend $95.9 billion a year to assure adequate

levels of service in essential infrastructure categorLeo.

Gram-Rudman will have the effect of more significantly placing greater

financingresponslbilities on state and local governments. At the same time

that there is a shifting of responsibilities, the Congress is also considering a

tax bill with provisions which will severely limit state 4nd local governments from

using ihe tools previously available to meet these demands.



-LTm exempt financing has served state and local governments well as a cost

efficient means for infrastructure'and economic development. It should 6z0tinue

* to be available e an effective means of meeting g these needs. "

State and local governments recognize theL need for fiscal restraint at the

federal level and reduction in the.deficit. We support the concept of 'new
.0o

federalism..

However, a desired policy of new federalism should not become a game of

mIrrors and blue smoke, when using the mirrors of Gramm-Rudman and fiscal restraint

we shift financial burdens to the states and then with the smoke 6f tax reform we

restrict a state's ability to deal with It,

The Congress and the federal government simply must be consistent in Itisapptosch.

The Private Sector Advisory-Panel on Infrastructure Financing to the U.S.

Senate Committee on the Budget, which ha" 4een, charged by Senator Domenict to

examine Infrastructure needs and finacing alternatives. has concluded' that !any

of the pending provisions of the tax bill will .adversely impact infrastructure
o 0

Investment and development.

If we recognize infrastructure development as a national policy objective

necessary fop economic growth, then the tax reform bill should be consistent with

that policy and serve to encourage and promote infrastructure development rather

than impede. '

State.and local, goverimensts are belng presented a time bomb colorfully wrapped

in new federalism, Graneo-Rudman, and;tax reform.

It seems"that the satisfaction of some in this attempt is the hope that when

the explosion go@s off the blame'will be placed on state and local governments.

j" .
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I would hope that the-consideration'of this legIslation by the United"

States Senate will center on the impact upon the taxpayer, recognizing that the

same person that pays federal taxes also pays state and local taxes, and the imact

upon public needs which are recognized as national public policy and which must

be met by some level of' government.

The prov-isions of this legislation regarding'tax exempt financing is thp

wrong legislation for the wrong reason. It accomplishes little but complicates

much unnecessarily.

The linkage of tax reform with tax exempt financing in reality is to confuse

both. Tax exempt financing for public purposes does not represent part of the

problem but it can be part of the solution'-for state and local goverumeluts in

meeting the increased responsibilities placed upon them. To enact this legisla-

tion as currently written serves not as a denial -to state and local governments

but'is a denial of prosperity and atq improved'quality of life to people of the

" nation.

I firmly believe that it is possible to maintain fiscal responsibiltyas

well as a responsibility to the future. This legislation as drafted.does neither.

I trust that the Senate will allow state and local governments to effectively and

efficiently manage their fiscal affairs, promote economic growth., and meet the

needs of the people of these United States. ' -

While I do not accept the Treasury Department figures, the fact that tax

exempt financing does result In certain tax losses to the federal treasury

must be-viewed in the context of the declared public policy sought to be promoted

through the use of tax exempt finance Ing by state and local governments. I wouii

submit that due to the magnitude of the need for infrastructure development and

its imporfance'to economic growth that sugh "cost" or loss of revenue is mitigstcd

71
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by the fact that it would seem to be a reasonable expeidlittre of public funds

for a declared public purpose.

With regard to the, legislation pending we would offer veral suggestiqns

f8r consideration.

T. The limit on nongovertmental use of faiTities fiaiiced with

governmental bonds should be raised to 25% as is the ca.,e nuder

current law, and tl:e rule requiring inclusion in the volume cap

of nongovernmental portion of governmental bonds that exceed $1 million

, should--b--d_-leted.

2. The' volvao-cap should be enlarged to provide more rqalisticolly

for the needs it Is designed to-cover.

3. The proposed chaig es in arbitrage rules should be rejected and current

law retained. As drafted, the pending changes are both complicated

anid unworkable. ,In particular, the 5% early issuance 'rule should.

be eliminated and temporary period provided in a workable and

realistic mainier. Delete the rebate requirement.. ReturiL to th

reasonable expectation rule.

4 Maintain the present law regarding deductibility of interest paid

en bank borrowing to carry tax exempt bonds, Or ii Ehe alternative,

make the exemptIon of $3 million permanent ,and extend -it to include

any bank having assets of $500 million.

5. Permit advance refunding of nonessUtial futctloii bouids. -Deflne

non-advance refunding realistically to allow time to redcevm-priOr'

bonds. 'Provide that tno portIotn of adVance reiutndjtig will be subject

to the volume cap.- Ell-miat'-the look-bock provlsiui that pre-1986

.... bonas must qualify as governmental in order to be eligible for advance

refunding.

60-412.0 86 - 35
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NATIONAL ASSOCIATION T "A ADMINISTR ATORS
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AN ANALYSIS OF THE IMPACT ON .STATE AND LOCAL GOVERNMENTS
OF-§ECTION 145 OF H.R. 3838, THE TAX REFORM ACT OF 1085

PREPARED BY THE NATIONAL ASSOCIATION OF TAX ADMINISTRATORS
FOR THE SENATE FINANCE COMMITTEE HEARINGS ON TAX REFORM

January 29 - February 6, 1986,
c

The National Association Of Tax Admioistrators,-an organization

of the state tax agencies of the .50 states andthe District of

Columbia, expresses its appreciation to the Senate Finance Com~nittee

for its invitation to submit a statement on Section 145 of'H.R.

3838, the Tax Reform Act of 1985.

rhe state tax agencies are gravely concerned over Section 145

because it contains - requirements which the state and local

governments cannot comply-with, which would, result. in state. and

local costs in excess of acy benefits that would accrue 'to the

federal government, and which. call upon -st ate and local.governments

to.provide the federal government with voluminous information, m.u'qh

oi'which the.Internal Revenue Service could not use.

Section 145- was, not included in the Prasident-'s Tax Reform

Program and no hearing was held on its provisions before it was

included in.H.R. 3838, the Tax Reform.Act of 1985.

'Section i45 Requirements.

Section 145 imposes two,- requirements on state and local

governments:
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(1) State and local governments would be required to report

to the federal O'rW6hment the amount of-income and property

tax payments of $10 or more received from individuals

-during th# past calendar year. The Secretary of the

Treasury would prescti6e the forms and regulations relating

to the federal returns.

(2) State and local' governments would also be required to

-furnish a written statement (a Form 1099or its equivalent)

reporting* the same.amount to individuals paying income and

property taxes. Thisstatement would have to-be furnished

to the taxpayer during January following the calendar year

- for which the return to Treasury was made.

The twq. requrements -are unrelated except they are concerned

-- with the same taxpayers and the same amounts. The first

requirement--the filing of an'annual report with the Secretary of

the Treasury--is designed to provide-the Internal Revenue Service

with "information *which- would permit verification of, deductions

claimed by federal taxpayers for state and local taxes paid. The

second requirement--the furnishing of Form 1009s- to taxpayers--is

designed to assist taxpayers in reporting their state and local tax

deductions accurately on their federal tax returns.

Both objectives are desirable. However, under state and local

laws, and with respect to the ability of employers and taxpayers to

furnish tax information, most of the requirements of Section 145

cannot be fulfilled.
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As' o the first requirement, for reasons to be discussed later

in this 'statement, the Interhai Revenue Service will not be able to

use the information in the reports 'on property tax payments provided

by -state and local governments. As to the second require-

ment--furnishing taxpayers with written statements showing their

income and property tax payments--a great majority of state and

local governments will be unable-to provide such informationin the

form or at the -time Section 145 would require.

Section 145 in -its present form would aatomatically make state

and local qoveF ets unintentional violators of federal law because

they -could not physically comply Qith the federal requirement.

Their attempts to do so would generatel-s massive amount of paperwork

and data processing, mch of which would serve little constructive

purpose because the information could not be used either -to

'facilitate or confirm. the accurate reporting of state -and local.

deductions-taken on federal tax returns. '

Feasibility of Sectioxi4,5. Requirements

Income Taxes

Section 145 calls for the. reporting of- income and property tax

payments received 'by state and local governments during the past

calendar year. previously noted, information on these payments

is to be reported toI) .the Treasury and (2) taxpayers in the form

of a 1099. -'

. t
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F6r"income taxes,, the reported payment would apparently consist

Qf (1). the amount of taxes .-paid on the annual income tax return

'filed during the calendar year (for the preceding tax year), (2)

taxes withheld during the calendar year and reported on W-2s after

the close -of the ca-lendar year, and (3) estimated -taxes Octually

paid during the calendar year.--

The following relates to the feasibility of these re4uirements.-

For the report to be filed with the Secretary of the Treasury

It is probable- that no state or local government currently

maintains tax return information on -a basis which combines these

three forms of tax paymen-ts. For many states, if not most states,

it would 'require as much As a year to prepare each annual report

combining these tax payments. It should be noted, howeVdr, that in

many cases, the state-reported data will not conform to the

taxpayers' federal tax returns because, as an example,, estimated

taxes paid by the. taxpayer at the end of December may not be

received-by the state until the next calendar"year. ' "

It may also be noted that this is the type of information the

states have provided the Internal Revenue Service through the

60-year-old Federal-State Exchange Program. They hatre furnished

such -information voluntajly and with no Congressional mandate to do

so.

//
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For the Form 1099s to b6 furnished the taxpayers:

(I) It is not operationally possible for state and local

governments to furnish a Form 1099 to the t-axpayers,in January

showing payments received during the -prece'ding calendar year. Nor

is it -possible to visualize' any m6dification of the requiremen- .or

any modification of state procedures which would make the-reuire-

ment feasible. For most states, the due dates for W-2s reporting

withholding taxes on wages) falls between January, 31. and February

28. The state due dates could not be advanced to accommodate'the

Section 145 January reporting requirement. This, is because, most

employers could not meet a W-2 filing due date before the lsat week

in January. For those who could, the states wouldd not process the

information received in mid-January for transmittal by the end of

the month.

If Section 145 were to set a later date for furnishing the Form -

109'9 to' the taxpayers, it would defeat the purpose of- the

requirement since many taxpayers would receive this information

after they had already filed their federal tax returns.-

(2] Akthough Section 145 provides that a Form, 1099. is not

required for individuals 'who wIll not claim itemized deductions,"

it appears that state and local governments would have to furnish

1099s to all taxpayers since they would have no way-.of knowing in

January whether the taxpayer would or would not itemize on his

federal tax return due in April.

(3) Since more than 60 percent of the taxpayers do not itemize,

and this percentage will rise if the tax reform bill becomes law, a

4, (
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large majority^of the Form 1099s and the returns made to Treasury

would relate to nonitemizers and would have no value either to the

taxpayer or to'IRS.

(4) State tax agencies have'strongly questioned the reason for

....... including in-Section 145 a provision calling for.both 'reports to the

Treasury on income tax payments and -Form'.1099s to taxpayers showing

such payments. They point out- that IRS can match the Treasury

reports against the deductions claimed by the taxpayer and through

this metod discover-taxpayer over-reporting. If adequate time was

allowed, this could be 'accomplished without the problems of

feasibility and the huge costs associated with the furnishing- of

Form 1099s. state and local governments also suggest -that

improved compliance in the reporting of state and local tax

deductions' coula be accomplished through a more extensive explana-

tion of state' and local tax.,deductions in the instructions for Form

1040.

(5) As has already, been noted, many taxpayers file their state

declarations of estimated tax on the last days of the calendar year

in or-der to qualify such payments as deductible for federal tax

.purposes. Such payments would not be received by, the taxing state

until the following calendar year; thus, the state-furishd

information would not correspond to the deductions 'taxpayers-

reported on the federal tax return.,

Property Taxes

For property taxes, the requirements of Section 145 are not
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operationally- feasible as to either the report to the Treasury or

the Form 1099 to Pe furnished to the taxpayer. The principal

reasons are as follows:

(1) Property taxes are levied against the property rather than

the owner. It is probable that few jurisdictions require that -a

* social security numwbe r6ep ortd-wt-he-t-ax-rsturns. Ini the

absence of a social security number, the property tax payment.

information would have no value for IRS since they could not be

matched against the taxpayers' returns.

(2) Since the property tax isagainst the property rather than.

against the owher, the taxing jufisdiction could not readily

identify the taxpayer -in instaves. cf_.wrersip.. change and in

instances where the ownership may..be. joint pr in the name of an,

.unincorporated business or a tzust.

(3) Since property taxes may be paid in December, the taxing

jurisdiction would have difficulty in processing this-informatil'n in

time to provide 1099s in January. Also, since property tax pants

made in December may not., be received until January, the 1099

required by Section 145 may differ in amount from the deduction

taken on the taxpayer's federal return.------------------......

(4) A substantial number .of small local governments do not

have the computer facilities to meet the requirements of Section

145.

A
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Cost of Compliance

For the reason described above, state and local governments

are 'unable to comply with principal equirements of Section 145.

.However, even if they coulddo , their cost of complying would be

so large as to question the -justification for -Section 145

requirements. The response to an NATA survey, now in process, shows

that the state and local governments' cost of complying with Section

145 would far exceed the revenue benefits to the federal government.

Information received from 25 states thus far indicate that 'for

state and- local governments combined, the annual cost of complying

with Section 145--postage and processing qxpense--would'substantial-

ly exceed $62 million, the amount the Joint Committee on Taxation

staff has estimated as the, annual yield to the federal government

from Section 145. (This estimate is discussed later, in this

statement). If -there is added to this amoUnt- state and local

revenue that would>-'be lost because of funds transferred from

revenue-producing enforcement activities to Section 145 compliance

requirements, we must consider a potential -9tate an local revenue

loss in the hundreds of mill'ions--of 'dollars. State audit experience

indicates that for each dollar- spent.on auditing, the states receive

as much as seven or eight dollars per dollar spent on auditing.

Examples of the costs to the states'are the following:

Califorhia estimates that, for income taxes alone, the annual

_cost for complying with the reporting and the Form 1099

requirements would amount to $4.6 million; the property tax
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requirements ' would add $8.7 million annually for' a-combined

total of $13.3 million.

'In Arizona, combined annual expense would be nearly $4 million

and--in Illinois and Virginia, more than $9 million.,

Florida,--which -has no- personal income- tax, would -incur $2.-7-

million in, annual expenses related' to the property tai

*requirements.

South Carolina.reported that Section 145 would result in direct

state costs of $600,000 and indirect costs of $4.2 million due

to the diversion of enforcement funds.

The combined income tax and property tax' expense would

approximate $1.75 million in Colorado, $1.1 million, in.,

Louisiana, and $1.4 million in Iississippi. Oregon's costs,

for income taxes alone, would total $760,000.

It may be noted that for the ten states discussed above, the

Section 14-5 compliance costs would exceed $43-million annually, and

this amount would constitute onli a fraction of total state and-

local compliance costs. Each of the states:thus f.i- -rIIonding to

the NATA survey reported that while the high compliance costs w~re a

major concern, in practical fact, the Section 145 requirements could

not be complied with. NATA would be pleased to make state-by-state

information available to the Senate Finance Committee upon comple-
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tion of the survey.

Befiefits to the Federal Government

The Congressional Joint Committee on Taxation staff 'has

informed NATA that, according to its estimates, Section 145 would

produce $139-mi-l-ion -ver a three year period as follows:..

FY 1588 - $10 million

1989 - 47 million

1990 - 62 million

This data suggests that state and local governments would have,

to bear extremely high costs (expense and revenue loss) in order to

produce an amount of federal revenue which is relatively small when-.

m- baeA d- to these costs.

There is also a question as to whether the federal estimates

should be reduced because of the technical problems which would

prevent the use of much of'the, information sought by Section 145.

IRS Data on State and Local Tax

Deductions Show A High Level of Accuracy

State and local governments question the reason for the

difficult and costly Section 145 requirements when Internal Revenue

", < N
'I.
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Service data show that taxpayers report state and 'local deductions

with a high degree of accuracy. Tle, results of an IRS Taxpayer

Compliance Measurement Program published in April 1985 show 90

percent of itemizing taxpayers either reported their state and local-

income tax deductions accurately or claimed smaller deductions than

they should have. - Only 7 percent of itemizing taxpayers overstated

r these deductions by more than $50.

The IRS TCMP data show that other-types of deductions are much more

likely to be overstated. As examples, 21.percent of taxpayers

claiming a deduction for interest paid (other than home mortgage

interest) overstated the correct amount by more than. $50, and 26

percent of those claiming deductions 'for charitable cash cohtrib0-_

tions overstated the correct amount by more than $50.

Summ ary

In summary, Section 145 would have an adverse Impact on state

and local tax administration and.'enforcement for' the following

reasons:

(1) It would impose major new compliance requirements.

'2) Some of its.. principal requirements are not operatically

feasible, a factor which would unintentionally place state and local

governments in violation of federal law and which would render much

of Section 145 ineffective.
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(3) Financing the requirements would divert. state and local

funds from revenue-producing..enforcement activities to expenditures

which produce no state. or local revenue.

'4) The post of postage, processing, and restructuring computer

operationsand the 'revenue loss due to thediversion of enforcement

funds'would be extremely high.

(5) Estimated federal revenue attributable to Section 145 is

substantially less than the estimated direct and indirect costs to

thg state and local governments.

(6) A large part of the'information state and local governments

would be required to furnish the federal government and-the taxpayer

would have no yalue ,'either in discovering . unpaid, taxes or in

promoting accurate filing since such information would either nbt be

relevant or there would be no means for relating this information to

state and local taxes deducted on federal tax returns.

(7) The Internal Revenue Service has conducted studies' which

-indicate a high degree of accuracy- in taxpayers! reporting of state

and local tax deductions.

(8) For- ince tax purposes, the intent of Section 145 0

diminish federartax vasion can be accomplished by matchi g

programs developed through- the use of 'information the states an

furnish to the Internal Rev'ue Service. A strong argument can be

made that the enforcement. benefits. obtainable from the use of is

information obviate the need for the large costs and major pr lems,
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attributable to the Form 1099 requirements.- -These enforcement-

benefits could be coupled, with improved instructions on the -federal

tax form Ossisting the taxpayer' in determining the amount of state

and local taxes deductible in any tax year;

- --

-Ar

~-T.
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INTRODUCTION

As one of the oldest and, largest non-profi.t membership organizations,

devoted to resource conservation, the National .udubon Society. appreciates

this opportunity to present its views on the agricultural aspects of the Tax

Reform Act of 1986 as c obtained in S.- 1786,. introduced by Senatqrs Boren and

Grassley on October 23, 1985. --

One major focus of National Audubon Society programs is on traditional

concerns for the-well-being of -our native plants and animals, particularly

endangered, migratory, and non-game species of birds and other animals. Crop-

land,' pastureland, and 'rangeland constitute Important habitat for many of

these specids. Recent federal. policiIes and programs have increased' consider-

ation of wildlife habitat and conservation- objectives, such as water and soil

conservation. The Food Security Act of 1985 integrated conservation with the

basic farm programs for the. next decade. We think these goals are .compatible

and catn be pursued Limultaneously with-benef-it to society at large.

The National Audubon Society supports S. 1786, The Cultivation of.Highly

Erodible Lands and Wetlands 'Tax Act, becadse it believes that the tax code

should not reward activities which damage the environment. Currently the

federal tax code makes agriculture an inviting tax shelter. Investment- tax

credits, deductible "conservation expenditures," accelerated depreciation, and

capital gains benefits too- often subsidize the conversion of rangeland to

irrigated cropland in inappropriate locales and -terrain by as much as $180 :per

acre. By distinguishing between harmful and beneficial practices, S. 1786

would in effect halt the subsidization of.activities ftich are detrimental to

-~ - -
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designated natural areas.

S. 1786 eliminates those provisions in the tax code that in effect en-

courage exploitation of highly erodible land and wetlands. The bill repeals

credits. and deductions resulting from the conversion of highly erodible lands
.- 1 .

and wetlands. It also treats gains from the sale of highly, erodible lands and

wetlands as ordinary income, not capital gains.

The -tax -incentives addressed by this bill. were originally .enacted in

order to spur development and- harvest resources, activities, considered in the

public interest. however,' 1fencerow to fencerow" planting in the seventies-

expanded onto wetlands and highly erodible lands. This led to an accelerated.

decline in the number of wetland acres and a dramatic increase in soil sedi-

mentation and wind epsion from our eroding croplands. In recognition of the

the seriousness of these developments, Congress included the-"Swampbuster" and

'Sodbuster' provisions in the FoodSecurity--Act--of -1985. -- The -Act's conser-

vation title denies federal farm program benefits to farmers who convert wet-'

lands or bring highly erodible land into crop production. S. 1786 compliments

the Farm Act by removing current tax incentives for the conversion of -ecologi-

cally fragile lands, conversion that makes no sense 'at a time when record

commodity surploses and historically., low rices are plaguing. the agricultural

sector of our economy.,
Our testimony now turns to a:discussion of the importance of removing the

tax incentives that'promote agriculture development on fragile lands.' The

following section addressess other aspects of S. 1786 and the problems it is

intended to- solve. Finally, suggested changes to the bill are offered to

encourage taxpayers to conserve ecologically frigile lands to 'a greater'degree.
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iV 1IrLANDS

The definition of wetlands in S. 1786-will conform to'the language adopt-

edby the Fdod Security, Act of 1985 and the House-passed Daub-Dorgan amend-

ments to the Tax Reform Act.of 1986. Wetlands are -places where the ."Land has

a predominance of hydric soils and is inundated or saturated by surface or

groundwater at a frequency and duration sufficient to support... a prevalence

of hydrophytic vegetation typically adapted -for life in saturated soil con-

ditions." This definition -includes swamps, marshes, bogs, and similar areas

such as sloughs, potholes, wet meadows, river overf lows', pocosins,- mudflats,

and 'natural -ponds.

Wetlands provide food and critical -habitat for a wide variety of aquatic,

avian, and terrestial spedies- Approximately two-thirds of the major U.S.

commercial fishes depend on estuaries and salt 'marshes for nursery and spawn-

ing grounds. These include menhaden, bluefish, -fluke, sea-trout, mullet,

striped bass, and many salmon species. Coastal wetlands are also essential

for shellfish such as shrimp,-blue crab, clads, 'and'oysters. Like their salt-

.water relatives, freshwater fishes are also dependent upon wetlands for food,

nursery grounds, and spawning. .

Birds alto rely on wetlands for their well-being. Resident birds can be

found foraging for food in wetlands from coast to coast and wetlands provide

migratory birds with important,' nesting, feeding, and resting areas. Ducks,

geese, shorebirds,, and wading birds are just a few o.f the birds' that live In

the wetland environment. The importance of wetlands cannot -be overstated.

Some 119 species-of birds rily on North LUakota's potholes as do 80 percent of

the ducks riised..wiLhlin the U.S. borders. 2 One quarter of the continental
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mallard population spends the winter in the lower Mississippi Basin. However,

this region is where 200,000 acres of bottomland hardwood wetlands have been

converted to row crops each year.

Ask any fur~trapper and he can tell you that beaver, muskrats and nutria

inhabit coastal and inland marshes throughout the country. Other mammals that

utilize wetlands include otter, mink, raccoon, skunk, and weasels. 4  Rep-
7-tiles and amphibians including alligators and crocodiles, turtles and snakes,

and frogs abd salanmanders are also indigenous 'to our wetlands. Moreover, 20

percent of all plants, and animals threatened or- endangered depend on wetlands"

for survival.

Besides providing homes for fish and wildlife, wetlands play an important

role in maintaining high environmental quality. Wetl-ands remove excess nutri-

ents in their waters which helps to prevent eutrophication. They are excel-

lent filters of waste products from water. 4jetlands store and convey flood- '

--waters. This reduces turbidit-,' flooding 'frequency,, and peak flood levels

downstream thus cutting down or the amount of flood damage. William T. Ntitsch

'of the Illinois Inititute of Technology recently calculated the value of a 74

acre swamp along the Cache River in sourthern Illinois.~ By holding flood-

waters and absorbing nutrients, he found the swamp saved $18,000, a year for

the local municipalities. 5  Finally, wetlands are invaluable for groundwater

recharge and discharge. In Massachusetts, for Uxample, 40-50 percent of

wetlands may be potential sources for drinking water,6 -

Wetlands are also a v luab a recreational resource. , lHnters and fisher-
men spend billions of dollars each year to capture wetland dependent animals'

and -fish. 7 Other recreation in wetlands is non-consumptive and includes



-o

1102

-

hiking, swimming, photography, birdwatching, and even ice skating! While

aesthetics are hard to pin a dollar value on, 47 percent of all Americans

demonstrated an active interest in wildlife near t'heir homes in 1981-and'many

8consider wetlands as priceless entities.

Yet, despite the undisputed value of wetlands, they continue to disappear

at a staggering rate. In the most comprehensive study to date of wetland los-

ses, the U.S. Fish and Wildlife Service has estimated that, on average, nearly

one-half million acres of ietlands are. drained or filled and converted to'

other uses every year in the conterminous United States. 9 "During the 20-

year period of study, the Service estimated that over nine million acres of'

wetlands were lost. This equates to an area about twice the size of New

Jersey.. Over 85• percent of this recent wetland loss was' from agricultural

development. *Qyeral 1, 62 percent of the South wst Pacific coastal
marshes, 87 percent of. the estuarine wetlands in the Northeast, and two-thirds

of the bottomland hardwoos have been destroyed or degraded. ,

Examples of wetlad destruction come from oall artss of our nation: red

maple swamps and black sput E bogs of the northern states, salt marshes along

the coasts, battomland hair4o&; forests in the Southeast, prairie potholes in

the Midwest, playa lakes and cottonwood-willow riparian wetlands, in the

western states, and the wet tundra of Alaska. In one specific case, 800,000

acres of scrubr-shrub wetlands called "pocos ns" in North Carolina 'have been

converted, in the past SO years, muuch to largo-scale agriculture. 'While th-

remaining 'pocosins" still encompass one million acres, runoff from the farm-

lands has degraded water quality of adjacent estuaries and caused nutrient

loading and changes in salinity.

//
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Federal initiatives to protect wetlands do exist. In an ongoing process,

the Fish a; 'flldife Service currently has mapped wetlands on 40 percent of

the conterminous United States. Executive and legislative intent to preserve

these valuable resources is manifested by Executive Order 11990 "Protection of

Wetlands" and 1404 of the Clean Water Act. Section 404 requires the issuance

of a permit from the U.S. Corps of Engineers for the discharge of dredged and

fill material into waters of the United States, including wetla~ds. However,

in many cases, agricultural activities are exempted when the wetland is being

brought into a "new" use.

The Water 'Bank Program, administered by the' Agricultural Stabilization.

and- Conservation Service of USDA, aims to preserve and improve wetlands as

habitat for migratory waterfowl. The Water Bank makes no outriht acquisi-

tions. Instead, it enters into contracts with farmers to preserve wetlands

and adjacent uplands. When a person enters a contract, he agrees no o burn,

drain, fill, or otherwise destroy the wetland. In return, he receives an

annual payment. In 1982 the program was appropriated a much smaller amount of

funds, an amount that made it impossible to renew most of the contracts. The

current funding for the Water Bank Program has been proposed to be rescinded

and no new contracts are being entered.

Several other federal laws and policies provide some protection for wet-

lands, including the Fish and Wildife Coordination Act and the Coastal Zone

Management Act. But the yearly destruction of wetlands continues largely

because the government deviates from its stated intent to protect wetlands by

4 roviding tax incentives for agricultural development of these aeas. Accord-

ing to the Office of Technological - Assessment (OTA), "tax deductions and
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credits for all types 'of general development activities proVide the most
significant federal incentive for farmers to clear and drain wetlands, -

Studies of the effects of tax incentives have been completed by Ralph E.

Heiffichfof the Economic Research Service. In an unpublished report based on

representative farm models, he finds that, "[dJeductions of land clearing and

drainage costs, accelerated cost recovery of drainage tiles and other depreci-

able land improvements, and capital gains treatment provide subsidies for

agricultural conversion of wetlands that help to offset fixed conversion costs

by $1l.to $133 per acre. He continues,? suchuh provisions may attact invest-

ments in land conversion by non-farmers with income from other sources to

shelter." 1 2  It is clear that federal tax policy provides many of the incen-

tives that are causing the destruction of these valuable lands.

S. 1786 would eliminate incentives for conversion of wetlands by removing

capital gains as well as credits and deductions incurred by developing wet-

lands. Moreover, this tax code reform would help reinforce the "Swampbuster"

provisions in the Omnibus 1985 Farm Bill. Passed on December 23, 1985, the

Food Security Act denies federal program subsidies to people -who convert

wetlands to crop, production. Without 'changes in the: tax code, farmers will

face contradictory legislative police'ss* the Farm Bill which urges conser-

vation, and the current tax code, which encourages wetland exploitation. S.

1786 also would affect those farmers who produce non-program crops such as

soybeans and tomatos primarily for tax benefis.

HIGHLY SRODIBLE LAND

The Food Security Act also recognized our nation's soil as a vita'-re-

source. In the Act, government subsidies are denied to farmers who develop
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highly erodible lands, While national rates of conversion of highly erodible--

land are not available, from 1974 to 1982 420,000 acres of high erodible land

were converted in South Dakota. In Colorado, 572,000 acres of highly erodible

land were plowed up from 1978 to 1983.13 The.1985 Far Act sets a precedent

in detemining that encouraging the cultivation of highly erodible lands is

inappropriate government policy, particulary when crop surpluses are on the

rise.

The definition of highly erodible lands in the Omnibus Farm ill of 1985

and the -passed Daub-Dorgan amendments of. the Tax Reform Act of 1986 are

determined by the Soil Conservation Service of the United States Department of

Agriculture. -Highly erodible lands are those of class IVe, VI, VII, and VIII

under the land capability classification system, or laii that would have an

excessive average annual rate of erosion in relation to the soil" loss toler-

ance, level as- determined by the Secretary of Agriculture through the appli-

cation of factors from the universal soil loss equation and the wind erosion

equation. Class IYe land is defined to have severe limitations- that reduce

the choice of plants. and require very careful manag ment. Class VI,- VII, and

VIII land is unsuitable for cultivation of crops without comprehensive manage-

ment systems.

The harmful effects of cultivating highly erodible land include soil

sedimentation and wind erosion. The House Agriculture Committee found that,

soilol erosion and water runoff are often blamed 'for a variety of damages

that occur when soil sediment, fertilizer nutrients, and pesticides are wished

from farm fields into streams, drainage systems, lakes, reservoirs, or other

vulnerable areas. Sediment damage is generally viewed as the most serious
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off-siteproblem caused by soil erosion. For instance, the sediment resulting

from erosion is undoubtably costing the nation billions of dollars a year as

it fills up valuable reservoirs, increases the frequency and seriousness of

floods, clogs navigational facilities and canals, interferes with industrial

hydraulic equipment,, increases the cost of treating drinking water supplies,

destroys vAluable aquatic wildlife, and substantially diminishes the recre-

ational potefitial of downstream waters. The nutrientS, pesticides, and 9ther

contaminents carried into waterways with the eroded soil exacerbate all these

problems and create still others." 14

The cost of all non-point source pollution in 1980 was estimated to be

.6.1 billion dollars. Of thi's total, 2.2 billion dollars were estimated t6

come from cropland erosion.15  These are totals of actual expenditures

occuring in combating nonpoint source pollution and do not include the long

term costs of lower productivity of our nation's farmland.

The damage from wind erosion is also severe. Desertification and pro-

ductivity losses are two long-term effects, but in the short run dust storms

lower visibility, 'fences are rendered useless due to deposits of wind-blown

soil being deposited downwind, and even farm machinery is damaged. Adition-

ally, wind-blown soil deposited on rangeland quickly suffocates native vege-

tation and promotes Russian Thistle and other uwrianted annuals. Jfflly, many

feel wind erosion is likely to get substantially worse.. W.A. Laycock from

USDA reports, 'Many fear that e fn a period of even moderate drought will

result in vil eFosigpwand dust stoms of major proportions from the newly
plowed areaV that expoi7erodible soils." 16

Presently,' there is pending lgislation that seeks to alleviate, the off-
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site damages of soil erosion. A proposed amendment -to the Clean Water Act

would call for states to develop programs to identify and combat nonpoint-

source pollution problems. Should q state find a federal program subsequently

at odds with its-owin, steps may be taken to remedy the inconsistency. The

problem is that participation by a state in the program is optional--states

are not required to impose abatement measures unless they participate in the

program, allowing federal tax incentives that foster poor soil use to continue,

unabated b state action.

There is little other legislation aimed at regulating the development of

highly erodible land and the nonpoint source pollution and losses in, future

productivity it promotes. There is no doubt, however, that our tax code leads

to th& development of, these lands through capital gains benefits at the time

of sale, as well as the many credits and deductions to offset the direct costs

of conersion. Edward Anderson, Master of the National Grange, reported, "The

-- Internal Revenue Code has -more affect on the status of Aerican Agriculture

than the federal farm programs. 17  Unfortunately, many operators complete

the conversioit of range without any regard to commodity programs because their

intent is to "farm" 'the tax code, not the land.

One well-know example of tax-code initiated development.of highly ero-

dible land is in Weld County Colorado. From 1979 through 1982, 45,000 acreas

of highly erodible rangeland was converted, -into cropland. This development

has caused depletion of water tables, increased siltation of nearby streams

and rivers, and staggering wind-erosion soil losses. Local farmers did not'

participate very much in this development. Instead, investors interested in

sheltering large nonwfarm ihcomes were the main contributors. These investors
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accelerate erosion problems according to studies by the University of MisSouri

and Ohio State University .because, "Land owned by those most able to exploit

the tax code is generally less-protected from soil erosion than land held by

-family-sized farmers."' 18  Farmers who cultivate the land -they own tend to be

the most conservation-iinded stewards.

S. 1786 would eliminate incentives for investors and farmers alike to

plow Vp highly erodible lands like the ones in Weld County. By removing

credits, deductions, and capital gains, S. 1786 compliments the "Sodbuster"

prpvfsi6ns in the Food Security Act of 1985. S. 1786 also eliminates incen-

tives to farmers who develop-marginal land and who do not participate in

federal farm programs or who produce non-program crops. These farmers are not

affected by the disincentives in the "Farm Act, Instead,'. they are only encour-'

aged to develop land by the federal tax incentives.

6THER FE'AJURES OF S. 1786

Developers buy fragile land, convert it, and' sell it as*developed land
, I,

for higher prices. Several tax incentives encourage this trend. Investment

tax credits reduce the initialafter-tax prite of the land while capital gains

exemptions exclude sixty percent of the gains from taxation. S. 1786 would

amend the Internal Revenue Code of 1954 by treating the gains from developing

highly erodible land and wetlands as ordinary income. This has the effect, of

raising the breakeven price at which investors have to sell the fragile lands.
Demand is' reduced, at these new higher- prices, resulting in. less fragile land

being developed. Since capital gains still -apply' to prime farmland, develop-

ment of good land is not hindered. Treating gains as ordinarj.-inome" makes

N..

I'-
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fragile, land, development less attractive to "tax loss" farmers- who generate-.

after-tax profits under market conditions that etail losses for more tra-

ditional farmers.,

Another tax advantage that farmers are now allowed .to use is the-deduc-

tion for "conservation expenditures." According to the-section 17S of the tax

code, the activities that qualify for these deductIons include, '"Moving of

earth-including (but not limited to) leveling, grading, and terracing, coutour

furrowing, the const~ tion, control, and protection of diversion channels.,

drainage ditches, earthen dams, watercourses, outlets, and -ponds, the eradi-

cation of briushj' and -the planting of windbreaks." 19  Many of these activi-

ties do noti rejuc9 actual, soil and water loss, but of ten merely serve to

increase production on a parcel of land. One example of the abuse these-

"conservation expenses" occurs in the Sandli1s r n of Nebraska where some
farmers have bulldozed ridges to. enable cu (ion equipment to pass over the

fields. The destruction of i ass cov the exposure of the hight soil to

the "ravages *of ,wind erosiS ha e resulted. Similar deductions' have' been

applied to the filling.of prairie potholes which interfere-with the'-conveni-

ence of farm machinery.,

S. 1786 eliminates all credits and deductions incurred in converting

highly 'erodible lands and wetlands unless the conversion is exempted under the , ._

exceptions .in the bill. One exception is fragile land under a conservation

system, approved by the SCS according to their technical standards. Conser-

vation systems recuire the application of useful soil and water conservation

Practices, practices that are judged by the SCS by. their ability- to conserve

soil ind water. By retiring conservation systems op fragile lands in order
,f ,.1
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to retain credits and deductions; fewer deductions 'of improper "conservation

expenditures" are likely.

Elimination of improper applications of section 175 as well as capital

gains on the land that has been converted from highly erod ble land and wet-

lands, enhances Treasury revenue. No estimate has been made on the Revenue'

created by the specific provisions of S. 1786, but-previous estimates calcu-,

lated under different criteria estimated the increased revenue to be from
20$300$800 million dollars a year. This new revenue is not generated by

increased taxes, it simply rexduces unintended tax sheltering ih agriculture.

'- DESIRABLE RANGES

S. 1786 is a very strong step toward "leveling the playing field"l across

sectors of the economy. It would end" the current set of incentives that pro-

mote developmentof wetlands and highly 6rodible lands.. It would be improved

with afew- changes. that are contained in the House-passed Daub-Dorgan provis-

ions-7written into H. R. 3838 ,and the' Food Security ,t of 198S.

More Inclusive Language: S. 1786 requires that all conversion of highly

erodible lands and' wetlands must be competed with' a conservation plan ap-

proved by the Soil Conservation Service if taxpayers want to retain their

credits and deductions. The Daub-Dorgan agricultural provisions written into

H.R. 3838 are' more inclusive. H.R. -3838 requires conservation plans for all

lands that are converted if the credits and deductions are to be retained, not

just the-fragile lands addressed by S. 1786.

Audubon- supports" the more inclusive language in H.R. 3838. A large num-

ber of acres of land that is converted to farmland suffers from unacceptably

j/
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high rates of erosion, but is not classified as "highly erodible land" under

the land capability classification system. Conservation systems are' able to

substantially reduce excessive erosion. If no conservation plans are

-followed, however, valuable ;onservation practices would not be uitilized.

Elimination of Section 182: Under section 182 of the Internal Revenue

Code, developers are allowed to deduct the costs they incur from clearing land

only" for the "purpose o Making such land suitable for use in farming." 21

Clearing land is defined as "(the eradication of trees, stumps, and brush,

the treatment or moving of earth, and the diversion, of streams and water-

,courses." 22  Developers are also able to accelerate the depreciation of

their equipment that is used to complete the clearing. The total amount

dedutibfiis $1,-00 or2S percent of the taxable income derived from farming,

.whichever amount is lesser. With this expense treatment, farmers can deduct

costs in the year they are incurred and then later receive the capital gains

benefits when their improved land is sold at .a higher price.

Land clearing deductions have beenvery costly to the government and

wildlife. In.-1982, government subsidies, to farmers for clearing land'were

69.6 million dollars. 23  Mditional costs to the federal government include

higher deficiency payments -caused by'the lower prices of surplus corsoities

and a greater number of acres covered by price supports. Forestland, range-°

land, and pastureland, as wel as wetlands provide unique natural habitats for

Many animals. fHowever, government subsidies have increased the conversion of

these land. As these areas are converted to agriculture the concentration of

wild animals increases, leading to a more precarious existence and a greater

possibility of declining populations. One example of wildlife displalementL is
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found in Mont~.na. 'In the Angela farm unit, a 97. percent reduction in the'

numbers of antelope was recorded after the plowing of a 20°00 acre block in

1977.24

If ihe costs of land clearing would no longer be deductible, the costs

would be capitalized and depreciated, or if the -improvements have infinite

lives, then they would ,be deducted from capital gains upon the sale of the

land. The effects of- this would be twofold. Overall we would see a reduction

in the number of new acres of farmland brought under production. Since high

bracket speculators.- enjoy higher per._acre subsidies for land clearing, so

distributionally we would expect to see relatively less cropland developed by

speculators seeking after-tax profits and relatively more brought into produc-

tion by the'convervation-minded low and moderate income farmers.

Disaggreate Exceptions: Audubon recommends. a techzica- change in the

language of S. 1786. The provisions of the bill that deny credits, .deductions

and capital gains to operators who convert highly erodible land and wetlands

do not apply when a farmer qualifies under one of the exceptions. The excep-

tions include: following an approved conservationn system, land cultivated in

the past five years, -total farming unit is not predominately highly erodible

or a wetland, or if the Soil Conservation Service determines that the land, is'

not highly erodible or a wetland.

These exceptions "vary from' those allowed i'" the "Swampbusting- and Sod-
.usting" sections of the-Food Security Act of l08S. Te Farm Bill recognizes
the inherent differences in wetlands and highly erodible land by disaggre-

ating the exceptions which apply to 'wetlands and those which apply to highly

erodible lands. For example, the purpose of a conservation system approved by
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SCS is to reduce erosion. Erosion, however, is not the problem on wetlands

where S. 1786 requires these systems to-be applied. Conservation systems also

assume the land can be fated by usirageffective conservationn practices, yet

damage to wetlands once converted to agriculture is irreversiLe. Afproperly

applied" 'onservation system on a wetland is not possible. Therefore, it

makes sense to target 'this specific exception to highly erodible land, not

wetland.

-- We.favff-the-foll6ig e-xceptions. forwatlands. if a farmer,,has- culti-

vated wetlands in any of the past five years due to drought, then he should

not be allowed to cultivate it in normal years without losing credits, deduc-

tions d capital gains. For example, if a farmer cultivated a dry pothole in
the past five years without chanling the contour, he should be unable to 'fill

the pothole'and receive tax benefits. In the case of highly erodib liind, a

farmer should be required to follow a conservation system approved -bythe Soil

Conservation Service, 'I should also be able to cultivate th highly* erodible

land without penalty if it has been farmed in two of the past.five years, up

until 1990, by which time the conservation compliance provision of the Food

Security Act of 1985 requires acceptable conservation systems to be initiated

on all highly erodiblejapds regardless of cropping history.

We ---i-d--f- o-sexceptions provided in S. 1786:

- "such cultivation is in reliance of the determination by the SCS that

the land isnot highly erodible land or wetland."

o "such highly erodible land or wetland is not the predominate class of

land comprising the total farming unit of land associated-. ith such

highly erodible land or wetland."
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. We' oppose the first exception on the grounds that if land is highly erodible

or a wetland under the definitions adopted by this bill, the SCS should not be

able to arbitrarily declare the land otherwise.' The second exception consti-

tutes a large loophole by using the word predominant. Wetlands. could be con-

vertd because they do not make up a predominant class of land of the total

farming unit under this exception. For example, if a *300 acre Prairie Pothole

or estuarliw-system was in the middle of a-1000 acre farm, the wetlands'could

be converted because the total farming unit is not predominately wetland. We

support report language submitted with' the Food Security, Act of 1985 which

allows the, conversion of an insignificant. position of a wetland if the

Secretary of Agriculture determines the hydrological and biological effects

-are truly minimal.

ODNNWJSIgt

The National Audubon Society supports S. 1786 because we believe the tax

code should not reward activities which damage the environment. By repealing-

credits and deductions for conversion of highly erodible lands and wetlands as

well as capital gains from their sale, S. 1786 will simultaneously slow

development of fragile lands and. be rqvenue-enhancing. In addition, the

repeal of the land clearing deductions in 'S. 1786 will direct resources away

from a sector of the economy that is producing surpluses and will benefit

wildlife as well as farmers with low to moderate incomes. We comend S. 1786

for inclusion in-the Tax Reform legislation developed by this committee. -
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Mr. C-hairman and Members of Ihe Committee:

Introduction

The National Constructors Association ANCA) is pleased to have the
opportunity to offer testimony on the effect of certain tax reform proposals on
the ability of its members to compete in international markets. We want to bring

-to-the Committedes attention oust concern about a number of provisions included in

the House-passed tax reform measure. particularly those which change the tax
treatment of income earned by Americans working abroad.

The National Constructors Association is made up of some of the nation's
largest firms engaged in the design and construction of major commercial,

industrial and process facilities worldwide. Because of the prominent role many
of these firms have played in the international design-construction market, NCA
has traditionally taken an interest In legislative and regulatory issues which
affect its members' ability to do business overseas. NCA member companies, in
fact. formed the nucleus of and founded the U.S. and Overseas Tax Fairness
Committee which played a prominent role in making Congress aware some years ago
of 'the netd for more favorable tax treatment of the foreign-earned income of U.S.
expatriates. NCA has also been active on issues relating to the development of a.
m~of a competitive export financing mechanism through the Export-Import Bank and
has followed with great interest the progress QLoiher regulatory and legislative
issues affecting the international marketplace.

House Proposals

The House-passed tax reform bill (I.R. 3838) changds the Sec. 911 exclusin

in two ways. First, the legislation lowers the exclusion from 'the current
$80,000 to $75,000. Second, the excluded income Is designated a preference item

subject to i'25% minimum tax above a base of $40.000 if tarried filing Jointly or
$30,000 if single.

The latter proposal, the imposition of a minimum tax, is by far the more

onerous of the two. It would dramatically increase the tax liability of the
typical American overseas working in a low foreign tax country. The attached

examples illustrate how much this provision would increase the cost of
maintaining U.S. personnel overseas.,_

.1
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T'he employee In the first* example is married with no children and h" a base

pay of $56,700. His net pay if he remained in the U.S. is calculated to be
$46,485. He is offered an incentive to take an overseas 'assignment of 20% of his

base pay or $11,340. making his--guaranteed nit for the overseas post $56,825. If
the minimum tax goes into effect this individual's employer would have to gross

up his salary $7.417 to offset his minimum tax obligation and!leave h-ii -the-
-same overseas guarantee. -

The other examples show how the employer would calculate the compensation
and tax obligations of the same individual with I) a higher overseas incentive
factor. and 2) the Individual residing in a high tax foreign 'country.; We 'hope
these will be useful to the.Committee and widl be pleased to answer any questions

,regarding the calculations.

All the examples highlight a single very important fact:

Sec. 911 provisions provide no "'windfall" earnings to
overseas Americans but simply help U.S. companies keep
U.S. personnel costs in line with foreign competition.-

Increasing the tax on these individuals simply adds to the cost of
maintaining them overseas. And that added cost directly affects the
competitiveness of U.S. businesses overseas and their ability to retain an
international presence.

Frankly, this organization is dismayed by the necessity to. revisit this
issue which we thought was successfully resolved with the passage of the 1981
Economic Recovery Tax Act. The members of this Committee should easily recall
the extensive hearings, the studies. and the testimony which preceded enactment
of current Sec. 911 tax provisions. Many of uie members of this Committee were.
in fact, instrumental in the development and passage of that legislation.

I1l is a Trade Issue not a Tax Issue

The facts v/hich prompted these provisions have not changed since 1981.
America ns must'be competitive to survive in the international marketplace. The
U.S. taxation of foreign earned income acts, for all practical purposes, as a

2
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tariff Lmp ied by our government on the export of U.S. goods and services. That
tax"policy simply helps the industrial nations with which we must compete to

increase their share of the international market at our expense.

These are facts which have been uncondiionally supported not just by NCA,
by the architect-engineering construction industry and by the business community
in general. but'also by organizations such as Republicans Abroad. Democrats
Abroad, The President's Export Council and the Republican National Committee.

These groups have recognized that tax policy which places Americans overseas
pt a competitive. disadvantage with this nation's major trading partners can onty
"exacerbate-the7balance of trade problems and cause a loss of jobs for Americans
here and in foreign countries." " 1/ The statement of the Republican National
Committee. entitled Taxation of Americans Residinl. Abroa8i. further acknowledges
the importance of maintaining American workers in foreign countries.

The ability of American companies to placid their repre-
seritatives on foreign soil has three major positive effects:

1. It increases the volume "of United States' exports
because Americans residing abroad tend to order United
States -g&iml1S---t erVtCes--for--both oen t

2r umes______
use.

2. It facilities future business for Uniteo States
companies by establishig commercial relationships built
up through personal contacts.

3. It, trains Americans in international business
techniques. All these factors when taken together,
means jobs -for Americans both at home and -abroad. 2/

The Department of Commerce has long acknowledged the Sec. 911 exclusion as
an important factor in this industry's ability to compete in international
markets. In a Juli. 1984 report entitled 'A Competitive Assessment of the U.S.
International Construction Industry the International Trade Administration of the
Department of Commerce makes the following comment:

.A.special set of factors affecting the competitiveness
-J of U.S. firms seeking international construction work

involves U.S. Government regulations for which there are
generally no counterparts for nott-U.S. competitors.
Such regulations operate as disincentives. both in terms
of project coats ard in terms of the 'risks of
Inadvertent non-compliance.

3
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For example. U.S. design and construction firms face a
disadvantage in many foreign markets- due to double
taxation 'on some income. . Many countries impose a tax on
services used in their country (such a'a design work
performed in the United -States, for foreign projects).
However, U.S. tax law considers , such servics
U.S.-sourced. not foreign-sourced, and , taxes
accordingly. The Unitd States only makes taxes
'deduction allowances for foreigh-squrced income. Most
other countries make allowances for this partiular type
of foreign taxation, placing U.S. firms at a significant

-disadvantage on manj projects. -

Another disincentive is' the U.S. taxation of
foreign-earned income of U.S. itizens working abroad.
Although these taxes w6re eased', in 1981 by the
establishment of a large exemption, the new rules
required that employee benefits in kind (such as housing
and provisions for dependents' educational, needs) be
counted as income, thereby greatly reducing tie benefit
of the exemption. Consequently. U.-S. firms still have
to pay higher wages and benefits for U.S. managerial and
technical personnel than if foreign-earned income 'were

- fully tax-exempt,- as is'the practice of most other
nations. U.S. tax policies thus remain a competitive
problem affecting the ability of U.S. design and
construction firms to pursue foreign work using U.S.
personnel.- 3/

Their report's overall assessment 'of the industry's competitive advantages
and disadvantages comes to, the following general conclusion:

In the present competitive environment for international
- ' - construction services,, U.S. firms overall appear to

enjoy a -competitive advantage in terms of experience and
a reputation for quality of services provided, based on
recognized technological and management capabilities,
but are at a competitive disadvantage for projects on
which competitionn is based on price; primarily because
of higher labor costs and higher financing costs. 4/ .

The report emphasizes the U.S. design and construction firms are ar'a

substantial competitive 'disadvantage under existing law where competition for
overseas projects is bared primarily on price, and 'notes that the te~bnolbgical

and management capabilities of these firms offer their sole compete .- advantage -
in these markets. Those capabilities rely on people. The U.S. engineers and

managers of these projects represent the competitive -edge which keeps these firms
in business overseas. Provisions which make it more and more costly to -maintain

these people overseas may well erode that one last competitive edge.

4
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.The need to keep Americans itt overseas -markets was also recognized more'

recently by the Subcqmmittee on International Economic Policy and Trade, the

House Foreign Affairs Committee as- endorsed in the attached letter of October 24, _

1985- from Chairman Don Bonker and Ranking Minority Member--boby ROth to Ways and

Means Chairman Dan Rostenkowski. As the letter indicates.:

American companies wishing to compete abroad simply must
have their representatives work and live where the
markets are. Given the substantial barriers to American.
businesses abroad, major exporters have found the Sec.
911 *exclusion an asset in their export promotion efforts
since 1981: to cot back this excluslonr-Tiow would only,
place another hurdle in front of employees of-American .
corporations 'working hard to get and maintain overseas
business.

Trade is a highly social process and depends .on our on-the-scene knowledge

of the marketplace, our contacts and visibility and our credibility. In today's

international economy -- a system otir nation substaritiaily created -- we can't
maintain our place in the market by reducing our presence.: On the contrary, we

should be doing everything we can do. to increase it '- and by a very considerable
percentage, "

Impact of Exports on the U.S. Economy

There are always those who question the value of U.S.- exports to the
omes c . p the tension given in the press and in

Congress to the problems of our expanding trade deficit, more concern has often
focused on how to slow .imports than on how to expand exports.

- The NCA Is one of'four constituent associations which make up the

International Engineering and' Construction Industries Council (IECIC), an
organitation which also focuses on Issues affecting the industry's ablity to

participate competitively in the international marketplace.

Recognizing the need to document the importance of exports to theq domnestid

economy IEC __* onsored a special study 'on The Contribution of Architectural,

Engineering gand truction Exports to the U.S. Economy. Conducted by

Price-Waterhouse and r based in April, 1985, this study is the first

comprehensive analysisof the economic impact of the *AEC exports on the U.S.

economy. It measures the secon ary effects as the' revenues earned off-shore low

i
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back into', the U.S. economy. It also quantifies the economic impact of this

expot-oreinted industry in' terms of -U.S. revenues, U.S. employment and U.S. tax

revenues generated.

The following figures from the study -ilt-ustrate what the 'architectural

engineerng-construqton industry's work overseas means to the domestic eonomy.I

In 1983:

_ The U.S. AEC industry had export revenues of

approximately $19.6 billion- of which $4.8 billion
represents direc!.U.S. revenues. /

* An -additional $6, billion of domestic revenues were
• generated as a result of AEC exports.

* For . vvery $I billion of direct, revenues produced by AEC
exports there is in additional $1.27 billion of indirect
revenues froftf associated 'sales of goods and services,
employment. etc.

Total U.S. employment resulting from AEC export's was

261.000.

"" * Every $1 billion in total U.S. revenues generated by AEC,
exports results in approximately 24,000 jobs.

Total U.S. wages-resulting from AEC exports were $6.3
billion.

-- Total federal.' corporate' and personal income Itaxes'resulting from AEC exports, were $1.13 billion.

A.C uxpuL *prtzd $1.4-b4Ui.onu.ntracts to U.S.
sub-contractor-i and the purchase of $1.9 bion in U.S.
materials. 5/

Several additional tables included as part of that survey are attached to

this testimony. Each member of the Committee was sent a copy of the full study

under separate cover, but we will be pleased\ to provide additional information on

the study as needed.

Although this study only, add resjA ,Ai.j)!3 impact pf., 6,&..ejports. it is clear

that the los's of AEC contracts wotild have a corresponding effect on domestic"

employment and tax revenues..

While U.S. tax policy is. only one of 'many -factors which vill eftectthe7'

.SEC's ability to do business overseas, the Commerce Department study lists labor

6
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costs. and financing as 'two of the most important elements affecting 'this
industry's competitive posture in international markets. We believe proposed
changes in the Sec. 911 exclusion would significantly increase the cost of
maintaining U.S. personnel overseas and along with that increased cost would
either come lost' jobs or lost profitabilty.

Revenue Esiimates and Reality

In face of the evidence that U.S. tax policy affects the. ability of its
citizens to compete over-seas, how -then can an increase in the tax on overseas
earned income .Ae justiftegi?

1. Fairness. The imposition of a minimum ,tax on the income of U.S.
. citizens working overseas does not, as 'intended, simply require every U.S.

citizen to pay-a- "faIr share" of, taxes on their, income. Rather.'it adds to the
employer's cost of maintaining U;S-,.- personnel overseas and in effect, Imposbs a
tariff on the export of U.S-i know-hotrT-.the technical aild managerial expertise'
of American citizens in international markets.

For the most part. Amelrican employees of U.S. eng&wIr'ng-construction firris

are assigned to overseas projects with a- contractual compensation arrangement.
Depending on the location of the project and the perceived hardships associated

- with living- there, the American company may offer the individual- a 20 - 50V
* incentive to -accept the assignment. That incentive is calculated'so that thq

individual, after adjustments for cost of living, housing. etc. , receives a net
pay 20% higher" "han_ his" net- pay would have been In the ,United States. Although
the- way each firm structures its compensation package varies. tne resuit is
basically the same. .' ' - - -'...

The added tax liability under a minirm um tax proposal would simply increase
the employer's cost of keeping the individuTl'on the overseas assignment. The
tax liabijity would essentially be borne by the employer not the 'employee.

2. 'Simplicity. Minimum tax calculations would contribute, another layer of
complexity to what are often difficult tax returns for overseas Americans and
would further complicate overseas compensation-programs for their employers.

7
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3 ,Revenues. - The imposition ol a minimum tax onoverseas-earned 'income
would force the return to the U.S. of many of the taxpayers who would supposedly
be paying, the increased taxes. U.S. firths would simpl not maintain thp-same

numbers of U.S. personnel on their projects and absorb the increased cost of
maintaining these individuals overseas. They would, wherever' po'ible. cut-the
U.S. staffing for the project and replace them with "citizen ;of other nations
with comparable qualifications. Reductions in the nUmber of Americans at work
overseas means fewer Americans td pay taxes.. Fewer American taxpayers overseas
means a smaller tax base overseas.

-Citizens of other nations who would replace Americafis on these projects do
not pay U.S. taxes.,

Where an A nerican'worker must be maintained en an existing contract, the
added cost to keeo-the employee overseas would not typical.ly bje reimbursable by
the qclent. It could, therefore, have an impact on the 'profitability of that
project, on the company's net profits, and therefore, on the revenues IRS would
collect on those profits,

Finally, many U.S. citizen' overseas residing In high foreign tax countries
would 'simply begin using the foreign tax credit instead of the exclusion.
Currently, many U.S. AEC firms recommend that overseas persortneouse the Sec. 911
exclusion regardless of the tax rates of the'country of their residence. Even if
the fbretgn tax rate is high; the Sec. -91 exclusion allows tiem to -maintain'
their tax liability at a comparable level to' what it would 6 e if they used a
foreign tax credit. "By electing to take the exclUilon, h0 -ver,-they have the
ddI flexibility to move from °ne foreign assignment to another without having

to worry- about needing to elect the exclusion one year and the 'foreign tax credit
the next. depending -on'the local tax rate. If the Sec. 911 exclusioii'is changed
as proposed these individuals would simply switch to the foreign tax credit and
adjust their moves to other assignments on that basis.

'Indirect Consequences

No Jobs. Displaced American managers, engineer o'nd technicians would be
returned to the domestic 'employment pool increasing whatever unemployment
pressures may already exist in a sluggish domestic construction market., As
previous studies have indicated, if Americans are not overseas generating new

8
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jobs. then they're back home absorbing existing jobs at a time 'when there may not-
be enough jobs in the domestic economy to go around.

Procurement. It is difficult to jirecisely quantify, but easy to speculate

on the Impact in terms of the procuremeint of U.S. goods and materials to support
overseas projects if Americans no longer staff these contracts. Few people
realize the quantity of manufactured goods and materials and U.S. equipment
necessary, to design and, construct a major industrial process facilty overseas.
In testimony presented for NCA several years ago, one NCA member company was able
to quantify the procurement associated with several of Its major overseas
projects.

One project valued at 4335 million,)* for example, included potential U.S.
goods an servtces'Imports totalling $20 mlflon -- equating roughly to 6.600
jobs =o_.r ericans. $150MmYU-o iof--at was-in the form of equipment and
materials ranging from valves manufactured in Worchester, Massachusetts to pipe
fittings from Kentucky. and transformers from California.

One can only speculate what the impact on project procurement will be for 'a
major facility staffed entirely "by British -qngineers. even when a U S. firm is.
the employer. Needless to say. Foreign engineers are more likely to specify
goods and materials which they .know best -- from their home countries, not the
United States.

Summary

In summary, changes in the Sec. 91'1 exclus'lon would:

• completely alter staffing considerations for overseas
projects, particularly those In low-tax countries;

4 result in lower profits _r projects in. progress before
the effective date of the bill;

hamper a, United States firm's ability to move its best
personnel from project-to-project as needed: -

/ * further erode the cbmpetltlveness of the U.S.
engtneering-construction industry In overseas markets;.

/ effectively place a tariff or' the export of U.S.
/ manpower and expertise in the internationa- marketplace;

9

|
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* contribute to a further degeneration of already grim
balarice bf trade figures.

It- will noti:_

* Increase long-term revenues to the U.S. Treasury;

* either simplify the tax code or more fairly distribute
the tax burden.

We urge the members of the Senate Finance Committee to weigH the impact of
proposed changes in the Sec. .11 exclusion before being lured by what we believe
may be misleading revenue estimates. We will, of purse, be Oleased to discuss
with the members, or staff any questions they may have with respect to this issue.-

Other International Tax Issues
7

In closing, I should mention that the Sec. '911 exclusion is by no means the
only tax issue of concern to the NCA. We share concerns expressed by other
organizations such as the Emergency Committee for AmeriCan Trade on proposed
changes in the foreign tax credit, specifically the use of foreign tax -credit
'baskets." This -approach at best would further complicate our overseas
operations and greatly erode our ability, to compete against major competitors
which face no such tax approach.' .

Once again, we-would remind the Committee that AEC industry firms cannot
choose their overseas 'locations based on -the tax policy of the country In
,question. They, must go where there is work, and Work is harder and harder to
.find. Tax policies which make it difficult for them to compete where work is
available are clearly counterproductive.

In that regard the industry has many tax disincentives under existing law
whfcF -:remain unresolvedd. For example, U.S. firms are often taxed twice on income'

derived -from technicall assistance services"' provided with respect to an overseas
cntract. Those services (engineering. design, etc.) performed in the U.S. in,
support of an over eas project are often considered part of the total revenues

- for the project in question and. taxed accordingly by the country in which the
project is located. The U.S., on the other hand, considers this Income to be
U.S.-sourced-PTe 'American firm is therefore effectively barred from using the
foreign tax credit to offset its double tax IhabWy.

10
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NCA has supported legislation which would either change the sourding rules

with respect to this income or allow the deduction of the taxes paid to the
foreign country. Either approach could solve the problems and eliminate one more
disincentive to the export of our industry's services overseas. -

We. ommend this Committee for reviewing the trade implications of tax reform
proposals and, urge, once again, that a more thorough analysis be made of these
proposed changes before they are adopted.

These proposed tax practices would wholly -ignore the value to the U.S.. in
the international marketplace, of American dedication, drive, energy,
resourcefulness, managerial expertise and Itechnological know-how -- things we
take for granted here at home and that are bWt into our culture and work ethic.
But anyone with experience knows that they give us a substantial advantage in
overseas markets -- an enormous appeal -- if we can afford to keep Americans in
the international marketNace. And that, of course, goes to the issue_.---...

Americans must have Incentives to work overseas. They must at least be on
the same tax footing as the citizens from the competing industrial. nations.. We

submit that the costs of tax policy changes which would affect that competitive
edge- in the international market are too high to ignore.

-We appreciate the opportunity to bring these matters to the attention of the
Committee and welcome any questions which may result from this testimony.

11
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NATIONAL FbREIGN.TRADE COUNCI;-t-INC.
160 EAST 42rvo ST

4
ERT. NEW YORK" N.Y. .100ol (212) "+-630

February 10, 1986

The National Foreign Trade Council, Inc. is an associationn

of lrg-than-500 companies engaged in all phases or international
trade and investment. The Council is concezned-that-certain pro-
posed changes embodied in HR 3838 will adversely affect the in-
ternational competitiveness of U.S. industries.

Adoption of the--t-roposals described below would signifi-
cantly increase tax costs for U.S.. businesses and place them at
-a com-ptitive disadvantage both in the United States market and,

abroad.

FOREIGN TAX CREDIT

The bill would severely further limit the foreign tax credit
in a number of abstruse, technical"ways:

3 additional se-parate foreign income baskets would be
established for computing additional limitations of
the credit., These added limitation baskets dilute, if
nz-t--lt-Iifn a , - e--aMIty. to: average high and low
foreign taxes paid'on total foreign income, clearly
evidencing the bill's bias against averaging which is
the essence of the overall limitation. The separate
baskets produce the same bffectas the 'per-country
method would Orodt-ce. The effect in some, cases is
more akin to that produced by the even more restric-
tive per-item method. Thus, in many cAes, at least a
disguised per-dountry limitation would effectively be
in use, notwithstanding that that discredited limita-

tion'had ostensibly been rejected.

unfairly, when generally..low foreign taxed passive
income is not actually low taxed, it would be put in a
basket with high taxed income and snot in' the passive

I
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income baLsket, evidence of an anti-averaging bigs even

when the high and low foreign taxes are paid on the

same kind of income;

a special limitation would-limit credits for foreign

taxes withheld on gross.interest income of banks to
the lower hypothetical U.S. taxes payable on net
interest income. No benefit whatsoever would be

S available for foreign taxes in excess of the limit.
do~mpetitor foreign banks will gleefully accept this
windfall,' which most likely will carry with, it a con-
sequential windfall for 'products of and jobs in th4

home country of the foreign bank, at the expense of
U.S. products and jobs. Also, this provision will

l discourage U.S. banks from heeding the U.S. Treasury's
call to extend additional loans to generally h5igh tax
developing countries. Finally, this special limitation
is at least incongruous in view of the fact that the'

U.S. has levied, and on certain kinds of interest still
levies, withholding taxes of its own on-gross interest.

Reducing foreign source income and subdividing it into as

many separate baskets as practicable has-the effgct-of indirectly
reducing the foreign tax credit.' Ac6ordingly, the credit would
be additionally.severely restricted by the following changes:

-t new'complex and difficult and expensive to implement

"look-through" rules would be employed to determine
the source and kind (for separate income baskets.
purposes) of income received from foreign corporations,

partnerships and other entities.

Changes in long standing source rules on 'which opera-
tions have been. planned would convert what now is -

foreign source gross Sales income into U.S. income.'
* To avoid this deleterious result would require siting
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sales activities and associated jobs abroad. Als6,
there is no persuasive reason why sales income produced
by a fixed place of. business located outside the U.S.
should not always be foreign source, regardless of
whether produced by sales to related or unrelated per-
sons, or why income from sales of intangibles should not,
be, as It is in Treasury II, foreign source if ,the in-
tangible is used abroad%...Contradictorily, although
one reason for this change is that sales income not
taxed abroad should not be considered -foreign income,
there is no c6unteroart rule that expenses not deduct-
ible abroad should similarly not be considered foreign'.

Changes tnhistorical 80/20 company rules would cn-
vert some foreign income-actually earned abroad into
U.S. income, impacting on capital availability due to
increased risk of U.S. withholding on payments to for-
eign persons.,

Changes that would require expenses to be allocated-on
a consolidated instead of a separate company basis
would, for example, require the cost of debt raised in
the U.S. for the use of the business of the U.S. company
to be allocated to the business of a foreign affilliat
as well, thus increasing U.S. income at the expense of
foreign income.

Until the end of taxable years beginning on or before
August 1, 1987, 50% of Research and Development (R&D)
expense* would be allocated against U.S. income and.
50% against U.S. and foreign income. Afterwards, in
the absence of affirmative action) 100% would be allo-
cated between U.S. and foreign -income. S-ince -1981
all R&D has been allocated against U.S. income. Con-
gress has recognized that to do otherwise would jeop-
ardize prized U.S. jobs and national security. Our
foreign competttqrs must view this in the same way,
since none of them require their companies to 41locate
R&D against their foreign incQa.e. In fact, they pro-
vide incentives to keep R&D at home.
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All of these direct and indirect technical chZng would

in one way or another result in less available foreign tax cre-

dit; Increased U.S. tax on foreign source income and a lessened

ability to compete against foreign companies whose cost struc-

ture is unaffected. Thus, even if these proposed foreign, tax
crdit changes were conceptually spund, it would be 'unwise to

make the changes because of their adverse impact on competi-

tiveness. But they are not conceptually sound and only a source
of needed revenue that will probably not materialize because of

the trade impact. By these-yardsticks, therefore, these changes
should not be made.

DIVIDEND PAID DEDUCTION

HR 3838 would allow corporations a 10'percent deduction

for dividends paid, phased in over a 10-year period. The

deduction, however, would not apply 'for dividends paid from

income which had not been taxed in the U.S., even though it had

been taxed in the country in which i~t was earned at rates equal

t---- o-- r even higher than the-U.S. rate. Thus

- the relative investment attractiveness of U.S. firms

having foreign operations would be diminished,

- the cost of capital for-such firms would consequently
be increased, and

- the production costs w,:ould be c94qa uently raised, -

thereby working against the competitive position of
'U.S. but not competing foreign companies

So that companies doing business abroad are not discrim-

inated against, a full deduction should be allowed-tothem so

long as tho income source of the dividend has borne tax at a

rate at least equal to the U.S. rate.
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DEPRECIATION AND INVESTMENT TAX CREDIT

The bill would repeal theeinvestment tax credit. The
.existing Acoelerated'Cost Recovery System (ACRS). would be re-
placed with a new "Incentive Depreciation System" (IDS) that
extends the recovery period for most tangible property.

- The effect of these proposals would be:

- to drastdally increase the cost of'c apital, thereby
reducing investment levels and jobs.

to impact severely on exports; because while these
provisions would-have a-very detrimental effect on
all U.S. operations, they would have an even harsher
effect on U.S. businesses selling abroad, especi-ally
to affiliate companies. To the extent that foreign
taxes exceed the U.S. rate, lowering U.S. tax rates

on foreign income of these companies below the
foreign rate they pay will not compensate them
for these cut-backs in capital recovery allowances.

Together-,-the current ACRS and ITC provide a capital
recovery mechanism which places U.S. frrms on h fairly -equal
footing with their foreign counterparts.. Cutting back on the
capital recovery rate of U.S. firms would confer an extra advan-
tage on foreign competitors. Both Immediate and longer'-range
adverse consequences of the proposal would include lower levels
of productivity, competitivEness, jobs and U.S. security.

The current depreciation and ITC r'ules should be retained.

POSSESSION TAX CREDIT . "

For many years our -tax laws have provided inducements for
U.S. firms to institute operations in the possessions. In re-
sponse, U.S. firms committed substantial capital and other re-
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s6urces to the possessions, especially-Puerto Rico. Many of'
the products of these firs are subject to Inteoie foreign com -

petition. Over the last several years'the tax benefits asso-
ciated with possessions' income have been reduced. The full
consequences of these changes .have not yet been determined.

The.President's tax reform proposals would have elimi-

nated the possessions tax credit. While not as drastic as the
provisions originally proposed by the President, HR 3838 would
modify the rules governing the possessions companies. The case

for the need for the modifications has not been made. The -.

changes would increase th. cost structure'of U.S. possessions
companies, following increased tix cost incurred by rule changes
over the past several years. The result would be loss of market
position.

The present possession company rules should not be changed.

TRANSFER OF INTANGIBLES ,, -

Under HR 3838, with the benefit of hindsight, royalties
from related foreign corporations would be required to be. com-
mensurate with the income stream produo.sd--by. the intangibles
sofd, contributed or licensed to the corporatidn,- notwith-
standing the validity of the terms of thV conveyances at the
time the intangibles were'transferred. ThN new rule would be-
stricter-than the third party comparabilitytest of current lAw
and could lead to deemed income from c -filiatd greater than -
that earned on similar licenses to third parties.

This imperious provision would creat a mismatch between

the income shown in the U.S. return of the transferor and the-
expense shown in the foreign return of the transferee, where the,
provision would undoubtedly need-to be officially 'ignored,
perhaps not only for foreign tax return purposes but also for
U.S. dollar remittance purposes as well. The result .would be an
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artificially high effective foreign tax rate, based upon U.S.

earnings and profits"calculatlons, with concomitant lst foreign
tax credits. The. 1norejsed tax'cost to U.S.-companies will,,of
courses redound to the competitive advantage of foreign counter-
parts not subject to similar extra-territorialrules.

This provision should not be 'enacted.

ACCELERATION OF U.S. TAX

S -. The bill woild strip U.S. banks, insurance-andshippin'g
companies of their right to defer reporting earnings of related
foreign-corp'orations until paid out,as dividends. Up to now this
right is enjoyed generally by these companies along with other
U.S. shareholders, corporate or otherwise, of foreign corpora-
tions, so long as the.income6f .the foreign corporation is-earned _._

in the active conduct of a trade or business. °But, under HR 3838 "

banks,.insurance and shipping companies would have to report the
-.income as it i (arned by the foreign corporation, even if the in-
come is earned in the active conduct of a trade or business and is
retained for-reinvestment abroad and not paid out to-shareholders..

This proposal discriminates against U.S. bank, insurance
and shipping companies in favor of competing foreign corpora-
tions. In addition to helping them in other w4ays,.the solici-
tous home countries of competing foreign corporations do not re-
4uire them-to so accelerate tax and in some.cases do not tax the
income at all. Obviously, the result is a higher cost structure
f-Or these U.S. companies, with concomitant competitive disadvan-
tage tq them. ,

Ironically, instead of inuring to the benefitof the
U.S. Treasury, 'the accelerated tax might be skimmed off to the
treasury of resentfl foreign governments, who very well could
react by instituting or accelerating tax on profits "deemed"
remitted. In any event, tax' Colleotions will undoubtedly'be
much lower thanprojected as 'the'.income of disadvantaged U.S.
companies withers. -

-0
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An offensive factor ab6,ut this provision Is the widely

hqld perception that this acceleration of tax-is but another

periodic slice taken out of the accepted concept that earnings

of foreign corporations. engaged in'the active conduct of trade
or. business -should not be taxable until repatrfiated, the slice

again being taken at the expense of U.S.- companies culled from

the herd seemingly because.they are considered'currently politi-

cally vulnerable. In this fashion, over cycles,. current targets

of opportunity will eventually, in a piecemeal fashion, destroy

the deferral concept in practice,' even if it cannot be'destroyed

in co.ncept. - -.

This provision should not be enacted.

OTHER HR 3838 PROVISIONS ADVERSELY IMPACTING. COMPETITIVENESS

I. FSC's- To foster exports, legislation-was enacted just
in 1984l to establish -oreign Sales Corporations (FSC) HR 3838.-
would chip away some of the FSC export tax "incentives, unbe--

lievably at the very time our trade deficit is huge and rising.

2. Tax Treaties - HR 3838 would override certain provi-
sions of existing tax treaties. Tax treaties are the product of

timg-consuming deliberate negotiations based on trade offs of'.

long term respective adverse positions-,a Under international
law,--t-hese difficult to reach trade offs should not unilaterally

be abrogated but should be changed with our treaty partners,
under orderly treaty processes. Apart from legalities, unila-
teral changes are bad business. Our treaty partners will con-

si'der our word to be unreliable, with adverse trade and

investment consequences. At the very least, effective dates

should provide ample time in which t* renegotiate conflicts.

Ps.ide from taxes and perhaps more

importantly, if we violate our tax treaty .obligations, the

effect is certainly to place us in a lesser position to object

to violations of all sorts of treatieS" by others. -
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3. Americans Working Abroad - To promote U.S. exports of.
manufactured goods and services, Section 911 provides an exoiusiuI

for a portion of the income earned by Americans workinj abroad.
If anything, the need for this providion *is Ireater today than
ever. Yet, H 3838 would not ohly reduce the exclusion by in-
creasing amounts between 1986 and 1990 but also 'require Its in-
elusion in the base for the minimpmn tax.

L4. Simplicity -'Objective simplicity is no longer a

raison d'etre for tax reform, having lost-its place. to perceived
revenue needs' -However, for whatever-reason, complexity, espe-
cially extreme complexity, carries with it a high cost to U.S.
companies in time, effort and money.

Extreme complexity is particularly evi-
dent in the foreign tax credit provisions of HR 3838, under
which U.S.. companies would need to create, maintain and man
numerous new sophisticated systems, procedures and records for
every foreign corporation in which they are a 10% owner. It
would be necessary -to 'do so in order to be able to "look through"
traditionally designated income (such as dividends and interest)
received from,-or through, several tiers of foreign' corporations
in an attempt to determine the truei" composition of that income
and then: subdivide the income into its several baskets; match
each bask.et's i nome with all its related expenses; and then
finally determine if some passive income is high foreign taxed
so that if so passive income can then be sub-subdivided. /

The maintenance of such records would

e costly, cumbersome and inefficient even in the case -of
controlled foreign subsidiaries; but it would be virtually
impossible in the case of non-controlled foreign subsidiaries,
creating an administrative nightmare for both-taxpayers and the
IRS. Many foreign countries restrict information which may--be
disseminated to on-rebidents. In addition, there are often
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legal controls over the level of financial information" available

to a hon-controlling shareholder. (In this regard, it should be

noted that the financial information available in the U.S. to a

minority- shareholder or other potential- investor wouid not even
-begin to approximate the information which would-be required to

comply with the_,"look-thrOugh" provisions.) Due t6 the prac-

ftical and legal barriers presented to A U.S. shareholder of a
foreign corporation, the "look-through" provisions.should be'
deleted or at least-amended to apply only where there is
control,.' Where. the types of income otherwise subject to the--

"look--through" provisions are received-from non-cotrolled ent-' .

ties, such Income should be placed in the overall limitation
basket.-

Expanding the definition of controlled

foreign corporation (from over 50%,to 50% or more) does not

change reality. In typical joint venture cases there is equal
ownership b between the U.S. and foreign persons. The U.S. share-

•holrar cannot alone direct activities .of the venturee or 'its;

acquiescence to ever increasing compliance burdens imposed by

the U.S.

This almost incomprehensible exercise

would require the expenditure of not only costly but also scarce

machine and.people resdurces, causinga great incremental expense
to U.S. companies but not to their foreign ciounterparts--another

poignant example of ho., we seemingly take unnecessary and unwise
steps to defeat ourselves in the world marketplaces.,

5. RetrokotiVity - Aggravating the damage, all the changes
proposed -in the f6rd'ign area carry an effective date* of January
1, 1986, so that they all would have retroactive effect. Fair-

ness dictates that-suitable transition rules be provided for
pre-existing contracts, etc. Also, due to the difficulty that

-would be~encountered in implementing these extremely complex

provisions, especially those involving foreign..corporations, a

lead time of at least a year is required, to be ableto properly'

comply. 0
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CONCLUSION

It is oOntended, In defense '.of the foregoing proposals,

that their negative impact is more than offset. by the positive

impact of tax rate reduction -- e6, that on an aggregate basis

U.S. tax on foreign income will decrease, not increase. That

contention may be true in some cases, but not in the case of

mainstream U.S. companies, as evidenced by their failure to

embrace the prop sals. Tothose compaaies, -U.S. tax rate reduc-

tion on foreign income is either valueless or must be marked down

substantially because their foreign tax rate is 46% or over or

somewhere between 46t,and the proposed reduced U.S. rate. of 36%.

. .Accordingly, to mainstream operating companies, the pro-

posals described above would significantly increase their tax

cost, r-eduoe their capital and thus impair their competitiveness

in domestic and foreign markets. The adverse consequences would
Increase the trade deficit, reduce U.S. jobs and generate

dangerous acrimony between us and our trading partners.

The proposals should not-be enacted.

, National Foreign Trade Council

0
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Mr. Chairman ana,44mbers of the Committee,'I am George-J. Clark,

Executive Vice President of Citibank. I am pleased to appear today

on behalf of the National Foreign Trade Council, an association of

mere than 500 companies Angaged in all phases of international trade

and investment and' to address the provisions of H.R. 3838 that pri-

marily affect international business activities of U.S. companies.

"I am accompapied by John'?. Rolph, III, Vice President, Citibank,

and Chairman of£the-International Subcommittee of the Tax Committee

of the NFTC. In particular, I would like to express opposition to

_.-_ the proposed foreign tax creoMr changes affecting international

-lending of U.S. banks, the elmihation of the bad debt reserve for'-

2,500 banks and the changes in the deferral of'foreign earned

inicme. These provisions would hurt the U.S. economy, undermine our

international trade position, and jeopardie the proposed solutions.

to the international debt cis " . .

Of these threeproposals,*by far the'most damaging in terms of

its globl--jpcttuff he--disallowahce of foreign tax credits on

cross-border loan transactions- The House bill would Very substan-

tially reduce the foreign credits that U.S. banks may claim for

gross withholding taxes paid on interest earned on cross-border

.loans made to foreign borrowers.' This provision will force O.S.

financial institutions, which provide more than one-third of inter-

national lending, either to cut back on their cross-border loans or

not to make them at all. The suppLy of international credit will be

slashed.. In fact, this has already beguq. A number of regional

banks have recently advised government officials that they have

" --
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now stopped making croas-border loans because of the foreign tax

credit ohange in the House bill. Non-U.S. banks are unlikely to

increase their international lending,-and consequently, the cost of

borrowing must rise. Less-developed countries,.which are heavily

dependent on loans from financial institutions, will suffer. Any

reduction in the.supply-of such funds or an increase in price poses

a real threat to. their economies and, consequently, to the markets

*they provide for U.S..goods.

Developing countries purchased some $70 billion, or one-third,

of-U.S. merchandise exports in 1985. -Cross-border loansare a key

element in financing these sales. For example, two-thirds of

Citibank's $900 million of private sector loans toMexican-,borrowers-

have been made to finance purchases of U.S. goods by Mexican buyers.

Changes in the foreign tax credit provisions will impede the

growth of U.S..exports., Regional and local banks finance the'small-

and medium-sized companies that today are developing new products

and looking for new markets. Without the current tax credit, these

,banks will reduce and-possibly abandon this business-, and their

customers will find it difficult to obtain financing elsewhere.

Foreign banks are not a viable alternative for these companies and;

.....- in any event, foreign banks are not likely to promote the sale of

U.S. goods. In addition, a slowdown in interni.Aonalclending by

U.S. banks will put new upward pressure on the dollar. This will

* further reduce the demand-for U.S* exports-nd-worsen the $148.5

billion U.S. trade deficit.

What I have been discussing so far have been the probable

-2 -
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effects of this foreign tax credit change. Let me discuss with you

the immediate and certain results of this proposal.

The international banking community today is Involved in the

rescheduling of $400 billion of LOC debt. Because so many banks are

reluctant, it is very difficult to put the rescheduling transactions

.together. H.R. 3838 will turn cross-border loans into losers or

substandard earners. Banks which have been reluctant to support the

effort to reschedule and restructure LDC credits wili now have an

easy excuse to withdr4w; Given the magnitude of funds involved,

$400 billion, and the need to keep all lenders in our rescheduling

agreement, this exit opportunity could evolve into the global debt

cris.i that we have spent the last three years avoiding.

addition to rescheduling our present outstanding debt, we are

-ow starting to consider new lending under the Baker Initiative.

Again, reluctant United States banks would like first. to be repaid,

but instead.are goingto be asked to put up new funds. The

Initiative may be successful if the earning's on such loans are

reasonable. H.R. 3838,. as presently written, makes that impossible.

The U.S. banks are going to say, *You are'asking us to put up new

money,' which we don't want to do and. then you tell us we can't earn

on it. Forget it.0 Indeed, even.Citibank, a strong supporter of

the Initiative, could lose its enthusiasm because of the misdirected

and negative provisions of H.R. 3838. Without the strong support of

the U.S. banks, the Baker Initiative is going nowhere.

Although I have emphasized the drawbacks of this foreign tax cre-

dit proposal, I would be remiss if I did not draw your attention to

-3-
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the significance of the proposed repeal of the tax deducfible bad

debt reserve method for selected banks. This is by no means limited

to the money-center banks, but affects nearly 2,500 U.S. banks.

Like 'the foreign tax credit proposal, this provision of the House

tax reform package raises the cost of credit. Currently, one of the

factors considered in pricing a loan is the bad debt reserve deduc-

tion available for potential losses. If the reserve method is eli-

minated, the after-tax cost of providing foe potential losses will

be substantially increased. This in turn will require an-increase

in' loan pricing, thus making credit more expensive. This effect is

not limited oij'nternational lending. Domestic borrowers in the

United States and local borrowers in therforeign markets served by

U.S. banks will be affected as well. Increasing the cost of credit

is not in anyone's best interest.

Furthermore', this provision will require the 2,500 banks to

pay taxes over the next five years on the amount of their present

'bad-debt reserves accumulated in acordance with the tax %aw since

1947. These extra taxes will directly reduce their financial ear-

nings' over the five-year period,.without any additional financl'I

income, causing potential cash flow problems for banks.

The net result is that the banks' retained ea fiings, a component

of their'capital, will be significantly reduced. Less capital

translates into reduced lending ability. At-a time when the Federal

bank regulatory agencies are trying to strengthen bank capital, and

the Administration has a major policy to increase lending to the

LDCs, the tax laws should not undermine these efforts.

- 4 -
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U.S. companies which operate overseas through foreign sub-

sidiaries, will be faced with yet another tax constraint under H.R.

3838. The proposal to eliminate tax deferral for foreign .sub-

sidiaries which earn banking, insurance, shipping and'cettain other-

types of income discriminates against companies with these types of

income. thus, the U.S. parent company will be required to pay tax

" currently on these earnings of its foreign subsidiaries, even though

these funds are not actually repa-t-iated. This represents a per-

nicious change in lohg-established U.S. tax policy. The consequence

is that foreign subsidiaries will not have the flexibility to retain

earnings, free of U.S. tax, to expand operations abroad to market

U.S. goods and services. U.S.-owned service companies are already

at a disadvantage because their foreign competitors benefit from

subsidies and protective tariffs. The proposed change in the

deferral'rules will put these firms at a further disadvantage.

We are' also very concerned about the impact on trade and the

availability of credit of other related foreign provisions in the

House bill. Specifically, we refer to the separate baskets for

calculating foreign tax credits, the changes in the source of income

rules, the rules requiring allocation of interest and other expenses

on a consolidated group basis and the modification of the

possessions tax credit under Sdction 936 affecting Puerto Rico.

In our view, the provisions of the House bill that I have

discussed are "penny wise and pound foolish". while some believe

that these major tax law changes may increase Federal revenues, we.

(believe they will create serious long-term consequences that will

- .5
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jeopardize America's future economic strength. They threaten the
future of U.S. exports, which presently account for 4.5 million

.. '-erican jobs. Of more immediate importance, they jeopardize.th(-

$400 billion LDC debt restructuring effort and the Baker 'Initiative-

to stimulate the growth and development of LDC countries.

" . t ['I,

/ _____
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NATIONAL LEAGUE OF POSTMASTERS

OF THE UNITED STATES

1023 N Royal St.. Atexandna. VA 22314-15b9. Telephone-703 54-3922

STATEMENT OF
R. FAIN HAMBRIGHT, PRESIDENT

- NATIONAL LEAGUE-OF POSTMASTERS
BEFORE THE

SENATE FINANCE COMMITTEE
ON THE THREE-YEAR RECOVERY RULE FOR

rONTRIBUTORY PENSIONS
FEBRUARY, 1986

MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE, I AM R. FAIN HAMBRIGHT,

PRESIDENT OF tHE NATIONAL LEAGUE OF POSTMASTERS. OUR ORGANIZATION

REPRESENTS MORE THAN 23,000 POSTMASTERS THROUGHOUT AMERICA. WE

ALSO REPRESENT MORE' THAN 50,000 OTHER FEDERAL EMPLOYEES AS

. . AS OCfATE-MEtMBER5 ENROLLED IN OUR POSTMASTERS BENEFIT PLAN. WE

-- APPRECIATE THE OPPORTUNITY TO MAKE qUR VIEWS KNOWN TO THE SENATE

FINANCE COMMITTEE ON A VERY IMPORTANT- PROVISION OF THE TAX CODE, THE

THREE-YEAR RECOVERY RULE FOR CONTRIBUTORY DEFINED BENEFIT PENSION

-> PLANS.__

THE NATIONAL LEAGUE OF POSTMASTERS WOULD LIKE TO STATE OUR

UNEQUIVOCAL OPPOSITION TO ANY REPEAL QF THE :CURRENT THREE-YEAR

BASIS RECOVERY RULE FOR CONTRIBUTORYOEFINED BENEFIT PENSION PLANS......

SUCH A REPEAL IS CONTAINED IN THE REq§NTLY PASSED HOUSE "TAX REFORM"
BiLL H.R. - I,!ON1 iSEC ___. --- _

8, A O .2()

WE OPP(OSET REPEAL OF "THE THREE-YEAR RECOVERY RULE FOR THREE

REASONS. REPEAL 'UNDER THE HOUSE-PASSED BILL IS INEQUITABLE AND
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SINGLES OUT POSTMASTERS, AND OTHER FEDERAL AND PUBLIC EMPLOYEES,

FOR UNFAIR TREATMENT. REPEAL COULD RESULT IN A SUDDEN LOSS OF

COUNTLESS EXPERIENCED POSTMASTERS WHO ARE ELIGIBLE TO RETIRE. AND

REPEAL, IN OUR JUDCEMENT,'WILL NOT RESULT IN THE "SAVINGS" ESTIMATED

DUE TO THE INCREASE IN ANNUITY OUTLAYS AND THE COSTS OF REPLACING

MANY SENIOR EMPLOYEES.

IN CONTRAST TO THE PRIVATE SECTOR, WHERE MOST EMPLOYEES CONTRIBUTE

NOTHING. TOWARD .THFIR PENSIONS AND, INDEED, OFTEN HAVE ACCESS TO TAX-

DEFERRED "THRIFT PLANS", GOVERNMENT RETIREMENT SYSTEMS RELY HEAVILY,

ON CONTRIBUTIONS FROM COVERED EMPLOYEES, FEDERAL EMPLOYEE-

CONTRIBUTIONS ARE- FULLY -TAXED AT THE TIME THEY ARE MADE.

POSTMASTERS DO NOTOBJECT TO CONTRIBUTING TOWARD THEIR RETIREMENT;

WE ARE WILLING TO PAY TAXES EQUALLY WITH ALL CITIZENS. HOWEVER, GIVEN

EXISTING CONDITIONS, It IS ONLY RIGHT AND PROPER THAT, WHEN THEY'

RETIRE, POSTMASTERS GET BACK WHAT THEY HAVE PUT INTO THE SYSTEM FOR

SO MANY YEARS.'

UNDER CURRENT LAW, POSTMASTERS, AND OTHER CIVIL .SERVICE AND PUBLIC

EMPLOYEES, HAVE A PERIOD OF UP TO THREE YEARS AFTER RETIREMENT TO

RECOUP THEIR INDIVIDUAL PAYMENTS. DURING THIS TIME, THEY DO NOT PAY"

TAXES ON THEIR ANNUITIES, AS THIS MONEY WAS PREVIOUSLY TAXED. THE'-

- CURRENT SYSTEM IS FAIR AND SHOULD NOT BE CHANGED.

UNDER THE HOUSE-PASSED TAX BILL, THE CURRENT THREE-YEAR RECOVERY

RULE FOR CONTRIBUTORY PENSIONS WOULD BE REPEALED. INSTEAD, THE"

AMOUNT CONTRIBUTED BY EMPLOYEES TO THEIR PENSIONS WOULD BE

.1
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PARCELLED OUT OVERTHEIR SUPPOSED, ACfrUARILY-DETERMINED, "LIFE TIME",'

THUS EFFECTIVELY WIPING OUT THE BRIF "TAX FREE" PERIOD, THE NATIONAL

LEAGUE OF POSTMASTERS IS APPALLED THAT SUCH A CHANGE WOULD EVEN BE

CONSIDERED, MUCH LESS INSTITIJTED.

MANY POSTMASTERS PLAN FOR THEIR RETIREMENT YEARS IN ADVANCE. THEY

HAVE COUNTED ON THE THREE-YEAR RECOVERY RULE IN THEIR PLANNING.

THEY HAVE BEEN SUPPORTIVE OF THE GOVERNMENT BY BUYING U.S. SAVINGS

BONDS TO MATURE DURING THE FIRST THREE YEARS OF RETIREMENT. THEY

HAVE ADDITIONAL INCOME WHICH MUST BE RECEIVED DURING THOSE YEARS -

FROM IRA'S, ACCRUED LEAVE PAYMENTS AND OTHER PLANNED INVESTMENTS

THE EFFECT OF THIS CHANGE WILL. BE TO TAX THIS INCOME,- AT" A

SUBSTANTIALLY HIGHER RATE'THAN WOULD APPLY UNDER CURRENT POLICY.

" -IN FACT, POSTMASTERS WOULD BE PENALIZED FOR SAVING AND PLANNING FOR

THEIR RETIREMENT! IT IS TOTALLY UNFAIR TO CHANGE THE RULES ABRUPTLY

,,FOR. EMPLOYEES WHO MAY BE ON THE EVE OFRITIREMENT AFTER YEARS OF

PLANNING. ' 7
THERE IS NO OTHER SEGMENT OF INDIVIDUAL TAXPAYERS WHO WILL BE SO

ADVERSELY AFFECTED BY PROVISIONS, OF THE HOUSE "TAX REFORM" BILL.

UNDER FU RENT LAW, THE GOVEIIMENT GETS A VERY GOOD DEAL. " TAXES

ARE- LEVIED ON JNCOME WHICH EMPLOYEES DO NOT EVEN BEGIN TO RECEIVE

FOR DECADES. THE GOVERNMENT HAS FULL .USE OF THOSE VENUES

THROUGHOUT THAT PERIOD AND THEY. ARE IMMEDIATELY DEPOSITED IN THE

"GENERAL FUIj. UNLIKE TAX DEFERRED RETIREMENT: INCOME, WHICH THIS

COMMITTEE WILL UNDOUBTEDLY EXAMINE, THE CURRENT SITUATION FOR

POSTMASTERS AND OTHER FEDERAL AND PUBLIC EMPLOYEES, IS IMMEDIATE
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TAXATIOt ON DEFERRED INCOME. WHILE POSTMASTERS ACCEPT THIS

IMMEDIATE TAXATION ON DEFERRED INCOME, WE FIRMLY OPPOSE ANY

FURTHER DEFEFIRAL ON ALREADY-TAXED DOLLARS FAR BEYOND INITIAL

RETIREMENT. IT SHOULD ALSO BE KEPT IN MIND' THAT CIVIL- SERVICE

RETIREMENT ANNUITIES, UNLIKE SOCIAL SECURITY, ARE FULLY TAXED.

THIS ADDITIONAL BURDEN COULD WELL BE THE F FINAL BLOW FOR,.THE

GENERALLY CAREER-EMPLOYEE,- SENIOR,- EXPERIENCED POSTMASTERS, WHO

EFFECTIVELY RUN THE BEST POSTAL SERVICE IN THE WORLD. SUCH A CHANGE

IN THE TAXATION OF THEIR' ANNUITIES, PARTICULARLY COMBINED WITH THE

CONTINUED ATTACKS ON CIVIL SERVICE RETIREMENT, PAY, HEALTH BENEFITS,

AND COLAS, WILL PRESENT A POWERFUL INCENTIVE FOR. THOSE PC'StMASTERS

WHO ARE ELIGIBLE, TO RETIRE E BEFORE. THE EFFECTIVE DATE OF THE CHANGE.

THE LEAGUE ESTIMATES THAT APPROXIMATELY 20% OF ACTIVE POSTMASTERS

ARE' ELIGIBLE. TO RETIRE. 'WHEREAS, UNDER NORMAL CIRCUMSTANCES,

PERHAPS ONLY A3OUT 15% OF THOSE ELIGIBLE ACTUALLY RETIRE IN ANY ONE

YEAR, IF THE THRtE-YEAR RECOVERY RULE IS ELIMINATED, IT IS OUR VIEW

'THAT AS MANY AS 50%'.. OF THOSE ELIGIBLE WILL RETIRE. OTHER

REPRE!.gi ATVES OF FEDERAL EMPLOYEES PREDICT FIGURES EVEN HIGHER-

. THAN. THEE. SUCH A PRECIPITOUS EXODUS OF THE MOST EXPERIENCED,

QUALIFIED EMPLOYEES, WILL CAUSE. SERIOUS" DISRUPTIONS IN VITAL

GOVERNMENT 'SERVICES, INCLUDING POSTAL SERVICES. ADDITIONALLY,

GREATER ERROR RATES AND INEFFICIENCIES DUE TO THE USE OF. LESS

EXPERIENCED WORKERS WOULD BE LIKELY,

\WE BELIEVE THE, PROJECTED "SAVINGS" THAT WILL RESULT FROM ELIMINATION

- THE THREE-YEAR RECOVERY RULE ARE NOT ONLY GREATLY EXAGGERATED,
--.*•. .. •.
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BUT WITHOUT FOUNDATION. THE INCREASED NU.MBR OF POSTMASTERS AND

OTHER RETIREES -RECEIVING GOVERNMENT ANNUITIES WILL SUBSTANTIALLY

INCREASE THE OUTLAY OF RETIREMENT PAYMENTS, NOT, TO MENTION LUMP

SUM ACCRUED LEAVE PAYMENTS. THE COSTS OF RECRUITING AND TRAINikG
EMPLOYEES TO REPLACE THOSE LEAVING WILL RISE. ALL TqLD, THIS CHANGE

COULD CONCEIVABLY END UP ACTUALLY COSTING THE FEDERAL GOVERNMENT,

RATHER THAN RESULTING IN SAVINGS.

THE NATIONAL LEAGUE OF POSTMASTERS. URGES THIS-COMM IT.TEE, AND,THE

ENTIRE U.S. SENATE,, ?T'REJECT ELIMINATION OF THE THREE-YEAR BASIS

RECOVERY RULE FOR CONTRIBUTORY. DEFINED BENEFIT. PENSIONS AS

PROPOSED BY THE HOUSE. SUCH A CHANGE IS PATENTLY UNFAIR, COULD

ACCELERATE THqFLGHT OF EXPERIENCED POSTMASTERS AND OTHER

FEDERAL AND PUBLIC EMPLOYEES IAND MAY WELL RESULT IN' COSTING THE.

GOVERNMENT A GREAT DEAL I',,ERMS OF INCREASED -BUDGET OUTLAYS,

Y l'IN1CREASED ERROR RATES AND ]NE RJ E-AND HIGHER RECRUITMENT AND
TRAINING COSTS.

THE LEAGUE APPRECIATES THE OPP(T ITY.TO EXPRESS-OUR VIEWS ON THIS

IMPORTANT ISSUE, AND WE ARE PREPARED TO ASSIST THIS COMMITTEE IN ITS

VERY.. DIFFICULT AND ARDUOUS TASK bF PROVIDING ALL CITIZENS OF THIS

7 NATION A FAIR AND EQUITABLE TAX STRbCTURE.
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NATIONAL LEASED HOUSING ASSOCIATION
COALITION FOR LOW AND MODERATE INCOME HOUSING
',COUNCIL FOR RURAL HOUSING AND DEVELOPMENT

LOW INCOME RENTAL HOUSING -A PROPOSAL

-I'. Introduction

For almost 50 years, the Cangress has carried -out in -a
variety-of ways a national commitment to dbceAn, safe and affordable
housing' for low income .persons. Since 1969, this\ cOnmfitment has
included the provision, of incentives contained 16,I the Internal
Revenue Code -designed to .produce - and operate rivately-owned,
multifamiXy housing for low incomeipersons; Over tho past several..,
years, direct federal subsidies to construct this hou# ing have been,'
substantially eliminated, thus making the Tax Code Incentives. the
.only'remaining tools to continue this national goal. -It is impoTant 7
to emphasize that these incentives have resulted from c6n dred
azn essential element of public policy.

The undersigned organizations.-- the- nationall Leased,
Housing Association, the Coalition for Low and Moderate Income
Housing, and the Council for * Rural Housing 'and Development --
represent,' businesses, non-profits, and public, agencies across, the
country with deep knowledge and' experience in the development,
financing and management of low income housing. They have worked -
closely withiCongresses and Administrations over the past two decades
in formulating 'and improving national policies to foster, the
production, management and preservation of low income housing.

There can be little doubt that tax incentives are necessary
to spur private investment in low income housing. Investment will
flow into a real estate transaction for three reasons: cash return,
possibility of long term appreciation, -and tax benefits. With low:---

..income housing, the first two reason--are-eseent-lally-non-existent. -
Either as a matter of govenrmental regulation or because the income
levels of the tenants do not permit rent levels adequate to support a
development, there is generaIly -little or no cash flow generated.
Market appreciation may be restricted by/government reulation which
prohibits the use of theproperty for anything but low income housing
for a decade or more, or market forces may-lead to the same result.
Thus, the only financial incentives -are the.benefits stemming from
the Tax-Code.

F -urthermore, the need for low income housing continues, - -
particularly in light- of - the elimination of federal production
programs. Waiting lists for assisted housing opportunities-and the

• / -
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growing numbers of families who are homeless because 'of their
inability to find affordable housing are stark evidence of this
national problem.

Certain aspect of the House-passed Tax Reform Act of 1985
did recognize the special needs of low income housing. However,
other provisions, including the imposition of the Alternative Minimqm
Tax on "passive activity losses" more tban offset these features.
Overall, the House bill would seriously Ondermine the Nation's
ability to provide needed low income housing.!!:-

II. Proosals

The undersigned organizations urge the Se'ate, in its
consideration of tax reform legislation, to adopt t e following
provisions relating to low income.ohousing. (For convenience, a brief
summary of the corresponding provision in the House-passed bill is
included)..

1) Definition of Low Income Housing:'

In addition to the -present definition of "low income
housing" contained in Sectio) 1250 of the Code, a 'new definition of
that --term should be adopted. In order to'" qualify, 'developments
should meet one of two tests: either a) 25% of the project's.
dwell _-ngunkts_.Are rented to households whose incomes do not exceed
... FOf area-'iian income, or b) 20% of the units are rented to

-'',households not exceeding 70% of median. -

- In addition to them-new-definition, the present Section"1250
definitions should be retained. , Generally, such,-definitions
inco'rporte projects subsidited'under extinct subsidy programs (e.g.,
Section 8, Section 236, etc.). However, to 'preserve the existing
projects subsidized under these programs, the old definition should
-be,'retained so that such projects will continue to have favorable tax
treatment on resale. Resale becomes essential at such time as an
existing owner loses the financial incentive to operate,-the project.

(House -bilIt - Defines "low -income housing" in the. same
:'- manner as. proposed above. In addition, it-defines "very low income

housing" as projects in which 40% of the units are rented to
o households at/below 60% of median. This is an unrealistic definition

- - as there is no available subsidy program that' could allow for rents
low enough that would be affordable' by --to-ants at this- level;
accordingly, the House created',a category into which no project can
fit. Bill Sec. 201, proposed Section 168 (j)(3) of the Code. If
Xte Senate decides that it is desirable to have a. two-tier definition
based upon targeting, it must make that targeting morerealistic.)'_

2) ' Depreciation for Low IncOme Housing

Asauming the Senate adopts similar depreciation periods
overall as are in the House bill, low income housing, as 'defined
above, should receive a 20t ycar recovery period with the 200%

-2-"

$



1154.

declining balance method. If the two-tier definition approach is to
be Ut lised, the "very low income" tier should receive substantially
more advantageous depreciation in order to compensate for whatever
greater targeting is to be required.

(House bill .- Low income housing received 30 year/200%
depreciation, which represents approximately a 50% reduction from
present law treatment. This depreciation will, make low income
projects financially infeasible. Very low income housing, as defined

in the bill, received 20 year/200t treatment. Section 201 of the
bill, prdposed',Section 168(e)(2)(A) of-the Code.)

3) Alternative Minimum Tax

As explained above, private investment in low income
housing is generated by tax benefits. These benefits generally take
the form of -limited partnership losses which serve to shelter other
income. If a "passive activity loss" provision like the one included
in" the House bill were to be enacted, then any other positive
features related to low income housing in this legislation would be
virtually eliminated. Therefore, if a "passive activity loss"'
measure is to be part of this bill, it should exempt low income
housing Furthermore, this provision should not be retroactive by
including within its scope losses from existing partnerships is is
provided in the HoLse bill. In other word, if the policy decision
is made to utilize tax incentives to encourage low income housing,
then this policy should not be thwarted by putting losses from low
income housing under the Alternative Minimum Tax.

In addition, if interest earned on multifamily housing
bonds is treated as a preference item for A4T purposes, rents will
have, to be raised in developments financed by such bonds to
compensate for the increased .debt service costs which will be
occasioned by subjecting these bonds to the 25% AMT rate. This factor
may-Amake many of theqe projects 'financially¥.infeasible. Therefore,
interest on multifamily bonds should not'be treated'as a preference
item under the ANT.-

(House bill -- "Excess passive activity losses", defined as
the amount of net losss-from such activities in excess of a
taxpayer's cash basis in non "tax shelters" and the lesser of $50,000
or the taxpayer's cash basis in, "tax shelter's", are effectively
treated as preference items for the ANT. Interest earned on
nonessentiall function bonds", which 'Include- multifamily, housing
bonds, is also treated as *a preference item. Section 501 of the
bill, proposed Sections 58(b) and 57(a)-6T) of the Code.)

: 4) kt-giok Rule

Low income housing, as deftned above, should continuei, all
under present la*, to be exempted from the application-of the -at-risk ".-
rule. Exemption from "at risk" is essential if the utilization- of )

tax incentives for'low income housing is tobe meaningful. (Also tue_._
disCussion below under "Technical Concerns Arising Under R.R. 3838".)

-"-.. -3-
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(House bill -- All real estate, including low, income

housing,,continued to be exempted' from the at-risk rule, except for
nonrecourse seller financing. Section 401 of the bill, proposed
Section 465(b)(6) of the Code.)

5) Interest Qeduction Limitations.

Low income housing should be exempted Crom any new
limitations placed on* the deduc ibility of interest. The exemption
should apply regarldleds-of' th source of 'the financing on the
development and regardless of wh ther the financing was generated'by
the issuance of tax-exempt bonds so long as the definitions set out
above are satisfied.

(House bill,-- Deductions of "nonbusiness" Interest, which
is defined to include interest expense allocable to a limited
partner, would 'be limited to the sum of $2,0,000, plus interest
payments on indbtedn~ss secured by two homes, plus net investment
income. Exemptions are'provided for very low income housing and for
low income housing but in theolatter case only if the project is
financed by tax-exempt bonds. Low income projects financed with
conventional loans or under the Farmers Home Miministration Section
515 program- which is a major source of financing in. rural America,
would not receive this exemption. This distinction has no rational
basis. Exempti4, from the interest cap should rest on who is served
by the program, iot who finances it. Section 402 of the bill,
proposed Section 16",d) of the Code.:)

6) Caital Gai eatment

Low income housing should, continue, as under present law,
to be accorded capital g'Mkns treatment upon sale or other
disposition. '

'House bill -- Dpreciable property,' including real-estate,
continued to be accorded capital gains" treatment upon sale or other
disposition. Section 241 of the bill,-'roposed Section 1202 df the
Code.) ,

7) Construction Period Interest.and

As under present laW, interest and' taxes incurred during
construction of a low income development shoul be ' deductible

- currently,. This major -incentive for low -income housi development
is necessary to attract investors.-o such housing.

(House bill .. Present ' law, which permits current
deductions for construction' period interest and taxes, is reeled
and replaced by a provision requiring capitalization of bqh
expenses. 'Section 905 of the -bill, proposed Section 263A of the-,
Code. . '.

-- 4-
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0) Section 167fk)

-The present liw which allows a five year amortization of
rehabilitation expenditures for low income housing should be made
permanent and the expenditure limitation of $20,000 per dwelling unit
(which was established in 1976) should be increased, to reflect
inflation, to $30,000 per unit. 0

(House, bill -- Adopted the position outlined herein.
Section 223 of the bill, proposed Section 167(k) of the Code.)

9) Tax-exemit-Bonds for Multifamily Housing

Multifamily housing bonds should continue to be available
to finance low income housing, but with the targetingdefinition for
"low income housing" described in paragraph 1. Such bonds should not
be subject to the unified state volume limitation. Otherwise,.states
will reallocate the cap away-,frpm the necessary but often politically
unpopular item of low. income housing to the more politically
attractive industrial development bonds. Family size adjustments
should not apply to projects occupied predominantly by the elderly,
because applying such adjustments to elderly projects, which
generally; contain only efficiency or one-bedroom units,'would make
these projects financially lnfeasible.-)

WXouse bill Continue# io authorize the issuance of
multifamily housing bonds with the targeting definition of "low.,
income housing", which is the same as being proposed here. Subjects

-such bonds to a unified state volume limitation; although $75 per
capita ih~each state is set-aside for veterans', single family, and
multifamily bonds, the'set-aside can be overridden by the state.
Family size adjustments are required with no exception *for the
elderly. Section 701 of thebill,:ptoposed Section 142(c) of the
Code.)

III. TeChnical'Concerns Arising Under H.R.'3838

1) t-Risk Rule.

The House bill provided that the' revised at-risk, rule,
which would repeal the present law exemption for real estate insofar
as it applies to selle? financing, would be effective-as to losses
attributable to "property acquired" after December 31, 1985.
(Section 401 of the-bill.) The Ways and Means Committee Report (p.
295 of H. Rpt. 99-426) states that "property acquired" includes not
only property acquIred- by a, partnership but also interests' in the
partnership itself. -The effect of thip language -Jl be to penalize
partners who wish to sell their interests in partnerships which have
acquired before 1986 existing property which was seller financed.
The purchaser of 'such a partnership interest, under the Committee's
langtiagei would not' be able to tak-_ into basis the seller financing
portion of, any debt, thus\ -reducing subatajtially the value of and
liquidity of the existing p4rtnett-interest. Thus, the Wayi and

* ) ' N
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Means Committee has effectively made this provision retroactive with
a very unfair result., The rules governing investments should not be
drastically altered in this retroactive fashion: to the great
detriment of investors who made good faith decisions based. on
existing law. Controlling seller'financing of property being acquired
by an entity, which is the 'goal sought by the House bill, can still
be accomplished by exerting that control at the ownership (e.g.,
partnership) level Qf that property and not by penalizing the
partners' interests in--the partnership itself as this Report language
seeks to do. A

If the Senate adopts the legislative language from the
House bill on the at-risk -rule, it is suggested that the Finance
Committee Reportjexp4%Jctly state 'that: .

In- the case of a partnership or
S Corporation, property acquired
means only property owned by the
partnership or S corporation and
not interests In the partnership
or stock in the S corporation.

2) Recovery Period -for Multifamilv Housing Financed- Vith,
Tax-Exempt Bonds

Under an anomaly contained in the House bill, in tax-exempt
bond financed multifamily housing developments in which

a) the bonds are issued on or before December 31, 1985;

b) the development is placed in service on or after
January l, 1986 and does not qualify for
transition rule relief (i.e., binding, contract
or construction commencement ,after September 25,
1985); and

c) the bond documents qualify for tax-exemption undee
6Ccde provisions applicable in 1985,

.the development would be required to use a recovery period of JQ
years, rather than the 30 year period specified bn H.R. .3 38 or the
19 year period- applic4ble under present, law. This is *th/ case even
thou4 h the property is 20% low income and meets the other teats for
qualified tax-exempt bond financing under present law -- the law in
existence when the bonds were issued. The failure to 'meet the new
rules governing' multifamily housing bonds which are to be effective
pfter 1985 causes the property to be-considered bond financed non-low
income. housing. All such non-low income property must use 40 year
stralght-line depreciation under the House bill: (Sections. 203 and
703-of the bill).

This unfair and unintended result should be rectified by
adding tole'ion 203(c),(2) of the bill the follQwing language.

-6"
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(s) LOW IC HOUSING. - In the case of projects for
residential rental property described in section
103(b)(4)(A) as- in effect on December 31, 1985 financed
with tak-exempt bonds, the provisions of
subparagraph (C) of section 168 (b)(3) shall not apply.

The undersigned organizations would bi pleased to work with
Senators and their staffs toward, the goals outlined in this paper.
Please feel free to call upon Charles L. Edson (95-9779) or Richard
S. Goldstein (955-9718), both of Lane and Edson, P.C. for further
assistance.

National Leased Housing Association
The Coalition for Low and Moderate Income'Housing

Council for Rural Housing' and Developient

-7-

@°'



1159

National
Low Income Housing Coalition
1012 Fousteenth Streel. N W . Suite 1006, Washington: D C 20005 * (202) 662-1530
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PREPARED STATEMENT OF

BARRY ZIGAS, PRESIDENT
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Mr. Chairman, I appreciate this opportunity to present a
statement for the hearing record on behalf of the members of the
National Low Income Housing Coalition. NLIttC is a national,
nonprofit, nonpartisan organization representing individuals and
organizations throughout the Nation. We provide advocacy services
for these members to pursue policies at the federal level to end
the low income housing crisis.

My testimony will address three broad areas:

1. the extent of the low income housing crisis and the
federal government's current role in helping to end it;

2. the role which tax policy plays in federal housing
policy, especially for low income people; and

3. specific comments on H.R. 3838.

The Low Income Housing Crisis

Mr. Chairman, low income people face a severe housing crisis.
The shortage of affordable housing--either for rent or for home-
ownership--has driven thousands of families into the streets,
into overcrowded housing, into desperation. The growing cancer
of homelessness in cities throughout the country is a grim and
potent reirinder of how difficult it has become for so many thous-
ands of people to put a roof over their heads.

Even for those who are fortunate enough to find shelter, the
cost of a home can be frighteningly high. Analysis of the Ameri-
can Housing Survey by the Low Income Housing Information Service,
an affiliated organization of NLIHC, shows that the vast majority
of very low income households is paying exorbitant amounts for
shelter. According to the 1983 AHS, over 8.4 million renter
households earned less than $7,000 per year. These are the lowest
income renters in the country, with incomes no greater than 50
percent of renter median, about 30 percent of national median,
and less than 25 percent of owner median. Yet among this group,
about 90 percent paid more than 25 percent of their income for
rent. About 80 percent paid more than 35 percent, and over half
paid more than half their income for rent.

President Reagan's Commission on Housing estimated in 1981
that over 7.5 million very low income renter households were
eligible for federal rental housing assistance but unable to
receive it because of program limitations.

Another recent analysis by LIHIS shows how desperate this
situation has become for millions of low income renters. While
there were over 8 million renter households with incomes below 50
percent of renter median in 1985, less than 4 million units of
housing affordable to those renters at 30 percent or less of this
income level were available in the market. Nearly twice as many
very low income renters are seeking affordable rental housing
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than can be found in the market, A comparative analysis withsimilar figures from 1980 shows that the gulf between demand and
supply of low income housing has widened substantially over the
last five years. With your permission, Mr. Chairman, I would
like to submit this analysis, called the Rental Crisis Index, as
part of the record of this hearing.

The Federal Response

In the last five years, the federal government has beat an
unprecedented retreat from its traditional policy of broad support
for the needs of low income renters. Over 60 percent of the
budget authority made available in 1981 has been slashed fromsubsequent budgets. New construction and substantial rehabilita-
tion programs have been all but eliminated. The remaining assist-
ance through Section 8 Certificates and the Administration's
voucher demonstration has been slashed deeply, providing only a
token level of assistance for low income renters.

These cuts have been made in the name of budget deficit
reduction. Yet over the same period of time that Congress and
the Administration were asking low income families to forego
decent, affordable housing, the budget deficit more than tripled
to its current levels.

This year, with the pressure of the Gramm-Rudman-Hollings
budget legislation, the Administration will seek deferrals and
rescissions of even the modest funds approved in FY86. The future
promises little in additional assistance for low income renters.
In fact, the Senate last year only narrowly rejected a proposal
to eliminate funding for assisted housing altogether during debate
on the HUD appropriation.

While the federal government has been busy sacrificing low
income rental housing assistance on the altar of budget deficit
reduction, it has been more generous to wealthy Americans. Out
of a total expenditure last year of around $50 billion for hous-
ing assistance, low income people received-about $10 billion
through outlays in HUD's budget. Over $35 billion of the remaind-
er was expended on wealthy homeowners through tax subsidies for
mortgage interest, property taxes, and other special treatment.
Not only were these subsidies left intact, but the President's
budget for FY86 estimated a nearly 10 percent increase in such
subsidies last year.

Only about $3 to $4 billion of this total was expended on
investor incentives for multifamily rental housing development.
Analyses published by the Joint Committee on Taxation suggest
that investor deductions--those most directly addressed by H.R.
3838--will comprise only about 13 percent of all housing tax
expenditures through FY90 under current law.

Mr. Chairman, the inequity of federal housing policy is
manifest. Maintenance of costly and inefficient tax subsidies
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which primarily benefit wealthy people and encourage the over-
consumption of secondary as well as principal residences at the
expense of direct subsidies for the poor is a scandal. Congress'
will to restore equity to the system through increased
authorizations for direct low income housing assistance is weak.

Tax Reform in H.,R. 3838

It is in this context of inequity, unfairness and abandonment
of a compassionate and highly targeted national housing policy
that I appear today to urge this Committee to help us protect and
improve the tax-based subsidies which encourage low income housing
development. I do so reluctantly. The National Low Income Housing
Coalition has long deplored the use of such inefficient subsidies
to accomplish national objectives. We have implored the Congress
to increase direct spending so that such indirect and inefficient
tax subsidies could be eliminated or curbed. But Congress has
taken away most of the progressive and targeted assistance. It
has forced us to seek the preservation of subsidies which increase
the cost of subsidy to the taxpayer, and reduce the benefit to
low income households.

This is the background to our suggestion to the Senate
Finance Cosmittee that it take this opportunity to restore genuine
targeting of tax-based subsidies to provide housing opportunity
for low income Americans. The provisions of H.R. 3838 are a
major improvement on Treasury II. There are some provisions
which should remain in any revised version of the bill. But
there are also major problems with the approach taken by H.R.
3838 that this-Committee has the opportunity and obligation to
fix.

Our concerns with H.R. 3838 address the following issues:

1. The inadequate degree of targeting required to qualify
projects for advantageous tax treatment.

2. The lack of any restrictions on the amount of rent
which may be charged low income tenants in units quali-
fying as low income.

3. The lack of special tax treatment to foster the pres-
ervation of thousands of units of federally-insured
existing low-income rental projects occupied primarily
by those with incomes below 80 percent of median.

4. The lack of any prohibitions against the use of tax
exempt bonds to finance displacement of low and very
low income tenants through acquisition and rehabilita-
tion of existing, already occupied low income rental
housing.

5. The unrealistic depreciation schedules applied to rental
housing, particularly rental housing serving a high
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proportion of low income tenants.

6. The imposition of unrealistic caps on ILin housing bond
issuances.

7. The inclusion of incorre and losses from low income
housing partnerships in calculation of the alternative
irinimum tax.

8. The exclusion of certain otherwise qualified low income
properties from exemption from the business interest
capr.

Constructive Proposals

I have attached a summary of our specific concerns with H.R.
3838 to this testimony. I request that it be included as part of
my prepared statement. I would like here to outline some con-
structive proposals for change. These proposals were developed
with the cooperation of an informal group of representatives from
nonprofit development and advocacy organizations in Washington
and elsewhere.

The principal focus of these recommendations is to restore
to H.R. 3838 primary emphasis on providing tax subsidies to
properties which principally serve low income households. The
redefinition of "low income housing" in H.R. 3838 as projects in
which only 25 percent of the tenants are low income is the most
objectionable provision in the bill. It represents a complete
retreat from years of historical treatment which gave projects in
which 85 percent or more of the units were available to qualified
tenants the most generous treatment in the Code. This preference
for truly low income housing should and must be restored.

Replace the deduction provisions of H.R. 3838 with a tax
credit

Using deductions to provide tax subsidies for qualified
multifamily developments is inherently wasteful. Knowledge-
able experts have estimated that 3 out of every 4 dollars in
federal tax subsidy flows not to low income beneficiaries
but to high income taxpayers or intermediaries through trans-
action costs. Converting this system to one of tax credits
would greatly reduce the cost of these subsidies, increase
their targeting to low income housing consumers, and simplify
administration of the Code. The credits could be either
refundable or non-refundable. If the former, they would
provide nonprofit sponsors an especially effective source of
development capital and greatly reduce the need to market
projects to tax shelter oriented investors. If non-refunda-
ble, the credit approach could still greatly streamline the
subsidy mechanism and increase the benefit of the tax subsidy
to the consumer. We are continuing to work on this alterna-
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tive to develop a complete proposal. I hope we can share
this with the Committee as it is developed.

All of the proposals which follow assume the current
deduction method of providing subsidies. However, the same
overall structure could be supported by tax credits, and
much more efficently. Although the following sections
mention accelerated depreciation schedules, the same
distinctions between and among the different classes of
advantaged property could be provided through differentiated
credits.

Restore Low Income Targeting Provisions to H.R. 3838

We propose establishing a new category of housing under
the Code--Predominantly Low Income Housing (PLIH). This
housing would be defined as that in which at least 80 percent
of the units are occupied by tenants with 80 percent or less
of median income. Rents in these projects must be limited
to no more than 30 percent of 80 percent of median for qual-
ifying households. PLIH projects would be eligible to re-
ceive 10 year, 200 percent depreciation. Current recapture
provisions--no conversion to other use during the first ten
years without complete recapture of tax subsidies taken, with
a phase out over the next 10 years--would apply. In
addition, if the property is sold or transferred after the
first ten years, and the low income use is maintained, no
penalty would apply. Properties which are otherwise eligible
for Historic Tax Credits which qualify as PLIH would be able
to enjoy the full appropriate credit. Again, use would have
to be maintained for at least 10 years or stiff penalties
would apply.

There are today thousands of units of previously subsi-
dized and insured low income housing which H.R. 3838 will
jeopardize. These properties are reaching the end of the
recapture period for tax benefits under the current Code.
Their owners are approaching a time when their primary con-
cern will be to recover their investments from these proper-
ties after over 18 years. They are predominantly occupied
by low income tenants, and represent an irreplaceable re-
source we cannot afford to lose.

H.R. 3838 will %?ry likely accelerate the sale and
conversion of these properties. At the very 'east, it will
encourage their conversion from principally serving low
income households to serving a market-based mix of tenants
who can pay economic rents. Cucrent low income tenants will
not be eligible for any continuing federal assistance. They
will not even qualify for relocation expenses if they are
forced to move. The PLIH provisions should apply to any
existing property which meets th. 80/80 test, as well as to
any housing insured under Sections 236 or 221(d) (3) (BMIR) of
the National Housing Act, or under the direct loan programs
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of the Farmers Home Administration.

For properties in which rehabilitation was undertaken,
Section 167(k) rules would apply as in H.R. 3838. However,
if the property is sold within a reasonable time period to a
qualified low income cooperative, it would qualify for a
maximum $40,000 per unit rehab cost, rather than the $30,000
applied in H.R. 3838.

PLIH properties would be exempt from the at-risk rules,
and H.R. 3838 would have to be amended in Section 401 to
expand the at-risk exemption so that qualified nonrecourse
financing would include such financing that "is used to
acquire interests 'n property which is used and will be
maintained as PLIH."

PLIH properties would be exempt from the limitation on
nonbusiness interest deductions, and PLIH properties would
qualify for special, favorable treatment under the alterna-
tive minimum tax.

Finally, we propose to include PLIH as an "essential
governmental purpose" under the tax-exenpt bond definitions.
This would place such financing for qualified PLIH properties
outside of the caps established for non-governmental bonds
in H.R. 3838. We oppose the cap generally. But if Congress
must impose one, we believe PLIH should be exempted. The
vast majority of projects qualifying under PLIH will be
existing properties. They cannot and will not compete ef-
fectively with new construction of multifamily or single
family homes under a state-by-state cap. Moreover, we be-
lieve that the preservation of existing low income housing
is an essential governmental function, and the Code should
recognize this.

Provide for rent restrictions in targeted units

Neither current law nor h.R. 3838 mandates any limit on
the rents which may be charged tenants in qualifying low
income set-aside units. Thus, although assistance through
tax subsidies is premised on the assumption that low income
tenants will benefit from lower rents, there is no limitation
on what those rents can actually be, except for what the
market is willing to bear. An analysis of GAO's investigati-
on last year of 7,500 IDB financed units shows that the
average low income tenant in a set-aside unit is paying 29
percent of ificome. Tenants in non-qualifying units, on the
other hand, were paying about 16 percent of income for rent.
Clearly some qualifying tenants are paying more than 29
percent of income for these units--some may be paying a
great deal more. Meanwhile, tenants in non-qualifying units
are benefitting from a very substantial reduction in rent
burden, compared with the 29 percent of median we estimate
current median rents to be.
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The principle of rent limitations in federally assisted
low income properties is well-established in direct federal
progra ms. I urge you to recommend that a similar limitation
be imposed on projects which are receiving indirect, tax
based subsidies, as well.

Anti-Displacement Guarantees

Neither H.R. 3838 nor the current Code contain any
restrictions against the use of IDB financing to carry out
acquisition and development which will lead to displacement
of existing low or very low income tenants. Yet Legal
Services attorneys and other local advocates report that a
substantial portion of their displacement case load is the
direct result of such IDB financed projects. The Senate tax
bill should include a prohibition against using IDB financing
in the acquisition, rehabilitation.or new construction of
any housing where low or very low income persons will be
displaced by those of higher income. At the very least, we
should insure that these tax subsidies are not used to aggra-
vate the low income housing crisis.

Mixed Income Housing

H.R. 3838 provides some modest increase in targeting
for the bulk of the projects which will be financed through
tax subsidies--those undertaken by for-profit developers
with the assistance of state or local housing finance
agencies. It also creates a new class of properties in which
40 percent of the units would be occupied by tenants with 60
percent or less of area median.

These provisions may be necessary to create incentives
for the development of rental housing in today's economy.
However, they do not provide "low" or "very low" income
housing. They do provide "Mixed Income Housing", and this
is a function worth preserving in the Code for its own sake.

In lieu of this multi-layered approach, the National
Low Income Housing Coalition proposes a single, more highly
targeted program. This program would establish a single
qualifying threshold--at least 20 percent of the units occu-
pied by households at or below 80 percent of median, and an
additional 10 percent at or below 50 percent of median.
Reaching this threshold would assure the project of XDB
eligibility and a 20-year, 200 percent depreciation schedule.
Any project which exceeded these minimum thresholds would
receive the same 5 year, 100 percent depreciation treatment
that is available under Section 167(k) on a unit-by-unit
basis for those projects which are occupied by tenants with
incomes below 80 percent of median.

This single definition would restore a high degree of
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targeting to the Code's rental housing provisions. I assure
you that this mix creates an economic product in most mark-
ets. In those where it does not, projects can seek additio-
nal subsidies, just as those which H.R. 3838 would create in
the very low income category would have to. The difference
is that this qualifying category would apply to the great
majority of units likely to receive tax subsidies--those
financed through IDBs by profit-motivated sponsors.

SUMMARY

Mr. Chairman, the tax Code is a blunt instrument for carrying
out social policy. As I stated earlier, we would much prefer to
see federal resources made available directly for low income
housing development and preservation. But we have no reasonable
expectation that Congress will reverse course this year or any
time soon and Increase its direct appropriations for low income
housing assistance. In the meantime, the Nation faces an urgent
housing crisis. Thousands of units of housing already subsidized
by HUD face conversion to market rates in the next five years

unless special tax treatment is extended to them. In general,
the only production or preservation of affordable housing through-
out the country is being undertaken by state and local agencies
using tax-exempt bonds and other tax-based subsidies to attract
equity investors. An entire nonprofit housing development sector
has arisen since 1981 to try to fill the gap left by HUD in its

retreat from development. The Finance Committee has the
opportunity to take the steps necessary to make H.R. 3838 truly
represent reform in the area of tax-based housing subsidles.I
believe our proposals are a step in that direction, and I urge
you and your colleagues to support them.

Thank you again for the opportunity to share our views with
you on this important matter.
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Reform of the nation's tax system is a matter which vitally effects each of

its personal and corporate citizens, and none more so than the members of the

National Grocers Association. The N.G.A. is the national trade association

representing the small business sector of the retail and wholesale food

distribution industry. Its members include over 2,000 retail grocers and

sixty-two %holesale distribution companies serving 28,000 food stores.

Indeed, in the recent words of President Reagan, our membership "still

epitomizes small business."
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At the outset, it is important to note that in commencing its hearings on

National Tax Policy, recent reports indicate that the Senate Finance

Committee has elected to begin the process of tax reform "anew.'

We congratulate the Committee for that decision. While some constructive

efforts have already been made, there is no doubt that very considerable

creative and innovative work remains to be done. To allow the previously

passed House proposals to serve as a guiding focus of the debate simply

because they wri "already there" would be a major mistake.

While we strongly support desires for the emergence of constructive "new"

approaches, we must caution this legislative body that thousands of businesses

in every part of the nation have conducted, and are still conducting their day

to day operations based upon the provisions of the present tax code.

Effective future planning is simply not possible in an atmosphere of

everchanging legislative uncertainty. Small businessmen and women simply

cannot afford the lawyers and accountants necessary to sort through daily

proposed changes in an already complicated code. Therefore, N.G.A. strongly

recommends that Congress pass only prospective alterations. We endorse the

efforts of certain Senators to set with the House a definate, future

implementation date for any and all tax reform legislation. Such an

implementation policy is necessary to promote expansive financing and capital

spending by American businesses.
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Having said this, it is important to turn to a comprehensive discussion of the

actual content of current tax revision proposals and our suggestions for

constructive alternatives.

I. Small Business

The historical role of small business in our society is without question.

Successful small business was the original "American Dream." It has continued

for more than 200 years to serve as the vital backbone of our entire American

free enterprise system. Should anyone doubt the role which small business now

plays, they need only review the last three annual "State of Small Business"

Reports of President Reagan, or the mcre detailed "Annual Report on Small

Business and Competition" submitted by the Small Business Administration.

Their hundreds of pages point out that in our economic downturns it is small

business which has been most resistant to economic decline, and in our present

recovery it is small business which has distinctly been in the forefront.

%hether measured by employment generation, expansion of sales, improvement in

service innovation, or any other basis, small business has led the way.

Yet despite this prominence, any attempt to give meaning and definition to the

term "small business" is a most difficult one. Depending upon the authority

or report which is consulted "small business" may be measured by the size of

the employed workforce, amount of assets, level of sales, totality of income,

or other diverse categories. Who is right, who is wrong? It's hard to say.
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And yet, "we know it when we see it." Each day we inevitably encounter small

businessmen and women from the corner drug store to the local gas station to

the neighborhood grocer or restaurant. All of them provide us with the

services and products our life demands. In fact, in America today there is no

simple definition of "small business." Rather, what all of us see and rely

upon are hundreds and thousands of small "businesses", each one with its own

diverse set of characteristics and priorities.

Indeed, the only real generality which one can make about the small business

community is that no generality is possible. This aspect needs to be

stressed. Far too often public discussion, and that surrounding tax revision,

has tended to treat "small business" as a single, monolithic entity about

which sweeping universal Judgments could be made. What was good for 51% of

small business would automatically be "good" for all 100%. In reality, a more

sophisticated approach would reveal that the total community consists of a

diversity of segments. That is our specific concern within this testimony to

focus upon the proper role of government tax policy upon the increasing growth

and investment oriented segment of small business. This group of firms is

still of vital importance to the entire nation and its particular problems and

requirements must be positively addressed.

II. Present Deficiencies

At the current moment the Senate Finance Committee and subsequently the Senate

as a whole, Is about to take up the issue of tax revision. Certainly the

working
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basis for that discussion will be the collection of proposals embodied in the

the House passed bill, H.R. 3838.

Yet we would contend that in the public and political eAcitement over "Tax

Reform," there has been little serious examination of the micro and macro

economic consequences of the bill. As Professor Paul C. Roberts, Chairman of

the Institute for Political Economy, personally testified before the Finance

Committee:

"...neither the Administration nor the Congress has studied the impact

that these changes would have on the cost of labor and capital in the

United States; on the competitive position of U.S. goods and services in

markets at nome and abroad; or on individual trouble sectors of the

economy such as agriculture. The best that the White House could do at a

critical juncture in the debate was to produce two administration

economists who declared that the bill would not cause a recession in

1986--hardly an endorsement. Indeed, the bill was supported by the

President and passed by the House with everyone completely in the dark as

to the bill's overall and specific economic impact."

Certainly this is the case when one begins to examine the legislation's

potentially substantial impacts upon numerous small businesses. These impacts

are of sufficient severity that they demand correction through constructive

action by the Senate. In offering an analysis of various results to be

expected from enactment of H.R. 3838 or similar legislation, we rely upon
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illustrations drawn from the progressive independent retail grocery industry.

Numerous examples from other segments of the economy could be similarly

advanced. The grocers have been selected because of the convenience of our

own data base, and because of their representative nature. As President

Ronald Reagan noted, "I cannot think of a better example of small businesses'

contribution to our country's economic well being than that of the independent

retail grocer." From such a representative background, our own analysis of

the approach suggested in H.R. 3838 has concluded that: A. The interaction of

corporate rate reduction and Investment Tax Credit elimination Is unwise. A

careful examination of the revised rate structures clearly shows that most

businesses are unable to take significant advantage of the most substantial

reductions in corporate rates, those at the very highest end of the scale.

Yet they will suffer the loss of their one primary and most frequently

utilized incentive to constructively compete and expand through modernization,

format innovation and store expansion--the Investment Tax Credit.

Such a combination would most probably produce severe negative effects upon

this nation's economic growth. For example, one recent study by Professors

Meyer, Prakken, and Varvares estimates that by 1991 the House tax bill would

result in a level of GNP 2.3% lower than under present law and an unemployment

rate 1.1% higher. The Laurence H. Meyer and Associates econometric analysis

concluded that between 1986 and 1991 the House tax bill would result in a

level of GNP 2.3% lower than under present law, an unemployment rate 1.1.%

higher and reduce real gross national product by a total of $145 billion.
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Indeed, in a startling degree of unanimity, economist after economist has

testified before this Committee that the final impact of the House bill would

be distinctly anti-growth.

Such formidable "macro" numbers should not be allowed to obscure the "micro"

effects which will fall as a particularly serious blow to growth oriented,

expanding, constructive business persons.

To these enterprises, the "costs" of investing will now be dramatically, often

prohibitively, increased. A representative of the U.S. Chamber of Commerce

testified before the Senate Small Business Committee on February 6th that:

"The repeal of the Investment Tax Credit (ITC) and the replacement of the

Accelerated Cost Recovery System (ACRS) with the Inc-tive-[Deprec-a-tion

System (IDS) would increase the after-tax cost of capital by as much as

191, even when considering the reduction in the tax rate."

Such estimates have certainly been verified by numerous other authorities.

Nor are these costs at all effectively compensated for by the reduction in

rates, which are primarily in the upper brackets. No wonder that a recent

comprehensive survey of the N.G.A. membership revealed that, "87% of the

respondents said loss of the investment tax credit would slow or impede their

business growth."

Of course, the ultimate losers in such cases will be the store owners

themselves, a vital segment of the grocery community, and their customers who
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have trusted them to provide the high levels of service and convenience which

their expertise and community interest permits. In such circumstances the

entire country loses.

In short, economic investment, vital to this industry and to the nation as a

whole, will be critically retarded or eliminated by total repeal of the ITC.

As noted previously, while no claim can or should be made that this Is true

for every small business, it is especially true for the many who are most open

to progress and expansion through investment improvements. Furthermore, B.

The interaction of corporate rate reduction and Investment Tax Credit

elimination is unfair.

One must begin here with the fundamental recognition that the ability to raise

sufficient investment capital is often far more sharply restricted for smaller

enterprises than it is for larger concerns. This is especially unfortunate

when those same smaller businesses must compete with such a handicap against

wealthier, larger corporations. But the simple facts are that small

businesses simply do not have the equal, fair access to borrowed or new equity

capital. This greatly increases the constructive role which the Investment

Tax Credit has historically played in market equalization. And, of course, it

serves to magnify the severity of its elimination, A comprehensive Staff

Report prepared for the Senate Smal, Business Conmmittee designed to summnarize

the findings of the thirteen field hearings which were conducted throughout

1985 concluded:
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"Retention of the investment tax credit in any tax reform package was one

of the major issues focused on by witnesses in each of the thirteen field

hearings. The ITC is part of the larger 'capitdl formation' issue for

small business. Capital, whether it be through borrowed debt or equity

investment, is frequently difficult for small business to obtain.

Therefore, small firms must generally rely on earnings to generate the

required capital for growth. The ITC is a mechanism which enhances cash

flow by reducing tax liability, and has therefore become a particularly

important source of capital to small businesses."

Unfortunately, these particularly urgent and immediate capital requirements of

the small business community are totally ignored by the approach taken in H.R.

3838. Thorough examination of the data reveals that all businesses must

surrender the Investment Tax Credit, but that the corresponding

tradeoff--lower corporate income tax rates--benefit corporations in the

highest bracket to a far greater degree. Thus the benefits of the rate

interaction are not distributed progressively, but rather regressively.

Moreover, one must understand that while the ITC may be a sometimes valuable

accounting tool of larger businesses, it is often an essential feature of

their smaller-moderate competitors providing vital financial assistance for

progressive efforts to serve their customers. In short, by failing to

allocate its burdens and benefits in an equitable, evenhanded manner, the Ways

and Means bill fails fundamental tests of fairness.

No matter how frequently one may verbalize these conclusions they always seem

more striking when confronted head on, in hard numerical form. As the
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following chart graphically demonstrates H.R. 3838 with its inequitable

combination of rate reduction and elimination of the ITC greatly produces an

unfair, unequal result which must be corrected.

Total Federal Income Tax

TaAable Income Current Law H.R. 3838 As Is Percent Chan e"
50,000 $ 5,750 $ -- MO -+ 30J.-4 %

100,000 20,750 22,750 + 9.6
250,000 82,250 84,250 + 2.4
500,000 184,000 180,000 - 2.6%

1,000,000 389,750 360,000 - 7.6%
10,000,000 4,100,000 3,600,000 - 12.2

100,000,000 41,000,000 36,000,000 - 12.2

(Chart assumes a progressive corporate investment pattern of 50% of taxable

income resulting in an investment tax credit equal to 5% of taxable income.

Minor expensing alterations are not considered.)

It should be noted here that for the vast rtiajority of small businesses the

level of rates and the existence and size of some constructive capital cost

recovery system constitute the two principal determinants of economic growth

and prosperity. Alterations in depreciation schedules are of far smaller

significance. Indeed, under H.R. 3838 the proposed scaleback in depreciation

would hit such enterprises with what Frank Swain, Chief Counsel for Advocacy

of the U.S. Small Business Administration, labelled in his Senate testimony as

a "double whammy." Certainly, its slower, less generous depreciation system

is of concern, but as Mr. Swain explained, "Our research indicates that the

ITC repeal will have at least 4 times the impact on small business as the

depreciation changes in H.R. 3838." Nor are the accounting and expensing

alterations contained in the bill of much significance. Given the complexity

and limited reach of such provisions, virtually all experts see their impact
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as marginal at best. No, very clearly, the unfortunate rate reduction--ITC

elimination tradeoff contained in the House proposal would set the future

course for much of American free enterprise, and set it on a distinctly

undesirable course.

In summary, progressive small businessmen and women in every walk of American

life are seriously damaged by the principles embodied in H.R. 3838. Its

reduction of general rates offers far greater benefit to those at the "top" of

the scale than to those at the bottom or middle levels. Worse still, its

total elimination of the Investment Tax Credit removes a crucial incentive to

much needed expansion and growth.

III. Constructive Proposals

Any final disposition or revision of the scope and focus of the Investment Tax

Credit should begin with a thorough understanding of its historical role

within our tax system. At one of the field hearings conducted last year by

the Senate Small Business Committee, Samuel R. Ludington, a C.P.A., reviewed

that history noting that it was introduced in the early 1960s, twice since

repealed ("suspended"), only to need to be reinstated (in 1967 and in 1971) to

revive a stagnant economy, as well as two later increases in the ITC (in 1975

and 1981) for additional economic stimulation in particularly slow periods.

lie suggested that serious consideration be given to the history of these

changes, and their positive effects on the economy, before abandoning the

investment tax credit.
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Such an historical record of repeatedly renewed legislative endorsement for

sound economic rationales should not be ignored. Yet that is precisely the

climate which seems to exist today. Too frequently, the present debate about

investment incentives through the tax code has assumed an "all or nothing"

quality. Either you are totally for the present ITC or you are totally

against it. There is no room for any middle ground. This unrealistic

atmosphere was well pointed out by Professor Murray Weidenbaum of the

Washington University in St. Louis. He explained to this Committee that, -

"In the process, we see a political perpetual motion machine at work.

That is, the institution of the investment tax credit and of liberalized

depreciation were originally hailed as tax reform. Reversing policy on

these investment incentives is now justified as tax reform."

In fact, shaping the debate in this fashion has seriously damaged the search

for an intelligent compromise. Yet that is precisely what our goal should

be. No-one doubts that the ITC may contain some-faults, but as former EPA

Administrator, William Ruckelshaus, recently wrote in the New York Times:

"It may be that we went too far in 1981. If so, why not fix what's

broke? But to massively change our current tax code just to correct

identifiable deficiencies unnecessarily risks the national Interest."

Indeed, it seems obvious that given the nature of the experiences of so many

small businessmen and women, and the ongoing critical role which some form of

60-412 0 - 86 - 38



1180

-13-

the Investment Tax Credit plays in their plans for progressive expansion and

growth it would seem that the appropriate legislative task is one of

modification and refinement, i.e. the protection and enhance of all beneficial

features, with a corresponding reduction or elimination of those less

desirable aspects.

After careful examination of the data and relevant expert interpretation and

analysis, the N.G.A. feels that such a compromise, such a middle ground does

exist. It exists in the shape of the concept of a Targeted, Limited

Progressive ITC.

While the exact features of such an approach are subject to alteration, its

main principles and direction are clear. (1) The imposition of a progressive

structure of investment incentives. When translated into law, this would mean

that as investments increased the taxation credits attached to them would

decrease. (2) The substantial reduction or elimination of credit incentives

at the upper end of the scale. (3) A determination of the various investment

levels and taxation rate incentives based upon scales which would balance

investment stimulus with equity and cost considerations. Such a proposal, if

enacted, would continue to provide vitally needed economic support for the

expansion and growth of small business with none of the waste, inefficiency

and unfairness entailed in the present tax credit approach.

As we indicated previously, a variety of specific proposals are available. As

models of the concept we have attached several specific appendices which set
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our possible implementation levels. Careful examination and review of their

operations should reveal many of the initial potential benefits of this

conceptual approach. (All data contained within these models was prepared by

the accounting firm of Friedman and Fuller). See Appendix I, II, and Il1.

Obviously, the model proposals which we have included are not set in stone.

They simply represent individual examples of a broader, more fundamental

concept. As such a number of their specific features are subject to

modification and refinement. (For example, the incremental rate differentials

or-the amount of purchases covered could be altered through different

formulas. Similarly, each example extends the Investment Tax Credit to all

investments, no matter how high, at a level of 1%. Cost or effectiveness

considerations might lead to an elimination of this provision or to the

imposition of a final "cap" at a lower ceiling level.) But the concept

involved, that of a targeted, limited, cost-effective ITC remains clear. It

rests upon four fundamental principles.

First, a targeted, limited ITC of the type described here would retain the

empirically verified, beneficial investment incentives for growing small

business found in the present tax code. As we have already noted, while large

numbers of the nation's small businesses neither require nor utilize the ITC,

for a definite constructive segment it constitutes a vital life support

mechanism for further expansion and growth--expansion and growth which are

also of major importance to our national economic health. While retaining

these elements, the proposal offers absolutely no incentives for abuse of the



1182

-15-

provisions on the part of the small business community. (To the extent that

most small businesses do not now heavily utilize the flat 10% credit they

would assuredly not be attracted by the progressive rates found in these

proposals.)

Second, targeted ITC's of the type described-here, when combined with various

rate reduction proposals, achieve a much more fair, much more equitable system

than do the current rates of H.R. 3838. Such an emphasis upon fairness must

be at the root of any and all consideration of massive tax code changes.

Without it, the just principles of genuine tax reform are rapidly transformed

into the unfortunate political compromises and influence of old fashioned tax

revision. As the numbers which we have enclosed make very clear, our

refinements and limitations of the ITC would interact with rate reductions to

drastically narrow the range of benefit so that &l businesses would be

treated fairly and justly.

Third, enactment of an investment system which is heavily progressive in its

rate structure (and even potentially capped) eliminates the most costly and

most questionable utilization of the ITC under the tax code. Some leading

economic authorities have expressed serious reservations about the value and

effectiveness of tax investment incentives at the "upper end" of the scale.

They argue that the benefits of such provisions for the heavy "smokestack"

Industries have been neither obvious nor significant and that virtually all

examples of abuse and misuse of these provisions occur at these levels. All

such problems are eliminated or overwhelmingly reduced under our proposals.
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Finally, as we noted in the previous paragraph, an ITC which is heavily

progressive in its rate structure virtually eliminates the most costly

elements of the present investment tax credit. For example, utilizing the

most recent available data from the IRS 1982 Corporation Source Book of Income

we find that total corporate usage of the Investment Tax Credit in 1982 was

$17.3 billion. But of the figure, $15 billion, or approximately 87% was

earned by corporations with assets in excess of $25 million. (And it should

be noted that the remaining amount of ITC credit was calculated upon a flat

10% basis; the pjaressive feature of the current proposals would reduce

revenue loss even further.) Quite obviously, a targeted progressive ITC of

the type described herein could be enacted with a minimum cost to the Treasury.

As SBA's Chief Counsel Swain concluded, "Some degree of focusing )r capping

the ITC would not only stem the revenue loss but provide the modest capital

incentives that most small and start-up firms need." Indeed, the undoubted

ability of this more sophisticated mechanism to actually work in promoting

investment, employment, and growth would make such limited expenditures highly

cost-beneficial and cost-effective.

Of course, actual transformation of the limited targeted Investment Tax Credit

concept into legislative reality may well require further modification and

alteration. Additional study, expert evaluation, and business reaction can

only improve upon an already sound beginning.

But we at the National Grocers Association strongly believe that this concept

represents an economic idea whose time has come. Numerous others
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enthusiastically share that judgment. Since our formal introduction of the

targeted, progressive ITC a wide variety of individual businesspersons and

associations have not merely endorsed its features, but pledged their active

support for its passage. For example, the Small Business Legislative Council

(SBLC) has formally "voted to approve the N.G.A. concept for inclusion in any

new tax reform legislation." Of course we are conscious of the political

pundits who have already pronounced the ITC as "politically dead." But with

the constructive, dedicated engagement of important private and public

figures, such as the members of this Committee, we believe that the final

shape of tax revision legislation In 1986 will prove those reports to have

been "greatly exaggerated" indeed.

In conclusion, the National Grocers Association wishes to reiterate its strong

commitment to meaningful and constructive tax reformation. It should be noted

that this is no open-ended or blanket commitment to any set of proposals, no

matter what their content, which simply call themselves "tax reform." The

"political perpetual motion machine" which Professor Wiendenbaum discussed

earlier is a most powerful one; and the very real urge to "do something" is

always difficult to resist. But national tax reform is far too important an

issue for each and every one of our citizens to be determined by such

instincts. As a concerned organization, the N.G.A. will vigorously oppose any

final piece of legislation which falls short of our legitimate requirements.

In doing so, it will join countless other informed, responsible individuals

and groups who will work for the reality of tax reform, not simply its

rhetoric.
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APPENDIX I

Model One

Assumptions in this model include the following:

(1) Equipment purchases and other investments subject to the proposed ITC are
set at a typical progressive rate of 50% of taxable income.

(2) The first $1 million of investment purchases will receive an ITC of 10%.

(3) The second 61 million of investment purchases will receive an ITC of 8%.

(4) The third $l million of investment purchases will receive an ITC of 6%.

(5) The fourth $1 millior of investment purchases will receive an ITC of 4%

(61 The fifth $1 million of investment purchases will receive an ITC of 2%.

(7) All additional investment purchases will receive an ITC of 1%.

The accompanying statistical tables offer all relevant comparisons between the
effects upon different levels of business of H.R. 3838 as currently
constituted and H.R. 3838 as altered by inclusion of the modified ITC
discussed above.
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APPENDIX It

Model Two

Assumptions in this model Include the following:

(1) Equipment purchases and other investments subject to the proposed ITC are
set at a typical progressive rate of 50% of taxable income.

(2) The first $500,000 of investment purchases will receive an ITC of 10%.

(3) The second $500,000 of investment purchases will receive an ITC of 8%.

(4) The third $500,000 of investment purchases will receive an ITC of 6%.

(5) The fourth $500,000 of investment purchases will receive an ITC of 4%

(6) The fifth $500,000 of investment purchases will receive an ITC of 2%.

(7) All additional investment purchases will receive an ITC of 1%.

The accompanying statistical tables offer all relevant comparisons between the
effects upon different levels of business of H.R. 3838 as currently
constituted and H.R. 3838 as altered by inclusion of the modified ITC
discussed above.
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APPENDIX III

Model Three

Assumptions in this model include the following:

(1) Equipment purchases arid other investments subject to the proposed ITC are
set at a typical progressive rate of 50% of taxable income.

(2) The first $10(j,000 of investment purchases will receive an ITC of 10%.

(3) The second $100,000 of investment purchases will receive an ITC of 8t.

(4) The third $100,000 of investment purchases will receive an ITC of 6%.

(5) The fourth $100,000 of Investment purchases will receive an ITC of 4%

16) The fifth $100,000 of investment purchases will receive an ITC of 2%.

(7) All additional investment purchases will receive an ITC of I%.

The accompanying statistical tables offer all relevant comparisons between the
effects upon different levels of business of H.R. 3838 as currently
constituted and H.R. 3838 as altered by inclusion of the modified ITC
discussed above.
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Mr. Chairman:

The National Military Family Association (NMFA) is a volunteer,
nonprofit association dedicated to improving the quality of life for the
10.1 million Americans In the military community. It Is the only
national organization whose primary focus is the military family. NMFA
appreciates this opportunity to present its views to the members of the
Senate Finance Committee on Internal Revenue Service Ruling 83-3.

IRS 83-3 disallows deductions for expenses which are allowable to
tax-exempt income. This ruling is to become effective for military
personnel after I January 1987, the date on which the current IRS
moratorium is due to expire. It will eliminate the tax deduction for
mortgage interest and real estate taxes paid on a military family's
personal residence, except for payments over the amount of the tax-free
government housing allowances.

NMFA endorses repeal of Revenue Ruling 83-3 as it would apply to the
military by means of inclusion in Tax Reform legislation such as was
contained in HIR 3636 (Sec 144).

NMFA also supports S.1595, introduced by Sen. Warner, which would
prevent application of Ruling 83-3 to housing allowances of the military
(and the clergy). We urge the Finance Committee to report out S.1595.

The tax-exempt status of military allowances is not a fringe benefit but
rather is an integral part of the total compensation package. The
Uniformed Services Pay Act of 1965, and Sec. 101, Title 37, U.S. Code,
reaffirmed inclusion of the Federal tax advantage of allowarxes as part
of Regular Military Comqpensation. Congress has considered that
advantage in setting military pay levels since 1965. The system of
paying in allowances is a cost saving measure since retirement pay is
calculated solely on basic pay.

Application of the Ruling to the military will result in a three to five
percent pay cut for approximately 300,000 military hmeowners whose tax
liability will increase from $1000 to $5000 annually.

THE MILITARY HOMEOWNER AND THE HOUSING MARKET

The majority of military homeowners are career service members, and more
than half are in the enlisted ranks. Eighty per cent of them are in the
pay grade of 0-3 or below.

Quarters are available for one quarter of the military population. The
remainder must buy or rent a home.

The quality of family life is improved by the oarmrship of a home. In
this highly mobile segment of the population, the instability resulting
from frequent goverment-ordered moves may be ameliorated by horme
onership and identification with a community. Air Force studies
indicate a high preference for purchase of a home over rental. The
income tax benefit is, of course, another principal reason for the
preference.
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o In many high density civilian counties surrounding military
bases, the rental vancancy rates are extremely low (for
example, 2% or less in California cities, i in Hmaii, 1% in
Northern Virginia, and less than 1% in New York City).

o Because of the captive market in many areas, an rise in rental
costs could be anticipated for the increased number of military
who could not afford to buy If IRS 83-3 were In effect.

The opportunity for military personnel to save and build equity for the
future is minimal both for the family that must rent in eqpensive areas
as well as for the family that could afford to buy a home. Factors
other than housing needs contribute to this situation, for example
inadequate Permanent Change of Station (PCS) reimbursements and the 17
unemployment rate for military spouses.

It is difficult for a military family to qualify for a home loan and
have the resources for a dcwn payment and closing costs. If IRS 83-3
were to be implemented, realtors' figures indicate that a $100 per month
loss of income would equate to approximately a $10,000 loss in
purchasing power.

As of I March 1986, new requirements for a VA home loan will go into
effect. These new requirements are:

o The amount of a loan that the VA will insure will be reduced
from $133,250 to $90,000.

o The reinstatement privilege that has permitted military
personnel to obtain another VA backed loan when the previously
backed loan is paid off will be eliminated.

o Holders of VA loans will not be allowed to refinance.

OPTIONS AVAILABLE TO THE G0VE21T

1. Basic Pay Raise. This type of pay raise would go to all personnel,
whereas only approximately 14% are homeowers.

o Dol estimates that a 1% pay raise to the force wuld cost more
than $628 million. This figure more than doubles the estimated
tax revenue generated by application of the Ruling to the
present number of military hcuners. A 5% pay raise, to
offset the estimated loss of income, would cost about $3
billion per year.

* Ccgpensation through a basic pay raise actually would cost more
than the figures given above, because retirement ay is
calculated on basic pay only. Provision of housing (and other)
allowanaces is a device that lessens the retired pay burden on
the government.

2. Raise Basic Allcwnaces for Quarters (BAQ) and Variable Housing
Allowance (VHA) Rates. By this method, over 800,000 people would



1191

receive increased compensation, tereas only 300,000 are homeowners.
The government pays over $4.6 billion in BAQ and VHA annually. A 10%
increase in BAQ/VHA, raising the rates on average of $30 to $60 per
month, would cost the government over $460 million per year. This cost
is highter than the expected tax revenue frot application of the ruling.

3. Raise BAQ and VHA for Homeowners. This method would result,
monetarily, in a zero net gain to the government, since the raised BAQ
and VHA to homeowners would offset their increased tax liability.
However, the enforcement burden would be an adminstrative nightmare.

4. Build or Lease More Family Housing. The revenue gained from the
application of the IRS ruling would be offset by meeting the housing
demands of just 1.5% of the current homeowner population---by building
(or leasing) only 4500 units. Realistically, at least 20% of current
military homeowners would need government housing (approximately 60,000
families) with a resulting construction cost of an estimated $5.9
billion over the next few years.

EXEMPT MILITARY HCWNE**J

The options discussed above will cause the government either to provide
compensation that would cost more than the revenue generated or to
forego compensation and risk major problems in morale, retention, and
recruiting. The costs of training replacements are soaring, especially
in areas requiring advanced skills. There is a real possibility that a
declining motivation of the careerist to recommend military life to
others will have an impact on recruiting as wll as retention.

NMFA urges that the Congress select the option of exempting military
homeowners frum application of IRS Ruling 83-3.

A recognition that family issues are critical to career decisions and to
retention of a quality military force has been stated repeatedly by the
Secretary of Defense, by the service chiefs, and by Members of Congress.
The Congress has provided for many substantial improvements in the
quality of life for military families. The military family cannot
afford further erosion of benefits at a time when the civilian economy
is increasingly stronger.

NMFA is concerned about the impact on military service members and their
families that would result from implementation of the IRS ruling to the
military.

How much longer can military families afford to continue in service to
their country?

Thank you for the opportunity to present the position of the National
Military Family Association on the effect of IRS Ruling 83-3 on military
families.
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ATTN NRMA 202/223-8250

February 21, 1986

The Honorable Bob Packwood
Chairman
Senate Finance Committee
219 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Chairman:

On August 7 and October 9, 1985, the National Retail Merchants Association
(NRMA) 1 submitted letters to the Committee which outlined our major concerns
regarding the employee benefits provisions of the President's tax proposals to the
Congress. Our letters stated that NRMA had gone on record strongly supporting the
President's May 1985 tax proposals. However, with respect to the employee benefits
provisions, we indicated that these provisions are not central elements of the tax
proposals, would have a detrimental impact on many existing appropriately designed
plans, and, therefore, recommended that these benefits provisions be separated from
the other proprosals pending further analysis of their impact.

Now that the House of Representatives has approved the Tax Reform Act of
1985 (H.H. 3838) and sent it to the Senate for further action, this letter reiterates
our prior position that the employee benefits provisions should not be part of the
tax reform legislation but rather studied separately by the Treasury Department and
the Congress. While NRMA continues to support tax reform, this letter emphasizes
our strong recommendation that any changes involving the taxation of employee
benefits should not be included in the tax reform legislation. However, if it is the
intention of the Committee to proceed with consideration of the employee benefits
provisions as an integral part of the Committee's tax reform bill and not as a
separate issue, we wish to make further comments. While many of the provisions of
the Tax Reform Act concerning benefits are appropriate, we have serious concerns
with respect to two areas: certain retirement provisions and the welfare nondiscrimi-
nation rules.

1. NRMA is the nation's largest trade association for the general merchandise
retailing industry. Our members operate 45,000 leading department, chain, indepen-
dent and specialty stores in all 50 states. Annual sales exceed $150 billion and
members employ more than 3 million workers.

EXECUTIVE OFFICERS
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1. RETIREMENT PROVISIONS

A. 401(k) Savings Plan Provisions

II.R. 3838 containes provisions that would make several substantive changes in
current 401(k) regulations. Some of these are reasonable; however, the proposed
dollar maximum deferral and Average Deferral Percentage (ADP) special tests are
inappropriate.

1. Maximum DeferraLs

The proposed $7,000 overall limitation on contributions by an employee to a
section 401(k) plan is unreasonably low. This amount is subject to further reduction
to-the extent that an employee-participant contributes to an IRA. This proposed
limitation unfairly singles out section 401(k) plans for much harsher treatment than
other qualified profit-sharing plans which would be subject to a proposed $25,000
overall limitation on employer contributions for an employee. A more appropriate
maximum would be $15,000 without an IRA offset. One possible rationale for
setting a maximum deferral amount would be to set the maximum deferral at one-
third of the Social Security wage base which would be $14,000 in 1986 (one third of
$42,000 under current law).

2. Average Deferral Percentage

The purpose of the current law Average Deferral Percentage tests applicable
to 401(k) plans is to limit excessive tax-deferred contributions by highly compensated
employees. II.R. 3838 would change both the definition of highly compensated
employees and the contribution percentages under the ADP tests.

" The proposed definition of "highly compensated employee" would prevent
middle income employees in many companies from saving meaningful
amounts for their retirement. Depending upon the makeup of an employer's
workforce, employees earning as little as $20,000 per year in some cases
and $35,000 in others could be deemed highly compensated. In addition, the
test as proposed is unnecessarily complex and would create administrative
burdens. It would be more appropriate to define "highly compensated
employee" as anyone earning in excess of $50,000 per annum, particularly
for large corporations.

" The proposed changes in the savings (deferral) percentage allowed highly
compensated employees in section 401(k) plans will cause employers to look
to non-qualified plans to provide retirement benefits to management
employees. Should this occur, employers may decide to severely restrict
the retirement benefits available to non-management employees in qualified
plans. The savings percentages allowed under existing law are reasonable in
that they recognize that older employees who are close to retirement and
earning more than their younger counterparts have a greater need and
inclination to save for their retirement. The existing ADP test does an
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effective job of limiting higher paid employee deferrals. Therefore, the
existing ADP should be retained.

3. Employer Matching Contributions

Under current law, employer matching contributions in a qualified savings plan
must be nondiscriminatory. Employers are generally limited to matching employee
savings up to 6 percent of an employee's compensation. I.R. 3838 would subject
employer-matching contributions to a discrimination test similar to that imposed on
tax deferred contributions. The bill would mandate one test for non-qualified
employer matching contributions and a different test for other contributions. This
complexity is further compounded by the bill's requirement that the tests for other
contributions be applied separately for pre-tax employee deferrals, qualified company
matches, and after-tax employee contributions. These tests would add unnecessary
complexity and administrative difficulties without serving any additional purpose.
Whatever test is determined appropriate, it should be used for all tax deferred
contributions under a 401(k) plan. It is totally inappropriate to test post-tax
contributions.

B. Favorable Tax Treatment on Lump Sum Distributions

Many employees have participated in retirement/profit sharing plans with the
expectation of using the 10 year forward averaging and/or capital gains treatment,
which II.R. 3838 would eliminate or phase out. H.R. 3838 substituted 5 year
averaging for employees who are 59 1/2 or older and treated as ordinary income all
other distributions. Because a lump sum distribution represents accumulations over
the employees' working career, 10 year averaging is an appropriate method of taxing
these accumulations. Therefore, there is no reason for the present 10 year aver-
aging to be eliminated or reduced to 5 year averaging. If these proposed provisions
are enacted, in the interests of fairness, employees should be permitted to use the
favorable rules applicable to lump sum distributions for account balances in exis-
tence on the effective date of the new law.

C. Penalties on In-Service Withdrawal Distributions to Younger Employees

H.R. 3838 would impose a 15 percent tax penalty on so-called "premature"
distributions from qualified retirement plans. This would include all distributions
when the employee had attained age 59 1/2, became disabled, or died. The only
exception would be for life annuity payments upon retirement. Penalty-free service
withdrawals of all kinds, including those for bona fide hardship, would be eliminated.

The current distribution rules, which are more liberal for capital accumulation
plans than for pension plans, should be retained. The proposed changes would
discourage participation of younger employees in savings plans. It would also require
employers to incur the burden and expense of maintaining qualified plan account
balances for terminated employees. In addition, since deferred contribution plan
funds would not become available before 59 1/2 except through the purchase of an
annuity contract, the employer would need to add a life annuity option to any
capital accumulation plan, and arrange with an insurer to purchase a commercial



1195

annuity. If these proposed provisions are enacted, hardship withdrawals should be
retained, and penalty-free distributions of all types should be allowed for employees
who retire under the terms of the plan.

Under it.R. 3838, the first funds withdrawn from an after-tax contribution
account would be the interest earned and taxable. This is the reverse of the
current law. This reordering of withdrawals would discourage participation by
younger employees and reduce the amount available upon retirement. Therefore, the
existing treatment should be retained.

D. Excess Distribution Penalty

Under i.R. 3838, a 15 percent penalty tax on excess distributions would be
imposed on amounts in excess of $112,500 except for those employees receiving
lump sum distributions eligible for special 5 year averaging in which case the
amount is $562,500. Such a provision would restrict the employee's freedom to plan
and manage his or her retirement income and should be eliminated.

2. WELFARE NONDISCRIMINATION RULES

The issue of nondiscrimination rules is not one of tax reform, but rather of
regulations enforcing tax policy. New rules will not generally change the tax status
of benefits, but will simply prescribe the rules to keep them nontaxable. Moreover,
the development of effective nondiscrimination rules is a very complex undertaking.
Given the diversity of employers, employee populations, and plan types, it is
extremely difficult to develop rules that will be fair, reasonable and administratively
appropriate for most employers and most plans. This endeavor should be handled
separately from tax reform.

Apparently for these reasons, H.R. 3838 calls for the Treasury Department to
study nondiscrimination rules for retirement/savings plans. The same approach
should be used for welfare plan nondiscrimination rules. If the welfare nondiscrimin-
ation rules are to be included in tax reform legislation, then we recommend the
revision of several provisions in the H.R. 3838.

A. Aggregation Rules

In applying the proposed nondiscrimination tests, all employees of a "controlled
group" are treated as one group. The bill allows an exception to this "aggregation
rule" for different lines of business and operating units. It is important that similar
businesses that have different operating costs be considered separate business lines
and be permitted to have different benefit programs. An example of similar
businesses that are separate business lines would be specialty stores and discount
store chains.

It is our understanding from a recent House Ways and Means Committee staff
member's interpretation that the exception for operating units includes different
geographic locations that function as separate units and contain a fair cross section
of employees. This point should be clarified both in the bill's statutory language as
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well as in its accompanying report. This exception recognizes that different
business lines compete in different price markets and thus have different constraints
on labor costs. Requiring all business lines and operating units to have comparable
benefit (labor) costs would make some lines uncompetitive in price. Therefore, it is
very appropriate that this exception has been included.

flowever, requiring a minimum of t00 nonexcludable employees to qualify as a
separate unit would present a hardship for a company comprised of several small
locations (such as a chain of small stores). Such a company selling products or
services in several geographic areas must establish prices that are competitive in
each area. In addition, each location needs to provide benefits that are competitive
and reflective of benefit costs for that area. Thus, it is frequently appropriate for
such a firm to provide lower benefits and charge lower prices in a low cost (and
low benefits) area, while providing higher benefits and charging higher price,3 in a
higher cost area. This strategy is equally if not more important for a company
comprised of small (under 100 employees) locations, as it is for one comprised of
large locations. Therefore, the 100 employee minimum should be eliminated or
significantly lowered.

B. Excludable Employees

II.R.'3838 permits certain employees to be excluded when applying the nondis-
crimination eligibility test. NRMA considers the exclusions for employees under age
21, bargaining employees, and nonresident aliens who receive no U.S. source earned
income to be appropriate. The exclusions for short service and part-time status ar2
important to have. However, the proposed definitions of these two groups are
inappropriate and other problems exist.

" Short Service Employees - The bi:l permits employees with less than 180
days of service to be excluded. Although 6 months is a reasonable time
period for medical coverage, it is too short for dental and long term
disability coverage that are sometimes provided after one year's service or
longer (14 percent of companies provide dental coverage later than 6
months eligibility; 18 percent of companies provide long term disability
coverage later than 6 months eligibility2). Therefore, a provision that
permits the exclusion of employees with less than 1 year of service,
consistent with current/proposed retirement/savings provisions should be
used. A constant service requirement of one year, regardless of employee
classification, would not affect the spirit of discrimirnation since all
employees would be treated equally.

o Part-Time Employees - The proposed less than 20 hours weekly/1000 hour
annually definition of part-time would provide a major hardship for many

2. Unless otherwise indicated, all data quoted in this letter is from the 1985
llay/Iluggins Benefits Comparison. The Comparison is a survey of benefit practices
for salaried employees of 900 oTrganizations representing a good cross section of
medium and large size U.S. industrial, financial, and service employers.
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retailers because a 30-hour or less standard is frequently used as a defini-
tion of part-time status in our industry. This is important because most
retailers employ a high percentage of part-time employees. Moreover,
according to a recent survey, 3 less than half of employers currently provide
medical benefits to employees working less than 30 hours per week. We
recommend a 30 hour or less weekly or 1500 hours or less annually defini-
tion of part time.

* Special Exclusion Rule - In applying the nondiscrimination eligibility tests,
the bill contains a provision eliminating the ability to exclude a group of
employees (e.g. short service) from all welfare plans if that group were
covered under any welfare plan. This approach is inconsistent with current
U.S. practice where almost half uf employers use more than one eligibility
period for their various welfare plans. Typically, employers cover
employees sooner in welfare plans that have the highest potential for
greatest financial loss, such as medical plans and life insurance plahls. As
additional compensation and as a reward for continued service, employees
are then included later in plans which have less potential for a substantial
loss such as dental, vision and legal. The use of this special rule could
very well result in ihe loss of coverage by some employees as employers
standardize the eligibility requirements for all welfare plans at the most
restrictive exclusion. Therefore, we recommend deletion of this rule.

o Eligibility Periods for Different Groups -- The ll.R. 3838 eligibility rules
would oblige an employer to use the same eligibility period for all non-
excluded employees. Many labor-intensive industries have a probationary
period for employees with high turnover in the first few months (typically
non-exempt employees) while there is no probationary period for other
employee groups with minimum turnover during that period. It is appropri-
ate to link benefit eligibility to the end of the probationary period. There-
fore, eligibility periods that differ by employee group should be allowed.

C. Benefit Levels, Participation and Usage Requirements

The bill contains provisions requiring nondiscrimination in benefit levels,
participation and usage. The provisions calling for uniform benefit levels are logical
and fair and will ensure that plans are designed in a nondiscriminatory way. The
bill calls for rules requiring certain percentages of plan participation by non-highly
compensated employees for insurance-type coverage. Although these rules may be
suitable for 100 percent employer-paid insured benefit plans, they are inappropriate
for contributory plans. Employers simply cannot control who participates in a
contributory plan. The retail industry (as well as several other industries) has a
large percentage of "second income," seasonal, and part-time employees who have
coverage elsewhere, or who consider coverage unimportant. Where these coverages

3. Survey of Benefits for Part-Time Employees. Hewitt Associates. This is a
national survey of 484 companies with non-union part-time employees.



1198

are contributory, it is common for plan participation to be substantially less than
100%. The concept of contributory plans is important for many reasons, including
cost containment. Any rule that penalizes a plan simply because it is contributory
and therefore not utilized by all eligible employees is inappr6priate.

In addition, the bill contains usage tests for non-insurance benefits (educational
and child care assistance benefits). Such rules are inappropriate because employers
cannot and should not control the usage of these plans or any other welfare plans.
In addition, these tests would create a major administrative burden.

Under these proposed participation and usage rules many appropriately designed
existing contributory insurance plans and educational and dependent care assistance
plans would not pass the test. The inability of many plans to meet these tests
would frequently result in the plan being terminated, thus leaving those employees
who had coverage without it, and putting retailing and similar industries at a
disadvantage. This would hurt the employees' educational opportunities, insurance
protection and even their ability to work if they have dependents.

If almost all employees are eligible (as required by eligibility rules) and
benefits provisions are designed in a non-discriminatory manner (as required by
benefits level rules) then there is no need for participation percentage or usage
tests. Therefore, the participation percentage and usage rules should be eliminated.

If they are not eliminated, the rules should be revised. %lost appropriately
designed plans would pass the proposed health care coverage rule. flowever, the
coverage for other benefit plans are not appropriate. -Most (81 percent) contributory
life insurance plans do not have 75 percent participation, as would be required by
the bill to be nondiscriminatory. It also seems likely that most educational and
dependents care assistance programs would not pass the benefits received test
proposed by the bill. f he proposed test for health coverage would be appropriate
for other welfare coverages and would also ease administration, and we therefore
recomcnd its use instead of the different tests proposed.

3. SUMMARY

Employee benefit provisions are not central elements of the tax reform
proposals, are very complex, and therefore, should be separated from the tax bill
pending further analysis of their impact. If benefit provisions are included in the
tax bill, certain changes should be made.

The proposed 401(k) maximum dollar deferral is unreasonably low and should be
increased. The proposed definition of highly compensated employee would inappropri-
ately include persons earning as little as $20,000 or $35,000. The earnings level
definition should be simply defined as those earning in excess of $50,000 per annum.
the existing ADP test is effective in limiting higher paid deferrals and should be
continued. The proposed ADP test rules are very complex and burdensome and
should be eliminated.
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Proposed rules concerning favorable tax treatment for lump sum distributions
and penalties on distributions are unfair and should be eliminated, or at least not
apply to existing account balances.

The complex issue of nondiscrimination rules is not one of tax reform, but
rather of regulations enforcing tax policy. Therefore, like retirement/savings plans,
welfare nondiscrimination rules should not be part of the tax reform bill, but rather
should be studied separately by the Treansury Department and the Congress. If
necessary, appropriate rules could the be considered later.

If welfare nondiscrimination rules are included in the tax reform bill, then
several of the provisions should be revised as they would have an adverse impact on
appropriately designed welfare plans in the retail and other industries.

NRMA hopes that you will review these comments when you take action on
l.R. 3838, the Tax Reform Act of 1985. We again thank you for the opportunity
to provide our views on this important subject.

Sincerely,

Trac A ullin

Seni Vice President

Government Affairs

TM/MJA/pmm

cc: Members of the Senate Finance Committee
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Tax Reform and Capital Formation

The National Society of Public Accountants (NSPA) is

pleased to submit this statement on the topic of Tax Reform and

Capital Formation for the Senate Finance Committee hearing of

February 6, 1986.

NSPA is a professional society representing over 17,000

practicing accountants located throughout the United States.

The National Society also has an affiliated state organization

in each of the 50 states, the District of Columbia and the

Commonwealth of Puerto Rico.

The members of the National Society are, for the most part,

sole or partners in moderately sized public accounting firms.

NSPA members provide accounting, auditing, tax preparation, tax

planning and management advisory services to more than 4 million

individuals and small businesses. Members of NSPA are pledged

to a strict code of professional ethics and rules of

professional conduct.

The small business clients of our members have found it

very difficult to implement a proper business plan given the

major tax law changes that have occurred in the last several

years. Since 1981, there have been three major tax bills

enacted into law. Due to the Tax Reform Act of 1985
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(|.8. 3838), as passe I by the U.S. Representatives, the business

comrnity and incivirljals face an even more dramatic andl

substantive change in the tax laws. In specific, H.R. 3838

makes such monumental changes in the tax law that the Ways and

Means Committee has deemed it necessary to rename the Tax Code

as the Internal Revenue Code of 1985.

Public accountants appreciate the difficulty that frequent

changes in the tax law can have on-the ability of a small

business person to implement a proper business plan. In this

context, during the past few years we have testified before the

Treasury Department and Congressional Committees and urged the

establishment of a National Commission on Reform of the Income

Tax System. The Commission would study and review the current

Income Tax System to help Congress formulate a proposal for true

tax reform. Further, we had asked for a moratorium on the

enactment of any income tax law (luring a five-year period. This

latter recommendation is a recognition of the negative impact

that frequent changes in the tax law have on the business plans

of entrepreneurs.

Tax Reform Act of 1985 (H.R. 3838)

Although we would prefer the establishment of a Commission

on tax reform, we realize that H.R. 3878 has a reasonable chance

of passage and thus, we would like to provide our comments on

-2-
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specific provisions of the legislation in order to help Congress

formulate a more balanced package. In addition, we would like to

make two specific recommendations on provisions that merit the

Committee's consideration on tax reform, although such proposals

are not included in H.R. 3838.

Cost Recovery Provisions

Section 201 of the H.R. 3838 provides for the repeal of the

Accelerated Cost Recovery System (ACRS) and its replacement with

the Incentive Depreciation System (IDS) for tangible property.

NSPA supports the House Ways and Means Connittee's approach

regarding capital cost recovery.

When ACRS was enacted into law in 1981, it was based upon a

recognition that the rate of productivity for U.S. manufacturing

industry was dropping and as a result, the nation's business

community was losing ground economically to our major trading

partners. The so-called 10-5-3 depreciation proposal garnered

tremendous support in Congress, the Reagan Administration, and

in many sectors of industry as a way in which to encourage

investment in new production facilities. However, ACRS was not

supported broadly by the small business, high technology or

service sectors of the economy. Ironically, these particular

industrial sectors are the very segments of the economy which

have created the predominance of the jobs for the American

workforce.

-3-
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By permitting taxpayers to depreciate personal property

over 3-year, 5-year, 10-year or 15 year recovery periods (or 19

years for real property placed in service after May 8, 1985),

thi rax Code permits taxpayers to depreciate equipment or

buildings in a significantly shorter period of time than the

true economic or useful life of the property.

Through the repeal of ACRS, the Ways and Means Committee is

developing a more equitable system of business taxation. In the

context of the Administration's proposal for lower marginal

rates, NSPA believes that there is no need for a depreciation

system which provides taxpayers an economic benefit far in

excess of that which would be available under generally accepted

accounting principles. Moreover, NSPA considers the repeal of

ACRS, and its replacement with an Incentive Depreciation System

(IDS) as an appropriate avenue through which to raise the

necessary revenues to fund the reduction in marginal tax rates.

Investment Tax Credit

Whereas, ACRS might not be a necessary component of the

capital formation process for small business, the investment tax

credit (ITC) is. The ITC provides small firms with a meaningful

increase in its cash flow in the year in which it makes a

-4- -
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capital investment. Accordingly, NSPA favors the retention of

the investment tax crecAt as a component of the capital

formation process for the U.S. economy. Nevertheless, due to

the importance of revenue neutrality, the National Society would

support a $75,000 limit on the amount of investment tax credit

that a taxpayer may take on its tax return for any one taxable

year.

Corporate Tax Rates

H.R. 3838 provides for a reduction in the marginal tax

rates for corporations as well as individuals. The legislation

accomplishes this objective, in part, by reducing the top

corporate rate from 46 percent to 36 percent. In specific, the

Ways and Means Committee Report on the Tax Reform Act of 1985

(dated December 7, 1985), states in pertinent part as follows:

"One of the most important objectives

of the bill is to reduce marginal tax rates

on income earned by individuals and

businesses. Lower tax rates promote

economic growth by increasing the rate of

return on investment. Lower tax rates also

improve the allocation of resources within

the economy by reducing the impact of tax

considerations on the choice between

-5-



1206

alternative investments. In addition, lower

tax rates promote compliance by reducing the

potential gain fr5n engaging in transactions

designed to avoid] or evale income tax."

NSPA is fully supportive of the proposal to reduce the top

corporate rate to 36 percent, as well as the recognition by the

Ways and Means Committee of the need to retain the graduated

rates for small corporations. The Corrittee Report on H.R. 3838

states that "the present law graduated rates for lower income

corporations are intended to encourage growth in small business

by easing the tax burden on such businesses."

Although the Ways and Means Committee is generally

supportive of graduated corporate tax rates, as provided for in

H.R. 3838, NSPA is opposed to the proposal in the bill to phase

out the graduated rates beginning at the level of $100,000 of

taxable income.

As part of the need to increase federal revenues, the

Deficit Reduction Act of 1984 (DEFRA) includes a provision which

phases out the graduated rates for large corporatons. DEFRA

phases out the benefits of the graduated rates for corporations

with taxable income in excess of $1 million, by imposing an

additional 5 percent tax (which is in addition to the regular 46

percent tax rate of current law) on the next $405,000 of taxable

income.

-6-
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Due to the current budget deficits and the need to attain a

tax reform bill which is revenue neutral. NSPA recognizes that

there may be a legitimate policy need for recapturing the

benefit of the graduated rates at some threshold level.

Nevertheless, the National Society believes that the threshold

level for recapture should be significantly higher than the

starting level (as under the bill) of $100,000.

Under the Tax Reform Act of 1985, due to the graduated rate

schedule, a corporation would pay $22,750 in taxes on its first

$100,000 of taxable income for an effective tax rate of 22.75

percent. The Ways and Means proposal would start recapturing

the benefit of the graduated corporate rates by imposing the

additional 5 percent surtax on corporations with $100,000 of

taxable income or more. Until the point that the full benefit

of the graduated corporate rates is recaptured, the effect of

the recapture proposal is to impose a 41 percent marginal tax

rate on each dollar of corporate taxable income in excess of

$100,000.

Faced with a 41 percent marginal tax rate on taxable income

between the levels of $100,000 and $365,000, corporations of

that size level receive proportionately less of a tax benefit

from the rate reductions than their larger corporation

counterparts which are subject to a flat 36 percent corporate

-7-
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tax rate under the legislation, once the corporation has taxable

income in excess of $365,000.

As a matter of tax equity, NSPA urges the Congress to

consider raising the threshold for rerapturing the benefit of

the graduatel rates to a level significantly higher than

$100,000 of taxable income.

Alternative Mininum Tax

The Ways and Means Committee Report on H.R. 3838 states

that the overriding objective for a minimum tax is "to ensure

that no taxpayer with substantial economic income can avoid

significant tax liability by using exclusions, reductionss, and

credits." "The ability of high-income taxpayers to pay little or

no tax undermines respect for the entire tax system and, thus,

for the incentive provisions themselves."

NSPA appreciates the Congressional Tax Writing Committee's

concerns in this area. Nevertheless, the National Society

believes that by setting the alternative minimum tax at a rate

higher than the maximum effective tax rate for net long term

capital gains for individuals (as H.R. 3838 does) this creates

an inadvertent trap for the unwary. It is possible in an

alternative minimum tax situation, under H.R. 3838, for LTCGs to

be taxed at 25% rather than 22% as the Congress apparently

-8-
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wanted. Thus, we would suggest that the alternative minimum tax

rate be no greater than the maximum effective tax rate-for

long-term capital gains.

Limitations on Deductions for Meals, Travel and Entertainment

Section 142 of H.R. 3838 provides for certain limitations

on deductions for meals, travel and entertainment. In specific,

this section provides that no deduction shall be allowed for the

expense of any food or beverage unless:

"(1) the furnishing of such food or beverages has a clear

business purpose presently related to the active conduct of a

trade or business,

"(2) such expense is not lavish or extravagant under the

circumstances, and

"(3) the taxpayer (or an employee of the taxpayer) is

present at the furnishing of such food or beverages."

The bill places a further restriction on such expenses by

limiting the allowable deduction on business meals and

entertainment to 80 percent of the amount of the expense. NSPA

is deeply concerned over this provision. The House of

Representatives passed this provision because it felt that there

was an abuse from "excess personal consumption."

-9-
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By limiting business meal and entertainment deductions to

80 percent of the amount of the expense, NSPA believes that the

proposed limitation will do little to restrict the personal

consumption element of meal and enterainnment expenditures. The

National S-nciety considers the limitation to he arbitrarily

conceived and extremely subjective in design. Section 142 of

H.R. 3838 will result in a compliance nightmare for taxpayers,

resulting in an increase in IRS audits.

At-Risk Rules

The current tax law permits individuals and certain

corporations to deduct losses from real estate which are in

excess of the amoLnt that they have "at risk." Except for

certain transactions involving unrelated third-party nonrecourse

debt, H.R. 3838 extends the scope of the "at-risk rules" to real

estate. NSPA is opposed to this new limitation. Many small

businesses are required to give or take seller financing. Thus,

the limitation could result in a severe downturn in what may

otherwise be productive investment by small business, such as

investment in plant and equipment.

Cash or Deferred Arrangements (CODAs)

Given the increasing proportion of senior citizens and

-10-
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retired inlivirluals in the U.S. population, there is an ever

increasing need for a viable national retirecoent income policy.

This nat ional pol icy should strive for a secure private pension

system lesignel to supplement the Social Security system.

NSPA believes that the pension provisions of H1.R. 3838 move

away from these obIjectives. The National Society is

particularly concerned] about the linkage of the IRA

contributions with the $7,00n limitation on the amount that

employees can defer yearly under qtalifie-l cash or deferre.

arrangements (the so-called 401(k) plans). Mo)re specifically,

NSPA believes that there should he no linkage between the two

retirement programs.

Qualified cash or deferrred arrangements have become

increasingly attractive to rank ani file employees of companies

which offer such plans. Under the special nondiscrimination

tests of current law, a company cannot offer a 401(k) plan to

its employees where the plan disproportionately benefits highly

compensated employees at the expense of rank and file workers.

NSPA believes that the nondiscrimination requirements of current

law have worked well in accomplishing the objective of assuring

relative equity of financial benefits for-employees of all

income levels.

To the extent Congress and the Administration consider it

60-412 0 - 86 - 39
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necessary for budgetary reasons to place further restrictions on

401(k) plans, then the placement of a $7,000 limitation on the

amount that employees can contribute yearly to a 401(k) plan may

have merit for policy reasons. NSPA understands and would

accept such a policy position. However, by linking the

contribution limit for IRAs to the proposed $7,000 limit on

401(k) plans, H.R. 3838 adds a layer of complexity to two

fundamentally independent national retirement programs.

The major appeal of individual retirement accounts to

taxpayers has been the freedom of investment opportunity, as

well as the simplicity of the retirement plan itself. By

linking IRA contributions with 401(k) plans, taxpayers will be

hindered by severe tax compliance problems. In addition to

raising major recordkeeping problems for taxpayers and their

employee rs, the linkage causes compliance problems for banks,

securities firms, insurance companies and other financial

institutions as well. NSPh is concerned that the cost of the

recordkeeping burden will ultimately fall on the individual

taxpayer.

The Practice Before the Tax Court of Enrolled Agents and CPAs

NSPA is fully supportive of section 1546 of the Tax Reform

Act of 1985. As approved by the U.S. House of Representatives,

this provision would permit enrolled agents and CPAs to

-12-
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represent taxpayers before the Small Tax Case Division of the

Tax Court, with respect to disputes with the IRS of $10,000 or

less. Trials of such cases are normally con,uctel informally

and generally do not require the filing of briefs.

To the extent a taxpayer obtains outside assistance to prepare

his income tax returns, he will very often utilize a CPA or

enrolled agent. Thus, it is the CPA or enrolled anent which

will likely be the most knowle(Igable about the particulars of

the taxpayer's return. In a small dispute (such as ones

involving amounts under $10,000) with the IRS, it would be very

costly for the taxpayer to hire an attorney, who must >en be

paid to learn the case from scratch.

By permitting taxpayers to he represented in Tax Court by

the professional's who filled out their return originally, this

would greatly expedite the docket of small cases before the Tax

Court. Thus, taxpayers would obtain effective professional

representation before the Tax Court at a reasonable cost. In

specific, this proposal would greatly simplify and expedite the

resolution of taxpayer claims.

The Deposit Rules for Payroll Taxet

One of the major problems facing small business today

involves payroll tax compliance. Since small businesses are

often more labor intensive than their larger business

-13-
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counterparts, payroll taxes can impose a higher burden of

compliance on smaller firms than other section of the tax law.

The current law and regulations generally require a business to

make payroll tax deposits with the IRS as often as it pays its

employees, which may in many cases be four times a month.

In the context of tax reform, NSPA urges that Congress give

serious consideration to implementing procedures which lessen

the payroll tax deposit and recordkeeping burdens facing small

firms. One means of accomplishing this objective would be to

permit a business with Federal payroll tax deposits of $5,000 or

less to make such deposits on a once-a-month basis with a

Federal depository (i.e., an institution which collects payroll

tax deposits on behalf of the IRS).

Regulatory Flexibility Act

The Regulatory Flexibility Act (RFA) is designed to ensure

that Federal agencies take into consideration the impact of

their regulatory actions on small business. Before promulgating

a regulation, RFA requires a federal agency to conduct an impact

analysis as to the relative burden of that regulaton on small

business.

Since its enactment, the IRS has considered itself exempt

from the provisions of the Act. Accordingly, NSPA suggests that

-14-
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Congress extend1 the RFA to all IRS an] Treasury Department

Tilemaking, including interpretative rules.

-is-
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The NWRA has been an advocate for the development of this

nation's precious water resources and has worked closely with

Congress, the Department of Interior, the Corps of Engineers, and

other federal agencies with respect to water development policy

and specific project authorization. Recognizing the changing

political and financial environment with respect to federal

financing of water projects, the NWRA early supported a shift in

policy to require cost sharing at the local level in the

development of water projects. The NWRA took this position with

the full understanding that the state and local governmental

units and other water development entities and users that it

ultimately represents would be required to bear a substantial

burden in financing water projects. The NWRA is proud of the

leadership position it has taken on behalf of its members in

supporting efforts at the federal level to fairly allocate the

cost of water projects to those who primarily benefit from such

projects.

As the responsibility to provide all or a portion of the

financing for water projects has shifted to the states and their

political subdivisions, those public bodies have become dependent

on the capital markets to provide that financing. Furthermore,

those public bodies are endeavoring to develop new credit and

revenue sources and financing arrangements to support repayment

of the debt that must be incurred to construct water projects

since many of these projects, and particularly those supplying

agricultural water, are not self-liquidating. A variety of

financing ideas, including public/private partnership

arrangements, are taking form to provide the needed capital to
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STATEMENT OF

NATIONAL WATER RESOURCES ASSOCIATION
TO TilE UNITED STATES SENATE COMMITTEE ON FINANCE

REGARDING H.R. 3838

Mr. Chairman,

The National Water Resources Association ("N;4RA") is pleased

to have this opportunity to submit its view to the Senate Finance

Committee regarding certain provisions of H.R. 3638 which, if

enacted in the form passed by the House of Representatives on

December 17, 1985, would adversely impact the ability of many of

NWRA's members to finance water resource recovery and

distribution, as well as related hydroelectric generating

facilities in certain instances (collectively referred to herein

as "water projects.")

The National Water Resources Association began in the early

1930's as an association of western states faced with the common

need to develop their water resources to meet the demands of a

growing population. The NWRA has represented the interests of

these states during its 54-year history and recently expanded its

membership base and geographical coverage through an affiliation

with the Groundwater Management Districts Association.
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participate in cost sharing arrangements. The centerpiece of

most of these arrangements is the ability of public bodies to

access the tax-exempt market which for many years has provided

low-cost capital for public benefit projects, even where a

private entity was an incidental beneficiary.

At the very time when the burden of financing water projects

has been shifted back to the states, we find that Congress is

threatening to limit an important vehicle for providing that

financing and tax-exempt bonds. The proposed revisions to

Section 103 of the Internal Revenue Code found in H.R. 3838 and

the adverse impact they would have on the efforts of members of

NWRA to provide financing for water projects at the local level

were addressed in a resolution adopted unanimously by the NWRA

membership at its annual meeting in 1985. A copy of that

resolution, number 85- 1 , is attached with this statement.

H.R. 3838 would effect a massive revision of Sectin 103 of

the Internal Revenue Code as it relates to the issuance of

tax-exempt bonds by state and local governmental units. While

NWRA and its members believe that many of the proposed revisions

are an affront to the federalist notion of comity between the

states and the federal government and generally represent

ill-advised financial and economic policy as applied to the

states, we have restricted our comments to majol flaws in the

legislation as it applies to water project financing.

The NWRA respectfully requests that the Committee on Finance

consider the following points in its deliberation on H.R. 3838:
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A. Section 103 of the Internal Revenue Code provides
currently that a bond will not be deemed an industrial
development bond if not more than 25% of the proceeds
are used in the trade or business of a non-tixempt
person. I.R.-3838 would, in effect, reduce the
participation of non-exempt parties to the lesser of
10% of the proceeds or $10 million.

The so-called "25% rule" has been a valuable instrument
in forging public/private partnerships where the credit
of a private party can be harnessed to supporL the
financing of a public benefit project. The fact that
theprivate party may be an incidental beneficiary of
low-cost tax-exempt financing would seem appropriate
consideration for the private party's credit
participation in a project, thereby enhancing the
project's feasibility.

The propose revisions contained in H.R. 3838
potentially would render meaningless public/private
partnerships, as described above.

B. Current law provides that tax-exempt boids may be
issued to construct facilities for the furnishing of
water, including irrigation water. Such facilities,
even though owned and operated by private parties, have
been deemed to provide a public benefit and tax-exempt
bonds issued to finance these facilities have been
accorded "exempt activity" status as an exception to
the industrial development bond rule.

The proposed changes to Section 103 would restrict
tax-exempt financing to those water furnishing
facilities that are governmentally owned and are either
operated by a governmental unit or for whicai rates are
governmentally established. In addition, it would
prohibit the issuance of bonds for irrigation systems.

The NWRA believes that the proposed revision does not
reflect the reality that many water systems that
provide public benefits are owned and operated by
private parties and that private support of water
projects will be increasingly important as the federal
government reduces the involvement in water project
financing. In addition, NWRA finds the provision
eliminating altogether tax-exempt financing for
irrigation systems to be particularly onerous at a time
when the nation's farm economy is depressed. The
provisions relating to water project financing are
particularly difficult to understand as a matter of
policy since H.R. 3838 would appear to allow for the
tax-exempt financing of sewage or solid waste disposal
facilities owned or operated by nongovernmental
persons.
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C. The NWRA believes that the provisions of H.R. 3838
requiring that 5% of net bond proceeds be spent within
30 days after issuance, that 100% of net proceeds be
spent by no later than three years after issuance, and
that proceeds related to "acquisition" would get only a
30-day temporary period fails to recognize reality with
respect to the timing and phasing of construction and
equipment acquisition involved in a major water
project. We recognize that these provisions have been
commented on extensively by a large number of other
affected parties, and we wish only to add our concern
regarding the unworkability of these provisions.

D. The NWRA believes that the arbitrage rebate
requirements of H.R. 3838 are unfair and create a
subsidy from principal issuers to the Treasury. Since
H.R. 3838 requires that bond "yield" be calculated
without regard to costs of issuance, the bond yield
does not reflect the true cost of money to the issuer.
However, under the rebate requirements of H.R. 3838,
investment earnings on reserve funds and sinking funds
generally must be rebated to the Treasury if those
investment earnings exceed the "yield" on the bonds.
Consequently, the return that issuers may earn under
the rebate rules would be less than their actual cost
of money. The result of this provision is to require
large bond issues and greater cost to the public for
water projects.

E. H.R. 3838 prohibits the advance refunding of all
"nonessential" function bonds and severely restricts
the advance refunding of "essential" function bonds.
The NWRA believes that these provisions are detrimental
to the abilityof state and local governmental units to
employ sound debt management practices for the benefit
of the public by being able to recost their debt during
periods of favorable market conditions. Furthermore,
since advance refundings provide the federal government
with a cheap source of borrowing as a result of the

arbitrage rules which require that advance refunding
proceeds be invested in State and Local Government
Series Obligations ("SLGS") at not in excess of the
yield on the refunding bonds, we question whether this
debt service savings to the federal government has been
considered.

F. The NWRA is opposed to those provisions in H.R. 3838
which would increase the cost of borrowing for water
project issuers. H.R. 3838 increases the cost of
borrowing by disallowing interest expense incurred by
financial institutions allocable to tax-exempt
obligations carried by the financial institutions.
Furthermore, H.R. 3838 generally would include interest
on tax-exempt "nonessential" function bonds issued
after December 31, 1985 as a tax preference item in
calculating the alternative minimum tax imposed on
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individuals and corporations. Likewise, the provision
requiring property and casulaty insurance companies to
reduce their deductions for losses incurred by 10%
(increasing to 15%) of the amount of tax-exempt
interest received on accrued, as well as the
imposition, beginning on January 1, 1988, of an
alternate income tax based on adjusted net gains from
operations (which would include tax-exempt income),
will materially increase the cost of borrowing for
water project issuers.

G. Finally, the NWRA questions the'use of a volume cap
based on an arbitrary formula tied to population.
Major water projects which benefit a large number of
people in a wide geographical area may be situated in
states with relatively small populations. Should the
bonds for such a project be deemed "nonessential"
because of the participation of private parties,
although that participation may be small in comparison
to the total project (i.e., the lesser of 10% or $10
million), tax-exempt financing would be practically
unavailable, and the ultimate cost of theproject to the
public would be increased significantly.

The NWRA strongly opposes changes in Section 103 of the

Internal Revenue Code which would increase the burden on state

and local governments andother water project developers who are

struggling to finance their share of water projects under the

federal government's new cost sharing arrangements. We believe

that the impact of the proposed new rules on state and local

government would be detrimental to economic development and the

efforts of local governments to provide local financing for such

needed water projects.
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The Natural Resources Defense Council (NRDC) welcomes thIe

rise of tax reform to the top of the national legislative

agenda. We agree that it is time to reexamine the piecemeal,

almost random fashion in which the current Internal Revenue Code

favors certain types of economic behavior at the expense ot

others in our society, and to reform the code to reflect a

simpler, and more equitable, approach.

As a nationally based organization with a particular

interest and expertise in the environment, NRDC-/ urges this

committee, and the full Congress, to examine those aspects of the

tax code that operate to encourage poor stewardsiiip of our

country's rich but vulnerable base of agricultur-al resources.

Too often, the code seems to penalize rather than reward those

who would take good care of the elements fundamental to long-

range food and fiber production and a high quality rural

environment. This statement briefly recites some of the most

troubling natural resource problems in American agriculture,

outlines some of the unfortunate contributions of the tax code to

those problems, and recommends a set of specific reforms, many of

which have already taken shape in proposed legislation.

1/ NRDC is a national non-profit membership corporation with
more than 55,000 members and contributors, dedicated to the
preservation, enhancement and defense of the natural resources of
the United States and the world. Through the efforts of its
agriculture project, NRDC supports the maintenance and
improvement of the productive capacity and soils of our nation's
valuable agricultural lanas.
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The Silent Crisis in Rural America

The most critical environmental problem in rural Ameiica is

soil erosion, which portends major future reductions in crop

yields if current trends are not reversed. Informed estimates

indicate that at least one-tenth of the land being farmed

intensively today is so marginal that nothing short of permanent

retirement will protect it.2/ a much larger fraction is more

tractable but nevertheless eroding at rates that exceed tolerable

levels. An alarmingly large share of the problem is concentrated

in our most productive farming regions. Over half the cropland

in the Corn Belt states of Illinois, Indiana, Iowa, Missouri and

Ohio, for example, is considered to be in need of erosion coiutrol

treatment .3/

Another limited resource at risk from modern agriculture is

ground water, which in some areas is being rapidly depleted by

irrigation. According to recent reports of the Council on

Environmental Quality, a majority of states are experiencing

moderate to critical overdrafts of aquifers and, indeed, 25

percent of all ground water withdrawals are occurring at rates

2/ See American Farmland Trust, Soil Conservation in America:

What Do We Have to Lose, Washington, D.C. 109-111 (1984).

3/ USDA Soil Conservation Service, 1982 National Resources
Inventory National Summary, Tables 9a, 10a and 25a (July 1984).
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faster than natural recharge capabil'tles./ Giound water

"mining" is especially acute in the High Plains, southern Arizona

and Calitorixa.5

Moreover, environmental problems in agriculture often extend

beyond the farm. Agriculture is recognized, for instance, as the

leading cause of nonpoint source water pollution,-- costing

billions of dollars annually in flooding, lost recreational

opportunities, and damages to water storage and treatment

facilities.-!/ Agriculture also is responsible for 80 percent of

wetland conversions in the U.S.; these vanishing ecosystems

provide critical wildlife habitat, recharge underground aquifer

and ennance surface water quality.8/ Around three-fourths of the

prairie wetlands of Iowa, Minnesota and the Dakotas have been

lost since the region was first settled.--/

U.S. Council on Environmental Quality, Environmental Quality_
1979 83-84 (1980) (11th Annual Report of the CEQ); Environmentai
Trends 215 (19l).

5/ U.S. Council on Environmental Quality, Environmental Quality
1983 86-88 (1984) (14th Annual Report of the CEQ).

6/ U.S. Environmental Protection Agency, Report to Congress:
Nonpoint Source Pollution in the U.S. 4 (January 1984).

7/ See E.H. Clark II, et al., Eroding Soils: The Off-Farm
Impacts, The Conservation Foundation 175 (1985).

1/ U.S. Office of Technology Assessment, Wetlands: Their Use
and Regulation 3, 37-65 (March 1984).

9/ E.B. Podoll, "Prairie Wetlands: Home for Over 100 Species,"
in Using our Natural Resources 257 (USDA 1983 Yearbook of
Agriculture).
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The Role of Tax Policy

Unfortunately, the current tax code contains provisions that

are directly at odds with the need to solve these problems. For

example:

0 A speculator who purchases rangeland and converts it to

cropland, even though the conversion results in severe rates of

erosion, profits in two ways: first, from the increased market

vaiue of the land resulting from its conversion; second, from

generous capital gains treatment that exempts from taxation 60

percent of any income that accrues from the sale of the

property.O_/

7is tax shelter creates a powerful incentive for sudbusting

and a powerful disincentive to keeping the land in its

environmentally preferred use as rangeland. The problem is

particularly acute on previously uncultivated land with features

that make it highly susceptible to destructive "plowout."ll/

Continued tax subsidies for sodbusting are plainly inconsistent

with the conservation title of the 1985 farm bill, and threaten

to dilute or even nullify that law's positive effects.

10/ See M.J. Watts, et al., "Economic Incentives for Converting

Rangeland to Cropland" (November 1983) (Cooperative Extension
Service, Montana State University, Bulletin 1302).

Ill/ Data from the 1982 National Resources Inventory indicate
that, across the U.S., over 70 million acres of marginal land in
SCS capability classes IIIe, IVe, VI, VII and VIII have high or
medium potential for conversion from forest or grass cover to
cropland.
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e Any farmer who drains a wetland for purposes of rowcrop

production is able to deduct all expenses for. land clearing and

related manipulations. The existing tax code thus also

contravenes the "swampbuster" provision of the new farm bill,

which ib designed to discourage the agricultural destruction of

wetlands.

e With respect to the Ogallala Formation, a system of

aquifers underlying a vast 220,000 square mile area in the Great

Plains, the IRS's "Farmer's Tax Guide" explicitly allows a

generous deduction "when it can be demonstrated that the

groundwater is being depleted and that tne rate of recharge is so

low that, once extracted, the groundwater is lost to the taxpayer

and immediately succeeding generations."12! This is a

particularly troubling statement of public policy for a region

that accounts for nearly half the nation's irrigated land.l
1
3/

Needed Reforms

New initiatives are needed to redress glaring policy

contradictions such as these, and important steps toward that end

have already been taken in pending legislation. Our

recommendations are essentially fourfold.

12/ U.S. Department of the Treasury, Internal Revenue Service,

Farmer's Tax Guide 26 (October 1984) (IRS Publication 225).

13/ H. Bouwer, et al., "Our Unaerground Water Supplies: the

Sometimes Dry Facts," in Using our Natural Resources 451 (USDA
1983 Yearbook of Agriculture).
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-- S. 1766: The Cultivation of Highly Erodible Lands and
Wetlands Tax Act

We offer enthusiastic support for S. 1786, legislation

introduced1 by Senators Boren and Grassley to remove tax

inctntives-for sodbustlng and swampbusting. In particular, S.

178L would withdraw capital gains treatment from income generated

by the sale of agricultural land when the property involved is

highly erodible land or wetland that the taxpayer has converted

to croplan]. In addition, the bill would derny tax credits and

deductions taken in connection with such conversions.

These actions would both reflect sensible natural resource

policy and reverse a longstanding pattern of excessive federal

revenue losses. Indeed, Senator Boren, upon introducing this

legislation, noted that the cumulative magnitude of tax

subsidies, ranging from deductions of interest payments to

investment tax credits, can far exceed $100 per acre, liberally

rewarding those who plow fragile grassland or drain wetland for

purposes of rowcrop production.14i

We especially favor the coverage of S. 1786 with respect to

deductions and credits. Section 921 of H.R. 3838, the

comprehensive tx reform bill recently approved by the House of

Representatives, takes a different and, in a sense, narrower

approach than S. 1786: the House bill would repeal deductions

See W.A. Laylock, "Plowing of Fragile Grasslands in the
Northern and Central Great Plains," in Proceedinqs, The Ranh_
Beef Cow Symposrum VII 73 (,ecember 1983.
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only for lan6 clearing expenditures on previously uncultivated

land and for multi-year fertilizer and soil conditioning inputs,

irrespective ot the quality of the land being farmer or brought

into farming. The two bills are not necessarily inconsistent,

an6 there may be good non-environmental auguments tor retaining

the House provisions for most farmland. Nevertheless, where

highly erodible land and wetland are concerned, the broader

language of S. 1786 should be adopted.

We believe S. 1786 could benefit from certain technical

modifications. We recommend, for example, chat the bill

incorporate applicable language from the 1985 farm bill, notably

the definitions of "highly erodible land" and "wetland" (Food

Security Act of 1985, P.L. 99-198, Sec. 1201). Senator Boren

indicated support for this approach in his introductory remarks.

We urge also that S. 1786 reshape some of its exemptions to

the rules restricting tax benefits for conversions of highly

erodible land or wetland to cropland. In particular, the bill

should create separate sets of exemptions for highly erodible

land and for wetland in a manner sensitive to the special needs

of each category. A useful model in this regard is provided by

Sections 1212 and 1222 of the farm bill, which specify exemptions

to that law's "sodbuster" and "swampbuster" provisions,

respectively. For example, the farm bill appropriately contains

an exemption for highly erodible land that is managed under an

approved conservation system but does not contain a similar

exemption for wetland, for which conservation need are generally
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incompatible with conversions to crop production.

We also recommend a technical amendment to the language ot

S. 1786 that exempts from "the bill's operative provisions any

highly erodible land or wetland that does not constitute "the

predominant class of land comprising the total farming unit." We

support the apparent intent of this exception to prevent the

arbitrary denial of tax benefits when insignificant amounts of

fragile land are converted. As drafted, however, the exception

may also open the door to tax-subsidized destructive conversion

of sizable acreages -- even entire fields -- of highly erodible

land or wetland, particularly where the 'tal farming unit of

land" is a large agricultural operation.

The farm bill's "sodbuster" provision (P.L. 99-198, Sec.

1211), takes a more precise approach by denying federal

agricultural program benefits for new, non-conserving crop

production on any "field," as defined in the farmt bill, "in which

highly erodible land is the predominant cldss."---/ Similar

language would be preferable for the tax legislation.

15/ Section 1201(a)(7)(B) of the farm bill directs USDA to

determine through the regulatory process how the "predominant
class" test for highly erodible land is to be administered on a
field-by-field basis. Section 1201(a)(5) of the law adopts a
definition from the Code of Federal Regulations wherein "field"
basically means a discrete portion of a farm made separate from
the remainder of the whole unit by fences or other permanent
boundaries.
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-- Limits on deductions for soil and water conservation

Any comprehensive tax legislation passed by the Senate

should include a companion to-Section 922 of H.R. 3838.

Applicable to all cropland, this measure would limit the

expensing of soil and water conservation investments, currently

allowed under Section 175 of the Internal Revenue Code, to those

expenditures that are consistent with a plan approved by the Soil

Conservation Service (SCS) or a "comparable State agency.'16/

Such a provision would help ensure that, where conservation

deductions are allowed, the public gets tangible conservation

benefits instead of merely amenity values or production

enhancement for the farmer. Our only technical recommendation

here is that the tax legislation should match the farm bill by

designating local conservation districts as the lead agents of

conservation plan approval pursuant to technical standards

established by SCS.

-- Limits on tax benefits in environmental zones

We support S. 1839, Senator Chafee's bill to deny most

special tax deductions and credits for development in

16/ Regardless of whether a conservation plan is in effect, H.R.
3838 would permit no deductions for "conservation" expenditures
associated with the draining and filling of wetlands or the
preparation of land for center pivot irrigation systems. We also
endorse Lnis feature of the House bill.
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"environmental zones."-l7
/ These zones are identified on the

basis of federal laws that favor retention of natural conditions

in such aro is. The restrictions of S. 1839 would apply, for

example, where agricultural development is incompatible with the

neeki fur critical habitat protection under the Endangered Species

Act.

However, }imited exceptions should be allowed to S. 1839's

near-wholesale proscription of tax benefits in environmental

zones where it can be demonstrated that such benefits serve an

environmentally beneficial purpose. For example, certain soil

,ind water conservation deductions may be appropriate in

environmental zones when they are taken on expenditures for

reclaiming an area. disturbed by farming or other reversible

'Uvelopment activity; tax benefits for sustained yield forestry

may be desirable in environmental zones where the probable

alternative is leaving cutover areas unregenerated.

In addition, the definition of environmental zone might be

enlarged to encompass the protection of prime farmland from

irreversible non-agricultural development. This would be

consistent with the Farmland Protection Policy Act, which affirms

a national recognition that our land best suited for sustained

17' NRDC's views on S. 1839 have already been outlined in a joint

statement with the National Wildlife Federation presented at a
Jauary 31, 1986 hearing before the Senate Committee on Finance.
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agricultural production should be conserved.18/ We would be

pleased to work with the committee in elaborating this idea, in

either S. 1839 or a separate vehicle.

-- Repeal of the water depletion allowance

Congress should eliminate the water depletion allowance,

which serves no purpose other than to subsidize the excessive

withdrawal of ground water. No pending legislation addresses

this problem, which is not explicitly a creature of the tax code

itself, but appears to derive from an Interndl Revenue Service

ruling. The ruling unwisely lumps water with oil, gas and

geothermal deposits, which are specifically referenced in federal

tax laws.

Conclusion

For agricultural resources, the deliberations of Congress on

tax reform afford a golden opportunity to harmonize the Internal

Revenue Code with federal conservation laws and policies,

particularly those set in place by the 1985 farm bill. We

applaud the progress Congress has already made toward this end,

and are hopeful that the new tax reform law will emerge this year

18/ Farmland Protection Policy Act, as amended, U.S. Code, vol. 7,

sec. 4201, et seq.
The Act begins with a congressional finding that "the Nation's

farmland is a unique natural resource and provides food and fiber
necessary for the continued welfare of the people of the United
States." The leading purpose of the law is "to minimize the extent
to which Federal programs contribute to the unnecessary and
irreversible conversion of farmland to nonagricultural uses."



1234

- 12 -

with meaningful reductions in subsidies for destructive

agricultural land management.

Finally, we should note that thts statement has been

confined to those aspects of federal tax policy that most clearly

clash with conservation objectives in rural America. We have not

delved into possible hidden resource impacts of more general

features of the revenue code, from tax rates to depreciation

schedules to cash accounting. Nevertheless, we urge the Senate,

in shaping its comprehensive tax reform package, to consider all

issues with an eye toward resource conservation and environmental

protection. We stand ready to assist in this endeavor.
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STATEMENT OF THE
GOVERNMENT OF THE NETHERLANDS ANTILLES

SUBMITTED TO THE
COMMITTEE ON FINANCE

OF THE UNITED STATES SENATE

Relating to
the Hearings on Economic Effects of H.R. 3838

on International Competitiveness and Capital Formation,
Commencing January 29, 1986

The purpose of this statement is to express our concerns

about the provisions in H.R. 3838 which would (i) override Uni-

ted States treaty obligations to the Netherlands Antilles, (ii)

cause harm to the Netherlands Antilles economy at a time of eco-

nomic decline and contrary to recent U.S. commitments to foster

the Netherlands Antilles economy in our tax relations, and, we

submit, (iii) harm the broader national interest of the United

States. The notion that U.S. treaty obligations should be over-

ridden unilaterally and selectively, and without regard to the

economic effects and the impact on U.S. foreign relations, in or-

der to permit the immediate implementation of changes in U.S. tax

policy has surfaced in 1984 Internal Revenue Service revenue

rulings (Rev. Rul. 84-152 and Rev. Rul. 84-153), was supported in

several Congressional staff documents, and is again manifest in

certain provisions of H.R. 3838. The common theme in those vari-

ous instances is that unilateral override by the United States of

a tax treaty provision is acceptable in order to immediately car-

ry out the newly developed concept that third country use of tax

treaties (or "treaty shopping") shall be denied.
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Your Government has undertaken the courageous and massive

task of reforming the U.S. tax system and it is not our role to

comment upon the tax policy goals of the United States. However,

we believe that, in making the difficult decisions that lie

ahead, your Committee, and Congress in general, may find it use-

ful to understand the views of a treaty partner, also a long-

standing ally and friend of the United States, on how your deci-

sions will impact not only the treaty process but also the posi-

tion of the United States as a country willing to fulfill its in-

ternational obligations and how they will deeply affect our econ-

omy and stability to the detriment of both our countries. Indeed,

a review of the material publicly available suggests that the

House Ways and Means Committee did not properly focus on the is-

sues of legislation contrary to international obligations and the

effect on the economy and stability of the Netherlands Antilles.

The U.S. Government has traditionally defended policies de-

signed to encourage free enterprise and free trade both at home

and abroad as a basis for self-sustaining economic growth. This

Administration, as a particularly strong advocate and defender of

the free trade and free enterprise philosophy, has encouraged the

implementation of foreign and economic policies which clearly re-

flect those beliefs. U.S. tax treaties provide an essential sup-

port to carry out those policies at an international level and

play an important role in promoting international trade and in-

vestment both from and within the United States. Overriding tax

treaties in the manner set forth in the bill as passed by the

House would seriously undermine their effectiveness in carrying
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out those important goals and may earn the U.S. a reputation as

an unreliable nation unable to live up to its international

obligations.

While we understand that the United States has legitimate

concerns regarding the use of tax treaties by third country resi-

dents, the attempt to deal with this issue unilaterally in H.R.

3838 would constitute "overkill." Treaty override would result

in more detriments to the United States and its treaty partners,

particularly the Netherlands Antilles, than benefits which are,

in reality, timing benefits, given the ability of the United

States to develop its tax policy goals over time through the

treaty negotiation process. From the point of view of revenue,

the Report issued by the House Ways and Means Committee to accom-

pany H.R. 3838 indicates that the revenue to be generated from

the branch tax, which is the principal provision involving treaty

override, is estimated at only $145 million over a five-year

period.

The ObJected-to Provisions Included in H.R. 3838

Several provisions of H.R. 3838 conflict with existing U.S.

tax treaties. In resolving those conflicts, the House has sing-

led out for override those treaties which have been identified as

permitting "treaty shopping," including that between the United

States and the Netherlands Antilles.

We are referring especially to section 651 of H.R. 3838

which would impose a branch tax on the income of U.S. branches of

foreign corporations unless reinvested in the United States and

on certain interest expense of such branches. This tax would re-
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place the existing second-level withholding tax now imposed on

certain interest and dividends paid by foreign corporations which

derive a majority of their gross income over a 3-year base period

from a trade or business in the United States. However, the

branch tax would apply more broadly than the second-level with-

holding tax because H.R. 3838 would eliminate the 50% gross in-

come threshold so that the branch tax would apply to all income

and certain interest expense of foreign companies to the extent

the income is effectively connected with a U.S. trade or business

and the interest expense is allocable to such income and paid to

certain categories of foreign persons.

If enacted, the branch tax would conflict with, at least,

the purpose of Article XII of the U.S. -Netherlands Antilles in-

come tax treaty which provides that the second-level withholding

tax (for which the branch tax would be a substitute) does not ap-

ply to dividends and interest paid by a Netherlands Antilles cor-

poration to a non-U.S. person. Also, it would directly conflict

with the nondiscrimination protection of Article XXV(3) which

provides that a Netherlands Antilles corporation should not,

while resident in the United States, be subject to more burden-

some U.S. taxes than are U.S. corporations. While section 651 of

H.R. 3838 addresses the conflict with tax treaties, it resolves

it in a manner that violates international law and is discrimina-

tory against the Netherlands Antilles. Generally, the bill would

place U.S. tax treaties in three categories: treaties which per-

mit the imposition of a branch tax; treaties which do not permit

the imposition of a branch tax, but permit the imposition of a
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second-level withholding tax; and treaties which prohibit both

the second-level withholding tax and a branch tax. Only tax

treaties in the latter category (which includes the treaty with

the Netherlands Antilles) would be subject to the special treaty

override rule under the bill. The treaty override rule provides

that the branch tax overrides any inconsistent treaty provisions

for any treaty country corporation which is not at least 50%

owned by residents of that treaty country (or which is not prima-

rily and regularly traded on an established securities market in

the treaty country). In contrast, treaties in the second catego-

ry (which do not permit a branch tax but permit a second-level

withholding tax) would continue without override regardless of

third country ownership of the corporations in those treaty coun-

tries. This would be a substantial advantage granted to those

corporations especially where the treaty reduces the rate of the

second-level withholding tax and/or maintains or raises the 50%

income threshold. Since the Netherlands Antilles, starting just

before World War II and with active encouragement by the U.S.

Treasury in the 1960's and early 1970's (and the implicit en-

couragement in the late 1970's and early 1980's), has developed

an international financial sector serving investors from all over

the world and does not have a stock exchange, this treaty over-

ride provision affects it significantly and is especially harmful

to its economy.

In addition, to the branch tax, there are other provisions

with similar treaty override effects. Section 231 of H.R. 3838

would impose a new special withholding tax of 3.6% on the divi-
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dends paid to foreign shareholders of U.S. corporations. Under

the bill, this tax is scheduled to override U.S. tax treaties

starting in 1989, except for treaties which have adequate provi-

sions to prevent treaty shopping, as certified by the Treasury.

While the Netherlands Antilles hopes to have a new treaty with

the United States in place before 1989 which will be accepted as

adequately preventing treaty shopping, it is not clear that this

will be possible given the various pressures on the priorities of

the U.S. Treasury. As a result this would be an unjustified

override of our tax treaty. Moreover, the Committee Report indi-

cates that the new source rules are to override treaties for pur-

poses of applying the U.S. foreign tax credit.

The Proposal Fails to Respect International Law Which
Requires That Treaty Obligations Not be Unilaterally
Terminated

The branch tax proposal represents a legislative and unilat-

eral termination of Article XII (and Article XXV(3)) of the exis-

ting U.S.-N.A. income tax treaty and is contrary to basic princi-

ples of international law requiring treaty obligations to be res-

pected. Further, the proposal unduly interferes with an ongoing

treaty negotiation process between our two countries and which

the Netherlands Antilles is pursuing in good faith. These nego-

tiations are attempting to resolve all the tax treaty issues, in-

cluding the "treaty shopping issue" and Article XII, in a manner

that requires compromises on both sides in order to reach a mutu-

ally beneficial relationship for the future, including a compre-

hensive exchange of information package. The branch profits tax

proposal seriously jeopardizes these negotiations.
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Further, in our view, the concept of treaty shopping, a

principal target of this proposal, is better handled in the con-

- text of tax treaties than by legislation. It is the view of the

U.S. Treasury, itself, that anti-treaty shopping provisions

should be tailored to the needs of each treaty because they de-

pend on the "effective tax burden" in the other Contracting

State../ The anti-treaty shopping rule under H.R. 3838 takes a

simplistic approach denying tax treaty benefits where they are

appropriate and, possibly, permitting them where inappropriate.

The United States has undertaken international obligations

in matters of taxation vis-a-vis the Netherlands Antilles know-

ingly and willingly. First in 1955 when the U.S.-Netherlands in-

come tax treaty was extended to the Netherlands Antilles and

again in 1963 and 1964 when a new Protocol limiting the scope of

the treaty as applicable to the Antilles was negotiated and rati-

fied. This Protocol deals with the use of the U.S.-N.A. income

tax treaty by third country residents, prohibiting it in some ca-

ses and allowing it in other cases. H.R. 3838, as passed by the

House, would substantially change the balance that was agreed to

at that time. !n good faith, the Netherlands Antilles has relied

on this U.S. agreement. We accept that tax policy goals must

evolve with changed circumstances, but that is the purpose of the

treaty negotiation process. Both as a matter of morals and in-

ternational law, a unilateral override to effect changes in poli-

I' Mr. John E. Chapoton, then U.S. Treasury Assistant Secretary
for Tax Policy, Hearing before the House Subcommittee on
Commerce, Consumer and Monetary Affairs, 98th Cong., 1st Sess.,
April 12 and 13,41983, p. 260, 261.
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cy is plain wrong. When the U.S. Treasury testified before Con-

gress in relation to the enactment of the Foreign Investment in

Real Property Tax Act of 1980 (FIRPTA), it properly noted that:

-2'The process of negotiating and ratifying a tax
treaty is long and arduous. This process would be
rendered all the more difficult, if not altogether
impossible, if the United States were to begin
overriding specific treaty provisions that a for-
eign country had negotiated in good faith. How-
ever, most of our treaty partners are sympathetic
to considering treaty changes necessary to prevent
tax evasion and unintended tax avoidance. Accord-
ingly, we are opposed to any statutory changes
which would immediately override our tax treaty
obligations, but are willing to contemplate provi-
sions which would allow the Treasury sufficient
time to implement appropriate modifications in
those trea ies before statutory changes become ef-
fective. "j(

We could not concur more with this statement which is appropriate

for the 1980's just as it was appropriate for the 1970's.

The Vienna Convention on the Law of Treaties, which is gene-

rally accepted as setting forth the customary international law

on treaties, provides in Article 26 that: "Every treaty in force

is binding upon the parties to it and must be performed by them

in good faith." The binding obligation of a treaty is not over-

come for purposes of international law by the unilateral legisla-

tion of one of the Contracting States, as the legal scholars of

the American Law Institute have recognized../ We understand that

under the Constitution of the United States, treaties and Stat-

V Mr. Donald C. Lubick, then U.S. Treasury Assistant Secretary
for Tax Policy, Hearing Before the House Ways and Means Commit-
tee, Taxation of Foreign Inventor Direct and Indirect Ownership
of Property in the United States, 96th Cong. 1st Sess., October
25, 1979, p. 7.

/ Restatement (Revised) of the Foreign Relations Law of the
United States §13(I}(b) (Tent, Draft No. 6, 1985).
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utes have equal status and a subsequently enacted statute would

prevail over a prior treaty. However, as recognized by your

American Law Institute, this purely domestic law principle does

not excuse what would remain a violation of international law.

The proposals in H.R. 3838 undermine the credibiity of the

United States as a reliable treaty partner with possible reper-

cussions beyond the Netherlands Antilles and beyond tax treaties.

How can the United States effectively object to violations of

SALT, human rights, and trade treaties at the same time the Uni-

ted States unilaterally overrides its own treaty obligations (in

order to accelerate changes in tax policy).

The House bill appears to recognize that treaties create ob-

ligations, but with a measure of schizophrenia. The Report of

the House Committee on Ways and Means on H.R. 3838 states the

Committee's intent "that this bill be interpreted so as not to

conflict with the policy embodied in treaties where possible so

that the policy goals of both treaties and this bill can be car-

ried out." The Committee has felt compelled to include selective

overrides in a move that affects the Netherlands Antilles more

than any of the other U.S. tax treaty partners and which makes

those overrides particularly discriminatory and totally unjusti-

fiable under generally recognized international legal principles.

To our knowledge, there are no compelling reasons for the

United States to ignore its obligations toward the Netherlands

Antilles. Our two countries have traditionally been close al-

lies, dating back to the U.S. Revolutionary War and World War II

and we have previously testified about the many occasions in

4
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which our country has been of strategic help to the United States

in periods of crisis. Moreover, we are in treaty negotiations

and in the process of sorting out a joint agreement on "treaty

shopping."

Effect of the Treaty Override on the International Financial
Sector of the Netherlands Antilles

In addition to objecting to treaty override as a matter of

principle and international law, we must object as a matter of

economics. One of the major effects of the branch tax would be

to substantially increase the U.S. taxation of foreign real es-

tate investment in the U.S. Since much of this investment is

made by Netherlands Antilles companies, the international finan-

cial sector of the Netherlands Antilles would be directly affec-

ted. Also, certain other investments, where N.A. companies are

directly engaged in U.S. trade or business, would be hurt.

Indeed, the proposed branch tax together with other changes

proposed in H.R. 3838 would make the tax costs of foreign invest-

ment in U.S. real estate by means of Netherlands Antilles compa-

nies so prohibitive that investors would either lose interest in

U.S. real estate or consider the possibilities of ameliorating

the U.S. tax through other, non-Antilleaz, means.

The Netherlands Antilles has developed an important interna-

tional financial sector heavily dependent upon its tax treaty re-

lationship with the U.S. As stated, this sector was fostered,

first explicitly and then implicitly, by the U.S. Treasury De-

partment from 1963 to 1984 to help facilitate access to the Euro-

bond market by U.S. corporations. Because of the Eurobond activ-
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ity, real estate activity, and other activity, this sector has

become one of the pillars of the Netherlands Antilles economy.

In 1984, the U.S. repealed its withholding tax on portfolio in-

terest, making the Netherlands Antilles route unnecessary for Eu-

robonds, but, as described below, this was done with an effort to

cushion the adverse impact on the Netherlands Antilles over time,

dependent on the maturities of the pre-repeal Eurobond issues

through the Netherlands Antilles.

Thus, the Netherlands Antilles is in the position of trying

to maintain its international financial sector as a meaningful

(and necessary) contributor to its economy while the mainstay of

that sector, the Eurobond activity phases down, and in this ef-

fort real estate is crucial as the next most important activity

in that sector.

The importance of the international financial sector to the

Netherlands Antilles is reflected in the fact that that sector

now furnishes approximately $258 million in tax revenues which

constitutes some 44% of the combined Central Government-Curacao

tax receipts at a time when the overall revenue needs of our

country have required the imposition of an income tax surcharge.

In addition, the foreign exchange activity and the direct and in-

direct employment effort of the international financial sector in

Curacao is significant. While the revenue, foreign exchange, and

employment from the international financial sector will decrease

over the next several years as the pre-repeal Eurobond issues ma-

ture (or are called prior to maturity), it is our hope that the
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international financial sector can continue with real estate and

other activities at a level, which, while reduced, will still

help our economy.

Out of necessity, we are adapting to the inevitable disrup-

tion resulting from the U.S. policy decision to repeal the inter-

est withholding tax, and we believe that the international finan-

cial sector can remain viable, albeit at a reduced level, but not

if the real estate sector and the smaller number of other invest-

ments involving a direct U.S. trade or business by N.A. companies

are also harmed by a direct and unnecessary attack of the type

reflected in the branch tax proposal. The effect of the decline

of our international financial sector on our economic, social and

political balance is worsened by the recent closing of the Exxon

oil refinery in Aruba and the drastic contraction of the Shell

refinery in Curacao. Those events have caused significant loss

of jobs and will have a further adverse effect on Government re-

venues.

Thus, the real estate part of the international financial

sector has assumed even greater importance. This sector impacts

local economic activity in the form of increased employment, tax-

able earnings of local enterprises attending to the needs of

those companies, improved balance of payments, and a "pull-

effect" fostering higher education and the development of a more

sophisticated information structure. The importance of real es-

tate companies to the Netherlands Antilles is evident from sta-

tistics compiled by the U.S. Department of Commerce. According

to those statistics, total foreign-owned U.S. real estate amoun-
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ted to almost $17 billion in 1984, of which more than 21% was

owned by Netherlands Antilles companies. Thus, the Netherlands

Antilles is the second largest investor in U.S. real estate, be-

hind the United Kingdom, whose investors own almost 24% of total

foreign-owned U.S. real estate. Further, according to the same

statistics, investments'by Netherlands Antilles companies in U.S.

real estate represent two-thirds of the total direct investment

capital inflow from Antillean companies for 1984. Thus, it is

clear that real estate companies account for a very substantial

portion of what is left of our international financial sector and

must be present for that sector to endure.

The Branch Profits Tax Override Would Add to Other U.S. Ac-
tions Detrimental to the Netherlands Antilles International
Financial Sector

When we testified before the House Ways and Means Committee

about 18 months ago on another matter, the uncertainties result-

ing from protracted negotiations of the U.S.-N.A. income tax

treaty had somewhat eroded our international financial sector but

the principal elements supporting its viability were still in

place. Since then, we have suffered from the repeal of the with-

holding tax on interest, a continued hostile attitude by IRS and

Treasury including the issuance of two revenue rulings on October

15, 1984, which throw substantial doubt on the applicability of

the existing treaty, and must now face a branch tax proposal

which would, in effect, unilaterally repeal key provisions of

our treaty.
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The repeal of the U.S. withholding tax on interest has been

mentioned above and the Congressional policy with regard thereto

is discussed below.

Without any notice to the Netherlands Antilles, on October

15, 1984, the U.S. Internal Revenue Service issued two revenue

rulings -- Rev. Rul. 84-152 and nev. Rul. 84-153. Our Government

has made constant efforts to convince the U.S. Treasury to ame-

liorate these rulings which are questionable both under U.S. tax

principles and international law. The only result of these ef-

forts so far has been a 1985 revenue ruling by the IRS providing

that the 1984 rulings would apply prospectively only. While this

announcement is of help to investors that have used the Nether-

lands Antilles for past transactions, it is of no help to the

current economic situation in the Netherlands Antilles and, in-

deed, by implying confirmation of the 1984 rulings, the 1985 rul-

ing is harmful to our economy.

Certain members of Congress have been sufficiently alarmed

by those rulings to write to the Treasury Department, setting

forth their views on the intent of the repeal legislation to cre-

ate a direct route to the Eurobond market and not to interfere

with transactions covered by the existing U.S.-Netherlands Antil-

les income tax treaty. The letters, accordingly, call for the

reconsideration of the revenue rulings. However, ignoring his

contrary assurances before the Ways and Means Committee on May 1,

1984, then Assistant Secretary Pearlman responded to the members'

letters, in letters dated August 1, 1985, that after repeal there
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is no longer a legal or policy basis for recognizing financing-

transactions through the Netherlands Antilles and concluded that

the rulings were justified.

The Treaty Override Provisions in H.R. 3838 are in Conflict
With Congressional Policy

Over the years, Congress has generally recognized the need

to balance the goals of U.S. tax policy with those of U.S. for-

eign policy. The enactment of the Caribbean Basin Initiative in

1983 is a good example of the use of tax incentives to serve the

needs of specific foreign policy goals of the United States in

the Caribbean region, of which the Netherlands Antilles is a

strategically critical part. Even more significant are the spe-

cial grandfather provisions under section 127 of the Deficit Re-

duction Act of 1984, the express purpose of which was to mitigate

the hardship to the Netherlands Antilles economy resulting from

the repeal of the U.S. withholding tax on interest:

Congress was concerned that repeal of the
withholding taxes could have a substantial nega-
tive impact on the economy of the Netherlands An-
tilles. Because repeal of the 30-percent tax
makes_ it unnecessary for U.S. corporations to
route future borrowings through the Antilles, the
use of the Antilles as a financial center is like-
ly to be substantially reduced ... Congress was
informed that offshore financing activities gene-
rate a large portion of the Antilles budget. Con-
gress believed that, while offshore financings
generally should be scrutinized closely by the IRS
and tax treaties should not be used as a basis for
establishing conduits whose existence results in a
transfer of revenues from the U.S. Treasury, the
Antilles should have some time to adjust to tax
law changes that affect its economy .... Congress
believed that a repeal of the 30-percent tax with
prospective effect only would result in a gradual
and orderly reduction of international financing
activity in the Netherlands Antilles and thus

4
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mitigate any economic hardship that the withhold-
ing tax r peal might indirectly impose on that
country. "

The Department of Treasury has expressed similar concerns

during hearings before the House Ways and Means Committee on May

1, 1984, in relation to the repeal of the U.S. withholding tax.

In response to a question from Chairman Rostenkowski whether the

Treasury had considered the impact of the repeal on the economy

of the Natherlands Antilles, Mr. Ronald Pearlman, then Deputy

Assistant Secretary for Tax Policy, assured that the Treasury De-

partment was "sensitive to the problem of the Netherlands Antil-

les" and was hopeful "that through the continued treaty negotia-

tions and through the other efforts that hopefully this Gov-

ernment would make in dealing with the Antilles, I...] the effect

(of the repeal of the withholding tax on interest] would be soft-

ened. "5/

As proposed, the branch tax would cause the same type of

economic hardship to the Antilles economy as the U.S. Treasury

and Congress precisely sought to mitigate in 1984. Yet, the tax,

with its override of our treaty, is proposed with total disregard

to its impact on our economy and, in effect, with the apparent

purpose to finally undermine the existing treaty.

±/ General Explanation of the Revenue Provisions of the Deficit
Reduction Act of 1984, prepared by the Staff of the Joint
Committee on Taxation, Dec. 31, 1984, pp. 392-393, the so-called
Blue Book. (However, we question the comments on scrutinizing
offshore financing and conduits as gratuitous Staff remarks
without basis in Member statements.)

/ 98th Cong., 2nd Sess., Serial 98-84, p. 38.
4
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In 1984, for the reasons stated in the language quoted

above, Congress was convinced that relief for the Netherlands

Antilles economy was necessary in view of the impending repeal of

the U.S. withholding tax on interest and as a result it made re-

peal inapplicable to existing international bond issues. In this

instance, as the effect of the prior action dissipates, we urge

Congress not to override our treaty. Such restraint would help

avert serious disruptions in our social and political stability.

Rather, we urge that the questions of third country use of tax

treaties be dealt with in treaty negotiations with the goal that

a balance be struck between the U.S. policy to restrict third

country use on the one hand and the protection of the N.A. in-

ternational financial sector and free movement of trade and in-

vestment on the other hand.

The United States Stands To Gain From Increased Cooperation
With the Netherlands Antilles

By fully respecting its tax treaty obligations in enacting a

branch tax, the United States will suffer no detriments since it

is acknowledged that the proposal would raise only negligible

revenues. In fact, by not taking the proposed action, the United

States may stand to benefit in at least four ways. It would af-

firm, for all the world, the U.S. commitment to abide by its in-

ternational obligations. Also, the United States would continue

to attract foreign investors in U.S. real estate at a time when

domestic real estate investments might be declining. Further, by

helping the Netherlands Antilles to retain or even improve its

current economic status, the United States would protect its al-

liance with a small but strategically located friend in the Ca-
4
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ribbean region. Finally, by encouraging the conclusion of a new

tax treaty with the Netherlands Antilles, the United States would

benefit from greater access to information.

It is recognized that treaty-shopping is possible and prob-

ably conducted through a number of U.S. tax treaties negotiated

prior to 1980, although it would appear that the United States

substantially benefits from investments by non-treaty investors.

While unfettered use of U.S. tax treaties by non-treaty residents

may no longer be acceptable under current U.S. tax policy think-

ing, use by third country residents properly limited in the con-

text of bilateral negotiations should be both acceptable and

beneficial to both parties. This is particularly true in the

case of investments in U.S. real estate. As stated earlier, al-

most a quarter of total foreign-owned U.S. real estate is owned

by Netherlands Antilles companies, principally owned by investors

who do not reside in treaty countries or who do reside in treaty

countries but prefer to hold their investments outside their

countries of residence. In fact, it must be assumed that

treaty-shopping was part of the equation that led Congress in

1980 to impose a tax (FIRPTA) on gains realized by foreign inves-

tors on the disposition of their U.S. real. property interests.

Since Article XII of the U.S. -Netherlands Antilles income tax

treaty waives the U.S. second-level withholding tax on dividends

and interest, FIRPTA was adopted with the knowledge that the

FIRPTA tax would, in most cases, be the only U.S. tax imposed on
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gains from U.S. real estate holdings of foreigners. Congress, at

the time, undoubtedly understood and accepted third-country use,

allowing FIRPTA gains to be taxed only once.

The main effect of the branch tax proposal in H.R. 3838 as

an add-on to tne FIRPTA tax would be to discourage the inflow of

foreign capital into U.S. real estate for a wide spectrum of for-

eign investors at a time when such capital may be more desirable

than ever. Many of the provisions in H.R. 3838 would make real

estate investments less advantageous on an after-tax basis, caus-

ing many domestic investors to turn to more profitable and less

speculative forms of investment, diminishing the amount of domes-

tic capital available to the U.S. real estate industry and make

foreign capital all that more important. Further, this would be

occurring at a time when several urban areas in the United States

are experiencing difficult market conditions, particularly in

commercial real estate. In addition, the decline in U.S. farm-

land prices is adding to the mounting financial difficulties of

the U.S. farming community and the enactment of the branch tax in

its present form would discourage many foreign investors from

helping the market to strengthen. Also, U.S. oil and gas invest-

ments by foreigners are subject to FIRPTA and would be subject to

the branch tax, again cutting off needed foreign capital to an

important and depressed sector.

The branch tax would be a strong deterrent to many foreign-

owned U.S. real estate investments. In addition to the other pro-

visions in H.R. 3838 which would increase the maximum corporate

long-term capital gain rate from 28% to 36%, and increase the de-
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preciation period for real estate from 19 tc 40 years (or 30

years subject to the minimum tax), foreign investors in U.S. real

-estate would have to bear the additional burden of a branch tax

for their U.S. real estate investments held by a Netherlands

Antilles company. The combined effect of the corporate income

tax and the branch tax would be to increase the maximum U.S. nom-

inal tax to at least 55% on all gains and income from real estate

holdings. In fact, the maximum effective tax rate may be higher

than 55% if the branch tax, as it is now proposed, does not allow

certain interest expense as a deduction from the base upon which

the branch tax is imposed. Under H.R. 3838, foreign-owned U.S.

real estate investments would generally be taxed much more se-

verely than other foreign-owned U.S. investments.

Such a heavy tax on foreign-owned U.S. real estate would not

only be a deterrent to potential foreign investors intending to

use a Netherlands Antilles company, but it would also create a

strong incentive for foreign investors owning U.S. real estate

through Netherlands Antilles companies to liquidate their U.S.

holdings.

What it would mean for the Netherlands Antilles would be a

sudden termination of a significant profit center in the Antille-

an economy and probably the end of its international financial

sector. Thus, by deleting the treaty override provision of the

branch tax, not only will the Netherlands Antilles be helped, but

the United States would achieve what we believe is a sound policy

for taxing foreign-owned U.S. real estate investment.
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The continuing deterioration of our economy may raise stra-

tegic issues for the United States. The Netherlands Antilles has

often been of strategic importance to the United States. Notably,

during World War II American troops and aircraft were stationed

in the Netherlands Antilles; the troops to protect critical refi-

neries on Aruba and Curacao and the aircraft to protect South At-

lantic shipping against enemy submarines. Oil refined in the Ne-

therlands Antilles fueled allied operations in Africa, Normandy

and the Pacific during World War II and was again especially im-

portant to the United States during the Korean War and the 1973

oil embargo.

Finally, when it comes to fighting international crime, the

Netherlands Antilles has traditionally been ready to work hand in

hand with the United States. Our Government has testified on its

long-standing cooperation with various agencies of the United

States on tax and criminal investigations, particularly in the

fight against drug trafficking. The extent of this cooperation

has been acknowledged on various occasions by U.S. officials, in-

cluding a commendation by the U.S. Attorney General in 1984 to

the Attorney General of our country, Dr. Louis R. Nahr, in recog-

nition of the unique contribution Netherlands Antilles law enfor-

cement officials have made and continue to make in the prevention

of illegal drug trafficking.

Our Government has offered to expand on its exchanges of in-

formation with the United States, both on civil and criminal mat-

ters. Among others, we have agreed to amend our-bank secrecy

laws in the context of a new treaty and to expand our legal pos-
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sibilities for obtaining and providing information. It is our

strong view, however, that in order for us to sustain the burden

of these extensive undertakings, our offer on exchange of infor-

mation must be part of an overall tax treaty package.

In 1984, even though the repeal of the U.S. tax on portfolio

interest dealt a major blow to our economy, we felt gratified by

the action of the U.S. Congress to save the Netherlands Antilles

from immediate disaster. We also interpreted the action by the

U.S. Congress and the dialogue at the meetings as a positive sign

that there was a sensitivity in both Congress and the Executive

Branch to the economic difficulties we are facing and to the im-

pact of U.S. changes on our economy. By virtue of that sensitiv-

ity, we felt that an agreement on a new tax treaty was possible.

To date, that has not been possible. However, we are confident

that an agreement can still be reached with the active support of

the U.S. Congress. Also, we are confident that the U.S. Congress

will display the same sense of concern that it displayed in 1984

and that it will leave the issues of third party use of tax trea-

ties to bilateral negotiations and not override our treaty in

H.R. 3838.
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Nexus Greenhouse Systems

10983 Leroy Drive Northglenn CoLorado 80233 303 457-9199

February 13, 19 ,6

Attention: Betty Scott- Boom
The lonorable Robert Packwood
Chairman, Senate Coowitte on Fnance
219 Russell Senate Office Building
Washington, DC 20510

Dear Sir:

Tax t cfurm has become tax fiasco. Simplification has become compli-
cat ion. The House passed version of Tax Reform will deter growth and
cost jobs. 1 urge Lhe Senate to put aside Tax Reform and turn its
aLttntion to the more pressing matters of the Budget and Trade Deficits.

Sincerely,
NEXIS CORPORATVrION

Kirk McCrummon
Aduinistrator

cc: The Honorable William Armstrong
528 Senate Hart Office Building
Washington, D. 20510

The Honorable Gary Hart
237 Senate Russell Office Building
Washington, DC 20510

With Office, P 0 Box 908, Zelrwood, Florida 32798. 1305) 886 1727 . Briarchff 821, Spicewood, Texas 78669, !512) 264 2298
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104 Opossum Road
Skillman, NJ 08558

February 13 , 1986

Senate Fi- nanie mmit t ee
WK.S. enrit e

• Iel l emon

irn very uIpset about the tax Reform Act ot 1985 (H.R. 3838), passed by

rhe House ot Representaties on 12/17/85 and now unier consideration by

the Senate. Since I am planning to retire in-about ') years, I am

icrticularlv interested in the effects of this bill on my pension.

'-!% pension is with TIAA-CkEF. It appears thit this bill is directed

principal', against the pension funds ot educational institutions held

by F!AA-CREF, since virtually all other pension plans -- those nf labor

un ins, business and industrial corpro tions, federal, state and local

governments, and health and welfare organizations -- are not taxed.

Furthermore, tax-exemption would be cnt inuel under the bill for

pension funds hell by most other exempt organizations, including

fraternal organizations. This is grossly unfair!

It this bill is passed, the rIAA-CREF pension system's tax-exemption

would be rescinded effective 1/1/88. rhe impact on my retirement

benefits would be significant. Over the___earj._at some sacrifice, I

have put additional monies into the TIAA-CREF pension plan in order to

be self-sutticient during my "retirement years." That last statement

can also be read as "not dependent on government agencies for aid!"

Your help is needed to make changes in this bill to preserve the

current tax treatment of my pernsion system and prevent my benefits

trom being reduced. I would appreciate your support on this matter.

-- Sincerely,-

C-11-WNini
cc: Senator Bradley

Senator Lautenberg
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NORTHEASTERN UNIvERSITY
3GO HUNTINCTON AVENUE

BOSTON. MASSACHUSETTS 02115

OFFICt OF THI PIi SDINT

February 13, 1986

The Honorable Bob Packwood
Chairman
Committee on Finance
United States Senate
Room SD-219
Senate Dirksen Office Building
Washington, D.C. 20510

Dear Mr. Chairman:

As you know the Holise version of the tax reform bill

(HR 3838) would revoke the tax exempt status of the Teachers

Insurance Annuity Asqociation and tht College Retirement

Equities Fund (TIAA-CREF). I wish to urge you, in the

strongest possible torms, to raiect this provision in whatever

tax bill your committee sends to the Senate floor.

The House provision is palpably inequitable because it

subjects to taxation only the college and university pension

system while retaining exemptions for virtually all other

pension systems. Because TIAA-CREF is organized and operated

exclusively for employees of educational institutions, any

taxation of the funi would ultimately reduce pension benefits

to colleqe workers, whose salaries are traditionally lower

than other hiahlv skilled professionals.
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The Honorable Bob Packwood
February 13, 1986
Page 2

It has bpen suqaested that TIAA-CREF could restructure

their organization so as to escape payment of taxes on the

pension portion of the operation. Such restructuring, would

be extraordinarily difficult and would still add a significant

cost to the pension system once again reducing benefits to

retirees.

At a time when colleges and universities are bearing the

brunt of other provisons in the tax reform effort--such as

subjectinq charitable gifts to the alternative minimum tax and

greatly reducing access of colleges and universities to the

tax exempt bond market--as well as suffering large reductions

in federal student aid in the budqet process, it is singularly

inanorooriate to burden individuals who have dedicated their

lives to educating America's citizenry with what amounts to a

direct tax on their retirement income. -

Sincerely yours,

(x

venneth G. Ryder
President
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North
4218 Little Falls Road,

Cedar Grove, NJ 07009
r h L e 1201) 239-5808

February 14, 1906

The Honorable Robert Packwood
Chairman
Senate Committee on Finance
219 Russell State Office Building
Washington, DC -2510
Attention: .Ms. Betty Scott-Boom

Re: hR V939, Tay Reform Act 19B5
Dear Mr. Chairman:

We request that the following statement be included in the hearing record for
? 338, the Tax Reform Act of 1985.

We reel that the tax reform .fll proposed by the House Ways & Means Corrittee
would have a series of adverse effects on the economy, particularly on capitol-
intensive heavy industrial sectors (such as our Industry), which in turn would
have negative effects on both unemployment and the Gross National Product. It
is also our opinion that the industrial sector would lose any competitiveness
it had in the world market and be placed at a serious disadvantage by deleting
the kinds of incentives that are available to Industry in other countries. The
United States would go from having one of the better capitol cost recovery sys-
tems to the single worst system of all Industrial nations.

As a small manufacturer with heavy equipment costs, the current capitol cost
recovery system with Investment tax credits, are vital to the health of our bus-
iness. Expansion and growth is linked-to our ability to invest In very costly
machinery and equipment. Adoption of the proposed tax reform bill would seri-
ously jeopardize our ability to do business.

We strongly urge you, Mr. Chairman, not to lose sight of the fact that the
health of today's economy is attrbxtahle to the expansion of Industry which
we feel is a direct result of the current capitol cost recovery system.

Letts work together to shape a tax bill which will foster U.S. industrial
growth and competitiveness, one that is fair, simple, and economically sound,
instead of a tax bill that once again shifts the tax burden on industry.

Sincerely,

VOTH JAESCY DIA, YID b7CEL

Bonnie A. Clark
Treasurer

BACrap

cc: The Honorable William Bradley
The Honorable Frank Lautenberg
David W. Stoddard, N44I
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OFFICE OF rHE PRESIOENT

February 25, 1986

Members of the Senate Finance Committee
Committee on Finance
Room SD-219
Senate Dirksen Office Building
Washington, D.C. 20510

Dear Sirs:

This letter is to thank you for your efforts to continue to

provide appropriate federal financial support for higher educa-

tion and to appeal to you to continue the long standing tax

exemption of TIAA-CREF.

As was stated clearly by James G. McDonald, Chairman and Chief

Executive Officer, Teachers Insurance and Annuity Association

and College Retirement Equit~es Fund, before the Senate Finance

Committee in February 4, 1986, TIAA-CREF has come to play a

vital role in the system of benefits for personnel in higher

education.

You are aware of the growing stress on higher education with

regard to funding. Northwest Nazarene College is a part of the

private system of higher education and has been pleased to offer

to our faculty the benefits of TIAA-CREF.
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Senate Finance Committee
February 25, 1986
Page two

The faculty members and support personnel in private higher

education commit themselves, on the whole, to financial sacri-

fice. The benefits that have been available through TIAA-CREF

have helped in a positive way to ease that financial'situation.

To lose this tax exempt status would erode the value of this

great benefit. This erosion will widen the gap between financial

remuneration in the role of a teacher as compared to that

available in much of commerce and industry.

I applaud the efforts of the US Congress to bring our nation to

a more stable economy by reducing the national deficit. I call

on you and your combined wisdom to find ways to achieve this end

without diminishing this benefit to sacrificial servants oi the

American people.

Be assured of my prayers and my support.

Sincerely,

Gordon Wetmore

President

gc

cc: Representative Larry Craig
Senator James McClure
Representative Richard Stallings
Senator Steve Symms
Betty Scott-Boom (5) copies
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dil- rlta . /"I st L 

-February 10, 1986

The Honorable Robert Packwood
Cha i rwan
Senate Co'rittee on Finance
219 Russell State Office Building
Washington, DC 20510

Attention: Ms. Betty Scott-Boom

As a representative of Oberg Manufacturing Company, "We feel nothing
should be done to inhibit industrial growth, further lose the United
States Competitive position, create greater unemoloy.ment, or increase
the deficit.

Our Firm is very capital-intensive; therefore, we really discourage
any loss of any current depreciation advantages.

Please include ivy statement in the Hearing Record for HR 3838.

Thank you!

Sincerely,

A. G. Borland
Corporate Secretary

AGB:vb
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Office of the Presiden!

PACIFIC LUTHERAN UNIVERSITY
Tacoma, Washington
984471 (206) 531-6900

February 14, 1986

Senate Finance Comittee

Room SDo219

Senate Dirkeen Office Building

Weshington, D.C. 20510

RE: HR 3838, Section 1012

Members of the Senate Finance Committees

This will confirm my strong support of the testimony of the officials of

Teachers Insurance and Annuity Associ&tion-College Retirement Fund regarding

continuation of the long-atanding tax exemption of the TIAA-CREF pension

system.

The system was organized cnd operates exclusively for employees of

non-profit educational institutions. By charter and trust law its earets

support pension and related benefits for higher education, and cannot be

diverted for any other purpose.

It is patently unfair to consider termination of tax-exempt status for

TIAA-CREF, and yet continue such status for virtually all other pension funds.

Such action would result in reduction of perticipant's pension benefits.

I urge continuation of tax exemption for pension funds held by TIAA-CREF.

A4 *)
Fvtctre ly you,

illiam 0. Rleke M.D.

President

aml

"Quality education in a Christian context"
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PATTON. BOGGS & BLOW
M, ', 0 V I 11,i 0 T N '

',A4,IN" ( N tC P,1O ?
(I- , , ! 4 1 ;" t, 0 00

H.R. 3838 -- U.S. T.rxation of Shipping_ Income

"his mnor,inildum is s u, miTmlite( on ,'(hrl.f of Oversa. s
i~hol1ir; Gr(ip, InT. ("SCSG"), a U.S. ,'orpoit ion which,

'tir,a't 1y ' n] thlrr uqh v.ir r(is uir i" i nd i ff liates,
IS ' 'j''] 'x'lrF, Vely IrL the Orai t ,1in',;ioit,tion of
Irijti] and tly ,tilk ,'-rrr,'s Ir ihoth thi e 'iIr fwrdr' .ni]
,'If - '(ii tlfl (i'] U.S . ',Ikf'ts. r, C5 t'tr (rnt ly oWns t.id
)p''rt,''s ai flf s t of 6i v,'s eIs, -'f which 14 it, ' tt

tind lr the U.S. f lag. A tiilist,int i i I ,i nrIrty of I te r''tnaInrnq
r2 Vi.S;1 i- ,re owned .it] o .erjt O' i p by -J.-'II led "'()nt rZ o led
f or r1q. co'tr orit ions."

I.

Summaryof leo.i t i ri

A. Si'irit F Chanij.s.

tir r'r r ' it law, lo1-r in thir)jtr ij i I'Iir;r of a ('int ro l'd

foreign (orpoiii en ( "L'FC'') i s not t iiti F ,is !, I, a.rt
F intoriro" when it is r'r nvestd I by the C'FC in (riitl fying
atiipjinq 1s!;,ts. Section 621 of Ht.R. 1818 lwn.ld r,.' ,al
1his piovi.sion of proeent law ainid thus suioct 'irt,iin
of the U.S. .;itroh ldl'rs of a ((FC to ir F,(ii'iate trx (anF
the C'FC's foreign sh iprrnq incnrs e w-.tit hor or rot n ic
i nirmo i S clirreritly (lir ''vi-rI ]i ,t s i 1iti to ti ,-r''' .',iil ,rs
,Inid whether or riot sdC , i i' i 0vii '',It iii qI Il i flying

Iir jpi nq ano;set s.

Pr, s_ent law should lio r et a i n d. 'Phi' s(Irli] 1)io try
rIr ;(iriS thCt irOTlitOd Co (rI r'(Isi to i'rIri, t tipr t'r,'i'si lnt

'xi':,pt ion in 1975 are ,equaly va liid today. 'rhat except non
i'c-oqni/zAd tih" comrit it ivo r,,ality tha t the gridt ma jority
of tLirsin,'r'es in thr international bulk shipr, ina trades
,ite rot :tiuj(-Ct to tixat ion to rny surrt -int ial 1,gee.
Thus., tie rv,invostment .,xce;tiolt sirnply placed U.S. owners

of CFCs on an equal footing with their vigorous worldwide
cot'jet it ion. If the reinvestment except ion is r'e,'ealed
as [irovidied in H.R. 3838, U.S. corporations which engage
in intirnit ional shi ppin g eperit ions through foreign
ro ib;irdiaries wil 1 be less able toi c'npote in those markets
and ultimately will be forced to curtail and eventually
- iminiate their foreign oipiratinns. In a compete itive
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,l. rkt h, c tlrt or rat -s, pirt cul I7 ly f er 1 .!i -
wi I I t I to tef l,_'t closely tho ,-ti st o f ca I i .
.oouo rat e of rotiur n for r iFk. In i no- ix *,'V I r
such as charact (, i z s the n ottrnii t il n, i I I ,!It. - i,
ft; i ne(ss, t h I rlo oSIt ion of an irnT, #- it. t ,t
th e foreiqn shippi nq Incone, of CFCs w, II I - hi J.
firm. at a compete it ive. ,saiantiqo, of fI( C! I I I aI.
th, cost of cipit al t a prohibt1ve leyel h' ,e
.-iave ad vorso effects for the lintel StL;t,,s t (.',a I !i
nat Ionai security Impl ICat Ins 1111i fo l '. n1, 1 t i 1 1 -
of U.S. sh'powners . The revenues to e( c l-C -, 1 ' - i
t he cov-r n-''" nt if t he r i n'.est m rn ;t .x.e t c- o I .' I i
aI re 1ot s1h t lIlt I a I . The -r( nes- t rn on * ' 1 c
F shoulI therefore h- ret i ice so tehat CF,'s to te..
t hr y rei nvest thei r shi p r nca1 ne iq qI t)cc I r I qh. I; I I
assets, wilt co t inue to ho suli]t.ct t ' , qt ht , l
qoverninj th- taxit i on of for,-q .) r7 • '
shareho lers.

13. Other Issues.

fIR. 3838 lso modifies present law to ,xl.ef 'i,'
class of foreign corporat iOns t hat s 1 ] I t it, t ,,it i s
CFCs. For tho re--asons explaenod below, thi i - chl S0, h I
'either be rejected or reasonable t rins it I 7 iil'. s , .1 !
be provided. H.R. 383R also mod iI ies thf', r,i,, ',hant rat
capital cost ruction fund CCF) 1 rov'Isi Ir. of I ''X ,
law ant incorporates those provi ns as s :', ,, 11, S
into the Internal Revenue Code. For t ho'e ' .ioni '.x l i i I
below, the proposed 10-year l mita t ior on th. I ,' .' I*
of funds in a CCF should re lolete;d ar i the I, q .. I ''
history should clarify the binri nq (-f fct Itr t I
of determinations by the Secretries of 'T7 1 i '-4 '7 ,
and Commerce.

I1.

Foreign Shipping Income Un ter Sufj.ir.' 1

A. Present Law

As a general rule, a foreiqn c orporati(n is sui,1,t "i
to U.S. tax only with respect to income it ecrive, fr-
U.S. sources or from a U.S. trade or busine ss. Thi's,
a foreign corporat ion which conducts only forciqn or ' 1
is not generally subject to U.S. tax. All it I )rIaly,
the U.S. shareholders of a foreign corporation ort, - Il y
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sub]ct to U.S. tax on the foreign corporation's income
only when such income is distributed to them. An important
ex-eption to these fundamental principles of international
taxation is contained in sections 951-964 of the Internal
Revenue Code (the "Code"). Under these provisions, certain
U.S. shareholders of a CFC are taxed currently on specified
categories of the CFC's income ("subpart F income") whether
or not such income is ever distributed to them.

When these provisions of the Code were originally
,,nicte,, in 11162, foreign shipping income was not included
in the definition of subpart F income. In the Tax Reductilo
Act of 1975, Congri s included such income (as defned
in section 94(f ) of the Code) in the definition of
subpait F income but only to the extent that the amount
of such shipping income earned by a CFC in any taxable
yar exceeds the increase of the CFC's qualified investments
in foreign base shipping company operations. See sect iens
954(b) (2), 954(g) an) 955(b) of the Code. Income which
has previously been deferred under the provisions described
above must be taken into income by the U.S. shareholders
of CFC in any subsequent taxable year in which the CFC
reduces its qualified investments in foreign base shipping
company operations. See sections 951 (a)(( )(A)(iii) and
955(a) of the Code.

Thus, under present law, the shipping income of a
CFC is not ta::ed currently to its U.S. shareholders (unless
distributed to them) to the extent the CFC increases
its qualified investment by a like amount. However, such
deferral is recaptured if such income is actually distributed
to the U.S. shareholders or the CFC decreases its qualified
investment asset base.

B. Hl.R. 3838

H.R. 3838 would repeal the exclusion for reinvested
foreign shipping income of a CFC, effective for taxable
years beqinninq after December 31, 1985. Thus, foreign
shipping income of a CFC would henceforth be currently
taxable to the U.S. shareholders of a CFC as subpart
F income whether or not such income is reinvested in
shipping assets or repatriated to the U.S. shareholders.

C. Present Law Should Be Retained

The repeal of the subpart F shipping income reinvestment
provision was not included in the President's tax reform
proposals. The arguments advanced in the Ways and Means
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Committee Report, on H.R. 3838 are based principally
on the theory that since Congress decided in 1975 that
shipping income should be treated as subpart F income
in some cases, it logically should always be so treated
as matter of tax policy. See If. Rep. 99-426, 99th Cong.,
1st Sess. 394-95 (1985).

The Ways and Means Committee's Report largely ignores
the fact that in 1975 Congress also decided, for valid
policy reasons, to continue deferral where such earnings
are reinvested in qualified shipping assets. In 1975,
Congress recognized the importance to the United States
of the U.S. controlled fleet. The Treasury Department
continues to recognize this fact. As it noted in another
context in its explanation of the President's tax reform
proposals in May 1985:

"U.S. citizens own or control large numbers
of ships registered in Panama, Liberia and
Honduras that would be available to the
United States in an emergency."

The validity of the Treasury's statement is underscored
by the fact all of the Department of Defense contingency
plans of which OSG is aware rely upon the use of the
U.S. control led foreign flag tanker fleet for the supply
and resupply of petroleum to U.S. forces overseas. Moreover,
the Treasury's recent options papor submitted to the
Committee on Finance appears imr)icitly to recommend
that the reinvestment exception be retained.

If H.R. 3838 is permitted to eliminate the reinvestment
exclusion, U.S. owners of foreign flag ships will not
be able to compete with owners in non-tax paying jurisdictions
since the latter will be able to receive substantially
lower charter rates than the U.S. owner to obtain the
same return on investment thereby forcing the U.S. owner
to lower its rates to unacceptable levels and ultimately
to withdraw from this business. This would further result
in U.S. owners being less diversified and therefore weaker
in their remaining businesses which would be of additional
detriment to the U.S. national interest. Further, a
disincentive to new investment, as this change would
be, is not consistent with Federal policies in other
areas.

D. Proposed Transition Rules

If, despite the considerations outlined above, the
reinvestment exception is repealed, transition rules
are needed to prevent the harsh (and presumably unintended)
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results that would follow from enactment of H.R. 3838
in its present form. As explained above, under H.R.
3838, all post-1985 shipping income of a CFC would be
treated as subpart F income and as such would be taxed
currently to the U.S. shareholders of the CFC. Although
H.R. 3838 thus appears at first blush to have only prospective
application, this is not in fact the case. To illustrate,
the shipping income of a CFC in 1986 and 1987 (and in
subsequent years) will in large measure be derived from
shipping assets acquired by the CFC through the reinvestment
of its shipping income from prior years. When those
investments were made, the CFC and its U.S. shareholders
reasonably assumed that earnings on those investments
would be eligible for deferral so long as they ,were reinvested.
To now suddenly tax that income would be equivalent to
changing the depreciation schedule for assets currently
in service or taxing interest on State and local bonds
that was exempt when the bonds were issued. In addition,
as described below, taxes deferred in prior years will
become due in an accelerated fashion as investments in
shipping assets necessarily decline.

There is another equally critical problem that must
be addressed by appropriate transition rules. As explained
above, the tax deferral resulting from present law continues
for all practical purposes so long as the CFC does not
thereafter reduce its level of qualified investment in
shipping assets. Thus, the U.S. shareholders of the
CFC have not been required under generally accepted accounting
principles for financial reporting purposes to reduce
earnings and net worth to provide for these deferred
taxes so long as it was expected that the CFC would continue
its reinvestment policy.

Taking H.R. 3838 into account, and given the fact
that many nations do not impose substantial tax burdens
on international shipping ventures, it may be anticipated
that H.R. 3838 will necessarily result in a diminished
level of investment as the CFC both distributes a portion
of its income to its U.S. shareholders to cover their
new tax liabilities and becomes increasingly less able
to compete in world markets. This will have a serious
impact on two levels. First, the U.S. shareholders will
likely be required to reduce their earnings and net worth
(as reported for financial statement purposes) in the
year H.R. 3838 is enacted to reflect what will then become
the necessarily anticipated future taxation of previously
deferred income. That the taxes on such previously deferred
income will be paid over a period of years is irrelevant



1271

-6-

for financial reporting purposes. The magnitude of these
one-time charges could be catastrophic (e.g., result
in defaults under loan convenants). Second, as the level
of a CFC's qualified investment in shipping assets actually
decreases, the CFC will need to distribute funds to its
U.S. shareholders to cover not only the previously unanticipated
taxes on current income but the equally unanticipated
taxes on previously deferred income. Absent further
dispositions of shipping assets by the CFC, cash may
not however be available to cover taxes on prior years'
income since, to secure such deferral in the first place,
substantially all such prior income would have been invested
in non-liquid shipping assets. Thus, the elimination
of the exclusion will become by its nature an incentive
to liquidate these businesses and their related assets.

To counter the retroactivity inherent in the repeal
provision two transition rules are needed. First, a
transition rule should provide a time-limited exclusion
for shipping income derived from current investments.
"Current investments" should be defined to include investments
in assets which were placed in service, produced under
a binding contract entered into, or were under construction-
as of, the date final legislation is enacted. This exclusion
should be in effect throughout the remaining original
"useful life" of the asset (as determined for financial
reporting purposes) from which income is derived in order
fully to assure that investments already made will not
become uneconomic solely because of a change in the tax
laws.

This time-limited exclusion will also afford the shipping
industry a transitional period in which to reorganize
itself to attempt to continue operations profitably in
the face of new and disproportionate levels of taxation
by the United States. Excluding income derived from
prior investments for the remaining useful lives of the
underlying assets will facilitate the industry's need
to reorganize without creating false incentives for future
reinvestment.

Second, the only practical way to (i) eliminate the
immediate "recapture" for financial reporting purposes
of previously deferred income and (ii) the liquidation
incentive necessitated by accelerated taxation as previously
deferred income is taxed when qualified investment declines
is to treat that income as previously taxed for subpart
F purposes. This result could be accomplished by incorporating
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into H.R. 3838 a transit ion rule modeled on the rule
which exempted aCcumulated DISC income from tax when
DISC status was offctively revokedI by changes in the
law under the Tax Reform Act of 1984.

Prior law qoverninq DISCs provided for a system of
tax dofeiral not unlike the current subpart F provisions,
as applicable to shipping income, like CFC earnings, -
the profits of a DISC (usually a wholly-owned subsidiary
of a U.S. corporation) were not faxed to the DISC but
wore taxed to its shareholders when distributed or deemed
to he distributed to them. A substantial portion of
DISC income was not taxed currently, and un'do prior
l,iw, would to subic ct to taxation only when actually
list ributed, or when the DISC was liquidaited, distributed,

oxfchanged or sold, or ceased to qualify as a DISC.

In order to compensate for the abrupt withdrawal of
deferral privilo es associated with DISC status, and
the otherwise unavoidable impact on the financial statements
of the affected corporations, Conqr,,ss provided a transition
rule Isection 805(h) of the 1984 Act) which operate,
to forqive th, tax on accurunlaterl DISr' in-'ori by threatingsuh i ncomoe as having been previously t ixel!. A second

DISC transition rule provided that tax-free reerqanizat (.);
provisions, not otherwise applicable to foreign corporations,
would apply to DiSqCs which opted to reorqanizo as FSCs
(Poreignr Sales C'orporations).

like DISCs, CFCs and their U.S. shareholders reasonably
ant icipated a continuing deferral of tax on their accumulated
earnings so long; as they followed the reinvestment policy
prescribot by Conress in 1975. The proposed ?epoe .
of the reinvestment exception makes continued deferral
imposs i ble . Because of t lie imposi t ion of tax on current
shippinq earnings, full reinvestment of earnings in shippin~g
may no longer he possible and indeed inay no longer be
economically prudent in the face of competition from
essentially non-taxable ventures. Unless accumulated
earnings are treated as previously taxed, and the other
recommended transition rule is adopted, U.S. sharehotd drs
will be placed in an untenable position from both a financial
statement and tax payment point of view with respect
to income earned and reinvested under existing law.

Il1.

Other Provisions of ILR. 3838

A. Definition of CFC.

Section 622 of H.R. 3838 would amend section 9'7 of
the Code to modify the definition of a CFC in two respects.
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Specifically, under 11.R. 3838 it is intended that the
subpart F rules will apply to the U.S. shareholders of
a foreign corporation if 50 percent or more of either
'the voting power or value of the foreign corporation's
stock is owned by certain U.S. persons. These changes
from the "more than 50 percent of voting power" test
of present law appear to have been patterned in part
after the changes made by Congress to the consolidated
return eligibility rules in the Tax Reform Act of 1984.

In OSG's view, while the addition of a value test
may be appropriate, the shift to a "50 percent or greater"
test is not necessary to prevent avoidance of the subpart
F rules in cases where those rules should in fact apply.
In any event, however, the effective date provisions
of H.P. 3838 are wholly inadequate in two respects.
First, when Congress faced a similar issue in 1984 with
respect to the modification of-the consolidated return
eligibility rules, it provided a series of transition
rules including a general three year delay in the effective
date for affiliated groups which meet the eligibility
tests of prior law. Congress should do no less here.
Specifically, arrangements which qualified under present
law on December 31, 1985 (i.e., met the more than 50
percent of voting power test) should not be subject to
the new rules (50 percent or more of value or voting
power) for taxable years beginning before January 1,
1989.

Second, a special transition rule should be provided
with respect to assets owned by a foreign corporation
on December 31, 1985 (or held by the corporation on that

-date pursuant to a binding contract) if the corporation
would not have been treated as a CFC under present law.
Under this rule, income produced by such assets would
not be treated as subpart F income so long as the foreign
corporation is not a CFC under the present law definition.

B. Capital Construction Funds.

Section 233 of H.R. 3838 makes substantial changes
to the merchant marine capital construction fund (CCF)
provisions of present law and incorporates those provisions
into the Code for the first time. While the small amount
of revenue to be raised ($20 million over five years)
prompts OSG to question the need for any changes in present
law, OSG is particularly concerned with two aspects of
the CCF provisions embodied in H.R. 3838.
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First, H. R. 18 1H imposes a 10-yoat limit on the amount
t t'it, t un a; may h)(- ret ii net i it a CF whit hout hei n

,it I Ir awn f or ,I naa)nqu 1 i aeI pta oI) k i rIOse,. Amou nt s wh , ch
,I rant :.;o wIt h Ir awn at., toait el as wit hcira wn i n the
aaf 1titntj La].) at I m'tI, wt thatrlw,l s rata1iy ov Cr i'e scCe ,linq

f I1,, tixal'' y S. s. OSG '-an perceive of no ,ol icy basts
tar ','-h I r ul,. Ftar t hatneo whtt luI Il sma I Ior w't'sso.lS,
a Itt y,,a F r, I it )1a1,11talty adequate. At tdie am t i me,
'wait I %N' I Wa 1 I In" t oat shot t for t to.e who Ill i l I n lkl'r

tt. (I "X 7'''I V-, I s' (t''-;' i. tar I an r ot to Ia IAV'' *i grelt 0t-
a,!t I '''or t at l ' ir a t ar, I 1 v .ssi' I s iait) t hLI ItH'li a O ta', ar
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Fx-'utive Sumrary

Already dana,:ed by doeross.'d market conditions that have lasted over
four years, oilfielt eaTai-rent manufacturers, servi,.e aid supply companies
an i the cuetomfers they serve now face the prospect of na'or changes ill the
tax law that will inhibit capital recovery and put the industry at a further
crom;petiti.e disai antaei in the world market. In addition, the new proposed
rules in lIR 3HA will cause ad.'inistratrve duplication and contribute to
further confusion, and unertainty in the industry.

The chan,;eo produced in HIR 33 related to capital recovery would raise
the cost of capital ir~ns'sent to PESA mpsber customers by an estimated l1'

With aproxirately one 'hld of the industry's sales derived o.erseas,
the forexlon tax rrc''slo:.s of HR 383G' are particularly damaging. The foreign
tax credit linitaticn, the deumed paid tax credit, the source of income and
S b; art I' limitatons t c:ether with drastic changes in the liensincqof tech-
nology abroad, research and development allocations to foreign earnings, anid
Section 911 changes constitute major new obstacles to U.S. companies as they
try to compete in the world market.

A ma3or reason for the complexity and unfairness of the present tax s'stur
is that the law is- constantly' be-n .1 chanced. The ulteina ive minL ur, tax
comfutatiiL: formula, changes in the depreciation, inventory arc ontirij, foreign
tax, and intanile drilling ccsts tuls add significantly to the burden
ant ar'c:r.ainty invlvel in administering an already complex system.

The Peftroloum Frw-rqrnert .54 L-.iers Association up];Ises the ;resert tax
reform le i s ti,:n l uuSa it transrrs i large share at the tax bairdur to
job-creat.nq industry. It will rake PEFA members and their customers less
comfetitivo in world i rkets and contribute to increases in both the budot
and trade !eficits.
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In an et ot to .orr-;, sx.se of the ir,ess in the Fd-ral Tax Co te,
the A imirist ratio an'! the :o0,';!,,sa are consider ino proposals that would
seriously hirt the 23') rxnmber -,muraries of the Petroleum E4uipmrr,t Surplirs
Ans-,iaticn and their customers. Alre ady damaged by dressed market cotdi-
tions that have lasted over euor years, oilfield eq iipment Mvin'aturers,
sr-r'ice at.! s upply comanies arvl the 'uslomers they serve now face the
jrony ect or major chanors in the tax lIw Ihat will inhibit capital recovery
ain! Pit the indu1stry- at a further dis ilvmntace in the world market. III
the hose-aprZQved version (I.?. IH3j) , these, ; hanges are conrtu1d;.dj by
new rub'. that will :ause itini trti'e dip Ii at and fu- other rontribute
to : arn d sior a ,d rceiaint ' in the, i~rrlustry.

The arket has s"nrt the oiftIeld C~iiJVent minotacturirq'seri.-e,'sip-ply
i:.I'.r I,.'A clet irna that the to.gna' !1-r its proJd'a;'.s hais 'to cand
th' init ry irs r.s;crdir. In 19-j4, the last year for whi -h data is aviil-
ablie, i:,oistrv', sale; were J$I bill .- and, exc:ludin4 S bluribecqer, a Ft-e'ch

i-,,,y b isv
4 

I". the NetherlanLd.; Anttiles, the earniir.gs of the' 2rdustry we, e
•o r',.s' te 21,1) millt... F-rhl one third of the indiistry's sales, J fxe-

r It LI%' I , ' -, w.r L q-',ra 'dt42 fr.' oM'or - ' as re ncts. Int the. pi.,-ss,
tK, to] story 'ii is tse' er;.[yrrta:t to i5.prximaoly 250,000 men and wsner, in

This is a tar cr y troM the irdubtry's 1Loal nr-beis: '41 billi-,r in sales,

5'00, ' h.

jr i n the ez i I,- 1 12, the manta t uro! s )f eet r.ieum ej'i ipr ent
investe- mo.re thai $3.6 billion in new p.lantt and eq(i iprtnt. Respondirq to the
oil embargo on I the increased dem-anids of :ustom'r's, the industry sustained a

aomntc'Ind annual truwth rite. if 1:.4 per-:, rt in capital investment in thuse ten
years. This ratt., ex(ocled the 2 .er,:nt comp-'s;r,d 4r wth rate in sales for the
sime er io'l,

ion.e wtll ':en-ae', a A 55 i' to when the 'c',ttilir.a d's:.wArd spiral
of oil prices will end, but the hav,; wrqht ,n ' E.A m mrnber companies
and their customers is the sub'c2ct of regular lews 3 ''outs. Since 1982,
there have been tire irmirsatitars .in he div.est V;res in. an effort to avoid
bankr uptc i,s. The recent sirroo .emet that 31c bil M1riir,, a rajr offshore
driller, is sklini protection under Chapter 11, is the latest e.,iderve of
the iicreasirv; pressure on FL.A 'ustom-rs arid members.

As they stru;'ile to survive in market conditions of depression propor-

tion, PESA members and their customers are faced with the prospect of a new
tax law that will further :urtail the meaqer demand for oilfield equipment,
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place PESA members at an even greater competitive disadvantage in the world
market and add layers of duplication and uncertainty in the administration
of complex new tax laws for years to come.

Tf the problem were limited to the oilfield service industry alone it
could be argued that the advantages of tax reform would be worth the sacrifice,
but the oilfielh service industry is not an isolated case, Almost every
manufacturing and exporting industry has expressed the view that the proposals
developed thus far are fundamentally inhibiting to U.S. participation in
international trade. The proposals will also inhibit capital formation.

Ca ital Cost Recovery

Searching for oil and gas is an extremely complex, capital intensive
business. A typical land-based drilling rig costs between $1 and $3 million.
An offshore riq can cost more than $100 million.

Under the provisions of the Economic Recovery Act of 1981 (ERTA) , the
Accelerated Cost Recovery System (ACRS) allowed the recovery of eligible
proj erty usini an accelerated method of depreciation over a predetermined
recovery period that is generally shorter than the asset's useful life.

HR 1838 replaces the ACPS with a new system, the Incentive Depreciation
System (IDOS) . The IDS deduction will be adjusted for inflation up to a
limit f one half of the inflation rate in excess of 5%. The inflation
ad~ustrent is not considered a depreciation for purposes of determining the
amount or character of gain (i.e., capital or ordinary). In addition, the
10% investment tax credit woull be revealed.

These propos.q cha;,-- r o .' ,Li recovery would have the
effect of raising the cost of capital investknent to PESA member customers by an
estimated ll*. rhis increase , :- urthtu- :,crease domestic oil and as
production while further increasing U.S. de1,vndeznce on foreign oil and qas
pro~dict ion. PE.SA customers and members cannot stand such an increase
in view of the severe market conditions.

The proposals in HR 3838 regarding capital recovery are unwise at a
time when the oilfield service industry and many other major industrial
sectors face such severe economic strain. The oilfield manufacturing, service
and supply industries and their customers as well as all capital intensive
industry need the stability of the existing system that was put in place
only i.n 1981.

rorei n Tax rrovlsi:.s

With approximately c-,e thirA o1 the industry's sales derived overseas,
being competitive in the world market is no option -- it is an operational
necessity. Yet the provisions in FIR 3838 would add further obstacles to the
host of non-tariff barriers PFSA member companies and their customers must
face. These provisions would drive U.S. companies out of foreign markets aid
leave the markets to foreign firms in countries with more favorable tax laws.
There are eight areas of principal concern:
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1. I -oiTn Tax 4'irA' Linitat n.

Tin tir the pr-G.,r t system. a so r far'i -tfrielqn tax :redit is I imit d
to the '.S. tax that would be owed on a taxF Ayor 's tota 1 net foreiqn source
in,:u,.,t wo, l -wi.. Yi,,h-ent tax laws have alr,,ady sbsta:,tially I irited the
availability of credits for f rti4n- tax-s, ajain in the name of tax reform.
iS 

m
r- ':roate.l a dit 1:1 "basit,s" I'f it -x., I ,r tat ions insludinr a basket

for pasnive income such as dividends, interest and certain rents and royalties.
..-. J ii, :oe is a:ally 'c-. toi-I 'is part of the tctal economic pa,:kaqe when
de-isi-nus itr, be int mite to ir'ist in a froieir, location.

'o ext-an ! Ithe -at'7Qries of sepirat limitait ion irvome req,;ires the
tores.n tax cerd;st linzniti-n to b cal:'ilatod on a "per itsm" basis. To
cum an;-awl the comlexity of the pr tblin, HR 1834 requires that hioh taxed in-
curne be i'xslu let for the pass' i'- basket to prever.t averaqinq hiqh

taxeI insone with low tax'-d inn-,)m-. This goes beycnd the intent of applying
a separate linitaiti,;i, on a spe'if- :att-j- ry of in,'ome and requires thit the
lilni"aJtLO:tS be ap; l1i to spa': it," items within the passive income category.

The r', mat-, ar-I ex; -': si-n to aninisr,-r "l,--,k-throiqh" provisions

r, pir [:,.-I panzes to txa-e thf. in <slt, fro.n ei-t: sour-es will dTt0i'C s-

saril L iriden forei to ccri-rat ;-,s in-reasi"- the irnability of U.S. corpora-
tio:,s to cor "to alrsa 1. T''o ttoi' the s0 t" ani kind of income thro-,rzh
s,,veral tiers of ftar eiqn or'crat ions will be a n-rlzy impossible ttisk.
tlhis i m, otatir:l mtst b- se '.irc' rm feri.I ccurori' ic r where ac-ount s
m-.st b rnailntait.r.i acsc tin'; to Ic-il law. Lan,:a z ird cunrtenv trransla-

n piohl]rs ,re c Fb. FralV lrriiabl- is the task of

so sacit. t his infomatir fron for,iir citizens ard often from non-consroiled
c,'eilin ccxtporat icnq wh.n.a other shaiehclers have no interest in boarinq

thet exre:,se of c(xpiyi1'rr with '.S. t,ix rules for the .5, shorohld-rs.
lL. A 'Ii s that the ;i:sei S foreignq tax -rodit limitation rules b-- resaired

al thiat the 1.'. soc 0 ynr t', Jo:-at irsolt i, the wet d musket.

.2. [:'c'em 1',AL. Tax Cr--!it

Pn'm or the pro.'visio-s of 11R inl.j, div [,ends ard S. bpart F in,-lisiris
will Le consi-lered as disb tsrents from the poal of ,ill ths distribitilia
ccofloat ion's a,c':r''latul rarnints and profits. This provision has an adverse
tfft,:t or Ei-A rnr)oers' competitive position in the world market by increasing
the cost of doing business abroa., PFSA recommends that the current law bkt
ruta in,i whereb y dlstriburtions are considered to be made first out of the
most recently ac:-umulat.a profits of the distributing corporation.

IPR 3Hei ripe[,als the rule wh,-reby distriba ions made during the
first i-, rlav.s ul a taxibl- yc .ire trOated Lis paid out of the prior year's
occus- ItI pro: its. N:MA ir ros that this rl',. bi' retainied in c n 'irat io
with retarnini the current rile- reqlrdi:,q the .teemed paid tax credit.

3. roirce ot Inomr.

HR 38st genetallv sources income to the residence of the seller.
Reqairin,3 a fixed place or business abroad to avoid losing foreign source
income will only increase the costs of doing business abroad. It will not
create jobs for Americans, and the changes proposed for Sec. 911 will make
it too expensive to add U.S. taxpayers to the payrolls abroad. The real
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beneficiary will be the foreign national esplc)eet ans g'v'rnme'. I. af
placP of business is to be req'iired, is th ere any ra, t,.t ri- ,o w .

core created by such a location should t,# treated diftezer, c z

whether the purchaser is related or unrelated?

Even th-ugh a fixe pTa , tsi. . ;s i .' . a
income is nut taxet' by the 1h.,s" :'".t . s*. x:, ", . ' , ..

ir-,, te. No court,.rpart r' e is pr .csA 2, h 5.v sr........,.........' .

nct leductable abroad sheild sr.;i' .' . t L '-,ii,.,,- . :,. ' ,
that the title passage rul IT, ,:.:rent low s ."' )

In letetnIrnrin; the sou.ir-, c.f I-.'&.

4. Allocation ari A_['- . ' I. e" f i'', s.s r . . ' r

11R 3H re'piros rrr.nLbers of ir. air ri'a - t ' .

ex!'e s to foir eirn so'ur,:e In -', re as U th, A w't-, S.' '
Tie' res'ilt iq ir.:rexse In the cs, ,f di - I b ii .0: i- -j .* 1
j'ereived abuses in this area. As a rosil' , FA U : . :''' . '

currunt law whereby erpensos irr a r v-'.', ."''h .' .i h
source income or, a se[.raat- .¢,rrany basis.

5. ,b a t I t o .

The Iro'.isions of 'ib:'re_ F in toe tax . rTv" T- , r.:.rr ak
on certain types of income earr.ed by c,,nr.roi ed i.:c ::'. >:' " ' t i
than when ea-ninis arc, rei-atrlated. Unhz :urren.' law, a 'v,.''. : ,,
cor]'oratie'n is one in which more than 50% f the '.'.t:: r p. ,-,i :s J t
U.S. citizens that each own at IL.ast 10' of the cot v.' ,.r.

HR 383H a-;plies the 10' do mir-iris and 70' J!in 2n: '. ,

foreign based conrany i ;cors: on the basis or earnirus anJ r 'ivs. Ai." t!.%
provision will increase the :ost or doirn.4 b'rsi.'ss abrI ad, a.:. E A i o. r:- ds
th it the current 1aw which a; 1 ,-s these ri :I s on the brs, s hf tr _s is, sF.
be retained.

For Subpart F rules to apply, N1R Ib3i amen s 2 .$. owrnrship res::re-
ments. The bill states that for Subpart F riles to apply, 50" ,*r more -,f the
vote or value of a foreign corporation would nave to be owned by 10% U.S.
shareholders. Since the bill is concerned with defining U.S. control of a
foroiln corporation in terms other than solely voting power, PFSA sugests that
the bill be amended to require that more than 50% of the vote (current law) or
value of a foreign corporation would have to be owned by 10k U.S. shareholders
in crder for the Subpart F rules to apply. In PESA's view, th~s will eliminate
the tperceived abuse of avoidiza Subart r income where the majority of the value
of' the 'oreign corroratiur, is actually held by U.3. shareholdes without affec in.
the true 50-50 relationships that currently exist.

b. Sections 38/ and 482

HR 3H38 proposes a drastic change in the licensing of technology
abroad. Present rules of long standing have required an arm's length standard
which is applied when the license is entered into based upon the facts known
at that time. The House provisions would require that license fees for the
use of technology abroad be reset on a periodic basis, even if the payment
schedule was set in the first instance on an arm's length standard. The
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Service may require an adjustment in the fee based upon the relevant
facts and circumstances. From the statement in the Committee Report to
the effect that any royalty should be "commensurate with the income
attributable to the intangible," it appears that the Service could increase
the royalties on any license which turned out to be successful. If the
royalty which was set when the licence was entered into was an arm's
length royalty, the foreign government will not allow a deduction for
the increased royalty required by the U.S. Revenue Service, and the
result will be double taxation.

7. R&D Allocations under Reulat ions Sec. 1.861-8

Treasury Regulations Section 1.861-8 require apportionment of

U.S. R&D expenses against foreign income. The effect of this provision
would be to require the movement of R&D abroad since the only way to
ensure full tax deductibility of R&D expenses is to perform the R&D in
foreign countries. Recognizing this negative effect, Congress has previously
adopted a moratorium on the effective date of these regulations. The
moratorium has expired and HR 3838 has attempted a patch by allocating
50% of U.S. R&D to U.S. source income and the remainder between U.S.
and foreign source based on relative sales of gross income for two years.
A permanent extension of the moratorium, which more appropriately allocates
100% of U.S. R&D expenses to U.S. source income, would ensure that R&D
would be conducted in the U.S. Not only would this keep the technology
in the U.S., but it would also keep the related manufacturing and service
jobs in the U.S.

The sum and substance of the forein tax changes is to increase
the cont of doing business abroad, thus making it even more difficult
for PESA member companies to compete in the foreign marketplace. The
result will be a loss of foreign income and a likely reduction in tax
revenue from this source rather than a tax increase as projected.

8. Section 911

HR 3838 would reduce the maximum' individual annual exclusion
for foreign earned income of Americans working abroad from the present
$80,000 to $75,000. Further, the bill would treat the excluded amount
as a preference subject to the individual alternative minimum tax at
25%. The proposed revisions in Section 911 ignore the struggle which
U.S. companies in the petroleum equipment manufacturing service and
supply industries face in trying to maintain competent overseas staffs.
It is an important item to the well being of the industry which generates
over $10 billion in foreign exchange earrings each year-one third of its
revenues. The need to maintain United States citizens in key posts in
overseas operations is most important in order to properly manage this
important revenue source. We recommend that the Section 911 provisions
be retained. To change thrr. will cause our industry to enter into new
costly employment contracts.
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Tax Administration

The chief reason for the complexity and unfairness of the present
tax system is that the law is constantly being changed. In the past ten
years there have been iour major legislative and countless technical
changes in the law. PESA believes that the American people would be
better served if the system were allowed to function for a period without
major changes. The present tax proposals contain numerous provisions
that add to the level of administrative complexity without any evidence
that the abuses they are intended to correct actually exist. Five of
these provisions are particularly troublesome to PESA member companies
and their customers.

1. Alternative Minimum Tax

As proposed, this provision would require the maintenance of a
separate set of accounts solely to compute a minimum tax. If an alterna-
tive minimum tax is adopted, administrative rules outlining broad uniform
concepts using existing accounting records should be developed. To in-
clude Foreign Sales Corporation (FSC) income in the calculation has the
effect of directly undoing Congressional intent in 1984 in establishing
FSC's. PESA members in foreign markets face competitors whose governments
encourage exports through subsidies and tax incentives. To eliminate
the FSC incentive at a time when the U.S. is faced with an enormous
trade deficit is unbelievable.

2. Foreign Taxes

The treatment of foreign source income is already one of the
most complicated provisions of the tax code to administer. The administrative
problems would be compounded by the proposed changed providing for sourcing
of income and expenses. The details of this are discussed under the
Foreign Tax Credit Limitation section of this paper.

3. Depreciation

Most of the current proposals would create new classes of assets
with complicated "place-in-service" rules which governs the amount of
depreciation to be taken. The new treatment of assets, combined with
indexing and multiple taxpayer classes, again require multiple bookkeeping,
which could be very costly In relation to the minimum revenue gained.

4. Inventory Accointing

Present accounting systems would have to be overhauled to deal
with proposals changing inventory absorption rules for manufacturing.
They would also require dual accounting systems.

5. Intangible Drilling Costs

PESA member company customers who are independent oil and gas
operators would be particularly hard-hit by this proposal. It strikes
at a very heart of their ability to recover costs encountered in the
search for oil and gas. In addition, it would require two accounting
treatments for a single activity.



1283

-7-

In summary, PFEA opposs tax reform le~jilation in any of its prevent
forms, because it transfers a large share of the tax burden to )ob-creating

industry. The present proposals fail to encourage savings and capital forma-
tion while raising tile cost of trading nverseas. This will further erode
the U.S. economy and increase both the budget and trade deficits.
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OCwad H Ganley

To: Finance Committee
U.S. Senate
Washington, DC

cc: Speaker O'Neill
Senator Moynihan
Mr. MacDonald

From: Anthony G. Oettinger

February 18, 1986

I am writing to support the statement made to you by James G.

MacDonald, Chairman And CEO of TIAA/CREF, at the hearings on H.R. 3838 or

February 4, 1986 about the Imposition of taxes that might reduce the value

of my pension money held by TIAA/CREF.

I have stayed in academe for almost forty years now in spite of my

still much greater market value In industry because I could alleviate the

income gap, repay debts incurred to send my own kids to school, and expect

not to beg in my old age because tax exemptions provided at least some

relief from what otherwise would be Intolerably low pay.

Whatever you may choose to do for future incentives for academic

careers, It would be brazen robbery to break commitments made long ago to

people who, like myself, are looking to retirement within a decade or so.

1M N&avad Ue Newa Centtl for k f*ma tlWo POlky Rawcd Irvard Unlmef$ty
200 Aken
.,lmbfw. Maswhuwets 02 138

617 49S4114
Cable FPRPCambrdge
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February 21, 1986

STATEMENT OF

THE PUBLIC EMPLOYER BENEFITS COUNCIL

BEFORE THE COMr:ITTEE ON FINANCE

UI1ITEL STATES SENATE

HEARINGS ON H.R. 3838

at'-i;y 29 and 30 and Febi uary 4, 5 and 6.

C i Decoemi. ei 1, 1985, the Hcuse of Representatives

pa.secd the Tax Reform Bill of 1985 (H.R. 3838) in an effort

to raise revenue and reform the Inteinal Revenue Code (the

"C+'e"). The bill contains a provision prohibiting all

public employer-s (Federal, state and local governments) from

raintazning cash or deferred arrangements under Section

401(k) of the Code ("Section 401(k) arrangements"). A

limited grandfather provision was provided for certain

existing plans which have already filed for a determination

letter. Therefore, H.R. 3838 prevents public employers from

adopting new Section 401(k) arrangements and prohibits some
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existing plans from continuing to be maintained. The bill

also places a $7,000 annual contribution limit on Section

401(k) arrangements maintained by private sector employers.

Private employers are, however, permitted to continue such

arrangements.

The members of Public Employer Benefits Council

(the "Council") have serious concerns regarding the unfair

impact that the proposed elimination for public employers

of Section 401(k) arrangements would have on them and their

employees. The Council is an organization which includes

members representing 24 State governments, along with a large

number of city and county governments across the nation,

whose total employees number over 1,000,000. One of the

Council's primary objectives is to monitor and comment on

proposed legislation that affects employee benefits provided

by the public sector. The Council strongly opposes H.R. 3838

because it puts public employers and their employees at an

unfair disadvantage vis a vis the private sector.

The Council filed testimony with the Senate Finance

Committee on July 19, 1985 explaining that Section 401(k)

arrangements are needed by public employers and that the

benefits provided by such arrangements are not duplicative of

other available benefits. Specifically, the testimony

indicated that Section 401(k) arrangements provide benefits

2
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which are-superior to those available through plans maintained

under Code Section 457 because such arrangements are funded

by trusts which are independent of the employer's general

creditors and because employee access to benefits under such

arrangements is less restricted than under Section 457 plans.

In addition, Section 457 plans do not fit into an overall

retirement benefit scheme as easily as do Section 401(k)

arrangements. Finally, the testimony indicated that any

perceived overlap between the two types of benefits should

properly, be taken care of by offsetting the extent of allowable

contributions under Section 457 by contributions made to

Section 401(k) arrangements and not by eliminating such

arrangements.

The purpose of the present testimony is to consider

the rationale used by the House in deciding to prohibit

Section 401(k) arrangements for public employers, thereby

singling out public employers for discriminatory treatment.

The sole reason the House eliminated such arrangements for

public employers was to raise revenue to pay for other tax

benefits provided in the bill. This rationale is insufficient

for two reasons. First, it is inappropriate from a policy

standpoint to make public employees pay for tax benefits

provided to others: discrimination for the sake of creating

other tax advantages is unjustifiable. Second, the Council

believes that the Joint Committee's revenue estimate used by

3
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the House grossly exaggerates the true cost of continuing

Section 401(k) arrangements for public employers. Therefore,

this unfair treatment will not provide the anticipated

savings with which to fund other tax benefits. Discrimina-

tion against public employees is, of course, an unacceptable

policy, but it becomes more egregious when it is based upon

a greatly flawed estimate of revenue savings. It is espe-

cially crucial to have accurate revenue estimates when

inequity is balanced against cost.

It is our understanding that, at the time the Ways

and Means Committee was considering whether or not to allow

public employers to continue to maintain Section 401(k) arrange-

ments, the Joint Committee estimated the cost of continuing

such arrangements to be $4.2 billion over the next five

years, assuming a $12,000 annual contribution limit. H.R.

3838 as finally passed includes a $7,000 contribution limita-'

tion. Thus, on that ground alone the Joint Committee's

figures significantly overestimate the actual savings in

H.R. 3838.

We believe that apart from the difference in

contribution limits the Joint Comznitte's revenue estimate is

too high. The Joint Committee estimated the five year cost

of continuing all Section 401(k) arrangements (as they

currently exist) to be $15.9 billion. It is difficult to

4
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understand how the continuation of Section 401(k) arrange-

ments for public employees only could cost $4.2 billion

during the same time period when public employees constitute

approximately 13 percent of the total work force, particu-

larly since participation in such arrangements by public

employees is currently significantly less than that by

private sector employees.*

Tc calculate a useful estimate of the revenue

impact of prchibliting public employers from ccntnuing to

maintain Section 401(k) arrangements, certain factors unique

to public employers must be considered. First, the per-

celntage of p-,;blic employees currently eligible tc participate

in. Section. 401(k) ar-angere:nts :s less than one-quarter of

* The Council believes that the Joint Commit':ee's figure
may include the cost of making Section 401(k) benefits
available to all public *mployers -- Federal, state and local
governments. Under current law the Federal Government cannot
offer a Section 401(k) arrangement to its employees: A
separate act of Congress is required to authorize a Federal
Section 401(k) arrangement. Thus, prohibiting Federal
employees in H.R. 3836 from being eligible for benefits under
Section 401(k) has no revenue effect. The Council believes
that Federal employees should not be considered in determr.nng
the revenue impact of H.R. 3838 and that any legislation
which enables the Federal Government to provide Section
401(k) benefits should properly be charged with the cost of
such a program. If the Joint Committee included Federal
employees in its revenue estimate as the Council believes,
the cost of continuing such benefits for non-Federal public
employers is overstated. It should also be noted that the
House and Senate have both considered bills which would
provide Section 401(k)-type benefits to Federal employees.
If either of these bills become law then only state and local
governments will be prevented from maintaining Section 401(k)
arrangements, thereby exacerbating the discrimination inherent
in H.R. 3838.

5
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the percentage of eligible private employees. Because of

this current low level of participation it will be many years

before participation by public employees reaches the level of

that by private employees. Thus, a useful estimate must

consider a reasonable phase-in period over which public

employees will "catch-up" with the participation level of

private employees. Second, some public employers currently

maintain Section 457 plans. Since, as indicated, Section

401(k) arrangements are more desirable than Section 457

plans, a certain level of contributions to public Section

401(k) arrangements will reflect merely a shift of contribu-

tions from Section 457 plans. Amounts deferred under either

Se:tion 457 or 401(k) are not currently taxable so it makes

no difference from a revenue standpoint if an amount is

contributed to a Section 401(k) arrangement or a Setion 457

plan. Further, given the option, many public employers may

prefer to adopt Section 401(k) arrangements in the future

instead of Section 457 plans. Again, that will affect the

revenue impact because at least some of the contributions

going to the Section 401(k) arrangements would have gone to

the Section 457 plans instead. So, it is necessary to

discount estimates of additional revenue cost of continuing

public Section 401(k) arrangements to take into account this

mere shifting of contributions.

6
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Taking into account the "catch-up" described above

and using a $7,000 annual contribution limit, the Council

estimates the cost of allowing non-Federal public employers

to continue to maintain Section 401(k) arrangements to be

approximately $850 million over the next five years.* To

arrive at this figure the Council used the five year cost of

maintaining the status quo ($15.9 billion) and factored in

the effect of the annual contribution limit, determining the

cost of continuing Section 401(k) benefits for all employers

with a $7,0C0 contribution limit to be $11.06 billion. This

$11.06 billion total cost figure was then multiplied by the

percentage (13.2%) that public (non-Federal) employees

constitute of the total number of employees potentially

eligible for coverage under Section 401(k) arrangements. A

figure of $1.46 billion was reached, and this number was then

scaled down to consider the low current availability of such

arrangements to public employees and a phase-in of partici-

pation over time. Considering a "catch-up" in availability

by the public sector by 1996, the Council determined the five

year revenue cost of continuing to allow public (non-Federal)

employers to maintain Section 401(k) arrangements to be less

than $850 million. The following chart illustrates this

methodology:

* Because we have no real basis for measuring its effect,

that estimate does not even take into account the shifting
of contributions from Section 457 plans to Section 401(k)
arrangements, which should reduce it even further.

7
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Five Year Revenue Cost Of
Allowing Public Employers to Contain

To -Maintain Section_401(k) Arrangements

(in millions)
(1986 - 1990)

1. Revenue Savings From Complete
Repeal of Section 401(k) $15,900

2. Revenue Savings Due To $-,000 Annual Cap $_ 4,840

3. Cost of Continuing Section 401(k)
Arrangements For All Employers (line
1 minus Line 2) $11,060

4. FublIc Employees as a Fercentage
of th-e Total Employees Fctentially
Elicible 13.2o

5. Cost, of Sectoon 401(k) Arranaements for
Public Employers At Full Faaticipat:on
Levels (Line 3 x line 4) $ 1,460

6. Fatcto in 10 Year "Catch-up" of Public
Sector Farticapation (Eegrnnn.ng at 5%
inct easing tc curry ent Fri-ate Sector
percentage (21.5o) over .0 years)

1986 $43
1987 $120
1988 $156
1989 $224
1990 $303
TOTAL $846

7. Total Cost of Continuang to
Maintain Section 401(k)
Arrangements for Public
Employers under H.R. 3838 $ 846

The Treasury Department recently issued a proposal

to increase the annual Section 401(k) contribution limitation

to $10,000, at a five year estimated revenue cost of $1.2

billion. The Council believes it is wrong to consider

8
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increasing the annual contribution limitation before elimi-

nating discrimination against public employers. A $7,000 cap

applied across the board to all employees (including public

employees) is far more equitable and, in fact, less costly

than increasing the benefits for one group of employees while

eliminating benefits for another.

The $850 million figure more closely approximates

the actual revenue impact of H.R. 3838 than does the Joint

Committee's figure for the reasons outlined above. It is

vital that correct cost figures be used when weighing equity

against revenue impact. And, when the accurate revenue cost

of continuing current benefits for public employers is con-

sidered, it is impossble to condone the unfair discrimination

contained in H.R. 3638. Moreover, regardless of the cost,

discriminating against public employees and denying them

benefits available to the private sector (and poten*ially to

Federal employees) is fundamentally unfair and cannot be

justified.
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STATEMENT OF THE PUBLIC SECURITIES

ASSOCIATION BEFORE THE SENATE SUBCOMMITTEE

ON TAXATION AND DEBT MANAGEMENT

The Public Securities Association welcomes this opportunity to

express its support for the objectives of Senate Bill 1959, also

known as the "Secondary Market Tax Amendments of 1986 (SECTA)

and, Senate Bill 1978, also known as the "Recovery Act for

Mortgage and Other Asset-Backed Securities" (RAMBO). These

proposals would remove many of the statutory and regulatory

impediments which have prevented the issuance of multiple-class

mortgage pass-through securities. These impediments have

inadvertently had the effect of preventing mortgage-backed

securities from becoming a more efficient means of financing

residential housing. Moreover, these pieces of legislation will

foster the creation of a well-balanced mortgage credit

distribution system and will promote the linkage between the

nation's capital markets and its mortgage credit markets, to the

benefit of all homebuyers throughout the country.

PSA is the national trade association which represents the

commercial banks and securities dealers which underwrite, trade

and distribute mortgage-backed securities, U.S. government and

federal agency securities and state and municipal securities.

Included among our membership of approximately 300 firms are all

the leading mortgage-backed securities dealers and all thirty-six

primary government securities dealers as recognized by the Federal

Reserve Bank of New York.



1296

The residential secondary mortgage market is of rather recent

origin. The first secondary mortgage market transaction between

two savings and loan institutions took place in 1949. This market

is the principal means by which thrift institutions and other

mortgage originators are able to sell newly originated mortgages,

or older mortgages held in portfolio, to raise capital to finance

new mortgage loans. This has been accomplished through the sale

of either whole mortgages or through the use of mortgage-backed

securities. Mortgage-backed securities have provided the

advantages of greater liquidity and diminished risk of loss than

the purchase of individual whole mortgages.

historically, the function of this market was to redistribute

funds among various areas of the nation which might have been

facing regional mismatches in the cost and availability of

mortgage credit. For example, many slower growing areas of the

country faced periods of time where there was a greater supply of

mortgage credit available for lending than demand for it by local

homebuyers. Conversely, many of the faster growing areas of the

country frequently had greater demand for mortgage credit than

dollars available to lend. The secondary mortgage market by

purchasing mortgages in the faster areas of growth and selling

them in the slower growth regions, redistributed available

mortgage funds throughout the country. This system proved to be

adequate for many years.



1297

However, today, additional sources of investment in

residential mortgages are necessary because nationwide demand for

mortgage credit has increased more rapidly than the deposit bases

of traditional mortgage lending institutions. The proposals being

considered by the Committee today represent efficient vehicles for

accomplishing this vitally important public policy objective.

Through the years the Congress has taken a leadership role in

developing the residential secondary mortgage market. The

Government National Mortgage Associdtion ("GNMA"), the Federal

National Mortgage Association ("FNMA") and the Federal Home Loan

Mortgage Corporation ("FHLMC") have each been and should continue

to be important elements in this market's projected growth.

Collectively, these federally created organizations have been

responsible for issuing approximately $370 billion in mortgage

backed e_ .uxities.

It has been estimated that the total mortgage credit need for

1986 could exceed $230 billion. In order to efficiently provide

this staggering volume e of mortgage credit, we urge the Congress to

begin to take steps to promote more efficient means of

securitization and sale of mortgage-backed securities. (For

purposes of this statement, securitization means the process by

which large numbers of mortgages are pooled into mortgage-backed

securities which are subsequently sold in fractionalized form as

security interests in the pooled mortgages.) Over the next decade

it has been estimated that $4 trillion dollars will be needed to

finance housing in this country. The-only way to satisfy this

enormous demand for mortgage credit is to encourage additional

-3-
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access to our nation's capital markets from the private sector.

This can best be accomplished through the creation of new

mechanisms which allow mortgage issuers to more efficiently

securitize mortgages. The adoption of legislation like SECrA and

RAMBO would [epresent a significant positive step in this

direction.

We anticipate many benefits from these legislative

initiatives. In our opinion, the most significant of these

benefits will be the removal of uncertainty with regard to the tax

implications of establishing a multi-class pool of mortgage-backed

securities. At the present time, pools of mortgage-backed

securities are typically organized in the form of "grantor

trusts." Unless organized in this fashion, pools of

mortgage-backed securities would be subject to taxation at both

the pool-level and at the investor level. Both, the RAMBO and

SECTA proposals contain provisions making it clear that incoe

from these multiple-class mortgage-backed securities would only be

recognized at the investor level. The RAMBO proposal allows

multiple classes of pass-through securities to fall within the

amended provisions of the grantor trust rules, if these classes

representing interests in the same pool of assets are issued

simultaneously, and are not changed after issuance. The SECTA

proposal accomplishes this by authorizing the creation of a new

mortgage-backed security - the Collateralized Mortgage Security

(CS) which permits MOO-like investment arrangements to be

structured as ownership interests in a passive multiple class

entity.

-4-
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In addition, clarifying the tax status of these instruments

will result in reduced transaction costs and therefore result in

greater market efficiency. Legal fees, along with other

transaction costs, would be reduced because tax opinions would no

longer be necessary. This would reduce costs that are ultimately

borne by investors.

Both proposals would also allow for the sale of assets

accounting treatment for tax purposes. By selling mortgages

instead of issuing debt backed by mortgages, institutions would

not be required to carry the added debt on their balance sheets.

Since the transaction is not recorded as debt on the balance sheet

it will greately benefit lenders without large amounts of

capital. This should significantly enlarge the universe of

potential lenders and create additional sources of funds for the

mortgage market generally.

Both RAMBO and SECTA also contain two major provisions which

would tend to expand the "investor base" in mortgage-backed

securities. First, both proposals provide that the instruments

created would qualify as "investments in mortgages" under the Tax

Code thus enabling thrift institutions and real estate investment

trusts to invest in these securities. Second, both pieces of

legislation permit the creation of different or multiple classes

of securities based on the maturity and cash flow preferences of

different types of investors. For example, this would permit the

-5-



1300

creation of mortgage securities that provide thrift institutions

with the short maturities they need to match against their

short-term liabilities; life insurance companies with the

medium-term maturities they require; and pension funds with the

stable long-term maturities which they prefer.

Moreover, it is reasonable to anticipate that the increased

marketability of these types of securities will result in more

advantageous pricing. Greater competition among mortgage lenders

at the origination level, as well as greater competition among

mortgage-backed securities dealers to serve as market makers in

these securities should lead to this result. As the secondary

mortgage market becomes even more liquid and efficient we also

expect to witness a narrowing in the yield spreads between

mortgage-backed securities and Treasury securities. Lower

mortgage interest rates at the origination level should result,

significantly benefiting all of the nation's potential homebuyers.

For these reasons, we strongly support the objectives of the

SECTA and RAMBO proposals and believe that Congressional

consideration of this issue is perfectly appropriate within the

context of the broader debate currently under way on the issue of

comprehensive tax reform.

-6-
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TESTIMONY
OF

-ALBERTO M. PARACCHINI, PRESIDENT
OF THE

PUERTO RICO BANKERS ASSOCIATION
BEFORE THE

SENATE FINANCE COMMITTEE
REGARDING THE

IMPACT OF THE TAX REFORM BILL OF 1985
ON THE FINANCIAL SYSTEM OF PUERTO RICO

FEBRUARY 6, 1986

Good morning - My name is Alberto M. Paracchini and I am
Chairman, President and Chief Executive Officer of Banco de
Ponce, a two billion dollar Puerto Rican commercial bank. I
appear before you today in my capacity as President of the
Puerto Rico Bankers Association which represents the Island's
eighteen commercial banks. On behalf of the commercial
banking industry of Puerto Rico, I should like to express our
sincere appreciation for giving us the opportunity to alert
this Committee regarding the adverse effects which certain
provisions of "The Tax Reform Bill of 1985" (H.R. 3838) will
produce on the financial system of our Island.

Section 936 and Puerto Rico's Financial System

I should like to begin by describing the importance of the
Internal Revenue Code's Section 936 to Puerto Rico's financial
system, and indeed, to our entire economy.

Section 936 of the Code, known as the Possession Tax
Credit, is one of the principal economic underpinnings of
Puerto Rico's economy. Enacted in 1976 as an amendment to an
earlier tax sparing provision, it generally exempts from U.S.
income taxes certain income of qualifying domestic corporations
engaged in a trade or business within a possession ("936
corporations"). The provision also exempts the "qualified
possession-source investment income" of such corporations.
This provision also renders taxable the investment earnings of
those 936 corporations which are derived from sources outside
the possessions. As a result of the 1976 amendments and in
order to derive tax free qualified possession-source investment
income, 936 corporations operating in Puerto Rico began
returning to the Island funds held overseas, primarily in the
Eurodollar market. The influx of these so-called Section 936
funds alleviated the critical lack of resources being
experienced by Puerto Rico's financial system at that time and
provided a needed impetus for economic growth.



1302

In addition, the Puerto Rican government has imposed a
"tollgate tax" on repatriation of income earned by these 936
corporations; however, this tollgate tax is reduced in
accordance with a formula which takes into account the length
of time such income has been invested within the Island
directly or indirectly through the Island's financial system.
Thus, the longer the income is invested in Puerto Rico, the
lower the tollgate tax that must be paid. Strict local rules
govern the ,nvestme:nts that can be made by banks and other
financial intermediaries '.,ith Section 936 funds in order to
qualify for the special tax treatment.

These Section 936 funds have grown over the years as 936
corporations have deposited accumulated operating earnings with
Puerto Rico banks and thrift institutions. Section 936 funds
currently on deposit with Puerto Rico's commercial banks amount
to $6.8 billion, or 44% of the $15.4 billion in total
commercial bank deposits. Section 936 funds on deposit with
the Island's thrift institutions amount to $1.1 billion, or
40* of the average balance of total thrift institution
deposits. The availability of this low cost pool of funds is
vital to the economic growth of Puerto Rico.

.et me briefly explain what the banking industry has done
with the available pool of Section 936 funds. In order to
qualify for exemption from taxation by the U.S. and Puerto
Rico, the 936 corporations must certify to the Puerto Rico
Department of the Treasury (and to the U.S. Secretary of the
Treasury under proposed amendments to fedeal Internal Revenue
Code regulations) that the funds will be invested in "eligible"
activities. The receiving depository institution must in turn
certify to the Section 936 depositor (and to the Puerto Rico
Departmcnt of the Treasury) that the funds will be invested in
eligible activities. Compliance with these certifications is
verified by independent auditors and by the Puerto Rican
government.

Current Puerto Rico law and administrative regulations
provide that eligible depository institutions must invest at
least 20% of their daily monthly average of eligible Section
936 deposits in obligations of the Puerto Rican government, its
agencies and municipalities. As of December 1985, over $2
billion had been invested in these obligations thereby
substantially improving their marketability and reducing by
approximately $32 million per year the interest cost on
borrowings by the Island's government. These investments have
greatly enhanced the support of Puerto Rico's $8.75 billion
public debt, most of which is held by investors throughout the
U.S. mainland.
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An additional 10%f of Section 936 deposits must be
redeposited with the Government Development Bank for Puerto
Rico. The additional funding has strengthened the financial
position of that bank, which is Puerto Rico's Fiscal Agent,
enabling it to obtain better terms for public sector financing,
and to provide additional resources for small, promising
private ventures that are otherwise unable to obtain credit
from the Island's financial system. In order to stimulate the
construction and housing industries, current regulations also
require that an additional 70' of Secticn 936 deposits be
invested in new construction or residential loans. The balance
of Section 936 funds on deposit with Island depository
institutions must be invested by banks in economically
productive commercial, Industrial, agricultural, or public
purpose loans. It is important to note that all Section 936
funds must be invested within Puerto Rico in order to qualify
for the tax advantages.

By reducing the cost of money to banks and thrift
institutions on the Island, the large pool of Section 936 funds
on deposit has enabled these institutionss to benefit consumers
and business by dramatically reducing lending rates. A
recently-completed Puerto Rican government study of lending
practices has determined that while borrowers were paying an
average of 3.46% above the prime rate in 1975, by 1985 they
were only paying an average of 59% below the prime rate, a
difference of over 405 basis points. This differential
represents a savings to borrowers of over $112 million per year.

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 relative liquid forn, so that they may be
repatriated to the mainland or to anywhere else in the world
with a minimum delay.

Amendments to Section 936 Proposed by HR 3838

H.R. 3838 includes amendments to Section 936 which would
reduce Section 936 deposits with the Island's depository
institutions. Given the vital importance of these funds to the
economic well being of the Island, the Puerto Rico Bankers
Association is particularly concerned lest those proposed
amendments be enacted into law.

-3-
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Subsection 641(d) of H.R. 3838 would increase from 650/ to
750 the amount of income that must be received by a Section 936
corporation from the active conduct of a trade or business.
Accordingly, the maximum amount of qualified possession-source
investment income which may be received by a 936 corporation
would be correspondingly reduced from 35*% to 25 in order to
qualify for the tax benefits. Because exceeding the 25'
limitation would result in the immediate disqualification from
Section ?36 status, most 936 corporations will tend not to
receive more than 20% of their income from qualified
possession-source investments in order to avoid involuntary
disqualification. We must bear in mind that Puerto Rico's
financial system is just now beginning to absorb the reduction
in the qualified possession-source investment income limitation
enacted barely three years ago. That amendment reduced the
limitation from 50O to 35°' of total gross income. The further
reduction to 25% proposed by H{.R. 3S38 would effectively reduce
the amount of Section 936 funds to less than one half of the
pre-1982 levels.

To comply with the lower amount of possessicn-scur:e
investment income, corporate treasurers will be for:ed to make
significant withdrawals from the Island's depository
institutions. The effect of such withdrawals could be severe
as the pool of Section 936 funds deposited in Puerto Rico would
be seriously reduced. In order to compensate for the loss of
deposits, banks and thrift institutions would begin a costly
competition to attract non-Section 936 funds. This intense
competition would require financial institutions to offer much
higher interest rates on their time deposits with a resulting
increase in the cost of funds for all banks.

The higher cost of money will force banks and other lending
institutions to charge much higher interest rates to their
clients and consumers in general. Small business will be
particularly affected, since over 900 of all loans made by
local banks do not exceed $250,000. Higher borrowing costs
would not be the only adverse effect of a substantial
withdrawal of Section 936 funds; the reduced lending base would
force bankers to-substantially restrict lending practices
thereby effectively shutting off small and medium size, non 936
corporations from access to affordable sources of credit.
These restrictive 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.

Another casualty of a reduced Section 936 deposit base,
would be the Island's housing and construction industries.
Already reeling from current economic conditions, these

-4-
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industries would be further affected by the proposed changes.
The Puerto Rican government has established a Mortgage Trust in
order to channel Section 936 funds into the housing market.
More that $200 million in notes already have been issued to 936
corporations, the proceeds of which are being used to finance
over 20,000 new, low cost homes. You can be sure that this and
other similar worthwhile government initiatives will cease as
corporate treasurers withdraw their deposits from the Island's
banking system.

Subsection 641(b) of H.R. 3838 would repeal the
longstanding requirement of Subsection 936(b) that in order to
be exempt from U.S. taxes, income received by a 936 corporation
must be received within the possession. Repeal of Subsection -
936(b) would drain approximately $300-$400 million of Section
936 deposits from Island banks and thrift institutions, because
936 corporations would be permitted to receive the proceeds of
their sales outside of Puerto Rico. Local banks use the float
earned from Section 936 funds to blend down the interest rates
charged to borrowers and as compensation for services performed
on behalf of 936 corporations, such as delivering payrolls to
remote plant locations. Repeal of Subsection 936(b) would also
make more difficult the audit of Section 936 funds by Puerto
Rico government auditors. The Secretary of the Treasury of
Puerto Rico has expressed to me his concern over the proposed
repeal of Section 936(b).

Conclusion and Recommendations

As we have seen, the further reduction in the percentage of
qualified possession-source investment income and the repeal of
the current rule requiring 936 corporations to receive in
Puerto Rico the proceeds of their sales, represent a potential
erosion to the liquidity and lending capability of the Island's
banking system. The resulting withdrawals will trigger a new
spiral in the cost of money thereby threatening smaller and
weaker commercial banks and thrift institutions. There can be
no policy justification for this result, particularly when the
alleged revenue savings by the U.S. Treasury as a result of
these changes amounts to only $50 million per year.

To avoid the above-mentioned ill effects of H.R. 3838's
current provisions, the Puerto Rico Bankers Association would
like to offer two recommendations to this Committee. First, we
would recommend that the level of qualified possession-source
income be retained at its current level of thirty-five
percent. In the alternative, we would suggest that if a lower
level is adopted, that the new amount be computed on the basis
of a three-year moving average in the same manner in which the
amount under Section 936(a)(2)(A) is currently computed. This
would allow 936 companies the opportunity to avoid involuntary
disqualification without having to reduce the level of
qualified possession source investment income much below the 25
percent level.

-5-
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Second, we are concerned that the repeal of Subsection
936(b) would d:minish deposits in Puerto Rico's banking system
by between $300 atd $400 million and hamper auditing
examinations by government auditors. The Puerto Rico Bankers
Association, on behalf of the Island's eighteen commercial
banks, recommends that Cong-ess retain the current provisions
of Subsection 936(b). If the Committee believes that a change
must be made in Section 936(b), we recommend that such change
be limited to allowing 936 companies to receive outside of the
possession only any pr.-oceeds derived from sales to untrelated
third parties; 3ll other income of 936 companies must be
received within a possession in order to qualify for the
possession tax credit. This suggested compromise will address
the problem of unrelated third party customers unknowingly
depositing the proceeds of 936 company sales in accounts
outside the possessions thereby destroying the eligibility of
such funds for a possession tax credit. Because sales between
related parties do not present a prcblem, we believe the
proceeds of such sales should continue to be received within
the possessions.

I should like to close by again thanking your Committee for
the opportunity to voice our concerns regarding H.R. 3838's
impact on Puerto Rico's commercial banking industry. Too many
times because of Puerto Rico's unique legal status, legislative
changes by the Congress produce unintended adverse effects on
the Island. We welcome opportunities such as this to apprise
our Nation's lawmakers of our particular situation.

1354b

-6-



1307

TEST I MONY
OF

MARIANO J. MIER
.RESIDENT,

FIRST FEDERAL SAVINGS BANK
CF SAN JUAN, PUERTO RICO

IN BEHALF OF
THE PUERTO R:O LEAGUE OF SAVINGS :NSTITUTIONS

BEFORE THE
SENATE FINA,2E COMMITTEE

REGARDING THE
IMPACT ',F THE DAX REFORM B:LL oF 1985

ON THE K:NANCIAL SYSTEM OF PUERTO RICO
FEERUARL' 6, 1986

My name is Ilariano J. Miet and I am President and Chief
Executive 'Offtcer of Y-rst Federal Savings Bank, Puerto Rico's
oldest and largest thrift institution.

I am very '!-ased to appear before you today on behalf of
the Puerto Rico League of Savings Institutions. The League has
as its members the Island's twelve federally-chartered thrift
institutions whose combined resources amount to $4.8 billion,
or twenty percent of the total resources of all depository
institutions in Puerto Rico. On behalf of the League, I would
like to thank you for the opportunity to express before your
Committee the utmost concern of our membership regarding the
adverse effects of certain provisions of the "Tax Reform Bill
of 1985" (H.R. 3838), on the financial system of Puerto Rico.

The Importance of Section 936 to Puerto Rico's Financial System

First, let me explain the importance of the Internal
Revenue Code's Section 936 to Puerto Rico's financial system,
its vulnerable thrift industry and our entire economy at large.

Section 936 of the Code is known as the Possession Tax
Credit and is one of the principal economic underpinnings of
Puerti Rico's economy. Congress enacted Section 936 in 1976 as
an amendment to an earlier tax sparing provision. Section 936
provides a full credit against U.S. income taxes for certain
income of qualifying domestic corporations engaged in a trade
or business within a possession ("936 corporations"). The
provision also exempts the "qualified possession-source
investment income" of such corporations. This provision also
renders taxable the investment earnings of those 936
corporations which are derived from sources outside the
possessions. As a result of the 1976 amendments and to derive
tax free qualified possession-source investment income, 936

60-412 0 - 86- 42
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corporations operating in Puerto Rico began returning to the
Island funds held overseas, primarily in the Eurodollar
market. The return of these so-called Section 936 funds
alleviated the critical lack of resources being experienced by
our financial system at that time and provided a strong
developmental incentive.

Additionally, the Puerto Rican government has imposed a
"tollgate tax" on repatriation of income earned by these 936
corporations; however, this tollgate tax is reduced in
accordance with a formula which takes into account how long
such income has been invested within the Island directly or
indirectly through the Island's financial system. Thus, the
longer the income is invested in Puerto Rico, the lower the
tollgate tax that must be paid. There are explicit local rules
which govern the investments that banks and other financial
intermediaries can make with Section 936 funds to be eligible
for the special tax treatment.

These Section 936 funds have increased over the years as
936 corporations have deposited accumulated operating earnings
with Puerto Rico banks and thrift institutions. Section 936
funds currently on deposit with Puerto Rico's commercial banks
amount to $6.8 billion, or 44°! of the $15.4 billion -n total
commercial bank deposits. Section 936 funds on deposit with
the Island's thrift institutions represent 40*,% cf the average
balance of total thrift institution deposits, about $1.1
billion. These funds are vital to the banks' ability to
finance new economic growth on the Island.

I will briefly describe what the banking and thrift
industry have done with the available pool of Section 936
funds. In order to qualify for exemption from taxation by the
U.S. and Puerto Rico, the 936 corporations must certify to the
Puerto Rico Department of the Treasury (and to the U.S.
Secretary of the Treasury under proposed amendments to federal
Internal Revenue Code regulations) that they wi'.1 invest the
funds in "eligible" activities. The receiving depository
institution must in turn certify to the Section 936 depositor
(and to the Puerto Rico Department of the Treasury) that the
funds will be invested in eligible activities. Compliance with
these certifications is verified by independent auditors and by
the Puerto Rican government.

Current Puerto Rico law and administrative regulations
provide that eligible depository institutions must invest at
least 20% of their daily monthly average of eligible Section
936 deposits in obligations of the Puerto Rican government, its
agencies and munricipalities. As of December 1985, over $2
billion had been invested in these obligations; such investment

-2-
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has improved their marketability substantially and reduced by
approximately $32 million per year the interest cost on
borrowings by the Island's government. These investments also
have greatly enhanced the support of Puerto Rico's $8.75
billion public debt, most of which is held by investors
throughout the U.S. mainland.

Under current Puerto Rican Treasury regulations, an
additional 10%o of Section 936 deposits must be redeposited with
the Governoent DeveLopment Bank for Pueito Rico. The
additional funding has enabled the Bank to increase its
earnings. The strengthened financ al position of the Bank,
which is Puerto R[:o's Fiscal Agent, has enabled it to obtain
better terms for public sector financing, and to provide
additional resources for small, promising private ventures that
otherwise could not obtain credit from the Island's financial
system. In order to stimulate the construction and housing
industries, current regulations also require that an additional
7*% of Section 936 deposits be invested in new construction or
residential loans. The balance of Section 936 funds on deposit
with Island depository :nstitutions must be invested by banks
in economically producLive commercial, industrial,
agricultural, or public purpose loans. Notably, all Section
936 funds must be invested within Puerto Rico in order to
qualify for the tax advantages.

These Section 936 funds also benefit consumers and
businesses. By reducing the cost of money to banks and thrift
institutions on the Island, the large pool of Section 936 funds
on deposit has enabled these institutions to dramatically
reduce lending rates to consumers and businesses. A
recently-completed Puerto Rican government study of lending
practices has determined that while borrowers were paying an
average of 3.46% above the prime rate in 1975, by 1985 they
were only paying an average of 59% below the prime rate, a
difference of over 405 basis points. This differential
represents a savings to borrowers of over $112 million per year.

Section 936 deposits typically are of a 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
relative liquid form so that they may be repatriated to the
mainland or elsewhere without much delay.

Amendments to Section 936 Proposedby H.R. 3838

H.R. 3838 includes amendments to Section 936 which would
reduce Section 936 deposits with the Island's depository
institutions. As I have described, these funds are extremely

-3-
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important to the economic well being and development of the
Island, and on behalf of the Puerto Rico League of Savings
Institutions I wish to express our concern should those
proposed amendments be enacted.

Subsection 641(d) of H.R. 3838 would increase from 65% to
75, the amount of income that must be received by a Section 936
corporation from the active conduct of a trade or business.
Accordingly, the maximum amount of qualified possession-source
investment income which may be received by a 936 corporation
would be correspondingly reduced from 35% to 25% in order to
qualify for the tax benefits. 936 corporations wishing to
avoid involuntary and immediate disqualification from 936
status by exceeding the 25! limit will tend not to receive more
than 20% of their income from qualified possession-source
investments. We must bear in mind that Puerto Rico's financial
system is just now beginning to absorb the reduction from 50%
to 35% of total gross income in the qualified possession-source
investment income limitation enacted barely three years ago. A
further reduction to 25% as proposed by H.R. 3838 would
effectively reduce the amount of Section 936 funds to less than
one half of the pre-1982 levels.

To comply with the lower amount of possession-source
investment income, corporate treasurers will be forced to
withdraw significant amounts from the Island's depository
institutions. The effect of such withdrawals throughout Puerto
Rico's financial system could be severe as the pool of Section
936 funds deposited in Puerto Rico would be seriously reduced.
In order to compensate for the loss of deposits, banks and
thrift institutions would begin a costly competition to attract
non-Section 93- funds. This intense competition would require
financial institutions to ofter 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 liabilities, 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 vulnerable thrift institutions, all of
which are federally insured.

The h:,gher cost of money would harm consumers as well. It
will force thrifts and other lending institutions to Gharge
much higher interest rates to their clients and consumers in
general. Moreover, small business will be particularly
affected, since over 90% of all loans made by local banks do
not exceed $250,000. Higher borrowing costs would not be the
only adverse effect of a substantial withdrawal of Section 936
funds; in addition, the reduced lending base would force
bankers to substantially restrict lending practices thereby
effectively shutting off small and medium size, non 936
corporations from access to affordable credit sources. These

-4-
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restrictive lending practices would undoubtedly further
contract economic activity and increase unemployment in the
sector that employs the largest number of persons - small
business.

A reduced Section 936 deposit base also would adversely
affect the Island's housing and construction industries, which
are already reeling from current economic conditions. The
Puerto Rican government has established a Mo,-tgage Trust to
channel Section 936 funds into the housing market. More that
$200 million in notes already have been issued to 936
corporations, the proceeds of which are being used to finance
over 20,000 new, low cost homes. With the withdrawal of
deposits from the Island's banking system, this and other
similar worthwhile government initiatives certainly will cease.

I should like to emphasize the importance of access to the
Section 936 capital market to Puerto Rico's thrift
institutions. Though the Puerto Rican thrift industry accounts
for only twenty percent of the total resources of all
depository institutions on the Island, it is the source of
fifty 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 cap:.ta income is only one half that
of the lowest State of the Union, must bear a cost of living
that is between ten and fifteen percent higher than that on the
mainland. By stimulating the housing industry, thrift
institutions have also been instrumental in keeping alive the
Island's once-thriving construction industry, which is source
of employment for a significant portion of our population.

As was the case with thrifts throughout our Nation during
the late 1970's and early 1980's, thrifts in Puerto Rico were
severely affected by the high interest rate environment and the
effects of deregulation. Thrifts in Puerto Rico began to
experience severe losses. Fortunately, a portion of the large
pool of low-cost Section 936 funds found its way to the
Island's thrifts by means of repurchase agreements. By March
of 1985, approximately $1.1 billion of low cost Section 936
funds had been made available 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 than $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 guarantees

-5-
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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 on funds on the
operations of Puerto Rico thrifts has been remarkable. Unlike
the mainland, Puerto Rico has experienced no failures among its
thrift institutions, although three institutions have been
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 represL
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.

Amendments to Section 861 Source of Income Rules Proposed by
H.R. 3838

H.R. 3838 would make significant changes in the source of
income rules of Section 861. Changes in these source of income
rules would create problems for federally chartered thrift
institutions in Puerto Rico which sell term notes, debentures
or other capital notes to 936 corporations.

Under current law, interest paid by a federally-chartered
financial institution operating primarily in Puerto Rico on its
deposits is treated as income from sources without the United
States under Section 861(a)(1)(F) of the Internal Revenue
Code. Section 861(a)(1)(B) provides that interest paid by such
an institution on its notes and debentures (non-deposits) is
also treated as foreign source income to the recipient provided
less than 20 percent of the financial institution's gross
income (over a three-year period) is from sources within the
U.S. Changes in the source of income rules under H.R. 3838
would create problems for federally-chartered financial
institutions in Puerto Rico which attempt to induce 936
corporations to purchase their debentures, term notes or other
debt securities.

To qualify for the tax benefits of Section 936, an electing
corporation must receive at least 80 percent (over a three-year
period) of its gross income from sources within a possession
such as Puerto Rico. In addition, U.S. source income dces not
qualify for the 936 credit and is thus subject to U.S. tax.
For both of these reasons it is important to 936 corporations
that their passive investment income, which currently may
constitute up to 35 percent of their gross income without
disqualifying them from 936 status, be Puerto Rican source.

For purposes of determining Puerto Rican source income,
section 1.863-6 of the Regulations provides that the principles
of Sections 861 through 863 of the Code and Regulations are
generally to be applied, with substitution of "Puerto Rico" for
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"United States" wherever it appears n those
prcvisons and treatment of a corporation organized in Puerto
Rico as "domestic." However, in the case of any :ten of
income, the income fiom Fuei to Rican sources, for example,
shall not exceed the incomee wh:ch is treated as income fro:m
sources outside the U.S. under normal application of the source
rules. Regs. § 1.863-6. Thus, in order for income to qualify
as Puerto Rican source for purposes of Section 936, it
generally m: 3ust first qualify as foreign source :nCnme under the
normal source rules.

As .Iescr.bed, under current law, interest paid by a U.S.
corporation with less than 20 percent U.S. source gross income
is treated as foreign !ourc' income. Subsection 612(a)(1) of
H.R. 3538 tciid at,-nd This rro-ision 70 that such interest paid
by a domestic corpoation would gienerally be treated as U.S.
source. S ace al1 *tedellly Chartered thrift :nist1 tuti ons in
Fueito r:co are cons:dered U.S. domestic cotporations, the
proposed chcac-1. woulI cause the interest paid to 936
corporations on debt sect~rities issued by such inlsti tUtoils to
be treated as I.:; e income.

The amendmc int to Subsection 861(a)(1)(B) would have an
additional, ani no dcubt unintended, negative effect on the
ability of federally ch: rtered thrift institutions in Puerto
Rico to attract zon-deposit investments from 936 corporations.
As described, under H.R. 3838, the source of interest on notes
or debentures of such institutions would change from foreign to
U.S. , thus making' the interest subject to U.S. tax in the hands
of a 936 corporation and making it more difficult for the 936
corporation to maintain the SO percent Puerto Rico source
income necessary to receive the benefits of Section 936. The
federally chartered financial institutions i, Puerto Rico, like
the rest of the financially troubled thrift industry, have
needed substantial infus ions of long-term, non-withdrawable
debt capital. For such institutions in Puerto Rico, this need
has been filled by investments from possessions corporations.
However, the change in source rule 'under H.R. 3838 would make
such investments extremely unattractive for 936 companies, and
the resulting unavailability of this pool of capital could have
seriously harmful effects on federally-chartered financial
institutions in Puerto Rico. No new section 93o financinljs may
be possible for thrift associations, which would be forced to
replace these funds with higher priced deposits or loan
advances from the Federal Home Loan Bank. Higher cost of money
would result in a lower or perhaps even a negative read by
these thrifts with the concomitant pressure-on the Federal
Savings and Loan Insurance Corporacion.

The same provision of H.R. 3838 would have a similar effect
on individuals who are bona fide residents of Puerto Rco.
Under Section 933 of the Code, such individuals are exempt from

-7-



1314

U.S. tax on income derived from sources within Puerto Rico.
Although interest on non-deposit investments paid by a
federally chartered financial institution in Puerto Rico to
such individuals is currently treated as Puerto Rican source
under the provisions described above, H.R. 3838 would convert
such interest to U.S. source income not qualifying for
exemption from U.S. tax under Section 933. (The exemption of
Section 897(0) contained in H.R. 3838 would not be applicable
either; Puerto Rico citizens are not treated as nonresident
aliens under Section 932. Regs § 1.932-1(b).) This result,
like that for interest paid to possessions corporations, i3 no
doubt unintended.

The Puerto Rico League of Savings Institutions believes
that the effects described above are wholly unintended. We
respectfully recommend that this problem be addressed by adding
the following provision to the new section 861(a)(1)(D)
proposed by H.R. 3838:

"(ii) on deposits or withdrawable
accounts with savings institutions chartered
and supervised as savings and loans or
similar associations under Federal or State
law, or on debt securities issued by such
institutions, but only to the extent that
amounts paid or credited on such deposits,
or accounts are deductible under Section 591
(determined without regard to Section 265)
in computing the taxable income of such
institutions."

Other Required Technical Amendments

Section 861(a)(1)(F)(i) currently provides that interest on
deposits with a foreign branch of a domestic entity which is
engaged in the commercial banking business or which is
described in Section 861(c)(2) is treated as income from
sources without the U.S. Section 861(c)(2) refers to deposits
or withdrawable accounts with savings institutions chartered
and supervised as savings and loan or similar associations
under Federal or State law, but only If amounts paid on those
deposits are deductible under Section 591.

Section 612(b)(4) of H.R. 3838 would retain the foreign
branch deposit rule of section 861(a)(1)(F) but would change
its designation from subparagraph (F) to subparagraph (D).
However, that same provision of the Bill would strike out
subsection (c), leaving a reference in new section 861(a)(1)_D)
to a definition which would not exist. A definition for
savings and loan and similar institutions is necessary, either
through retention of that portion of section 861(c) with a
cross-reference from section 861(a)(1)(D), or through inclusion
of the definition in section 861(a)(1)(D), as was recommended
hereinabove.
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Conclusion and AdJ:ticnal Reccmmendations

In sum, H.R. 3838 threatens to erode the liquidity and
lending capabllty of the Island's ban ,:ng system by further
reducing the percentage cf qual:ed possession-source
:investment income and repeal :nc t'e cur: ent rule VequLiring 936
corporations to receive in Pertc Rico the proceeds of their
sales. The resulting wthJrawals will trigger a new spiral in
the cost of mmniey and w.Ii e:-nJanger smaller and weaker
cosmercial i banks and tht" ft instltut ons. We za:nnot cndone
this result, e!pe :al'y when ,he alleged te'venue savnqs by tie
U.S. Tr'eat ury a.-.arle.-'Ut -fthe e ina' s amou',nts to only $50

million per year.

The cha: . t1'.e ,u!t s would produce the unintended
result of delnyilg a by the fe leru1 I y charter ed thr ft
.nstitutions to the 1936 captal market. The higher

cost of fun:is t3 -iatev:l e utvlv 1 of weaker thrift
ia {tatution]s tz, the at: ::t of the federal insurance agencies.

The FL e:t -i --c h ea :ue of Sav:n4s instltutlons would
recommend that the cu: * :t level of qua lifted possession-source
income be retain'ei at thi,-ty-five percent. Should Congress
decide to adopt the lower level proposed by H.R. 3838, we
recommend that it be commuted on the basis of a three-year
moving average in the same manner in which the amount under
Section 936(a)(Z)(A) as currently computed.

In closing, I would like to again thank your Committee for
the opportunity to express our concerns regarding H.R. 3838's
impact on Puerto Rico's financial system and thrift banking
industry. Section 936 has been and continues to be the most
effective and successful-economic development incentive which
the Congress has granted Puerto Rico. The proposed changes to
Section 936 could adversely affect Puerto Rico's thrift
industry, and most importantly, the 3.2 million U.S. citizens
of Puerto Rico. Thank you.

1357b
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tr. Chairman and honorable members of this Finance Committee,

my name is Manuel Borrero anid I am the President of the Puerto

Rico Manufacturers Association, an organization comprised of more

than 1,300 members representing the manufacturing, commerce and

service sectors of the Commonwealth of Puerto Rico.

On behalf of the Assori-tion I thank you for the opportunity

to express our views on the proposed tax reform legislation, more

particularly, the area pertaining to Section 936 of the Internal

Revenue Code.

Oir Association fully appreciates that it is critical for the

Nation to reduce its budgetary deficit. We also recognize the

neetl for tax fairness and simplification as the basis of a strong

and effective self-assessed taxing system. While supporting

these goals, however, the Association is compelled to express

its serious concern over the possibility that , as part of the

proposed tax reform legislation, amendments are introduced that

would impact Cole Section 936 and have the unintended result of

severely jeopardizing Puerto Rico's economic development program.

Section 93(", - The most important t ol I i n Puerto Rico' s

economic development program

In 1948, Puerto Rico embarked on an industrial development

program which eventually produced a level of economic growth and

prosperity surpassing that of its Caribbean neighbors, in addi-

tion to political stability. In its inception, this industrial
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development proqram was predicated on two tenets: low production

costs, including low-wages, and tax incentives provided by Puerto

Rico and Federal lpqislation.

Over the years. however, Puerto Rico's relative advantage

over comnetins production sites outside the United States has

been the subject of considerable erosion.

Since 1950, real wages in Puerto Rico have almost tripled

due, in large measure, to the extension of the Federal minimum

wage standards to the Island, union demands, and local and fder-

al1' legislated employee benefits. Puerto Rico's labor costs are

presently 3 to 1 times higher than those prevailing in competing

foreign prodLuction sites.

More than ()% of all energy consumed in Puerto Rico is gener-
ated from imported petroleum. The escalation in oil prices from

the levels which prevailed prior to 1973 caused local energy

prices to skyrocket with a shock effect that has been felt by all

economic sectors, manufacturing and non-manufacturing alike.

Puerto Rico's geographic location makes it almost exclusively

dependent on maritime transportation for its imports and exports.

Since Puerto Rico is part of the United States, it is required

by law to utilize U.S. flag shipping, the most expensive in the

world, for virtually all commerce. This factor has significantly

contributed to Puerto Rico's inability to compete costwise with

other foreign production sites.
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Oncp i ' s prod uct i on cost aivantaqes disappeared, Puerto

Rico's industrial ,evelopment program was left totally dependent

on the tax policies of the United States and Puerto Rico.

Since I176, ItohL. Section 936, coupled with Puerto Rico's own

tax i ncentivr-s program, has 1peen the decisive factor which has

permitted Puerto Rico to attract and retain the manufacturing

operations of U.S. firms. Without the tax incentives provided

by Section ()36, there is no doubt that such operations would have

been establishe-l in or relocated to the Far East or Europe where

lower operatinq costs -And less expensive transportation costs are

available.

Companies participating in the n36 program have made signifi-

cant contributions to Puerto Rico's economy. In an island having

an unemployment rate hovering in the 20% range, those companies

directly account for approximately 90,000 of the total 140,000

existing jobs in the manufacturing sector of the economy; that

is, 64% of the total employment force within that sector. In

addition, those companies are accountable for, or have contrib-

uted to, a myriad of other indirect benefits including: well

renumerated, more sophisticated and permanent jobs, additional

indirect employment estimated at 26% oO the total employed labor

force a higher and broader-based standard of living a rela-

tively good infrastructure; a per capita qross national income

exceeding that of most countries in Latin Americal and increased

revenues for the Government of Puerto Rico.
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It is evident that the 936 program is the critical element

that has separated Puerto Rico's economic experience from that

of our Caribbean neighbors. The continued success of the pro-

gram depends entirely, however, on the existence of clearly

defined and functional rules not subject to periodical and

radical revisions. For t'dat reason, we urge the members of this

Finance Committee to preserve Section 936 in its present form.

H.R. 3838

Section 936 was last 3mended by the Tax Equity and Fiscal

Responsibility Act of 1982. Now, three years later, there is

once again a proposal to amend that section, incorporated as

Section 641 of H.R. 3838, the House version of the tax reform

bill. Such proposal, if adopted, will add such complexity to an

already complex statute, and subject the 916 program to such

contingencies, that its end result will be, for all practical

matters, the termination of Puerto Rico's industrial promotions

program.

Royalty Payments

Section 641 of H.R. 3838 provides that "possessions corpo-

rations" electing the "cost sharing" method for reporting active

business income will be required to pay a cost sharing payment

equal to the greater of: 1) the cost sharing payment presently

provided in the law, increased by 10% or 2) the royalty payment

("Super Royalty Payment") that would be required under Code

Section 367(d)(2)(A)(il) and Code Section 482 if the possession
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corporation were a foreign corporation receiving transfers of

intangibles from a related U.S. corporation. Such Super Royalty

Payment would be required to he commesurate with the actual annual

income stream atributable to the transferred intangible(s). The

Super Royalty Payment provision would also impact possessions

corporations electing the "profit split" method for reporting

active business income.

The intended purpose of Section 641 of H.R. 3838 is to cause

the reallocation of higher amounts of income attributable to the

use of intangibles from possessions corporations to their U.S.

parent corporations. It has been argued that U.S. parent cor-

porations taxed by the United States have been unreasonably

shifting income to their possession subsidiaries for the purpose

of avoiding U.&. taxation.

If such abuses do exist, the Internal Revenue Service can

correct same through the effective use of the already existing

guidelines provided by Code Section 482, the regulations there-

under, revenue rulings, revenue procedures and case law. The

Super Royalty Payment provisions being introduced by Section 641

of H.R. 3838, on the other hand, are void of clear and functional

rules that will permit possessions corporations to adequately

calculate such royalty. The House Ways and Means Committee

Report on II.R. 3838 (hereinafter the "hoase Report"), for

instance, indicates that, for calculating the Super Royalty Pay-

ments, industry norms or other unrelated party transactions shall
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not provide a safe harbor minimum payment for related party intan-

qible transfers. Said House Report further states that the

Committee does not intend that the inquiry as to the appropriate

compensation for the intangible be limited to the question of

whether it was appropriate considering only the facts in exist-

ence at the time of the transfer. The House Report qoes on to

say that the Super Royalty Payments made for intangibles shall

require adjustment over time to reflect changes in the income

attributable to the intangible.

Because of the absence of safe-harbors and the unreasonable

discretion qiven to the federal taxing authorities to implement

the Super Royalty Payments, it can be anticipated that any good

faith effort on the part of the possessions corporations to quan-

tify such payments would always be subject to attacks on the part

of the Internal Revenue Service. In effect, therefore, the intro-

duction of the Super Royalty Payments, as conceived in H.R. 3838,

woulId inject a new basis for tax disputes between the taxing

authorities and possessions corporations.

Based on thp foregoing, the Association urges this Finance

Committee to reject the Super Royalty Payments proposal as well

as any other proposal that would inject uncertainty to Section

936 and undermine the success of Puerto Rico's industrial develop-

ment program.
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Caribbean Basin Investments

Another area of grave concern to this Association pertains

to the apparent linkage that the House Report has established

between the continuance of the 936 program and the Government of

Puerto Rico's proposed investment program in the Caribbeen Basin.

The House Report provides that, in deciding to make "rela-

tively minor modifications" to Code Section 936. the House Ways

and Means Committee was motivated in large part by representa-

tions on the part of the Government of Puerto Rico that it will

vigorously pursue its twin plant initiative. The House Report

goes on to say that the Memorandum of Agreement cited in the

report provides, inter alia, that the Government of Puerto Rico

will guarantee $100 million annually for private direct invest-

ment in qualified CBI cQutries, with such funds to be derived

from various sources which include: possessions corporations,

Puerto Rico Government Development Bank funds and grants by the

GoVernment of Puerto Pico.

While this Association is convinced that Puerto Rico's active

involvement in the economic development of the Caribbean Basin

is in the best interests of the entire Nation and, further, that

the Government of Puerto Rico will make every possible effort to

meet the challenge propounded by the House Ways and Means

Committee, this Association strongly recommends that any short-

fall in the $100 million annual investment figure set forth i'-
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the Iouse Report not he used as justification for future legis-

lative action geared towards the termination or amendment of the

936 program.

The Association hopes that if- any linkage is ultimately

established between the Section 936 program and Puerto Rico's

investment plans for the Caribbean Basin, the success of such

investment program be measured by reasonable standards that is,

by criteria recognizing: the fact that Puerto Rico is still at a

developing stage and as such is in desperate need of substantial

domestic capital investments the fact that although Puerto

Rico's economic situation is better than that of our Latin

American neighbors, Puerto Rico's income per capita is less than

one-half of that of the poorest State of the Union; the repayment

capabilities of intended beneficiaries of Puerto Rico Government

loans and other risk considerations; and, finally, the extent to

which Puerto Rico's public finances would he placed in jeopardy

as the result of the granting of injudicious loans. The Associa-

tion requests thdt such standards of reason be included in the

Senate Finance Committee's report if the Committee ultimately

decides to amend the Section 936 program and, as part of such

amendment, adopts the CBI linkage posture.

On behalf of the Puerto Rico Manufacturers Association I

thank you again for the opportunity that you have granted us to

express our views on the proposed tax reform legislation and
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pray that in reviewing the Section Q36 program the Finance

Committee he able to appreciate that the preservation of the

program. as now in effect, is in the best interests of the

Nation.
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PUNAHOI' SCHOOL
1I"%", LIL I \, l , , .

February 14, 1986

Senate Finance Committee

I am writing to express my concern about TIAA-CREF and its

long-standing federal tax exemption. I am very concerned that

Section 1012 of H.R. 3838 would terminate this exemption, an action

that I regard as highly unfair and discriminatory.

This would have a direct negative effect on my future

retirement income, as well as those of a million other faculty

members at American institutions.

I urge you not to permit this action to occur. Thank you for

your attention to this matter.

Sincerely yours,

Roderick F. McPhee

cc: Senators Inouye and M4atsunaga

Representatives Heftel and Akaka



Written Statement of
TIle PURPA COALITION, IN%..

Before %he
UNITED STATES SENATE COMMITTEE ON FINANCE

Regarding
TrHE TAX REFORNI ACT OF 1985

February 6, 1986

"Jr. Chairman and Members of the Committee:

The members of The PURPA Coalition, Inc. (the "Coalition") appre-

ciate the opportunity to submit written comments to the Finance Committee

regarding certain trade implications of H.R. 3838, the Tax Reform Act of

1985. The Coalilion is a non-profit corporation, a key purpose of which is

to support the adoption of comprehensive miational energy and tax policies

which encourage cogeneration and alternative energy development

nationwide.

The Tax Reform Act of 1985 (the "Act"), as passed by the House,

%would alter the relatively level playing field wdch exists under current law

for investments in cogcmeration-and small power production, as compared to

other investments in industrial property. The depreciation provisions of

the Act actually %ould create a tax bias against investment in cogeneration

systems, and thus would disadvantage energy-intensive domestic industries,

such as paper, steel and refining, which otherwise could rely upon

cogeneration as a means for improving their competitive position in the

international marketplace. Similarly, the Act would treat investment in

alternative energy projects less favorably than competing investments in
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-comparable assets, and thus would make it more difficult for energy-

intensive industries to take advantage of cost savings associated with the

energy options particularly well suited to their respective geographic areas.

COGENERATION AND ALTERNATIVE ENERGY FACILITIES HELP

ENERGY-INTENSIVE DOMESTIC INDUSTRIES TO BE COMPETITIVE

Cogeneration is the sequential production of both electrical (or mec-

hanical) energy and useful thermal energy from the same primary energy

source. Cogeneration systems recapture otherwise wasted thermal energy

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, and the

equipment used in the design and development of cogeneration systems is

not exotic. Cogeneration systems are composed of varied components --

including turbines, reciprocating engines, stolier-fired boilers,

fluidized-bed combustors, waste heat recovery equipment, and related

piping and wiring -- which often resemble those used in other industrial

systems and which have varying useful lives.

A principal advantage of cogeneration systems is their ability to

improve the efficiency of fuel use. A cogeneration facility, in producing

both electrical and thermal energy, usually consumes more fuel than is



1329

-3-

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 significantly 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 pro-

duce 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, commercial band

other facilities.

The savings potential exists where there is a significant need for

thermal energy and where energy costs comprise a major portion of produc-

tion or operating budgets. Vor example, energy accounts for 30 percent of

the materials cost of producing steel, and is an important part of the cost

of production of glass, paper, cement and chemicals. As a result of the

cost savings which it makes possible, cogeneration substantially reduces

industrial energy costs, and thus helps to retain jobs, avoid plant closings

and helps fight foreign competition.

Similarly, alternative energy facilities can help energy-intensive

industries reduce their energy costs. Alternative energy facilities can take

a number of forms. Generally, the type of alternative energy facility
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which is appropriate for a specific industry will depend on the energy

needs of the industry and the alternative energy sources which are

indigenous to the geographic area in which the industry is located. For

example:

o Steel producers located in Pennsylvania and West Virginia could

benefit from alternative energy facilities which use coal waste as an

alternative energy source.

Paper producers located in New York and the Pacific Northwest

could benefit from alternative energy facilities which use water

power as an alternative energy source.

o Aluminum producers located in the Pacific Northwest could also

benefit from alternative energy facilities which use water power as

an alternative energy source.

By taking advantage of such local tdternative energy sources, which would

otherwise remain unused, energy-intensive industries are able to produce

energy in a cost efficient manner.

However, individual companies within a given industry often cannot

take the lead in developing cogeneration or alternative energy facilities

because such projects require large up-front capital investments. A co-

generation plant. for example, may cost $25 million, in comparison with $1.2

million for a regular steam boiler without cogereration. While energy-

intensivp domestic Industries are anxious to reduce their energy costs,

their first order of investment must be in areas at the core of their

businesses, such as the improvement or modernization of aging plants and

production lines. Therefore, a substantial portion of the financing for
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cogeneration and alternative energy facilities must come from outside

sources.

For cogeneration facilities to continue to attract third party investors,

these facilities must be able to compete with other unregulated investments

for the limited capital available.

TIlE ACT WOULD DISCOURAGE INVESTMiNT IN COGENERATION AND

ALTERNATIVE-ENERGY FACILITIES

Current Law Distinguishes Between Utility and Nonutility Property

Under current law, cogeneration and alternative energy facilities are

depreciated under the Accelerated Cost Recovery System ("ACRS"). Under

ACRS, the cost of tangible business property is recovered over a "re-

covery period" of 3, 5, 10, 15 or 19 years, depending on the type of

property involved. The cost of property in each category may be re-

covered under a statutory schedule based on the 150% declining balance

method of depreciation. Taxpayers have the option to elect straight-line

depreciation over the recovery period, or over specified longer periods, in

lieu of the statutory schedule. Currently:

o Most components of cogeneration and alternative energy facilities are

included in the 5-year property category, and are allowed depre-

ciation of 15% during the first year, 22% during the second year,

and 21% during the third, fourth and fifth years.

o Cogeneration and alternative energy facilities which are classified as

building components are included in the 19-year real propity cate-

gory and are depreciated over a longer aceeleratid schedule.
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However, special rules are provided under ACRS for property clas-

sified as "public utility property." Public utility property generally con-

sists of property used in the business of providing utility-type services,

including electricity, if the rates for the service have been established or

approved on a rate of return basis by a governmental body. Currently:

o items-of public utility property whose guideline life under the Asset

l)epreciation Range ("ADR") depreciation system 1 was between 18

and 25 years are included in the 10-year category, and public

utility property for which the guideline life was 25 years or more

are included in a special 15-year utility property category.

o Cogeneration and alternative energy projects whose output is sold

under regulated rates could be subject to the special rules for

public utility property. However, because the rates for co-

generators and small power producers which are qualifying facilities

under the Public Utility Regulatory Policies Act ("PJRPA") are

based on the purchasing utility's avoided cost, rather than the

producing facility's cost of service, cogeneration and small power

production facilities which are qualifying facilities under PURPA are

not classified as utility property.

The Act Would Remove The Utility/Nonutility Distinction

The Act would replace ACRS with a new depreciation method -- the

Incentive Depreciation System ("IDS"). Under IDS. a depreciable asset

I/ Under the ADR depreciation system, which was in effect prior to the
enactment of ACRS in 1981, assets were assigned guideline lives for
depreciation purposes based on the expected useful life of similar assets.
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would be included in one of ten asset categories depending on the guideline

life of the asset under the ADR system:

o Gas turbine and diesel cogeneration systems, which had a 20-year

guideline life under the ADR system, would be included in Class 7,

with a 20-year depreciation period and a 10% rate. 1

0 Other cogeneration and alternative energy facilities, such as

waste-to-energy facilities, which had an ADR guideline life of 28

years, would be included in Class 8, with a 25-year depreciation

period and a 8% rate.

0 Hydroelectric generating projects, and cogeneration and alternative

energy facilities classified as building components under current law

would be included in Class 10, with a 30-year recovery period and a

3.33% rate.

O Wind and photovoltaic energy equipment would be included in Class

4, with a 10-year depreciation period and a 20% rate, under a

special provision in the Act.

It should be noted that wind and photovoltaic energy equipment would

be included in Class 4 because they did not have a class life under the

ADR system. This classification creates an arbitrary distinction between

these forms of alternative energy and other forms of alternative energy

which would be depreciated over longer recovery periods.

2/ While the depreciable lives are longer under the IDS system, the
effect of these longer lives is offset by the use of more accelerated
depreciation rates, based on the 200 percent declining balance depreciation
method.
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The Act Would Treat Alternative Energy and Cogeneration Lese Favorably
Than Competing Investments

The Act would eliminate the relatively level playing field for -co-

generation and alternative energy investment which exists under current

law. Today, tax benefits are not a consideration in choosing between

cogeneration or alternative energy facilities and other investments against

which these facilities must compete for capital. 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 penal-

ty. By contrast, the Act would build into the Internal Revenue Code a

bias against cogeneration and certain forms of alternative energy by

providing more favorable -depreciation treatment to the property against

which these facilities must compete for capital. For example, cogeneration

and alternative energy facilities must compete against the following types of

equipment, which would receive more favorable depreciation treatment under

the Act, for investment capital:

o Most production line manufacturing equipment, which had guideline

lives under the ADR system ranging from 8 to 13 years, would be

included in Classes 3 and 4, with a 7- or 10-year depreciation

period and a 28.57% or 20% rate. 3/

o Commercial airplanes, and Waste Reduction and Resource Recovery

Plants, which had 12-year guideline lives under the ADR system,

3/ Examples of such production line manufacturing equipment are
equipment used in the production of: textured yarns (8 year guideline
life); carpets, and dying, finishing and packaging textile products (9 year
guideline life); wood products and furniture (10 year guideline life);
finished plastic products (11 year guideline life); and pulp and paper (13
year guideline life).
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would be included in Class 4, with a 10-year depreciation period and

a 20% rate.

0 Railroad freight train cars, which had a 14-year guideline life under

the ADR system, would be included -in Class 5, with a 13-year

depreciation period and a 15.38% rate.

Such a bias is unsupportable as a matter of tax, economic and industrial

policy.

The Act is particularly unfair because certain pieces of equipment

standing alone would be treated differently, and more favorably, than they

would be treated when integrated into a more energy-efficient cogeneration

or alternative energy facility. For example, boilers and other combustion

related equipment, if independently installed for certain industrial or

commercial applications, would qualify as Class 3, 4 or 5 property. [low-

ever, the same equipment would be considered Class 7, 8 or 10 property if

included as components of a cogeneration or alternative energy facility.

The disparate treatment arises in part from the Act's reliance upon

the ADR system, which was conceived and created before 1978, the year

which marked the real beginning of the development of the alternative

energy and cogeneration industries. The ADR system assumed investments

in energy facilities were being made in large-scale, long-lived facilities

which consisted mainly of structural components. However, investments in

today's alternative energy facilities are directed more toward equipment

which in many ways is comparable to other industrial equipment. For

example, in the past when hydroelectric facilities were developed the

majority of the investment required involved the construction of a dam, and

4 .
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only a small part of the investment involved equipment. But today, most

of the development of hydroelectric facilities involves the refurbishment of

existing dam sites or development in locations which do not require the

construction of large structures. As a result, 50% or more of the in-

vestment required to develop a hydroelectric facility today, is directed

toward the acquisition and installation of equipment which is similar to

equipment used in many manufacturing and production plants.

Another consideration is that the Act, like other tax reform proposals

which have been presented, would remove the distinction for depreciation

purposes between nonutility cogeneration and alternative energy facilities

and regulated utilities from the Code, even though the investment

considerations of regulated and unregulated electric producers (including

unregulated utility subsidiaries) are very different. A public utility's in-

vestment 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 significant a role in utilities' investment

decision-making as they do un the investment decisions of unregulated

companies, which must compete with other unregulated investments for

capital. Because of this difference, electric utilities have traditionally been

assigned a lower depreciation rate than nonregulated electric producers.
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CONCLUSION

For energy-intensive domestic industries to improve their competitive

position in the international marketplace, they-must be able to take advan-

tage of more cost-efficient energy sources. Cogeneration and alternative

energy facilities provide this opportunity. However, the imposition of a

bias against investments in these facilities in the Internal Revenue Code,

will reduce the capital available to invest in these facilities. As a result,

high energy costs will continue to burden energy-intensive domestic indus-

tries which must compete in the international marketplace.

Under current law, cogeneration and alternative energy facilities are

included in the five-year ACRS category, while public utility generating

equipment is included in the ten- or fifteen-year ACRS categories. Co-

generation and alternative energy facilities, which are exposed to the same

entrepreneurial risks as other business investments, should continue to be

accorded depreciatibn treatment comparable to that accorded other un-

regulated investments. They should not be treated like regulated utility

investments.

Accordingly, the Coalition urges the Committee to revise the IDS

categories so that an arbitrary distinction is not created between co-

generation anId alternative energy facilities and comparable industrial equip-

ment against which they must compete for capital. Furthermore, the Act

should also not create an arbitrary distinction between different forms of

alternative energy facilities, but should include cogeneration and other

alternative energy facilities in the same IDS class as wind and photovoltaic

energy equipment.
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SUPPLEMENTARY STATEMENT

submitted by

THE REINSURANCE ASSOCIATION OF AMERICA

on

THE EFFECTS OF HR 3838 ON THE

COMPETITIVE POSITION OF THE DOMESTIC

REINSURANCE INDUSTRY
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DRAFT
T7M786

The Honorable Bob Packwood
Chairman, Committee on Finance
United States Senate
Washington, D.C. 20501

Dear Mr. Chairman:

The Reinsurance Association of America represents the

domestic professional reinsurance industry. Its members are

property and casualty insurers in the business of assuming

reinsurance and are either domestic U.S. companies or U.S.

branches of foreign reinsurers entered through and licensed by a

state. All these companies are subject to the regulatory

]urisdiction of the various states in which they are domiciled or

licensed and they are all U.S. taxpayers.

In prior testimony (October 1, 1985) before the Senate

Finance Committee, we suggested that certain changes to the tax

structure of p/c insurers would have serious adverse consequences

for domestic reinsurers which are taxed as p/c insurers,

Specifically, we noted that if the Administration proposal (QRA)

were to be enacted, domestic reinsurers would need to increase

their prices in excess of 10% . This would leave domestic

reinsurers at the mercy of their foreign competitors since these

would not be subject to the U.S. tax. We pointed out that
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reinsurance is an extremely fungible product, as evidenced by the

existing international reinsurance market and that already today,

without any additional tax advantages favoring alien companies,

the current annual (1983) net U.S. Balance of Payment reinsurance

deficit amounts to $505.8 million*. Our October 1, 1985

statement depicted the anticipated changes in economic behavior

which would result from the imposition of such a major new tax

burden on the domestic industry and we conservatively projected

that the Administration's proposal would result in an additional

annual outflow of capital amounting to $9.8 billion*.

Additionally, we predicted that the domestic reinsurance

industry's growth would be slowed and the lack of increased

domestic capacity would lead to a serious delay in the recovery

of the entire p/c insurance industry market.

We have now carefully examined tne impact of HR 3838 on

domestic reinsurers and although not as dramatic as the

Administration's proposal, we anticipate its enactment would

* This number represents the actual net outflow of U.S. dollars
to foreign reinsurers and is derived Dy deducting from the
premium paid for reinsurance coverage by U.S. insurers to
foreign companies, less reimbursement by those foreign
companies for losses incurred by U.S. companies under these
reinsurance contracts the premium paid U.S. Ceinsurers by
foreign insurers for reinsurance protection, less the
payments by U.S. reinsurers to those foreign companies as
reimbursement for losses incurred under those reinsurance
contracts (see Appendix A, 10/1/85 statement).
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likewise lead to major shifts in assets, premiums and equity

offshore. For instance, although we would anticipate that on

average reinsurance premium increases would be less than those

which would be required under the Administration plan, HR 3838

would still force domestic reinsurers to raise the price they

charge primary insurers for p/c worker's compensation reinsurance

coverage by 10.9%1 for general liability reinsurance coverage

9.4%. Since there is little to prevent primary companies from

purchasing their reinsurance needs abroad, only the available

alien capacity will act as a deterrent to a shift away from

domestic markets. As noted in our October, 1985 statement, such

capacity would readily become available as foreign reinsurers

would close their U.S. domestic subsidiaries (current U.S.

taxpayers), and transfer both the business and the equity of

those subsidiaries back to the parents. Incidentally, it must be

recognized that the anticipated (although not often realized)

profit in reinsurancecontracts is not nearly enough to allow

domestic reinsurers simply to absorb the additional tax burden

imposed by HR 3838.

Perhaps the House believes that the changes which it

proposes to the excise tax (Sec. 654, amending Section 4371 of

the code) would level the current competitive portion between

domestic and alien reinsurers. The excise tax today imposes a I%

of premium levy on p/c reinsurance transactions between U.S. and
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alien companies. This tax, however, is waived in-many instances

as a result of the treaties the U.S. has signed with foreign

countries. Further, the treaty with England has been interpreted

to allow a waiver of any premium which is consequently reinsured

by an English company, even if the reinsurance is with a company

located in a non treaty country: thus, inviting British

reinsurers to fronto fur non treaty countries' reinsurers.

HR 3838 would increase the excise tax from I to 4% of

premium and would limit the Owaiver' to reinsurance premium ceded

or retroceded to treaty countries only. True, these provisions

of the House bill (which, incidentally, we believe are

administratively unenforceable) would theoretically ban the

current particular advantages of English companies, but the

current competitive edge of alien reinsurers domiciled in treaty

countries would not be lessened -- in fact, HR 3838 would

increase the advantage of these companies vis-a-vis non treaty

countries' companies.

Clearly, HR 3838 does not deal with the benefits to

certain alien reinsurers under the tax treaties by amending the

excise tax provisions of the code.

Still, we are convinced that there are ways to maintain

the international competitive position of the domestic

reinsurance industry and simultaneously impose an additional and

fair tax burden on p/c insurance companies.
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Our proposal envisions a 'permanent solution,' contrary

to HR 3838, as to the taxation of p/c insurers. The p/c

insurance business is today going through its most difficult

period in its entire history. In addition to the chilling losses

which the companies have sustained in the recent past and which

are continuing to the present, their ability to meet the needs of

our economy has been handicapped by the explosive changes in our

civil justice system. Industry leaders are facing many survival

challenges today, but the solution to these challenges only

partially lay within their control. Now is not the time to

consciously impose additional future uncertainties by leaving the

companies in the air by enacting what is represented as only a

new stop gap tax program applicable to them.

We urge that a long term resolution of the p/c tax

issues be enacted by Congress this year in the combined inte-rest

of the industry, its customers and the U.S. Treasury.

We propose the following multifaceted program which will

provide the additional revenues sought by the Administration from

the industry in a manner which we perceive as fair treatment for

the industry:
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1. The Administration and the House have targeted the p/c

insurance companies for an additional $4.5 billion in

tax revenue over the next 5 years. We believe that this

will be achieved by the enactment of Section 1021 and

1022 of HR 3838, which we can support. As an

alternative, we suggest for consideration amending

Section 1021 by increasing the percent of unearned

premium to take in as current income from 20 to 25 as a

substitute for Section 1022 which would be dropped.

Section 1022 imposes a limited tax on tax exempt income,

but since we propose in the following section a tax on a

company's total net income, including tax exempt income,

Section 1022 might be viewed as double taxation of tax

exempt income.

2. The Administration proposed that the p/c insurance

industry be responsible for approximately $1 billion

additional taxes pet year. This goal will be achieved

for the next 5 years if either alternative described in

the preceding section is enacted. But, what about the

'out years?* We admit that the tax revenues generated

by Section 1021, either as contemplated in HR 3838 or

amended as above would fall off significantly after 5

years. Therefore, we propose that those revenues be

further enhanced by imposing on the p/c insurance
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industry an alternative minimum tax, as a permanent

tax. This new tax would be based on 20% of line 18(b)

of the uniform NAIC annual statement required to be

filed by each company with state regulators, with a cap

on this alternative minimum tax at 1% of the company's

net written premium, or a cap of equivalent effect

utilizing any other reasonable measure. Line 18(b) --

which is already incorporated in an alternative format

in HR 3838 -- is a true reflection of the company's net

income and includes underwriting gain, as well as

investment income, including that generated by all tax

exempt securities and realized capital gains.

Briefly, this is the manner in which this alternative

minimum tax woulA operate. A p/c insurance company

would calculate its tax liability, as Lt does today, and

as augmented oy the unearned premim and, if applicable,

tax exempt income provisions note auove. if fur any

taxable year the tax so derived wjuuJ . less tnan the

alternative minimum tax described above, tne company

would owe the difference as an additional tax. The

company would not, however, reduce its normal tax if the

alternative tax liability were to be of a lesser

amount. If line 16(o) snows a loss in any one year, the

company would not be allowed to use this loss in future
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years to reduce the tax liability generated through this

alternative method. However, the company would be

authorized, as is the case today, to-utilize current and

future NOL's to reduce a tax liability calculated under

the regular tax provisions. If this proposal were

adopted, substantial new revenue would be raised from

p/c insurers wnich would be based largely on their

entire net income.

We urge the Committee to verify with Treasury or the

Joint Committee the level of anticipated new revenue

which the above would generate. Analysts who have

followed the fortunes of the p/c insurance industry

forecast that some degree of profitability will return

in 1986 and that there will be continued improvement

through at least 1988. Further, we foresee a major

expansion of premium writing from the current Oasis

(1984: $116 billion).

What is proposed here meets the duel objective of

increasing revenue from the p/c industry and responding

to demands for *reform' of i.s tax structure.
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We have discussed additional revenues above. As to

Reformm' it should be noted that this proposed tax

scheme deals with the principal concerns expressed by

most critics of the current tax structure of p/c

insurers. They allege that the industry avoids its fair

share of the nation's tax burden by being allowed to

amismatchl income and expenses and by protecting its

income by deriving enormous amounts of investment gain

from tax exempt securities. Further, they say, that

since the industry as a whole has accumulated large

amounts of NOL's, it will continue to be able to avoid

any actual payment of federal taxes for many years to

come. Finally, they have said that consolidation

between p/c insurers and non insurance entities results

in substantial loss of tax revenue since a non insurance

entity is able to reduce its tax burden as a result of

consolidation.

HR 3838 attempts to deal with these concerns. Section

1021 corrects the mismatchingg" concerns and Section

1022 imposes a limited tax on tax exempt income. As

noted above, we believe that those two sections are

reasonable.
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Section 1023 goes to the issues of NOL's and

consolidation. What is proposed in the House bill would

effectively disqualify the use of any accumulated NOL's

and would likewise nullify the tax implications for a

p/c company of consolidation. We believe that I is

grossly unfair to single out p/c insurers in thi..,

fashion. Adequzit revenues can be generated from the

industry without imposing such a punitive result on this

industry alone among all others.

Yet, we are sensitive to the criticisms which have been

leveled and what we have proposed in total will limit

the availability of current NOL's and will also

disqualify some of the tax benefits acquired through

consolidation.

3. We urge that Section 1027 of HR 3838 oe eliminated.

This calls for additional studies of the tax treatment

of loss reserves. This is an issue which has been under

review by Treasury and GAO for several years and is the

subject of an extensive report by GAO. Whether loss

reserves should oe discounted, the method of

discounting, the threat of insolvency were loss reserves

required to be discounted, and many other facets have

been discussed at length and it is inconceivable that
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new evidence or knowledge could be unearthed through

this proposed study. The plan we suggest above obviates

the need for any further disagreement about the loss

reserve issue by focusing on a broader, all-inclusive

taxable income (net income) approach for tax purposes.

We urge that the -discountingg issue be tabled, once and

for all, and that such a nefarious proposal, with its

underlying threat to the entire solvency of the p/c

insurance industry be resolved by focusing on the

industry's net income as the proper basis of taxation.

4. To equalize the competition with alien insurers, we

propose that they be subject to an equivalent to the

minimum tax. We are tentatively suggesting that all

insurance and reinsurance premium paid an alien conpany

be subject to a 1% withholding tax. If the premium

collected by the alien company is subject to the U.S.

income tax because the alien company files a U.S. tax

return, an offset against its U.S. tax liability would

be allowed for the withheld amount. Such a withholding

provision has precedent in the code and parallels the

treatment of U.S. investment income earned by a non

resident alien. We ate presently researching whether

stch a tax could be held to be an excise tax, subject to

the waivers of tax treaties. We are also reviewing
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other alternatives to tax alien companies in order to

equalize the competitive edge over the domestic industry

such companies will enjoy if HR 3838 is enacted in its

present forn. We will share this review with the

Committee as soon as it is completed.

- In closing, tne amendments we are proposing to HH 1836

wou Id:

- Provide predictaDle additional revenJes to tie

government.

- Such revenues to oe paid by p/c insurers in a -anrI,

wnuch would be fair on the industry, cunpttitiveli.

neutral within the industry and simple to aJnLnist*.-y'

and

- Would allow the domestic reinsurance industry to

maintain its current competitive position in the

marketplace.

Respectfully sutmitted,

Andre Maisonpierre
President

AM:id

cc: All Members of the
Finance COmmittee

TV - 1
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STATEMENT OF

THE RETAIL TAX COMMITTEE OF COMMON INTEREST

SUBMITTED TO

THE COMMITTEE ON FINANCE

UNITED STATES SENATE

February 20, 1986

"Hearings On Tax Reform"

INTRODUCTION

The Retail Tax Committee of Common Interest is comprised of

the chief executive officers of major retailing companies and

their major retail trade associations. Attached are the names of

the executives on whose behalf this statement is submitted.

The Retail Tax Committee urges the Finance Committee to

adopt promptly a comprehensive tax reform package which is based

on the substantial tax rate reductions that have been proposed by

the President.

The need for such a change in the income tax laws has been

building steadily for a number of years. There is an apparently

increasing level of public dissatisfaction with a system that is

perceived to be unfair and which has resulted in the growth of a
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large "underground economy." Unfairness is manifest in the wide

divergence in burdens which present law imposes on various

business sectors of the economy as reflected in those sectors'

effective tax rates. The retail industry -- which has

historically paid taxes at high effective rates -- is

particularly affected by this disparity.

1. Support For Fundamental

Tax Reform

Retailing has long favored a general tax reform effort

which substantially reduces high tax rates on both individuals

and businesses. Our support for the current initiative has been

expressed repeatedly since the President proposed his overall tax

reform package in May 1985. Our views were presented to the

House Ways and Means Committee in June 1905, and we continued to

work in support of tax reform both in that Committee and on the

House floor. Although there are matters of concern to the

retailing in::ustry in H.R. 3838, we urged its adoption on the

House floor.

From retailing's perspective, a tax reform measure must

contain four critical elements:

(1) reduction in the top corporate tax rate to
33% and retention of graduated rates for
smaller companies

(2) a reduction in individual tax rates to the
15%, 25% and 35% rates proposed by the
President, thereby increasing consumers'
disposable income as well as their ability
to save and invest;

(3) an adequate deduction for a portion of
dividends paid; and
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(4) sufficient recognition of the importance of
private sector responses to retirement
security, health and insurance needs of our
employees.

One general caveat which we have expressed from the outset

is that no specific reform proposal should have a particularly

adverse effect on retailers. if these criteria are met, we

support enactment of a major tax reform package in 1986.

I. Corporate Tax Rate Reduction

Our industry's primary concern in tax reform is a substan-

tial reduction in the current 46% corporate tax rate. The

President's proposal calls for an immediate reduction of 13

percentage points, thus bringing the top rate down to 33%. The

House bill stops short of this goal, reducing the rate only to

36%.

A reduction of the top rate to 33% must be retained as the

central theme of the corporate provisions of a tax reform

package. If the corporate rate remains at 36% or moves higher in

exchange for other provisions, Congress will not have seized the

opportunity to enact comprehensive reforms rather then piecemeal,

highly selective reforms.

A. Benefits Of Lower Tax Rates

Most of the attention given to the business provisions of

H.R. 3838 has focused or. the adverse effects of specific

reforms. While such analysis may be useful and informative,

retailers are distressed to see that relatively little
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consideration is being given to the benefits of rate cuts. It is

inappropriate and misleading to address specific proposals

outside the context of the total package which includes

substantially lower tax rates.

There will be several beneficial effects following a

substantial reduction in top tax rates. The overall long-term

economic benefit of substantial tax rate reductions will be a

parallel reduction in the impact which the heavy hand of high

rates has on the millions of business and personal financial

decisions which are made each day. The rate of tax which a

person expects will be imposed on the income from making

additional investments oz from providing more hours of personal

labor certainly affects his or her willingness to do that which

is otherwise economically sound.

This effect may be so direct and strong as to lead the

individual or the business manager to foreqo doing something

because the benefit no longer outweighs the combination of time,

resources and taxes which it will cost. Or, more likely, the

taxpayer seeks to lessen the tax bite on work and investments by

taking actions which do not make sense otherwise. "Tax shelters"

for individuals and lease financing subsidaries for many

corporations are examples of perfectly rational responses to high

tax rates on individuals and corporations.

The inefficiencies of such tax-motivated transactions are

apparent. The repeated news reports of overbuilt and

underutilized commercial buildings, the pages of newspaper
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advertisements shouting "TAX SHELTERS!," the proliferation of

professionals who earn substantial incomes from legal tax

avoidance planning -- all of these are examples of the impact of

high tax rates. These economic inefficiencies should be attacked

directly and fundamentally by reducing high tax rates, as well as

through the traditional "loophole closing" amendments.

The overriding benefit of a lower corporate tax rate will

be a significantly smaller tax burden on each dollar which a

corporation earns as profit. The reduced tax rate will allow

more of the corporation's earnings to remain available for

investment in jobs, inventory and structures which enable

retailers to serve as the vital link between manufacturers and

consumers.

Corporate income tax rate reduction will also lessen the

current law's bias which urges a corporation to finance its

activities through debt, on which interest is deductible, rather

than through equity issues, on which dividends are not deduct-

ible. Deducting interest against a 46% tax rate dramatically

cuts the real cost of debt relative to dividend-paying equity. A

33% tax rate will at least reduce the imbalance between debt and

equity, making the latter more attractive tttan-i-s-now the case.

For example, the corporation which is considered by lenders

and equity markets alike to be a quality risk could choose to

seek new capital either through additional debt or through a new

offering of stock. Assume interest costs would be 10% a year,

while dividend payouts would be about 7% of new equity
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oroceeds. Interest is deductible, so the after-tax cost of debt

to the corporation would be 5.4% per year. The non-deductible

dividends would cost a full 7% in after-tax dollars. When the

tax rate is reduced from 46% to 33%, the after-tax cost of

interest payments in the example ris~s from 5.4% to 6.7%. Thus,

the gap between the cost of equity and the cost of debt is

narrowed by the simple act of a substantial reduction of the tax

rate. Arguably, this could lead to either lower interest rates

(if demand for debt were lessened) or increased dividends (as

after-tax earnings increased) or some mix of the two, depending

upon one's view of economic theories. But at least one result

should be clear -- a substantial rate reduction can do much to

lessen the artifical, tax-induced preference for debt over equity

financing.

A third benefit will be a general lessening of the economic

value of the whole range of business deductions and credits. In

an era of very high tax rates, particularly when coupled with a

period of hiqh inflation, the availability of special deductions

and credits becomes a primary factor in business planning. A 13

percentage point reduction in the corporate tax rate should

reduce significantly the impact of tax consequences on business

decision making. To the extent that human and financial

resources are not diverted to tax-motivated activities (e.g.,

leasing), they can be devoted to the business needs of the

company in order to increase productivity and sales, plan

efficient investments in capital assets, and so forth.
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B. Graduated Rates For Smaller Corporations

One essential element for a desirable tax reform package is

the retention of lower rates for smaller corporations. While the

larger retailing companies do not benefit from the current

graduated rates, the vast majority of retailers -- representing

some 80 percent of our industLy's sales -- are small

businesses. For those companies, rates on the first $75,000 of

income which are significantly lower than the top rate are

essential to generate a higher level of retained earnings. These

earnings are the new capital that is either otherwise

inaccessible (e.g., from equity and bond markets) or very

expensive (such as commercial bank loans.)

The House bill achieves the desired result by retaining

graduated rate brackets and reducing the rates on all income

above $25,000. These provisions should be retained.

III. Partial Deductibility of Dividends Paid to Shareholders

Of critical interest to our industry is the President's

proposal to allow a partial deduction for dividends paid to

shareholders, provided that the corporation has already paid tax

at the full corporate rate with respect to the earnings which are

paid as dividends. Enactment of a meaningful dividend deduction

would be a very important step toward eliminating the economic

inefficiencies of the double taxation which is imposed on income

from investments in corporations.

However, we are disappointed that the President has

proposed to restrict the deduction to only 10% of dividends paid,
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and thdt the House bill further restricts this proposal by

requiring a 10-year phasein of that 10% deduction. The House

bill should be liberalized significantly.

IV. Taxation of Employee Benefits

Retailing is 3 highly labor-intensive industry whose

primary resource is its people. For* that reason, we are

concerned with the impact of tax reform on employee benefits such

as pensions and health care.

The House bill removed much of the most objectionable

features of the President's original proposals. However, more

remains to be accomplished. In particular, we urge the

restoration of the major benefits of sec. 401(k) plans to assure

their continued viability to retailing employees.

V. Installment Sale Treatment For Revolving Credit Plans

Like other industries, we recognized that tax reform

legislation would restrict provisions of current law which are

beneficial to retailers, in conjunction .,ith reducing tax

rates. One such provision in H.R. 3838 is the proposed treatment

as current income of the proceeds of loans for which installment

obligations are pledged as security. This would significantly

change the existing installment sale treatment of our revolving

credit plans. We were prepared to accept a change in this

area.

However, several features of the provisions in sec. 903 of

the House bill should be revised. Many are technical in nature;
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these are beinq discussed initially with Committee staff and

Treasury. Three substantive matters require the Committee's

attention.

A. The Concept of "Pledged" Installment Obligations

The first concerns the concept of the proposal itself.

Since Treasury I was published, the stated purpose of the rule

has been to treat as current income the proceeds of a loan for

which an installment obligation is pledged as security. Certain

circumstances in which such obligations are clearly the assets to

which a lender is looking but which are not directly pledged were

also clearly intended to be subject to the rule. This concept of

pledged and indirectly pledged installment receivables should be

the foundation of the new provision, and specific rules should be

drafted to provide a mathematical safe harbor which shields a

company's receivables. The House bill provides such a safe

harbor when a company's active trade or business assets

(excluding receivables) comprise more than 50% of its total

assets. This test should be retained and its technical features

clarified.

B. Exclusion For Payments Within 12 Months

A second problem is the "nine-month rule." When

installment receivables are subject to the new provision, the

nine-month rule allows the company to remove from the

computations those amounts which its customers will pay within

nine months of the sales which give rise to the obligations that

are treated as pledged. This period should be raised to a
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minimum of 12 months. The variations in purchasinq and payment

habits of customers over the entire calendar year should be taken

into account when making the computation. A nine-month rule is

too short a period.

C. Transition Rule

The third problem deals with the "transition rule." The

new provision would create a very substantial one-time tax

increase in its first year, attributable to the immediate

taxation of deferred income which has built up under installment

sale rules over a period of years. Subsequent annual tax

increases would be limited to much smaller one-year increments.

Such a major change in accounting rules should be

accompanied by at least a five-year spread for the payment of the

massive first-year increase. The House bill nominally allows

three years, but in practice it is very little more than a one-

year transition. Furthermore, since most retailers close their

taxable year in January or February (rather than December 31),

the transition rule in the House bill would impose a significant

tax increase for FY '86, which has now ended.

VI. Equitable Cost Recovery

Retailing has been particularly disfavored by cost recovery

rules because our buildings have been denied the investment

credit and have been subjected to lengthy depreciation periods.

As part of the substantial change in cost recovery rules in a tax

reform bill, buildings should not continue to be the subject of

such discrimination. Furthermore, our retailing buildings --
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which are capital equipment, not inventory items or investment

assets -- should not be treated like the buildings of the real

estate industry for federal tax policy purposes.

If the Committee liberalizes the depreciation provisions of

H.R. 3838 for machinery and equipment, the treatment of buildings

should also be improved for retailers whose buildings are active

business assets.

VII. Conclusion

For several decades, new deductions and credits

periodically have been added to the tax laws, and existing ones

expanded. Each of these actions was made in a good faith effort

to provide a measure of relief for certain groups or to encourage

taxpayers to take certain actions.

But what has resulted is difficult to justify. The tax

laws are now used as a kind of national industrial policy to

entice a wide variety of taxpayers into making business decisions

because of the favorable tax consequences.

The incentive effects of these deductions and credits have

become effective only because they are a means for avoiding high

tax rates. But there are now so many of them that the 46%

corporate rate is applied to relatively little corporate income,

and effective tax rates are widely divergent among various

industries.

Now it is time to reduce -- if not eliminate -- the use of

the tax laws as an allocator of capital and labor in our

economy. We must allow the economic marketplace to serve this
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purpose by moving toward an income tax which imposes sunstan-

tially lower rates on a broader base of income. Such a system

will reshape the way businesses, investors and consumers alike

approach our economic decisions, allowing all of us to direct our

resources as markets dictate, making the most of what we invest

and spend. Lower rates will yield a higher rate of economic

growth and ivnestment, compliance with the law, and prosperity.
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CEOs OF THE RETAIL FAX cOMMI ['rE OF COMMON INTEREST

Joseph Berzok -
BATUS INC.

David C. Farrell
Chairman of the Board and CEO
THE MAY DEPARTMENT STORES COMPANY

Edward S. Finkelstein
Chairman of the Board and CEO
R. H. MACY & COMPANY, INC.

Howard Goldfeder
Chairman ot the Board and CEO
FEDERATED DEPARTMENT STORES, INC.

Philip M. Hawley
Chairman of the Board and CEO
CARTER HAWLEY HALE STORES, INC.

William R. Howell
Chairman of the Board and CEO
J. C. PENNEY COMPANY, INC.

Joseph H. Johnson
Chairman and Chief Executive Officer
ASSOCIATED DRY GOODS CORPORATION

Thomas M. Macioce
President and CEO
ALLIED STORES CORPORATION

Kenneth A. Macke
Chairman of the Board
THE DAYTON HUDSON CORPORATION

Peter S. Willmott
President and CEO
CARSON PIRIE SCOTT & COMPANY

American Retail Federation

National Retail Merchants Association
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VO5 THE
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OFFICERS
ASSOCIATION
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STATEMENT OF

LIEu1TENANT GENERAL, LEROY J. MANOR, IlSAF, RETIRED

PRESID)F:NT OF THF} RETIRED OFFICERS ASSOCIATION (TROA)

presented to the

UNITEDD STATES SENATE

Committee on Finance

Heaririqs. on HR 3838

on January 29, I98f,

"'1ew sub jects intIuded in HR 3838 btit not propsed by the
Reagan Administration last year"
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HFADO IlR FERS Ar 20 : ORP1 WASH I GfON S FRFET, A.EXANDR IA,

VIRGINIA. OfIR ASSOCIAPrIC)N HAS A MF:NHERSIP OF OVER 345,000

RT IrPED, F( PORFP AND AC P,'E DI'rY OFFICERS OF I'HE SEVEN ITNIFORMED

SER'VICES . [NCI.!:DED IN .)jR MEMHER7FI I P APE 41 ,577 WID)O)WS OF F)RNEP

MEMBERS.

THE PURPOSE OF THIS PRESENTATION IS TO STRONGLY ENDORSE SECTION

144 OF HR 3838, TAX REFORM ACT OF 1985. THAT SECTION ADDS A NEW

SUBSECTION (6) TO SECTION 265 OF THE CODE TO PROHIBIT APPLYING

THAT SECTION TO PARSONAGE AND MILITARY HOUSING ALLOWANCES.

THE EFFECT OF THIS PROVISION IS TO OVERRULE INTERNAL REVENUE

RULING 83-3 WHICH WOULD HAVE PROVIDED THAT HOME MORTGAGE INTEREST

AND REAL PROPERTY TAXES PAID BY MEMBERS OF THE CLERGY AND OF THE

MILITARY WOULD RE REDUCED BY THE PARSONAGE AND HOUSING ALLOWANCES

THOSE MEMBERS RECEIVE. BECAUSE OF THE UNFAIRNESS OF THE RULING,

CONGRESS HAS INTERVENED TO DELAY THE EFFECTIVE DATE OF THE RULING

ON SEVERAL OCCASIONS.

OUR EXPERTISE IS PRIMARIL? IN THE AREA OF THE UNIFORMED SERVICES

AND WE WILL LIMIT OUR REMARKS TO THE DEDICATED MILITARY MEN AND

WOMEN WHO HAVE SERVED, AND CONTINUE TO SERVE, THIS NATION SO

SELFLESSLY. HOWEVER, WE ARE CONVINCED THAT AN EQUALLY COMPELLING

RATIONALE EXISTS FOR "EMBERS OF THE CLERGY.

BY WAY OF BACKGROUND, SINCE 1983 THE INTERNAL REVENUE SERVICE
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(IRS) HAS BEEN CONSIDFPING A MAJOR CHANGE IN POLICY -WHICH WOULD

DENY MILITARY MEMBERS OF THE RIGHT TO CLAIM MORTGAGE INTEREST ANfD

PEA, ESTATE TAXES AS rFAMIZEr) DEDUCTIONS TO THE EXTENT HOSE

EXPENSES ARE PAID FROM THE BASIC ALLOWANCE FOR QUARTERS (BAO) AND

"THF VARIABLE HOUSING ALLOWANCE (VHA). FOP EXAMPLE, IF A MFMRER

HAD MONTHLY MORTGAGE ".-TEREST AND REAL ESTATE TAX PAYMENTS THAT

TOTALED $700 AND HIS IAQ AND VHA AMOUNTED ro $500, ONLY $200

COULD BE USED AS AN ITEMIZED DEDUCTION.

THE SECRETARY OF DEFENSE, rHE JOINT CHIEFS OF STAFF AND SEVERAL

MEMBERS OF CONGRESS STRONGLY OPPOSE IRS RULING 83-3. IF

IMPLEMENTED, MORE THAN 290,000 MILITARY HOMEOWNERS WOULD

EXPERIENCE AN INCREASE IN TAXES EQUIVALENT TO A 3 TO 6 PERCENT

PAY CUT (RANGING FROM $1,000 TO $3,000 PER YEAR). 1HE RULING IS

TARGETED PREDOMINATELY AT THE CAREER FORCE (80 PERCENT OF THOSE

AFFECTED ARE CAPTAIN/LIEUTENANT t0-3] OR BELOW AND WOULD HAVE AN

EXTREMELY NEGATIVE EFFECT ON RETENTION AND COMBAT READINESS.

THE SERIOUS DEGRADATION OF SERVICE MORALE THAT WOULD RESULT FROM

IMPLEMENTATION OF THE RULING IS A PARAMOUNT CONCERN. NUMEROUS

INEQUITIES BETWEEN SERVICE MEMBERS WOULD RESULT FROM IMPLEMENTING

THE INTERNAL REVENUE SERVICE RULING. FOR EXAMPLE, SERVICE

MEMBERS ASSIGNED TO GOVERNMENT QUARTERS OR LEASED HOUSING WOULD

Nor EXPERIENCE A CORRESPONDING PAY REDUCTION. THUS, THE "LUCK OF

THE DRAW" IN ASSIGNMENTS WOULD HAVE AN EVEN GREATER IMPACT ON

QUALITY OF LIFE THAN ALREADY EXISTS. SERVICE MEMBERS ARE ALREADY

SUJECT TO INVOLUNTARY REASSIGNMENTS WITHOUT EMPLOYER PAYMENT OF

HOME PURCHASING OR SELLING COSTS. THEIR FINANCIAL SITUATION

WOILD BE EXA('ERBATFD BY THE RULING. ADDING THESE IMPACTS TO THE

A. RFADY EXTRAOPDINARY DEMANDS SERVICE LIFE IMPOSES ON MILITARY
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FAMILIE'-S COULD VERY WELL BE THE PROVERBIAL "STRAW" THAT BROKE THE

CAMELS BACK, [FADING TO ANOTHER "HEMORRHAGE OF TALENT" WITH EVEN

MOPF DEBILITATING EFFECTS THAN WAS EXPERIENCED BY ALL. OF THE

SERVICES IN FY 1978 AND 1979. THE SIGNIFICANT DIFFERENCE TODAY

IS THAT THE SERVICES NO LONGER HAVE THE "SAFETY NET" OF HIGHLY

QUALIFIED AND EXPERIENCED NCOS AND OFFICERS STILL AVAILABLE FROM

THE VIFTNAM DRAW DOWN TO FILL IN THE GAPS.

THE IRS RULING WOULD CONSTITUTE A MAJOR CHANGE TO MILITARY

COMPENSATION. THE TAX EXEMPT STATUS OF MILITARY ALLOWANCES WAS

ESTABLISHED BY LEGISLATIVE ACTION, AFFIRMED BY A SUPREME COURT

DECISION (JONES V. U.S.) IN 1925 AND HAS BEEN SUoORTED BY

CONGRESS EVER SINCE.

IN FACT, CONGRESS USES TAX ADVANTAGE TO COMPUTE LEVELS OF

MILITARY PAY AND HAS INCLUDED THE TAX ADVANTAGE ASSOCIATED WITH

TAX-FREE ALLOWANCES IN THE LAW WHICH DEFINES REGULAR MILITARY

COMPENSATION (SECTION 101(25) OF TITLE 37 UNITED STATES CODE.)

THE PROPOSED IRS RULING IS A VERY BAD DECISION FROM A BUDGET

STAtEDPOINT. THE TREASURY DEPARTMENT COULD COLLECT ABOUT $300

MILLION PEP YEAR IN INCREASED TAXES. ALTHOUGH IT WOULD BE

POSSIBLE TO CONSTRUCT NEW FAMILY HOUSING OR TO RAISE COMPENSATION

LEVELS TO AMELIORATE THIS IMPACTS ON MILITARY PEOPLE NEITHER IS A

VIABLE OPTION. NEW HOUSING CONSTRUCTION WOULD BE INORDINATELY

EXPESIVF NND MORE THAN LIKELY BE PRECLUDED BY THE FISCAL

CONSTPAINfS IMPOSED BY THE BALANCED BUDGET AN) EMERGENCY DEFICIT

CONTROL ACF OF 1985 (PL 99-177).

THE ALTERNATIVE OF RAISING COMPENSATION ALSO PRESENTS EQUALLY
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COMPELLING FISCAL REASONS FOP NOT PUIRSLUING IT. TO OFFSET THE

ADVERSE RETENTION IMPACTS, THE DEFENSE DEPARTMENT WOULD HAVE TO

SPEND ANYWHERE FROM $1.1 BILLION TO S3 BILLION DEPENDING ON

WHETHER A TARGETED OR ACROSS-THE-BOARD RAISE WAS CONSIDERED

NECESSARY. NEITHER ALTERNATIVE WOULD BE A PRUDENT EXPENDITURE OF

APPROPRIATED FUNDS GIVEN THE EXTRAORDINARY ACTIONS BEING TAKEN TO

ELIMINATE THE BUDGET DEFICIT.

ON TWO OCCASIONS THE SENATE HAS ACTED TO PROHIBIT IRS FROM

IMPLEMENTING ITS RULING. FIRST, THE SENATE VERSION OF THE FY

1985 DEFENSE AUTHORIZATION BILL CONTAINED AN AMENDMENT SPONSORED

Bf SENATOR JOHN WARNER (R-VA) PERMANENTLY BLOCKING IRS 83-3.

HOWEVER, IT WAS DELETED IN CONFERENCE WITH THE HOUSE BASED ON A

POTENTIAL JURISDICTIONAL DISPUTE WITH THE HOUSE WAYS AND MEANS

COMMITTEE, THE OVERSIGHT COMMITTEE FOR TAX ISSUES.

LATER, SENATOR WILLIAM ARMSTRONG (R-COLO.)-SUCCESSFULLY SPONSORED

A "SENSE OF THE SENArE" RESOLUTION OPPOSING IMPLEMENTATION OF THE

RULING. BASED PRIMARILY ON THIS ACTION, THE TREASURY DEPARTMENT

AGREED NOT TO IMPOSE THE RULING AT LEAST UNTIL FEDERAL INCOME TAX

RETUPrJS FOR 1987 ARE FILED.

DURING THE 99TH CONGRESS, TWO FAVORABLE DEVELOPMENTS OCCURRED

WHICH MILITrATE FOR FAVORABLE ACTION BY THE SENATE:

o THE JURISDICTIONAL PROBLEM, WHICH EXISTED IN PREVIOUS YEARS,

IS OBVIATED BECAUSE THE HOUSE WAYS AND MEANS COMMITTEE, HAS

INCLUDED THE NECESSARY LANGUAGE IN THE TAX REFORM ACT OF 1985;

- AND,
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THE DEFENSE DEPARTMENT RECEIVED CLEARANCE FROM THE OFFICE OF

MANAGEMENT AND BUDGET AND ON OCTOBER 21, 1985 RENDERED A

REPORT SUPPORTING ENACTMENT OF S.1595. THAT BILL WOULD

ACCOMPLISH THE SAME OBJECTIVES AS SECTION 144 OF HR 3838 AND

IS DESIGNED TO "PREVENT THE IMPLEMENTATION OF REVENUE RULING

33-3."

IN CONCLUSION, WE STRONGLY RECOMMEND THAT THIS COMMITTEE

FAVORABLY CONSIDER SECTION 144 OF HR 3838 AS PASSED BY THE HOUSE

AND THUS PRESERVE THE STATUS QUO. THr EXISTING TAX TREATMENT OF

MILITARY HOUSING ALLOWANCES HAS SERVED SERVICE-MEMBERS AND THE

NATION EXTREMELY WELL FOR DECADES. A CHANGE WOULD BE CLEARLY

DISADVANTAGEOUS FROM AT LEAST THREE PERSPECTIVES: MORALE,

NATIONAL SECURITY AND BUDGETARY IMPACT.
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February 6, 1986

Attn: Betty Scott-Boom
The Honorable Robert Packwood
Chairman, Senate Committee on Finance
219 Russell Senate Office Bldg.
Washington, D.C. 20510

Dear Senator Packwood:

and
and
and

The House-passed version of tax reform is anti-growth
anti-jobs. I urge the Senate to set aside reform for now.
turn its attention to the nation's twin-deficits -- spending
trade.

Sincerely,

ROTO HAMMER COMPANY, INC

Max L. Cardwell
President

MLC/kb

cc: Senator David Boren
Senator Donald Nickles

V~~~~i'M ! .-IA ,!C ,, E1 0 A H () T H AM % 1W

2804 West 401h Street
Tulsa, Oklahoma 74107

P 0. Box 9308
Tulsa, Oklahoma 74157

Telex,. 79-6426
Phone (918) 446-3506
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DRAFT

KEITH J. RUDOLF

Statement Submitted to the Senate Finance Committee
regarding

Taxation of United States Shareholders
I in

Foreign Investment Companies

February 1986

My name is Keith Rudolf. I am a partner in the firm of

Stein Roe & Farnham, which is one of the leading investment

advisory firms in the nation, headquartered in Chicago. Our

frm manages portfolios of U.S. stocks and bonds which total

more than $10 billion for a wide variety of individual and

institutional investors, virtually all of whom are U.S.

persons.

Joint Venture -- Foreign Investment Company

Stein Roe has recently formed, after several years of

preparatory work, a joint venture with a London-based

investment firm, a private Swiss bank, and a major Japanese

bank. This joint venture, of which I am a managing

director, was formed for the purpose of sponsoring and

managing a foreign investment company of just the sort which

would be adversely affected by the enactment of the change

in treatment of foreign investment companies contained in

section 625 of H.R. 3838.

60-412 0 - 86 - 44
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The House Provision Would Kill the Venture --
It Came As A Great Surprise

The change proposed in the House bill will make it

difficult, if not impossible, for our joint venture to suc-

ceed. And this proposed change came without warning; it was

not in the Treasury's proposals for tax reform, nor in the

President's. No testimony was heard by the Ways & Means

Committee on this topic. It was not until the Ways & Means

Committee went into closed session in late September that

the proposed change appeared. Thus, after years of

planning, hard work, and the expenditure of substantial

sums, we discovered that what we had thought would be a

sound business venture was suddenly and critically

threatened--and without any opportunity for comment or

discussion with our elected representatives.

The Joint Venture Will Enhance American Competitiveness
Abroad and Stimulate U.S. Economic Growth -- Thereforec the
Senate Finance Committee Should Not Include Any Provision
Dealing With Foreign Investment Companies In Its Bill

It is our firm conviction at Stein Roe that our

proposed foreign investment company--if not prohibited by

some change such as that in the House bill--will enhance

American competitiveness in the world economy and will

promote our nation's economic growth. Therefore, we are

submitting this statement in the hope and expectation that

this Committee will wisely decide not to include any pro-

vision dealing with foreign investment companies in its
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version of a tax reform bill. We trust that this Committee

will conclude that tax reform does not consist merely of

making changes in the Internal Revenue Code which, in the

abstract (and without study or consideration), may satisfy

someone's esoteric concept of "tax correctness." Rather, we

hope that this Committee will look at this proposal in the

context of the real world of competitive international

markets as they exist today.

At a time when American efforts to expand effectively

into international markets on a competitive basis should be

assisted and encouraged, especially in areas where we have

the prospect of capturing new markets, the proposed treat-

ment of foreign investment companies contained in the House

bill will have just the opposite effect--it will seriously

impede those efforts, if it does not stop them dead in their

tracks. Therefore, we earnestly urge this Committee to

leave untouched the present law relating to foreign invest-

ment companies.

The Proposed Joint Venture Is A Good Case Study of the
Specific Harm Which the House Provision Would Cause

Let me be more specific. Our firm, and the joint

venture in which we are a participant, provide an excellent

"case study" of the negative effects which would flow from

the enactment of the proposed change in taxation of foreign

investment companies--and by extension, the negative effects
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which enactment would have on the cost of capital to U.S.

businesses, and the efforts of U.S. investment firms to

expand their services abroad.

For all of its more than fifty years in business, Stein

Roe has been an exclusively domestic firm--dealing only with

U.S. investors, and investing the assets which those clients

have placed under our supervision almost exclusively in U.S.

securities.

However, with the rapidly increasing "internation-

alization" of financial markets over the past few years,

interest by foreign investors in owning U.S. securities has

increased dramatically, as has interest by U.S. investors in

participating in foreign securities markets. The benefits

to investors of international diversification of their port-

folios has been well documented in academic literature and

in actual experience.

The benefit to our nation's economy from the influx of

foreign investment capital to our stock and bond markets,

reducing the cost of capital to domestic firms, has also

been widely publicized. Interestingly, the Staff of the

Joint Committee on Taxation has concluded that H.R. 3838

will probably reduce foreign investment in U.S. corporate

assets. But such investment helps to reduce interest rates,

and that promotes expansion of domestic business and job
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creation. Prominent economists testifying before this

Committee at these very hearings have forcefully confirmed

these conclusions. Further; a reduction of interest rates

would help reduce our balance of payments deficit by

reducing interest payments to foreigners on our large

external debt. This, in turn, would help reduce the value

of the dollar with respect to other currencies, which is

vital to promoting U.S. exports. Finally, the entry into

foreign markets of U.S. financial services providers such as

Stein Roe creates an export of U.S. services which, itself,

helps reduce the balance of payments deficit. Does it make

sense even to consider, in the name of "tax reform," changes

in the Code which, at this time in our nation's struggle

with foreign economic competition, serve to shackle our

industry?

To ask the question is to answer it. It is patently

clear that, in this increasingly international market for

investments and investment services, American firms such as

Stein Roe must expand their horizons if they are to continue

to grow and prosper. But in the investment business, as in

any other service which is built on specialized expertise,

trust, confidence and reputation, expanding into a new

market is not so simple a matter as opening a new office in

a new location and waiting- for the customers to present

themselves.
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For an American firm to attempt to develop by itself an

expertise in foreign securities markets is a difficult task

-- one which our firm once attempted but quickly abandoned

several years ago. Likewise, attracting foreign clients to

invest in U.S. securities, without having an established

reputation in foreign financial circles, is also a difficult

task.

Our creation of a joint venture with several foreign

investment institutions is an attempt to overcome those

difficulties--giving our domestic firm an international

exposure and an international investment capability, at a

much lower cost and with lower business risk than if we were

to attempt to expand directly and alone into foreign

markets. Under present United States tax law, this under-

taking is entirely consonant with the laws and practices of

the United Kingdom, Switzerland, and J&pan--the home

countries of our joint venture partners. These countries

consider it wise policy not to penalize their residents who

expand into international markets.

What our firm brings to the joint venture, aside from

its investment expertise in U.S. securities markets, is its

base of U.S. investor-clients--and it is that base of

clients which most interests our foreign partners. Enact-

ment of the foreign investment company provisions of the
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Code proposed in section 625 of II.R. 3838 would eliminate

the possibility of attracting any such U.S. investors.

Consequently, new investment of this type in the United

States would dry up.

In short, the proposed change in the taxation of

foreign investment companies would make it impossible for us

to induce any U.S. investor to purchase shares in the

company we have created--since -the proposal would actually

place such investments at a tax disadvantage in comparison

with other investment alternatives, both domestic and

foreign. Not only would U.S. investors in foreign invest-

ment companies be taxed on income they haven't received, but

they would also be denied the capital gains treatment

accorded investors in a domestic regulated investment

company on capital gains earned by the company's invest-

ments.

If Stein Roe is unable to deliver U.S. investors to thc

joint venture, the future of the venture and the future of

our effort to expand our firm's services internationally

would be effectively frustrated.
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The Tax Theory Underlying the youse Bill Provision Relating
to Foreign Investment Companies is Defective -- It Violates
the wAbility To Pay" Principle

To the extent that it is at all germane to consider at

this time* the technical rationale for the proposed changes-

in the House bill, we believe the tax theory which underlies

the proposal is defective in that it violates a long-

standing principle of federal income taxation--the "ability

to pay" principle--by requiring the investor to pay a tax on

income which he has not received. Exceptions to that prin-

ciple have appropriately been made in those situations (for

example, foreign personal holding companies) where it is

clear that the shareholder is utilizing the corporation to

defer taxation of income which is in fact within his

control. However, the current proposal would extend such

taxation to the investor in a majority foreign-owned invest-

ment company--a situation where not only has the investor

not received any income on which he should be taxed, but

also does not have sufficient control, even acting in

concert with other U.S. investors, to compel the payment to

him of a dividend. Such an extension of the doctrine of

We repeat, the economic health of Americans competing
in foreign markets is much more vital to the Natic-i's
welfare at this time than is a nicety in tax refo. 4 --
even if the House bill provision were conceptually
well-founded.
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"constructive receipt" is both surprising and troubling (if

not actually unconstitutional).

Proposed Changes Raise Difficult Administrative Problems
Which May Make It Unworkable

In many cases the proposed changes would be very

difficult to administer, as the investor would need to be

able to compute his proportionate share each year of the

earnings and profits of the foreign investment company. In

many situations, the information necessary to do so may be

altogether unavailable or, if available, presented on a

basis insufficient to satisfy Internal Revenue Service

rules.

Conclusion -- The Finance Committee Should Not Change the
Present Law Relating to Foreign Investment Companies

The foregoing discussion merely suggests some of the

difficult problems created by the new foreign investment

company provision contained in section 625 of the House

bill. A complex issue such as this deserves extensive

hearings, thoughtful analysis, and then careful drafting to

avoid unfairness and damage to American competitiveness

abroad. None of this has been done.

In summary, we believe the House bill's provision (1)

is ill-conceived from a tax theory and administration stand-

point, (2) would have a very negative impact on U.S. invest-

ment firms such as ours in their efforts to export their
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services, and (3) would also have a negative influence on

the importation of foreign investors' capital to U.S. secur-

ities markets.

Accordingly, we respectfully and earnestly submit that

section 625 of the House bill should not be included in any

tax reform legislation recommended by this Committee.
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ST OLAF COLLEGE NORTHFIELD, MINNESOTA 55057
OsE OF THE PREStDoer

(507) 663 3000

February 18, 1986

Dear Member of the Senate Finance Committee:

As an administrator of a non-profit educational institution, I am alarmed

by several key provisions of H.R. 3838 (The Tax Reform Act 1985) recently

passed by the U.S. House of Representatives and being considered by the

U.S. Senate.

While I support the concept of tax reform, some of the bill's provisions

concerning the pension plans of non-profit institutions would have a detri-

mental Impact on thousands of such institutions throughout the country,

including St. Olaf College. Many staff members depend on the system of

fully funded and immediately vested retirement benefits provided by the

Teachers Insurance and Annuity Association - College Retirement Equities

Fund (TIAA-CREF). That organization is a pooling of pension funds for

these staff members. TIAA-CREF has provided such benefits to educational,

research and other non-profit organizations for more than 65 years. The

benefit plans for these institutions will be severly disrupted if the

Senate does not change key features of the bill regarding TIAA-CREF.

The first provision of H.R. 3838 I'm concerned about is Section 1012,

which penalizes educational institutions through taxation of pension funds

held by TIAA-CREF. Taxing TIAA-CREF Plans alone, and not those of for-

profit corporations, unions and governments not only would be highly

discriminatory, it would be a direct contradiction of long-standing public

policy, which has traditionally supported the nontaxability of employer-
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sponsored pension plans.

Section 1102 of the House bill would also impose a new lower limit of

$7,000 on employee salary reduction contributions to retirement and tax-

deferred annuity plans. The new limit severly restricts an individual's

ability to save additional amounts for retirement. I ask that this

provision be amended so that required employee retirement plan contributions

made via salary reduction are not included in the $7,000 limit.

Section 1101 reduces an individual's maximum $2,000 contribution to an

Individual Retirement Account by one dollar for each dollar contributed on

a salary reduction basis to a 403(b) annuity. In practice, this provision

would effectively eliminate the use of an IRA because individuals who make

any IRA contributions would be limited to a combined maximum IRA and salary

reduction contributiun of $2,000. This could even hamper participation in

an employer's retirement plan.

Section 1123 of the bill requires that a 15% penalty tax be assessed against

withdrawals from tax-deferred annuity accumulations resulting from contri-

butions made before December 31, 1985, unless the individual making the

withdrawals is over age 59 , becomes disabled, or dies. One of the most

unfortunate consequences of the 15% tax penalty is that it acts as a

regressive tax on employees in lower tax brackets. These employees would

lose a proportionately higher share of their funds, should they have to pay

this penalty tax, than would an individual in a higher tax bracket, since

the higher tax bracket individuals receive a greater percentage rate

decreases under the tax reform bill than do those in lower brackets.

H.R. 3838 would also impose severe administrative burdens. I refer

specifically to Section 1113 of the bill, requiring pension plans of certain
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non-profit employers to periodically satisfy nondiscrimination requirements.

The imposition of plan design and participation rules on the pension plans

of non-profit organizations, would require additional expenditures for

legal and actuarial counsel, for internal administration, and possibly

for plan design changes in order to demonstrate compliance with the rules

on a periodic basis. Institutions would be burdened with this added cost

even though there is no evidence that any significant problem of pension

discrimination against lower paid employees exists, either with respect

to coverage or level of benefits.

Accordingly, I do not believe that the U.S. Senate should enact these pro-

visions of H.R. 3838 because of their significant detrimental impact on

the pension plans and tax-deferred annuity arrangements used by the edu-

cational community. I urge you to correct these flaws in the bill before

it reaches a vote, or to remove the entire pension topic from the Tax Reform

Act and consider it at a later time.

Thank you for your consideration of these important issues.

Sincerely yours,

Melvin D. George
President

KDG:ss
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Statement oE

Phillip C. England

Vice President, Tax

Sea-Land Corporation

To The

United States Senate

Committee on Finance

Discussing

Tax Reform and the

United States Shipping Industry

February 14, 1986
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On behalf of Sea-Land CorporatLon ('Se&-Land), I would like to

thank the Committee for the opportunity to comment on the

importance of tax policy to the international competitiveness of

the United States shipping industry.

Sea-Land is a major United States container transportation and

trade service company. We use 61 container ships of both U.S.

an] foreign registry and over 100,000 containers to form a

worldwide network oE assets serving 76 ports in 64 countrLes and

territories around the world.
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Tax Policy For U. S. Shipping

As the Committee returns to its consideration of tax reform, I

would begin my comments by reiterating a concern expressed in my

testimony last autumn; that is, whether Congress is willing to

maintain a tax environment that will allow U. S. shipping

companies to remain competitive in international commerce?

Failure to adequately consider the international competitive

ramifications of our tax system could result in the further

shrinking of the U. S.-flag and U. S. controlled foreign-flag

fleets, the loss of U. S. maritime jobs, and higher freight

payments to foreign-owned shipping companies by American

importers and exporters.

The key to the ability of U. S. shipping companies to compete in

international commerce is cost competitiveness. In the highly

competitive international shipping business, this means that

U. S. owned companies in head-to-head competition with foreign

operators must achieve cost competitiveness in every phase of

operation, including tax costs. This is especially true today

with the shipping industry in the throes of a worldwide

depression as a result of severe overcapacity. in comparing the

United States' system of maritime aids with those of .mpeting

seafaring nations it should be remembered that the mix of

supports provided by each nation differs, combining direct

subsidies and other aids with tax incentives in varying degrees.
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Therefore, it is not always possible to make direct comparisons

of the tax systems of competing seafaring nations.

Ocean shipping is among the most capital intensive businesses in

the world. The three issues of greatest concern to Sea-Land,

therefore, all affect the cost of capital. Those issues are as

follows: (1) proposed changes in the capital recovery

provisions, i.e., the proposal to repeal the investment tax

credit (rTC) and to increase the number of years over which the

cost of vessels and other property may be recovered for tax

purposes; (2) to repeal the snipping reinvestment provisions of

Subpart F of the Internal Revenue Code; and (3) to change the

rules affecting the Capital Construction Fund. My testimony will

concentrate on these issues.

Capital Cost Recovery Provisions

The House tax reform bill, H.R. 3838, would replace the

Accelerated Cost Recovery System ([ACRS') with the Incentive

Depreciation System ('IDS'). Under IDS, assets would be grouped

into ten classes based on class lives assigned under the Asset

Depreciation Range (CADR') system, which preceded ACRS. Under

lAttachment I contains materials from Maritime Subsidies,
prepared by the U. S. Department of Transportation, Maritime
Administration, in 1983. It summarizes tax and other maritime
aids available in Japan, Taiwan, Germany, the United Kingdom,
Singapore and Hong Kong. It has been updated by Sea-Land.
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IDS, vessels are assigned to Class 6, with the cost of a vessel

recoverable over a sixteen year period. If inflation exceeds

f ive percent, an inflation adjustment would be made in the

asset's undeprecLated basis to reflect one-half the inflation

rate in excess of five percent. This compares with the current

five year recovery period under ACRS, further improved by the

effect of ITC.

Even considering the proposed reduction in the corpurate tax rate

from 46 percent under current law to 36 percent under H.R. 3838,

this proposal would increase the taxes applicable to U. S.

shipping companies, which would result in a commensurate rise in

their cost of capital whiLe generating an insignificant amount of

revenue for the U.S. Treasury. The critical question, however,

Is how IDS compares with the capital cost recovery systems

applicable to foreign competitors of U. S. shipping companies in

international commerce. Based on information provided by the

Maritime Administration, U. X. and West German law provide that

the cost of vessels may be recovered under a 25 percent declining
2

balance method. Under this system, the first year capital

recovery allowance is 25 percent of cost, with subsequent years

allowances being based on 25 percent of the declining balance

2
1d.
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of unrecovered cost. West German law also allows taxpayers to

elect to recover 40 percent of the cost of a vessel in the first

year, w th the remainder recoverable over 12 to 14 years on a
3

straight-line basis. In Hong Kong, owners of vessels may

recover 55 percent of the cost of a vessel in the first year,

with the remainder recoverable on a 10 percent declining balance

method.

Based on our calculations, over the first five years of ownership

vessel owners in the U. K., West Germany, and Hong Kong can

deduct approximately 150 percent in capital ?ecovery deductions

of the amount that U. S. owners could deduct under IDS Class 6

(Attachment II - Sample Capital Recovery Calculation). To allow

U. S. shipping companies to remain competitive with foreign

companies would require that vessels used in international

commerce be placed in IDS Class 3. in Class 3 asset costs are

recovered over a seven year life. If vessels used in

international commerce are not placed in IDS Class 3, U. S.

3
Other examples are contained in Attachment I, Maritime

Subsidies.
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shipping companies w111 have a significantly higher cost of

capital than foreign companies with which they compete. As

discussed more fjlly below, most foreign flag vessels operate in

a nearly tax free environment.

Subpart F Shipping Reinvestment Provision

Prior to enactment of the Tax Reduction Act of 1975, the income

of foreign shipping subsidiaries of U. S. companies was taxed

similarly to other foreign subsidiaries of U. S. corporations,

i.e., U. S. taxation was deferred until earnings were repatriated

unless such earnings were derived from dealings with affiliated

companies. However, the 1975 Act changed the rule for shipping

companies by providing for immediate U. S. taxation of unremitted

earnings unless they were reinvested in shipping assets. In this

regard U. S. shipping companies have been treated more harshly

than other types of U. S. business which generally have the

ability to avail themselves of the economies of foreign

operations, including lower labor costs, and defer cur.:ent U. S.
5

taxation. H.R. 3838 would go even further and repeal the

4
As noted earlier, the capital cost recovery rules in many

countries are not directly comparable with those of the United
States, the U. K. and Hong Kong. Some governments choose to
promote the shipping industry through direct government subsidies
le.g., Attachment I, at iii), while others exempt income earned
outside the home country fcom taxation, as in the case of
Singapore, Panama and Liberia.

5
U.S. flag carriers are required by law to employ U.S. citizens

to man their vessels, and to comply with generally more stringent
safety standards than their foreign competitors.
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shipping reinvestment deferral. This would be particularly -

detrimental to the competitiveness of U.S. owned foreign-flag

feederships operating in a foreign-to-foreign environment in

direct competition with foreign owned foreign-flag vessels whose

operations are not taxed by any government.

While expanding the definition of subpart F income to include

shipping income in the 1975 Act, congress recognized that U. S.

shipping companies could not compete if they had to pay for their

vessels in after-tax earnings while their competitors could

operate essentially tax freg. In attempting to balance the

equities, the report of the House Committee of Ways and Means in

1975 stated as follows:

However, your committee recognizes that the
competitive nature of shipping operations makes it
difficult to impose taxes on the profits of the
foreign flag fleets of U. S. persons so long as the
foreign flag fleets of other nations are not subject
to any significant taxes. The interests of the
United States are best served if we have a
significant U. S.-owned maritime fleet. To assume
and maintain this status: lar-ge amounts of capital
are necessary. . . Your committee's bill, therefore,
provides that the income of foreign corporations
controlled by U. S. shareholders will be currently
taxed, but only to the extent that it is not
reinvested in qualified shipping assets.

6

6
Report of the House Committee on Ways and Means on H.R. 17488,

Energy Tax and Individual Relief Bill of 1974, No. 93-1502, 93rd
Cong. 2d Sess. pp. 135-139.
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The conclusion drawn by the Committee, essentially that the U. S.

owned foreign-flag fleet cannot compete if its earnings are

sab)ect to immediate U. S. taxation while the earnings of its

foreign owned competition is not, is just as vaILd today as it

was ten years ago. If the national defense and economic

interests- of the United States are still best served by having a

si-nificant U. S. owned maritime fleet. then repeal of the

subpaft F shipping reinvestment provision clearly does not serve

U. S. interests.

Sea-Land's fleet contains both U.S.-flag and foreign-flag

containerships. The foreign-flag vessels are used primarily in

foreign-to-foreign feeder operations, which collect cargo from

smaller ports and transport it to ma]or foreign ports served by

Sea-Land's large U. S.-flag vessels. The foreign-to-foreign

environment in which the foreign feeder vessels operate is

economically closed to U. S.-flag vessels as a result of their

higher labor and capital costs. The ability of U.S. carriers to

compete in this foreign-to-foreign environment with foreign-flag

feederships directly contributes to the strength and

competitiveness of the U.S.-flag fleet in U.S. foreign

commerce. The repeal of tax deferral through subpart F
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reinvestment would clearly weaken Sea-Land's and other U. S.

container shipping companies' ability to compete against foreign

owned competitors. in the end, therefore, subpart F reinvestment

in containerships in foreign-to-foreign commerce results in more

jous for U. S. seamen in U.S. foreign commerce.

Based on the points made above, and the fact that repeal likely

would result in little or no additional revenue to the Treasury,

especially in the current economic climate for shipping, Sea-Land

strongly opposes repeal of the subpart F reinvestment provision.

The Capital Construction Fund Progran

One of the cornerstones of U. S. maritime policy is the Capital

Construction Fund provision of Section 607 of the Merchant Marine

Act of 1936, as amended (UCCF ). Under this program, taxpayers

are allowed to defer taxation on deposits into a CCF. When funds

are withdrawn to purchase or construct a vessel or related asset

in the U.S., the taxpayer's basis in the asset is reduced,

thereby reducing depreciation deductions that would otherwise

have been available if CCF funds had not been used to finance the

acquisition.

The CCF program is one of tax deferral, not tax exemption as

intimated in the President's Tax Proposal, which called for the
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repeal of the CCF program. Therefore, the amount of taxes

payable by taxpayers it lsi, ng a CCF for vessel construction is

same over time, with or without the CCF program. The

difference is that with a CCF, c iatal for assets essential to

,-)per at ionz nay Mot- ri dlIy accumulated, i.e. , on a tax

Jelerrel t)as15.

T.i o CCF program also provides 1.S. maritime jobs. Sea-Land is

currently L tqg the program to ba t]d three containerships at Bay

Sni )hD1),J, n Corporation in Wisconsin costing $190 million. This

contract alone o s directl responsible fur the employment .f

hun lrds if ; .P ple In the shipyar I and I n plants of material

3pj pl ier in a number of states.

H . . 3838 would retain the CCF program but would add certain

rest ict rons. These restrictions include a ten-year limit on use

,t deposits an] additional penalties for u onqualified

it r a als. 4.R. 3838 would also codify the CCF provisions in

the Inr rnal Rcvenue Code an! require that the Secretaries of

Transportation and Commerce certify to the Secretary of the

Treasury that monies in CCFs are appropriate for vessel

construction requirements of fundholders.
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In our vIew, these additional requirements are unnecessary and

redundant. For instance, the ten-year time limit on using funds

may be too short. This Ls best illustrated by the present

circumstances of the shipping industry with overcapacity of

nearly every class of vessel in every trade. While this

condition may last several years, rt in no way invalidates the

eventual need to build new vessels. It may, however, affect the

timing of their construction. Therefre, at minimum, flexibility

should be added in this area.

In view of the success of the CCF program and the minimal cost to

the Treasury of maintaining current rules (estimated at

approximately $5 million annually), we urge that current law be

retained unchanged. If current law is to be changed, we jrge

t1iat such changes not be retroactive in effect nor be

predjudicial to the taxpayers who have supported this program in

the past, and we believe the legislation which terminated

Domestic International Sales Corporations was fair in this regard.

Other Issues

Highlighted below are other issues of concern to Sea-Land.

Transition Rules and Effective Dates

As with other businesses, Sea-Land is severely handicapped in

making business decisions by the lack of a clear effective
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late tor the tax legislation currently being considered.

This lack of cc rtainty is - immobilizing. We advocate,

therefore, that the House and Senate agree now on January 1,

1987 as the effective date for any tax legislation that may

be passel.

We further alv,ocite that this agreement make clear the

transition rIles and dates that w11 apply. We believe that

tie tipe of transition rules contained in H.R. 3838 are fair,

h, t .pla e in service' dates shou Id be adj ousted to reflect

t i ne& overall effective late for the legislation of

January 1, 19 B7.

Sour Rules Fo; Transportat ion noome

3.8. 338 1J), dee that r7,,nt of a vessel's revenues

f rn a voyage rot a ttrtt aIe to U. S. sou rces where one

port is a . S, port anI the other is a foreiqn port . This

I * .; A ni! 1icant departure frmm internal i)naI norms ref i cted

in cLrren '2. . r 1., I.e., source now be ng determined

as -1 or , tme v osel 3 c , 1jaII'i spends I n . . waters as

a f r a ctin f th prn' i re V,-/age r. 'hi orpoi P AI Inv It-s

r-t al Lit i)fn fr m the V ry c0untrI s it Is 3 ined at

inf Ijencin], a smail numt r )f d ev ]oping -)unt r e in hsia

t1i1t -urtt-ntl; ims, gr)s .- r-c.i ts -s. -ins-X only a small
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number of vessels owned by residents of these countries call

in U. S. ports, the U. S. would gain little leverage over

them by adopting such a rale. We, therefore, support current

rules for sourcing transportation .ncome.

Reciprocal Exemption

H.R. 3838 proposes that for foreign corporations earning U.S.

source shipping income the reciprocal exemption from U. S.

tax contained in section 883 of the Code be based upon the

residence of the ultimate shareholders of the entity, rather

than the longstanding practice of looking to the country of a

vessel's registry. If the shareholder does not meet the

reciprocal exemption test because his country of residence

does not have a reciprocal exemption with the U. S., then 50

percent of a vessel's revenues from a voyage to a U. S. port

would be subject to a four percent gross receipts tax. Under

the bill the tax is imposed on U. S. source income of foreign

persons derived from the use or hiring (or leasing for use)

of any vessel, and is to be withheld by the person, U. S. or

foreign, that controls the payment of income to the foreign

person.
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We believe that, practically speaking, this rule could not be

administered. Even in the most straightforward vessel chartering

situation the identity of the ultimate owners of the corporation

owning the vessel may not be known. Often two or more levels of

charter are involved with respect to a single vessel, with the

identity of the ultimate owners of the corporations which own arid

charter the vessels shielded by several tiers of corporations.

Therefore, we support maintaining the current rules which refer

to a vessels' country of registry for purposes of determining the

application of the reciprocal exemption.

Conclusion

As stated earlier, the key to the ability of U. S. shipping

companies to compete in international commerce is cost

competitiveness. For capital intensive U. S. shipping companies

this means maintaining a tax environment that allows U. S.

companies to compete with foreign competitors. We believe that

the adoption of the positions advocated by Sea-Land would provide

U.S. shipping companies with a competitive tax environment, and

respectfully urge that your committee adopt them.

bh -0103 T
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ArTACHMENT I

MARITIME INCENTIVES

I. UNITED KINGDOM

Tax Incentives

0 Capital Recovery:

0 First year allowance - Currently 50 percent.
(Being reduced gradually and to be phased out for
expenditures incurred after April 1, 1986).

Annual capital recovery allowance - 25 percent per
year calculated on a declining balance basis over
a four year life.

Shipping companies generally exempt from
anti-avoidance of tax provision.

Capital gains tax deferred if proceeds of sale of
vessels is reinvested in new assets to be used in
the same business within specified time limits.

Special benefits under value added tax.

Other Incentives

Government guarantees of principal and interest on
loans for new vessels constructed in the U.K.

" Grants to British shipbuilders of up to 20 percent
of the contract price of a vessel.

" Regional incentives in areas of high unemployment.

()
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i1. WEST GERMANY

,Tax Incentives

0 Capital Recovery allowances:

" First year allowance - 40 percent.

" Annual capital recovery allowance - 25 percent per
year on a declining balance method over a 12-14
year life, or on a straight-line basis over the
same period (note only straight-line depreciation
is available if special first year allowance
utilized).

" Tax on profit from the sale of vessels may be
deferred if reinvested within two years in either
a new vessel or major conversion of an existing
vessel. Basis is reduced in the new vessel by the
amount of tax deferred profit.

o Seagoing vessels are exempt from value added tax.

Other Incentives

" Ship construction subsidies may be granted to

German owners ordering vessels in German or
foreign shipyards. Subsidies have been as high as
12.5 percent of vessel cost.

o Credit guarantees are available from certain

coastal states for new commercial vessels built in
local yards, provided certain criteria are met.

" Interest subsidies for the purchase of vessels.

(Ii)
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III. JAPAN

Tax Incentives

Tax free reserve fund for replacement of ships and
shipbuilding equipment.

0 Special depreciation reserve - In addition to

ordinary depreciation a shipping company may claim
additional depreciation of 15 percent of cost for
ocean-going vessels that contribute to the efficiency
of the Japanese merchant marine fleet.

o Special repair reserve - A deductible reserve for

vessel repair may be created.

o Tax on capital gain from the sale of vessels may be

deferred if proceeds are reinvested in new vessels.

Other Incentives

" Scrap and build subsidy program - intended to replace
uneconomical ocean-going vessels. Under this program
Japan's Maritime Credit Corporation participates with
vessel owners in the construction of new vessels In
exchange for a fee. Overall the program results in a
substantially reduced cost of construction.

" Japan Development Bank loans to Japanese shipowners
on favorable terms.

(iIi)
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IV. SINGAPORE

Tax Incentives

Income from
international
Singapore.

transportation services performed
waters are exempt from taxation

Gain on the sale of a Singapore registered vessel is
not subject to tax, and is tax free in the hands of a
shareholder upon distribution as a dividend.

distributed
prof its a re

out of other tax exempt
also not taxable to the

Other Incentives

o Government sponsored financing program. (We are
advised that the rates avail lable under the program
are not competitive, and that the program is
therefore not being utilized currently.)

(iv)

in
in

Dividends
shipping
sha reholde
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V. HONG KON(3

Tax Incent i ves

Low tax rate of 18.5 percent.

Exemption from tax on foreign source income if vessel
rdoes not tra,3e with Horq Kong.

C apital al lowan(-e of 55 per-ent in year one an1 1 0
percentage per year of the remainder Df th-, decliningg
ballance met ho,J.

Other Incentives

None

60-412 0 - 86 - 45
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VI. TAIWAN

Tax Incentives

Low tax rate ot 25 percent.

Four year income tax exemption on income derived from
vessels provided certain requirements are met.
Alternatively accelerated depreciation may be taken
on vessels.

0 A tax credit of 15 percent for locally produced
equipment and 5 percent for imported equipment.

Other Incentives

Construction subsidies on Taiwan registered vessels

constructed in local shipyards.

Subsidized interest government loans.

CLJ:bh-0551R

(vi)
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ATTACHMENT 2

Sample Capital Recovery Calculation
($Doos)

HONG U.S. IDS
U.K. KONG Class 6

Original Cost $100,000 4100,000
Rate of Capital Recovery x 25%* x 55%*
1st Year Deduction $ 25,000 $ 55,000

Balance Year 2 $ 75,000 4 45,000
Rate of Capital Recovery x 25% x 10%*
2nd Year Deduction $ 18,750 4 4,500

Balance Year 3 4 56,250 4 40,500
Rate of Capital Recovery x 25% x 10%
3rd Year Deduction $ 14,060 4 4,050

Balance Year 4 $ 42,188 $ 36,450
Rate of Capital Recovery x 25% x 10%
4th Year Deduction * 10,550 $ 3,645

Balance Year 5 $ 31,640 3 32,805
Rate of Capital Recovery x 25% x 10%
5th Year Deduction 4 7,910 4 3,280

Balance of Basis 23,730 29,524
k

Cumulative Deductions 76.270 70.76

25% Declining balance method.
a 55% first year allowance with balance subject to

Reflects double-declining balance method over 16
Reflects double-declining balance method over 10

$100,000 t100,000
x 12.5%'*' s 28x5%'''
12,500 4 28,500

87,500 $ 71,500
x 12.5% x 28.5
10,938 $ 20,377

76,562 4 51,223
x 12.5% x 28.5%
4 9,570 4 14,570
$ 66,992 4 36,553

x 12.5% x 28.5%
8,374 10,418

4 58,618 $ 26,135
x 12.5% -_3%
7,327 T 8,712

51,291 4 17,423
4g,709 4 82.57 7

ten percent declining balance method.
year life.
years,

CJ-12llc:ch
1/29/86

U.S. IDS
Class 3
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PHONE NO. SOUTHERN BRICK COMPANY
543-3211 A COMPLETE LINE OF QUALITY CLAY PRODUCTS

NINETY SIX. S. C.
29666

February 7, 1986

ATT: Betty Scott-Boom
The Honerable Robert Packwood
Chairman, Senate Committee on Finance
219 Russell Senate Office Building
Washington, DC 20510

Dear Mr. Packwood:

Please let these comments be included in the hearing
records on H.R. 3838.

Tax-reform is not needed at this time. It may be
needed in the future when true reform is addressed.
Gramm-Rudman-Hollings is very significant and should
be allowed to work without the disruption of tax-
reform. Correct the spending excesses, and the trade
deficits and then work hard for true tax reform-NOT NOW.

Sincerely,

Joe H. Patrick, Jr., President
Southern Brick Company
P.O. Box 208
Ninety Six, SC 29666
803-543-3211

JHPjr/sw

CC: Senator Strom Thurmond
Senator Ernest Hollings

All agreements are contingent upon uirikes, accidents frm or other causes of delay beyond our co trol. Q,otazons select to fanqe without notice.
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STATEMENT OF THE SOUTHERN ELECTRIC SYSTEM

TO THE COMMITTEE ON FINANCE

February 7, 1986

The Southern Company is the parent company of four operating

electric utility companies. The operating companies are Alabama Power

Company, Georgia Power Company, Gulf Power Company and Mississippi Power

Company. Together these four operating companies are informally referred

to as the "Southern electric system" and, on a combined basis, serve over

2.9 million retail customers in a 120,000 square mile area consisting of

the major portion of Georgia, central and southern Alabama, northwest

Florida and southeast Mississippi. These four companies have a total

generating capacity of 25,657 megawatts and currently have under

construction a total of 4,900 megawatts of new capaCity.

The Southern electric system supports the need to reform and

simplify 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. In this regard, the Southern electric

system is submitting this testimony in response to the Senate Finance

Committee request for comments on the economic effects of the Tax Reform

Act of 1985 (H.R. 3838) on capital formation.

Under H.R. 3838, internal cash flow to the Southern electric

system would be reduced by about $2.7 billion by the year 1995, and $6.9

billion by the year 2000. The largest contributors to the reduction in
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cash flow are the repeal of the investment tax credit and the elimination

of capital formation incentives under the new proposed tax depreciation

system.

The Southern electric system is located 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 to the expanding

economy of the Southeast, the Southern electric system has projected that

it will require for the period, 1986-1995, about $4.0 billion of

additional debt and equity capital in order to finance needed electrical

facilities.- The loss of internal cash flow under H.R. 3838 would

increase the requirement for additional debt and equity capital to about

$6.7 billion, or a 67.5 percent increase. An increase of 67.5 percent in

capital requirements, obviously, produces a tremendous impediment in

-meeting the future demand for electricity in the Southeastern United

States and would increase the cost of electricity.

The Southern electric system is very concerned about the lack of

any capital formation incentives in H.R. 3838. With respect to the

proposed new incentive depreciation system under H.R. 3838, a

disincentive is provided rather than an incentive for investment in

electric utility property when the impacts of inflation are considered.

1/ While the Southern electric system is pursuing conservation, load
management, solar technology, and cogeneration projects, it is apparent
that, in the long run, these resources will not completely replace the
need for larger central station power plants in order to meet the demand
for electricity in the late 1990's.
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A study by Emil Sunley, of Deloitte Haskins & Sells and former Deputy

Assistant Secretary of the Treasury, demonstrates the severe attrition of

depreciation incentives contained in H.R. 3839. He calculated the real

effective tax rate on electric utility property resulting from H.R.

3838. The real effective tax rate under H.R. 3838, with 5 percent

inflation, would approximate 49.7 percent for a fossil generating plant

and, with 10 percent inflation, would approximate 59.5 percent. As the

statutory corporate rate is 36 percent under H.R. 3838, the calculation

clearly demonstrates the lack of capital formation incentives under H.R.

3838. Indeed, H.R. 3838 provides a disincentive to invest.

We urge the Senate Finance Committee to review carefully the

vital need for capital formation incentives, and to adopt the proposed

capital cost recovery system (CCRS) of tax depreciation which is included

in the President's tax reform 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 is intended

to create a "level playing field" for all 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
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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

recovery periods to produce a real effective tax rate of 18 percent on

the income from new investments in all types of machinery and equipment.

The real effective tax rate on the income from new investment in utility

property under CCRS would be about 22 - 24 percent. Although this is

above the President's target rate of 18 percent, the difference or bias

is much less than the bias that has existed in prior years. Moreover,

the important point is that the President's proposed depreciation system

provides capital formation incentives.

The repeal of the investment tax credit would be particularly

detrimental to the Southern electric system. The credit has provided an

important 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.

If the investment tax credit is repealed, we believe that

reasonable and equitable transitional rules should be provided. The

transitional rules for the repeal of the investment tax credit under H.R.

3838 are reasonable and equitable; therefore, we urge the Senate Finance

Committee to adopt these transitional rules. _

The Southern electric system is concerned with the method in H.R.

3838, for capitalizing construction-period Interest. According to H.R.

3838, construction-period interest would be defined to include any
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interest expense of a taxpayer that could be avoided if construction

expenditures were used to repay indebtedness. This incorrectly assumes

that 100 percent of construction would be financed by means of borrowed

funds. While this assumption may or may not be true with respect to

nonregulated businesses, it can be stated without equivocation that this

would not be 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 construction periods or costs. These rules

recognize that both debt and equity capital is required to finance

construction. 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 Interest which is related to the portion of the construction

project which is financed with debt would be capitalized.

One of the goals of tax reform is to provide a tax system which

does not favor debt financing over equity financing. To partially

achieve this goal, a deduction would be provided for 10 percent of

dividends paid. However, this dividend dedjction would be substantially

nullified by the provisions of H.R. 3838 which require the capitalization

of interest under the avoided cost concept. The avoided cost concept

would, in effect, provide a significant penalty for financing

construction expenditures with equity capital. This result is untenable

in light of the stated goals of tax reform.



1412

-6-

If the avoided cost concept is eventually enacted, the Southern

electric system's internal cash flow for the period, 1986-2000, would be

reduced by about $700 million and electricity costs to our customers

would increase by about $500 million for the same period. This increase

in electricity costs would substantially offset the favorable impact of

the 10 percent dividend paid deduction. This contradiction should be

corrected.

H.R. 3838 provides for a new alternative minimum tax for

corporations. The Southern electric system's main concern relates to the

tax rate of 25 percent. This rate is too high given the fact that the

regular corporate income tax rate would be 36 percent under H.R. 3838.

Because of the narrow difference between 36 percent and 25 percent. the

alternative minimum tax could replace the regular corporate income tax

system during times of financial stress for capital intensive industries

like electric utilities. This result would substantially eliminate

capital formation incentives (specifically accelerated tax depreciation)

during times when such incentives are critically needed. We suggest that

the alternative minimum tax rate be no higher than 15 or 20 percent in

order to avoid the undesirable impact discussed above.

In summary, we urge the Senate Finance Committee to consider

carefully the consequences of repealing any capital formation

incentives. Specifically, we recommend that:

• the President's CCRS tax depreciation system be
adopted;

" the transitional rules under H.R. 3838 relative to
the repeal of the investment tax credit be adopted;
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* the alternative minimum tax rate be no highv.r than
15 or 20 percent; and

• the avoided cost concept in H.R. 3838 relative to the
capitalization of interest be corrected to recognize
equity capital.
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350 Spelman Lane SW * Atlanta, Georgia 30314-4399 * 404/681,3643

Or. Donamd . Stewart

February 17, 1986

SENATE FINANCE COMMITTEE
Senate Committee on Finance
Room SD-219
Senate Dirksen Office Building
Washington, DC 20510

Dear Members of the Senate Finance Committee:

The faculty and staff at Spelman Col-lege support TIAA-CREF's

tax-exempt retirement system and its continuation of the

long-standing tax exemption for pension plan funds for educators.

This program has been and still is a valuable and necessary

retirement plan for personnel in institutions of higher education.

Its continuation is vital to the retirement of both active and

retired personnel all over the country.

We urge very strongly that you support its continuation.

Sincerely,

Donald M. Stewart
President

DMS r

cc: Senator Sam Nunn
Senator Matt Mattingly
Congressman Wyche Fowler
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STATEMENT OF KEITH J. RUDOLF

PARTNER, STEIN ROE & FARNHAM

Regarding Proposed Changes in
Taxation of United States Shareholders

of
Foreign Investment Companies

(H.R. 3838, S 625)

My name is Keith Rudolf. I am a partner in the firm of

Stein Roe & Farnham, which is one of the leading investment

advisory firms in the nation, headquartered in Chicago. Our

firm manages portfolios of U.S. stocks and bonds which total

more than $10 billion for a wide variety of individual and

institutional investors, virtually all of whom are U.S.

persons.

Joint Venture -- Foreign Investment Company

Stein Roe has recently formed, after several years of

preparatory work, a joint venture with a London-based

investment firm, a private Swiss bank, and a major Japanese

bank. This joint venture, of which I am a managing

director, was formed for the purpose of sponsoring and

managing a foreign investment company of just the sort which

would be adversely affected by the enactment of the change

in treatment of foreign investment companies contained in

section 625 of H.R. 3838.
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The foreign investment company we are establishing will

be at least 60 percent owned by foreign nationals, with the

balance of the investors drawn from the United States. The

foreign investment company will invest its assets in a

diversified portfolio including stocks, securities, and

commodities throughout the world. However, a significant

portion of those investments will be made in the United

States, thus drawing substantial additional foreign

investment into this country. In addition, because Stein

Roe will act as an investment advisor to the foreign

investment company, we will be able to expand our financial

services into foreign markets that we have heretofore been

unable to penetrate.

The House Provision Would Kill the Venture --
It Came As A Great Surprise

The change proposed in the House bill will make it

difficult, if not impossible, for our joint venture to suc-

ceed. And this proposed change came without warning; it was

not in the Treasury's proposals for tax reform, nor in the

President's. No testimony was heard by the Ways & Means

Committee on this topic. It was not until the Ways & Means

Committee went into closed session in late September that

the proposed change appeared. Thus, after years of

planning, hard work, and the expenditure of substantial
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sums, we discovered that what we had thought would be a

sound business venture was suddenly and critically

threatened--and without any opportunity for comment or

discussion with our elected representatives.

The Joint Venture Will Enhance American Competitiveness
Abroad and Stimulate U.S. Economic Growth -- Therefore, the
Senate Finance Committee Should Not Include Any Provision
Dealing With Foreign Investment Companies In Its Bill

It is our firm conviction at Stein Roe that our foreign

investment company--if not prohibited by some change such as

that in the House bill--will enhance American

competitiveness in the world economy anJ will promote our

nation's economic growth. Therefore, we are submitting this

statement in the hope and expectation that this Committee

will wisely decide not to include any provision dealing with

foreign investment companies in its version of a tax reform

bill. We trust that this Committee will conclude that tax

reform does not consist merely of making changes in the

Internal Revenue Code which, in the abstract (and without

study or consideration), may satisfy someone's esoteric

concept of "tax correctness." Rather, we hope that this

Committee will look at this proposal in the context of the

real world of competitive international markets as they

exist today.
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At a time when American efforts to expand effectively

into international markets on a competitive basis should be

assisted and encouraged, especially in areas where we have

the prospect of capturing new markets, the proposed treat-

ment of foreign investment companies contained in the House

bill will have just the opposite effect--it will- seriously

impede those efforts, if it does not stop them dead in their

tracks. Therefore, we earnestly urge this Committee to

leave untouched the present law relating to foreign invest-

ment companies.

The Proposed Joint Venture Is A Good Case Study of the
Specific Harm Which the House Provision Would Cause

Let me be more specific. Our firm, and the joint

venture in which we are a participant, provide an excellent

"case study" of the negative effects which would flow from

the enactment of the proposed change in taxation of foreign

investment companies--and by extension, the negative effects

which enactment would have on the cost of capital to U.S.

businesses, and the efforts of U.S. investment firms to

expand their services abroad.

For all of its more than fifty years in business, Stein

Roe has been an exclusively domestic firm--dealing only with

U.S. investors, and investing the assets which those clients

have placed under our supervision almost exclusively in U.S.

securities.
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However, with the rapidly increasing "internation-

alization" of financial markets over the past few years,

interest by foreign investors in owning U.S. securities has

increased dramatically, as has interest by U.S. investors in

participating in foreign securities markets. The benefits

to investors of international diversification of their port-

folios has been well documented in academic literature and

in actual experience.

The benefit to our nation's economy from the influx of

foreign investment capital to our stock and bond markets,

reducing the cost of capital to domestic firns, has also

been widely publicized. Interestingly, the Staff of the

Joint Committee on Taxation has concluded that H.R. 3838

will probably redJce foreign investment in U.S. corporate

assets. But such investment helps to reduce interest rates,

and that promotes expansion of domestic business and job

creation. Prominent economists testifying before this

Committee at these very hearings have forcefully confirmed

these conclusions. Further, a reduction of interest rates

would help reduce- our balance of payments deficit by

reducing interest payments to foreigners on our large

external debt. This, in turn, would help reduce the value

of the dollar with respect to other currencies, which is

vital to promoting U.S. exports. Finally, the entry into

foreign markets of U.S. financial services providers such as
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Stein Roe creates an export of U.S. services which, itself,

helps reduce the balance of payments deficit. Does it mae

sense even to consider, in the name of "tax reform," changes

in the Code which, at this time in our nation's struggle

with foreign economic competition, serve to shackle our

industry?

To ask the question is to answer it. It is patently

clear that, in this increasingly international market for

invezcments and investment services, American firms such as

Stein Roe must exparnJ their horizons if they are to continue

to grow and prosper. But in the investment business, as in

any other service which is built oa specialized expertise,

trust, confidence and reputation, expanding into a new

market is not so simple a matter as opening a new office in

a new location an& waiting for the customers to present

themselves.

For an American firm to attempt to develop by itself an

expertise in foreign securities markets is a difficult task

-- one which our firm once attempted but quickly abandoned

several years ago. Likewise, attracting foreign clients to

invest in U.S. securities, without having an established

reputation in foreign financial circles, is also a difficult

task.
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Our creation of a joint venture with several foreign

investment institutions is an attempt to overcome those

difficulties--giving our domestic firm an international

exposure and an international investment capability, at a

much lower cost and with lower business risk than if we were

to attempt to expand directly and alone into foreign

markets. Under present United States tax law, this under-

taking is entirely consonant with the laws and practices of

the United Kingdom, Switzerland, and Japan--the home

countries of our joint venture partners. These countries

consider it wise policy not to penalize their residents who

expand into international markets.

What our firm brings to the joint venture, aside from

its investment expertise in U.S. securities markets, is its

base of U.S. investor-clients--and it is that base of

clients which most interests our foreign partners. Enact-

ment of the foreign investment company provisions of the

Code proposed in section 625 of H.R. 3838 would eliminate

the possibility of attracting any such U.S. investors.

Consequently, new investment of this type in the United

States would dry up.

Our- foreign partners also bring an established client

base to us, allowing Stein Roe the opportunity to expand

into those foreign markets. In the past, foreign investors
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in the United States have tended to be the exclusive

province of foreign financial advisors. Joint ventures such

as ours can change this. As an example, in the context of

our joint venture we will be providing services to Japanese

i.vestors--and this would mark the first significant

American penetration of the Japanese market. But this

opport iity will be lost if we cannot attract our clients to

invest in the foreign investment company.

The proposed change in the taxation of foreign

investment companies would make it impossible for us to

in l~i any U.S. inveStOL td- purchase shares in the company

we have created--since the proposal would actually place

such investments at a tax disadvantage in comparison with

other investment alternatives, both domestic and foreign.

Not only would U.S. investors in foreign investment

companies be taxed on income they haven't received, but they

would also be denied the capital gains treatment accorded

investors in a domestic regulated investment company on

capital gains earned by the company's investments.

In short, if Stein Roe is unable to deliver U.S.

investors to the joint venture, the future of the venture

and the future of our effort to expand our firm's services

internationally would be effectively frustrated.
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The Tax Theory Underlying the House Bill Provision Relating
to Foreign Investment Companies is Defective -- It Violates
the "Ability To Pay" Principle

To the extent that it is at all germane to consider at

this time * the technical rationale for the proposed changes

in the House bill, we believe the tax theory which underlies

the proposal is defective in that it violates a long-

standing principle of federal income taxation--the "ability

to pay" principle--by requiring the investor to pay a tax on

income which he has not received. Exceptions to that prin-

ciple have appropriately been made in those situations (for

example, foreign personal holding companies) where it is

clear that the shareholder is utilizing the corporation to

defer taxation of income which is. in fact within his

control. However, the current proposal would extend such

taxation to the investor in a majority foreign-owned invest-

meit company--a situation where not only has the investor

not received any income on which he should be taxed, but

also does not have sufficient control, even acting in

concert with other U.S. investors, to compel the payment to

him of a dividend. Such an extension of the doctrine of

We repeat, the economic health of Americans competing
in foreign markets is much more vital to the Nation's
welfare at this time than is a nicety in tax reform--
even if the House bill provision were conceptually
well-founded.
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"constructive receipt" is both surprising and troubling (if

not actually unconstitutional).

Proposed Changes Raise Difficult Administrative Problems
Which May Make It Unworkable

In many cases the proposed changes would be very

difficult to administer, as the investor would need to be

able to compute his proportionate share each year of the

earnings and profits of the foreign investment company. In

many situations, the information necessary to do so may be

altogether unavailable or, if available, presented on a

basis insufficient to satisfy Internal Revenue Service

rules.

Conclusion -- The Finance Committee Should Not Change the
Present Law Relating to Foreign Investment Companies

The foregoing discussion merely suggests some of the

difficult problems created by the new foreign inve. tent

company provision contained in section 625 of the House

bill. A complex issue such as this deserves extensive

hearings, thoughtful analysis, and then careful drafting to

avoid unfairness and damage to American competitiveness

abroad. None of this has been done.

In summary, we believe the House bill's provision (1)

is ill-conceived from a tax theory and administration stand-
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point, (2) would have a very negative impabt on U.S. invest-

ment firms such as ours in their efforts to export their

services, and (3) would also have a negative influence on

the importation of foreign investors' capital to U.S. secur-

ities markets.

Accordingly, we respectfully and earnestly submit that

section 625 of the House bill should not be included in any

tax reform legislation recommended by this Committee.
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TRIANGLE TUBE & SPECIALTY CO. INC.

THOMAS AVE RD5. BOX 122-J * WILL)AMSTOWN, NEW JERSEY 06094

PHONE 609-728-1700 - TELEX 703278

The 8'norable Robert Packwood February 19, 1986

Senate Corittee on Finance
219 Russell State Office Building
Washington, DC 20510

Attention: Ms. Betty Scott-Boon

Subject: HR 3838 Tax Reform Act of 1985

The tax reform bill proposed by the House Ways and Means Comnittee would have a
series of adverse effects on the economy, particularly on capital-intensive heavy
industrial sectors, but also on GNP and unemploynist. In order to gauge the
implications of the Ways and Means proposal, the econometric research firm
Lawrence Meyer and Associates simulated the Washington University Macromodel out
to 1991. This study was conducted independently, and not at NAM's behest. Assuing
that the Federal Reserve holds the growth of bank reserves constant (i.e., does
not offset tie tax changes through reflation), the following conclusions emerge.

1. Lower Growth - The growth rate of real (NP is lower by magnitudes
of up to -1.5% per year relative to the CBO baseline forecast for
the economy.

2. Lower Capital Formation - Fixed investment is lower by up to-2.5% annually. Investment in producer dLrables is lower by up to
-2.5% non-residential structures by up to -2.8%, and residential
structures by over -1%. The real capital stock in producer durables
is lower by over -$100 billion (in constant 1972 dollars).

3. Losses in Carpetitiveness - Exports are lower by up to -1.1%
annually. The United States will place itself at a serious
competitive disadvantage by deleting the kinds of investment
incentives that are available to industry in other countries.
With the House Ways and Beans proposal, the United States
would go from having one of the better capital cost recovery
system to the single worst system of all industrial nations.

4. i;_her. Atloyment - The civilian unrployment rate is 1.3
percentage points higher than the baseline, i.e. by 1991, the
tumployment rate is 6.7%, compared to 5.4% in the baseline.

5. Larger Deficits - The Federal deficit in constant 1972 dollars
would be $25.2 billion larger in 1991 than in the baseline.

6. Sectoral Shifts Away from Investment - Under the current law,
baseline gross fixed investment reaches 18.3% of (NP in 1991; under
the Ways and Means proposal, the investment share falls to 16.1%
of GNP.

TANKLESS CO4LS " EXTERNAL HEAT EXCHANGE4S - SOLAR HEAT EXCHANGERS " RAIN BACK HEAT EXCHANGER
PHASE III - STAINLESS STEEL INDIRECT WATER HEATER
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Senate Comnit te on Fianace
RE: HIR 3838 Tax Reform Act of 1985
February 19, 1986
- lac 2 -

The only way in which thae economy can grow as rapidly as under tht Ca) baseline
is if the Federal Reserve attempts to offset the Ways and !itas proposal through

monetary reflation. flowever, this still produces a shift fh the output mix away
frm investment. Even with a full monetary offset, tfhe share of GNP criprised by
gross investnnt falls by roughly a percentage point Lnder the Ways and Means proposal.

In sum, the House Ways and Means proposal would represent a self-uriposed disaster
for the American econormy. The "best" thr.t ian be expected is a process of
dei.ndustrialization and declining investment share. At worst, the result would
be shortfalls in GNiP. isqiaynent and exports as well as capital formation.

I request my letter be heard at the hearing for this Act. As a company who
manufactures for both the U.S.A. Market and over-seas, you can certainly understand
our concern if the HR 3838 is signed.

Thanking you, in advance, for taking the tune to listen to us.

Sincerely yours,

• - i " ......

Mr. Charles J. Hennessey--Purchasing Agent
TRIANGLE TUBE & SPECIALTY CO., INC.
CJH:djw

CC: Mr. Davis W. Stoddard--Public Affairs Representative
F le
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TRIBORO TRIBORO ELECTRIC CORP

- 539 Jacksonville Roao

(2151 345 6000
Phila 1215) 224 1W.3

N Y (2 12 4 3 1 42 20

February 18, 1986

The tax reform bill proposed by the House Ways and Means Committee would have a
series of adverse effects on the economy, particularly on capital-intensive heavy
industrial sectors, but also on GNP and unemployment. In order to gauge the
implications of the Ways and Means proposal, the econometric research firm,
Lawrence Meyer and Associates, simulated-the Washington University Macromodel
out to 1991. Assuming that the Federal Reserve holds the growth of bank reserves
constant (i.e., does not offset the tax changes through relation), the following
conclusions emerge:

1. LOWER GROWTH
2. LOWER CAPITAL FORMATION
3. LOSSES IN COMPETITIVENESS
4. HIGHER UNEMPLOYMENT
5. LARGER DEFICITS
6. SECTORAL SHIFTS AWAY FROM INVESTMENT

The only way in which the economy can grow as rapidly as under the CBO baseline is
if the Federal Reserve attempts to offset the Ways and Means proposal through
monetary reflation. However, this still produces a shift in the output mix away
from investment. Even with a full monetary offset, the share of GNP comprised by
gross investment falls by roughly a percentage point under the Ways and Means proposal.

In sum, the House Ways and Means proposal would represent a self-imposed disaster for
the American economy. The "best" that can be expected is a process of deindustrial-
ization and declining investment share. At worst, the result would be shortfalls in
GNP, employment and exports as well as capital formation.

It is requested that the above statement be included in the hearing record for HR 3838.

TAX REFORM MUST BE FAIR, SIMPLE, AND ECONOMICALLY SOUND.

Sincerely,

tBA/4Pre s ta
TRIBORO ELECI IC CORP.

NBY/bp



1429

T* RINITY COLLEGE' HARI FORI) CONNECT ICUT- ObIOb

February 14, 1986
Oftec od w Prc%,dent

Senate Finance Committee
c/o Ms. Betty Scott-Bo
Committee on Finance
Room SD-219
Senate Dirksen Office Building
Washington, D. C. 20510

Dear Mebers of the Senate Finance Committee:

I am writing to urge the continuation of the long-standing

tax exemption for pension plan funds held by TIM - CREF, which

exemption would be terminated under Section 1012 of H. R. 3838.

TIM - CREF holds the retirement funds for approximately one

million current and retired employees of 3,600 non-profit

educational organizations. For more than 65 years, participating

non-profit institutions have relied on the tax-exempt status of

the T1AA - CREF system when depositing their retirement funds.

The multi-employer TIAA - CRzr's pension system is unique

and should not be taxed as a commercial insurer. TIM - CREF

pension funds are portable and serve only members of non-profit

educational institituions. Furthermore, TIM - CREF Itself is a

non-profit organization. It is important to note that every

dollar of pension contributions and the income therefrom for TIAA

- CREF funds are used for pension or related benefits for

tax-exempt educational institutions.

Commercial insurers differ from TIAA in that they my

accumulate their profits, reserves and surplus for purposes which

ultimately inure to private commercial benefit. TIAA - CRE5,
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however, cannot use any of its contingency funds to expand into

other types of business activities.

Section 1012 of H.R. 3838 would terminate the long-standing

tax exemption of the TIAA - CREF pension system, while continuing

tax exemption for virtually all other pension funds. These

results would treat higher education's pension system unfairly

and reduce participants' pension benefits. Therefore, I urge you

to continue the long-standing tax-exemption of the TIM - CREF

pension system.

Cordially,

James F. English, Jr.
President
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STATEMENT
on

THE EFFECTS OF PROPOSED TAX REFORM ON THE INTERNATIONAL
C14'ETITIVENESS OF U.S. INDUSTRIES

before the
SENATE FINANCE COMMITTEE

for the
U.S. 4AkMBER OF COMMERCE

I by
Dr. Richard W. Rahn*
February 18, 1986

The U.S. Chamber of Commerce welcomes the opportunity to submit

testimony on the effects of H.R. 3838 on the economy ar international

competitiveness.

The Chamber supports tax reform that would lower rates and broaden the

base in the interest of stimulating capital formation, technological

advancement, international competitiveness, and job creation. We oppose H.R.

3838 because It does not meet these standards.

The Chamber is extremely concerned about the effective dates in H.R.

3838. In order not to disrupt productive business activities, we urge

Congress to include prospective effective dates for any tax reform legislation

which may be enacted.

The Chamber is greatly concerned with the effect of tax reform on

international competitiveness. Several international tax provisions in H.R.

3838, including the foreign tax credit and sourcing rules, would have an

*Vice President and Chief Economist, U.S. Chamber of Commerce
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The Chamber of Commerce of the United States is the world's
largest federation of business companies and associations and
is the principal spokesman for the American business
community. It represents almost 180,000 businesses plus
several thousand organizations, such as local/state chambers
of commerce and trade/professional associations.

More than 91 percent of the Chamber's members are small
business firms with fewer than 100 employees, 57 percent with
fewer than 10 employees. Yet, virtually all of the nation's
largest companies are also active members. We are
particularly cognizant of the problems of smaller businesses,
as well as issues facing the business community at large.

Besides representing a cross section of the American business
community in terms .f number of employees, the Chamber
represents a wide management spectrum by type of business and
location. Each major classification of American
business-manufacturing, retailing, services, construction,
wholesaling, and finance-numbers more than 12,000 members.
Yet no one group constitutes as much as 29 percent of the
total membership. Further, the Chamber has substantial
membership in all 50 states.

The Chamber's international reach is substantial as well. It
believes that global interdependence provides an opportunity,
not a threat. In addition to the 54 American Chambers of
Commerce Abroad, an increasing number of members are engaged
in the export and import of both goods and services and have
ongoing investment activities. The Chamber favors
strengthened international competitiveness and opposes
artificial U.S. and foreign barriers to international
business.

Positions on national issues are developed by a cross section
of its members serving on committees, subcommittees and task
forces. Currently, some 1,800 business people participate in
this process.
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adverse impact on the ability of U.S. companies to compete with our trading

partners. In addition, the bill's treatment of capital investment would

reduce the ability of U.S. business to compete in international markets.

I. Cost of Capital

The tax treatment of capital investment has a substantial but often

ignored effect on the ability of American business to compete in international

markets. Capital cost recovery allowances, the investment credit, capital

gains taxation, the tax treatment of research expenditures, and other tax

provisions have a strong impact on the after-tax cost of capital investment.

Because capital is one of the primary factors of production, changes in

the tax law that drive the cost of that factor-input up will increase

producers' marginal costs and, therefore, the price at which they are able to

market their goods. As domestic producers' selling prices increase,

domestically produced goods become less competitive in export markets and in

domestic markets when competing with goods imported into the United States.

A. The Accelerated Cost Recovery System Caused Record Capital Formation

The Accelerated Cost Recovery System (ACRS) was a cornerstone of the

Economic Recovery Tax Act of 1981 (ERTA) and exceeded the goals of even its

most optimistic supporters. Replacement of the inadequate Asset Depreciation

Range (ADR) system with ACRS cut the after-tax cost of capital and allowed



1434

-3-

businesses to make the Thvestment in plant and equipment needed to drive the

recovery. The combination of ACRS and the Investment Tax Credit (ITC)

successfully reduced the tax bias against investment and caused nonresidential

fixed investment (plant and equipment) to increase by 31.5 percent in the 10

quarters since the recovery began in the fourth quarter of 1982. This is the

highest rate of capital formation in any post wai recovery. The average

increase during post war recoveries is 16.2 percent, half of the present rate.

Dr. Michael Boskin, of Stanford University, estimates in his study of

investment incentives for the National Chamber Foundation that "1ACRS and the

ITC was [sic] responsible for about 25 percent of the net investment in the

1982-84 period."' Thus, if the investment aspects of ERTA had not been

passed, GNP would have approximately 79 billion dollars less (1982-1985), and

the federal government would have received 33.5 billion dollars less in tax

revenue. Dr. Boskin estimates the net cost of capital for equipment due to

ERTA/TEFRA was reduced by three percent. But according to a study using the

Washington University macroeconomic mode by Laurence Meyer and Associates,

H.R. 3838 would increase the net cost of capital for equipment by

approximately 18 percent.

Increased capital formation boosts productivity, employment, and

competitiveness. Because pre-ERTA allowances were insufficient, the U.S.

economy had stagnated and become uncompetitive. our capital stock was much

M M. Boskin, Impact of the 1981-1982 Investment Incentives on Business

Fixed Investment (National Chamber Foundation, 1985), p. vii.
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older than our trading partners' because our allowances had been insufficient

for decades. Any further cutbacks in depreciation allowances will undermine

the progress made to date.

B. Capital Cost Recovery Under Tax Reform

Many tax reform proposals would reduce capital cost recovery allowances

for equipment and would harm certain types of investment. The Real Cost

Recovery System (RCRS) is the system originally proposed by the Treasury

Department in November 1984. The President proposed the Capital Cost Recovery

System (CCRS) in his May 198S proposal. Bradley-Gephardt would replace ACRS

and the ITC with the Simplified Cost Recovery System (SCRS). S(XS would

employ lives similar to the old ADR class lives but would allow the use of the

250 percent declining balance method.

H.R. 3838 would replace ACRS and ITC with the least adequate capital

cost recovery system since the Great Depression. The so-called Incentive

Depreciation System (IDS) would employ lives similar to the old ADR class

lives and allow property to be depreciated at a 200 percent declining source

rate.

Proposals like Kemp-Kasten, Roth-Moore and others, however, would not

substantially increase and would sometimes reduce the cost of capital.

Kemp-Kasten's Neutral Cost Recovery System (NCRS) would provide the present

value equivalent of expensing while Roth-Moore would phase-in actual expensing.

60-412 0 - 86 - 46
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Table I reflects the effect of the various proposed capital cost

recovery plans on the after-tax cost of capital. The table reflects the

effect of corporate tax rate reductions, dividend deductibility, the

investment tax credit, and depreciation allowances.

TABLE I

Depreciation System Change in the Cost of Capital
Compared to Present Law (percent)2

ACRS-ITC 3-Year ACRS-ITC S-Year

Neutral Cost Recovery System +1 +2
(Kemp-Kas ten)

Simplified Cost Recovery System +5 +16
(Bradley-Gephardt)

Real Cost Recovery System +2 +9
(Treasury)

Capital Cost Recovery System +1 +6
(Reagan)

Incentive Depreciation System +8 +20
(H.R. 3838)

H.R. 3838 would result in billions of dollars of lost investment.

Without this investment, the economy will grow more slowly than it otherwise

could, the U.S. will fall behind technologically, and American business will

be less able to compete in international markets. The Washington University

simulation found that as a result of these changes the trade deficit would be

six percent greater in 1991 than if tax reform were not enacted. -

2 These figure reflect typical changes in class under the proposed
systems. Certain classes of property may be affected diferently.
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Arthur Andersen and Company has conducted a study comparing present

U.S. capital cost recovery allowances and those under H.R. 3838 to those of 15

of our major trading partners. Its study shows that H.R. 3838 substanially

would impair the ability of American business to compete with companies

manufacturing in these countries. The chart below sets forth the present rank

(1 through 16) and the rank under H.R. 3838, which would put American industry

near the bottom of the list.

Rank

Class Property Present Law House Bill

Two (Computers) 4 10

Three (Mining) 4 is

Four (Textiles) 5 16

Five (Electrical) 9 14

II. Taxation of Foreign Income

Increases in the cost of capital impede the ability of U.S. firms to

compete with foreign made goods because U.S. manufacturers would have to raise

the price of their products to compensate for the increased cost. The

provisions that affect the taxation of foreign activities of U.S. shareholders

will affect the competitiveness of U.S. firms operating in international

markets.



1438

-7-

A. Foreign Tax Credit

Although H.R. 3838 purports to retain the overall limitation for

calculation of the foreign tax credit, the creation of sepa-yate limitations

for various types of income has the effect of eroding the benefits of an

overall limitation. The Administration, in its tax reform plan, proposed

calculating the foreign tax credit on a per country basis. This plan was

rejected, both because of its difficulty in administration and because of its

anticompetitive effects.

The U.S. rules for calculating the foreign tax credit are designed not

only to prevent double taxation of foreign source income but also to limit the

credit to U.S. tax imposed on income earned and taxed overseas. The credit is

designed so that it does not reduce U.S. tax on income earned from operations

in the United States. This is true whether or not an overall limitation, a

per country limitation, or a hybrid plan, such as in H.R. 3838, is used.

The overall limitation permits averaging of taxes paid in high-tax

countries with those paid in low-tax countries. Although the Committee Report

for H.R. 3838 regards averaging as a potential abuse, averaging of bona fide

foreign taxes imposed on foreign source income is a proper attribute of a

foreign tax credit. This is true because within the context of global

business operations averaging is a realistic way of dealing with the

complexities of international trade in which business is ordinarily conducted

on an integrated basis. Most countries that avoid international double
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taxation either use an overall limitation (as does Japan), exempt direct

investment income, or use a per country limitation that permits a form of

averaging. (See Appendix, "Survey of Taxation of Foreign Source Income by

Certain Major Industrial Countries".)

Our major trade rival, Japan, has an overall limitation. Additionally,

Japan has a network of tax sparing treaties, which allow Japanese firms to

credit the tax foregone by the host country against tax liability to Japan.

When combined with the use of the overall limitation, this provides Japanese

companies a credit for taxes that were never paid. The Japanese system

provides Japanese business with a tax advantage over the United States even

under current law, which would be greatly exacerbated if the foreign tax

provisions of H.R. 3838 were adopted.

Canada, France and Germany employ a mixed system primarily relying upon

exemption (under treaty or by statute) and permitting foreign tax credits

under the per country method where exemption does not apply. However, in

those countries using a per country method, including the United Kingdom, a

form of averaging is permitted through the use of third country holding

companies.

The per country proposal by the Administration and the separate

limitations approach included in H.R. 3838 would cause U.S. companies to be

subject to greater double taxation than are their foreign competitors and,

thus, increase their competitive disadvantage.
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B. Source Rule Changes

Our tax laws define the source, foreign or U.S., of income and expenses

for the purpose of defining the scope of U.S. taxation and here primary

jurisdiction for taxation of U.S. citizens is conceded to a foreign country

because income is deemed to be earned in that country. The source of income

and expenses of U.S. taxpayers becomes part of the formula for determining the

amount of the foreign tax credit allowed to U.S. taxpayers for taxes paid to

foreign jurisdictions, because the credit is allowed only to the extent

foreign taxes are paid on "foreign source" income.

1. Export Sales

The proposed changes with regard to the sourcing rules for sales will

result in a tax increase for U.S. exporters. Under current law, income from

sales of personal property is considered to be earned at the place of sale, as

determined by passage of title (i.e., contemporaneous passage of the

significant incidents of ownership). H.R. 3838 generally would consider such

income to be earned in the country of the taxpayer's residence unless the

seller maintains a fixed place of business outside of its country of residence

and that fixed place of business participates materially in the sale

generating the income. However, all sales to a taxpayer's foreign

subsidiaries would be sourced at the seller's residence, and a fixed place of

business maintained by an independent distributor would not be attributed to

the seller for purposes of this source rule.
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The effect of this proposal will be to increase directly the tax earned

on income from export sales. Last year the Administration proposed and

Congress enacted the Foreign Sales Corporation provisions because they

recognized the importance of encouraging U.S. exports. Yet, the proposals to

change the source of income rules as applied to export transactions

substantially undercut that effort without any analysis of the impact such a

change might have on U.S. trade. Indeed, the obvious effect of this proposal

would be either to increase the tax on U.S. exports or to force exporters to

establish more fixed places of business outside of the United States. We

query whether our national policy should be to do either.

2. Allocation of Interest Expense

Under present law, interest expense incurred by members of a related

group of corporations is allocated and apportioned between domestic and

foreign sources on a separate company basis. H.R. 3838 would require that the

interest expense incurred by one or more members of a related group of

corporations be allocated to all members of the, group. The Administration has

proposed this change because of a concern that taxpayers would be able to

manipulate the location of borrowings within a consolidated group of

corporations in order to maximize tax advantages.

Borrowings of subsidiaries are made for solid business, not

tax-motivated, reasons. Where a subsidiary is a regulated comon carrier, the

tariff, which includes an interest element in the rate schedule, will be set
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by the Interstate Commerce Comission. Captive domestic finance companies

doing business with third parties are self-sustaining business operations

supported by their own borrowings. It is only on an arbitrary basis that

interest expense incurred by such a finance company would be allocated to

income from the foreign manufacturing subsidiary of the U.S. parent which may

finance its own operations. Also, debt may be incurred by a subsidiary in

order to limit liability, where the creditor's only recourse is against the

subsidiary and not against the parent. This situation may be of >articular

concern where a subsidiary is located in politically unstable countries.

Finally, a loan may be structured whereby the revenues earned from the

financial asset will be the .ecurity on the debt.

The proposed rule will favor a foreign controlled U.S. group by

permitting greater interest expense allocations to U.S. income where there is

a foreign parent than in the case of a chain of ownership of U.S. and foreign

corporations controlled by a U.S. parent. The proposal would almost certainly

result in overallocation of expense to foreign source income of U.S. companies.

The proposal to spread interest expense throughout a related group of

corporations without regard to economic reality and without regard to the

computation of foreign income on which foreign taxes are actually levied is

unwarranted. This proposal would place U.S. owned companies at a competitive

disadvantage to foreign owned companies operating in the United States, which

would not be subject to these rules.
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C. Subpart F

The United States generally does not tax income earned abroad by a U.S.

taxpayer until it is repatriated. This system is comonly referred to as

"deferral." The theory behind deferral is that U.S. shareholders of foreign

corporations should not be taxed on undistributed foreign corporate earnings

for the same reason that U.S. shareholders of U.S. corporations are not taxed

on undistributed domestic corporate earnings. The corporation and its

shareholders are considered separate entities for tax purposes. As a result,

profits earned through a corporation are taxed twice, once at the corporate

level and again to the shareholders when dividends are paid. If the

shareholders were to be deemed to be the corporation, there would be no

justification for this double tax.

Subpart F was created to deal with abusive situations in which money

was being kept overseas in tax haven countries in order to avoid U.S. tax on

that income. Therefore, certain types of passive income are designated as

Subpart F income and are subject to current U.S. taxation, whether or not such

income is repatriated to the United States.

H.R. 3838 proposes to tax undistributed earnings resulting from certain

t pes of active business income, earned through banking, insurance, and

shipping operations, currently. The Chamber believes that deferral should be

maintained for active business income and that no distinction should be made

for the line of business of a particular company.
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The proposal to tax the income of a foreign subsidiary whether or not

it is received by the U.S. parent is, in reality, a proposal to accelerate the

payment of U.S. taxes. This would be analogous to requiring individual

shareholders of U.S. corporations to pay personal income taxes on profits that

had been earned by the corporation but not paid in dividends to the

shareholders. No other country today taxes unremitted earnings of foreign

affiliates of their corporations.

D. Foreign Sales Corporations

In 1984, Congress replaced the Domestic International Sales Corporation

(DISC) provisions of the tax code with the Foreign Sales Corporation (FSC)

provisions, because of complaints by certain signatories to the General

Agreement on Tariffs and Trade (GATr) that DISC violated that agreement.

DISC, and later FSC, were designed to make up for the competitive disadvantage

suffered by U.S. exporters vis-a-vis their trading partners which have more

beneficial systems of taxation. In its application to income from the sale of

exports, FSC is designed to mimic a territorial system of taxation, enjoyed by

many of our competitors, whereby income earned outside of the country is not

taxed by that country.

H.R. 3838 would reduce the current benefit under the FSC provisions.

The Chamber believes that a reduction in the benefits of a provision designed

to aid exporters, at a time when the trade deficit is so high, is a step in

the wrong direction.
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E. Income of Americans Working Abroad (Section 911)

Section 911 provides an exclusion from U.S. income taxation for a

portion of the income of Americans working overseas. This provision was

enacted to encourage Americans to work abroad, in order to help promote the

export of U.S. manufactured goods and services. H.R. 3838 would reduce the

benefits currently received under section 911. We believe that the policy

concerns behind the enactment of section 911 still exist and that no changes

should be made in these provisions.

III. Research and Development

The U.S. Chamber applauds H.R. 3838 for including the three-year

extension of the research and development tax credit. The research and

experimentation tax credit has stimulated research and development in this

country since it was enacted in 1981. Extension on the credit will assist in

greater technological advancement, the improvement of our ability to compete

internationally, and job creation. The U.S. Chamber also supports the revised

definition of qualified research to more narrowly targeted activities.

In total research and development expenditures, expressed as a

percentage of GNP, the United States has led the free world since at least the

late 1960s. In recent years, however, our lead has substantially narrowed.
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Research expenditures are a crucial element in improving our ability to

compete abroad. A permanent research credit would offer the stable and

predictable tax policy necessary to compete successfully internationally.

A report released in February 1985 by the Brookings Institution and

Data Resources, Inc. documents the role of industrial research in fostering

economic expansion and international competitiveness. Prior to the enactment

of the R A D credit, the U.S. devoted the smallest share of GNP to private

research of any industrial nation. After the credit was enacted in 1981, the

gap began to close.

The new report provides quantitative estimates of the economic benefits

of a permanent credit. The most conservative estimate in the report shows

that, upon enactment of the permanent credit, annual benefits to GNP would be

$1.2 billion in 1986 and $2.9 billion in 1991. "Best case" estimates show

benefits as high as $7.5 billion in 1986 and $17.7 billion in 1991.

The credit will stimulate additional research spending. Increased

research and development ultimately results in increased profits, which, in

turn, translates into revenues to the federal government.

Investment in research is, by nature, a long-term proposition. If we

are to achieve our goals of capital formation, technological advancement,

international competitiveness, and job creation, research expenditures must be
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made at high levels for many years. A stable and predictable tax policy is

necessary for such expenditures to continue. Consequently, we recommend

making the research credit a permanent feature of the tax code.

We also recommend that Congress retain provisions in the tax code that

allow research expenditures to be expensed. Research expenses, like other

expenses, should be deducted in the year incurred rather than amortized over

long periods. Only expensing, as under present law, eliminates the tax bias

against investment in research.

Conclusion

Foreign investment and operations by U.S. businesses provide

significant benefit to the U.S. economy in the form of jobs, increased

exports, trade balance, and tax revenue. At a time when the President's

Commission on Industrial Competitiveness has called for the elimination of

practices that are impeding the ability of U.S. companies to keep pace with

the "new reality of global competition," 3H.R. 3838 proposes to introduce

new barriers to the penetration of foreign markets.

3 The Report of the President's Commission on Industrial Competitiveness,
Global Competition; the New Reality (January 1985).
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Survey of Taxation of Foreign Soirce :ncome v Certain Haor
Industrial Countries.

Set forth below Is a review of the tax rules of other
major Industrial countries appLicable to foreign source income
earned by domestic corporations. This review shows that most
foreign source direct investment income earned by foreign
multinational companies is either exempt from home country tax
or, if taxed, is subject to the equivalent of an overall limi-
tation. To briefly summarize these descriptions, foreign
source direct investment income earned by multinational compa-
nies based in Australia, France and the Netherlands is
generally exempt from home country tax. Germany (by treaty)
and :taly (by dividend exemption) also allow for significant
exemption of foreign source income. Aelgium exempts most for-
eign source income, and any foreign source income subject to
tax can be offset by foreign tax credits computed under an
overall limitation. Japan taxes foreign source income with
foreign tax credits limited to one tier but computed under an
overall limitation. Even in the United Kingdom, where a form
of per country limitation is employed, averaging of high and
low foreign tax rates has been achieved via an appropriate for-
eign corporate structure (as was the case with the per country
limitation under prior U.S. law).

AUSTRALIA

A resident corporation of Austra.ia -is technically
liable for Australian corporate tax on its worldvide income.
Double taxation is avoided by a combination o! tax exemptions,
rebates and credits. Foreign subsidiaries of Australian corpc-
rations are not taxed in Australia (i.e. no global assess-
mernts), but dividends, etc., remitted to Australia are subject
to the rules set out below.

The foreign branch income of an Austral;an corpora-
tion is not taxable in Australia, provided the income is sub-
:ect to tax in the country of source. (This rule applies even
4 fhe foreign tax rate is considerably less than the
Australian tax rate.)

Dividends received by an Australian corporation from
a foreign corporation are includable in taxable income . How-
ever, the foreign dividends, provided they relate to non-
Australian source income, are effect vely received tax-free as
the Australian tax appl:cable thereto is fully rebated. :n the
case of closely held corporations, this rebate is conditional
upon the dividend being redistributed to individual
shareholders within 22 months, falling which tax at SO percent
of the undistributed amount is ptyable.
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tnterest derived by an Aust:AlL6Mo~a~Ol~n
foreign sources is exempt from Australian tax, ;rovided the
interest is taxed in the country of source. :! the foreign tax
applicable to the interest is limited by the terms of -a tax
treat, the interest is taxable in Australia with the allovance
of a oreign tax credit.

Royalties received by an Australian corporation from
foreign sources are-exempt from Australian tax, provided they
are taxed in the country of source. If the foreign tax appLi-
cable to the royalties is limited by the terms of a tax treaty,
the royalties are taxable in Australia with the allowance of a
foreign tax credit.

The above foreign tax credits Are limited to the
amount of Australian tax otherwise applicable to the income
received. The tax credit is calculated separately for each
item of income.

Selgian corporations are technically subject to cor-
porate income tax on their total income, including income
derived from foreign sources.

Income from foreign branches for-s part of a aelgian
corporation's taxable income. The 3elgian :or;orate in:cze tax
is, however, reduced to one-fourth on forest branch inc:,e
that has already been taxed abroad. Furthermore, the ircone of
a foreign branch is fully exempted from 3el;ian cor;orate
income tax vhen such branch is located in a country witn wincx
3e';ium has c:nc.d;d a tax treaty.

Div;ends received zy a 3e:;:an :::;cra::o !r:n !or-
eLgn sources are sub~act to Bel;an :o rotate : e La:.
ever, a deduccion equal to 95 percent ' &v ,e>s :e:ei.ed 's
allovable in computing taxable incone, p:ovided :-.: t:.e sa:' s
which generated such dividends Vjre held by tne tax-aye: com-
pany for its entire fiscal year. !! the snares were not held
during the entire year, the dividends are tuJy axaole, t a
flat foreign tax credit of 15 percent of the d:.',;iends received
is alloyed.

Foreign source interest and foreign source :oyalties
forn part of the orma. taxable income of a Be.;ian company. A
f:at foreign tax :redit of :5 percent of the ancunt rece.'ed is
granted if the income vas szoe: to v:h._'i.Sg tax at source
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meigian foreign tax-credits are su bject to an oVe ral
limitation.

Corporatio ns resident in Canada are subject to
Canadian federal income taxes on their. worldwide income, sub-
ject to credits for foreign income taxes paid on income deriyed
from non-Canadian sources. Under Canadian law, dividends are"
exempt from taxation if received from a subsidiary in a treaty,
country. Canada has entered into a broad tax treaty network.

Canadian law. does not provide for a foreigp tax
credit for the underlying foreign taxes attributable to divi-
dendai received by a Canadian corporation from a foreign affi.i-
ate-. in lieu thereof, Canadian law pibovides that such 7
underlying foreign taxes ,areeligible for a deduction on,a
formula basis in computing the Canadian corporation's taxable
income. In addition, any foreign vwthholdi ig\taxes imposed'Onr
the dividend are subject to a deduction-from-income mechanism
(rather than a tax credit). Th .total deduiiction is computedunder a formu a that is,designed to resul. in the imposiion of
Canadian tax and foreign underlying and withholding taxes on
the dividend from the foreign af iliate, at a rate equival:ent to
the Canadian corporate tax rate. If a Canadian corporation
receives a dividend from a first-tier foreign subsidiary and
such dividend is derived from the earnings of both the first -
tier-foreign subsidiary and a. second-tier"'foreign subsidiary,
the earnihgs and the foreign taxes of the two suosidiaries are
aggregated for purposes ofcomputing the Canadian deduction.

A Canadian corporation is entitled 'to claim a credit
for foreign taxes paid on foreign, branch income 'as well as for-
elgn vtihholding taxes.

--- fhe-f oregn ,tax :-red it is& allowed to Canadian corn-
rations on a per country'basis on dividends received from a
subsidiary in a non-treaty country.

The French tax system is based 6n the principle of
terr,i'toriality, Except f-or a few limited situations., French'
tax lay is not applicable to business act.ivitiei:conducted out-
side French territory. Thus, income earned by a'foreign branch
of a French corporation is generally not subject to French
.ncome tax.
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Vrencl parent companieS recei4vi~g Iividtnclsf:-m
their foreign (oT domestic) subsidiaries oenit from a 4;ar-*-

ficipation-tze,"C -? li.y for the participation
exemptio -the French corporation must hold -shares represents..
at least t0 percent of the issued capital of the subsidiary. - h
qualiLfying parent company receiving a d7ividend-from the af..i-
ate may deduct from its taxable income an asowt equal to .O0
'percent of the dividend received, but should.,disallov deduct-ible expenses up to an amount equal to S percent of the gross
divtdends received (or less i thl expenses of holding the
shares, incurred by the parent company, are no: high).

Foreign source dividends not qualifying.f r the par-
ticipOtion exemption, foreign source interest, -and,foreign
sAurce royalties are includable in the taxable income of a
French corporaie recipient. f thie foreign source' country has
concluded a tax treaty with France,, foreign tax credits may be
claiAed for foreign vithholding taxes imposed on the payinen:s.
The credit for vi'thholding taxes paid .to a treaty country is
limited to the amount ot French income tax due on the ,payments
from the treaty c n y-In-th* absen-ce of ekn ineomo tax
treaty, French. 1Lai F;ovildes for a deduction (rather -than- a
c-edit) 'for foreign sxes-" i.e., income is recorded by a -ench
taxpayer 'net of foreign taxes.

German corporations are 1.iabfe for Germtan cor;Oe-aion
tax on their worldvide income whether .deri--ed -fro Gem n---r--m.
foreign -sources. Ho:ev'er, under most tax treaties concluded C
Germany, profits of a 'foreign .branch,are exempt.ed f rm Ger-.an
corporal on :ax. Profits of German companies in nontreaty
cot;ntries or in treaty countries whore the :eaty does not pr:-
v ide f or an exemption of branch profits are so;bec: to, Goe ra-
corporation tax, bu;.a tax credit ,is ;iven %rnder Ger~maint-'-

* L .av f*o.r .foreign income ta xes paid. There are scme e:
.&eaties, such as.-the treaty-with Switzerland, vhcn exemo:

'profits of a branch in the other treaty state on., i..' toe
'branch engages in active business operations.

Dividends received by a German' cor;crat .cn with
respect to a 10 percent or, more shareholdi~ng in--a company sit% -
ated in a treaty country are jenerally exempt !:.m German- cor-
por*tion tax .nder the provisions of the ;re'a:y. Zividends -

received by a German corporation with respect :o a :.3 Fer:ent
or nore share4olding in a company situated in a non:reaty :oun-
try are taxable in Germany for corporation tax purposes. :n
:his situation, income taxes paid by the foreign susidiary ar.*.
claimable by the parent under the indirect, .ore gn tax credit
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rules even though they are-paid by the subsidiary. Thus, the
parent company can credit foreign income taxes paid by the sub-
sidiary) as well as foreign %ithholding taxes paid on the divi-
dend income, against its own corporation tax liabili y..

interest and royalties received by a German corpora-
tion from foreign sources are subject to German corporation,
tax. A foreign tax credit is given for any foreign income
taxes withheld on such payments.

The Germanforeign tax credit is computed on a per
country bas---- -

An I talian corporation it'subject to Italian corpo-
rate income taxon all income, whether produced in Italy or
abroad- A foreign' tax credit is allowed for foreign. taxes paid
on a corporation'sforeign source income determined on a coun-
try by countr' basis.

Only 40 percent of the dividend income received by
Italian companies :'om foreign-associated companies generall,
more than,10 percent stock ownership) is- included in taxable
-income for corporate -income tax purposes. Foreign vitnholding
taxes imp sedjon the dividends are eligible for foreign tax
credit. Th- a/recent ruling, the Ministry Of Finance;'clarified
that whenever the taxpayer benefits from the 60 percent
exclusion, the credit is limited to 40 percent of the foreign
withholding tax.

T'heamount of foreign-tax credit depends on the reci-
procity of treatment between 1taly and the ;'ncome-source cdun-
try. If- the foreign country grants a tax credit or an
exemption for income of the same nature available in. Italy, the
tax paid abroad is credited against theItalian income 'ta) but
in an-amount not exceeding that part of the Italian tax that is
attributable to the foreign income. oIf the foreign country
does noc grant a tax credit' or..an exemption for'income-of the
same nature available -in Italy, a credit of up to 90 percent of
ftalian taxes attributable is given.'if the income was business
income, or 50 percent if nonbusiness income. The tax credit
cannot exceed the foreign taxes paid.

A Japanese corporation is subject, to Japanese corpo-
rate income tax on its worldwide inFome. - --
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9 Japanese corporation %i entizd to a taKCr ed t
against Japanese corporation tax for foreign income taxes paid..
Foreign income taxes qualifytn4 for the credit include foreign
taxes that are imposed on the net-income of a corporation.or on

-gross revenuein Lieu 'of a tax on net income, i.e., income tax..
Imposed at. source on interest, dividends, royalties, 'etc.

Creditable foreign 'income taxes include not only for-
eign income taxes impose directly on a Japanese co.rporatin.
but also foreign income taxes paid by certain ftrei~n'Iff il-
st9s. This indirect credit is'availabLe to a Japanese corpora-
tion when it receives a dividend from a foreign corporation iVA
which it owns' dir etly at least 25 percent of the total issued
shares. (Some tag treaties that Japan has concluded provide
for a requi.ite percentage control lover than 23 percent. For
exampLe, the United States-Japan tax treaty provides that' the
requisie control is 10' percent of the total issued shares.)

The-Japanese foreign tax credit limitation is co- .
puted on a&vorldvide basisv- -Thus, the total -amount of foreign
tax credit that' may be claimed cannot exceed thea ount of
*pre-dredit) Japanese corporate tax allocable to net foreign
source income.

A Dutch resident corporation i's technically subject' -
to Occorporate tax on its worldwide income. Oouble taxa-
tion of foreign source income is relieved th:ough a 'variety o.f
measures which employ either exemptions from income or foreigntax credits.

- - . Foreign branch profifs-of a D'1t.c ::h raoi:n are
lincl. ded ;. the vorldvide income of the Out:h :or;orat:onan
are subject to ut-:.h corporate tax. oveve:, . t:h. o.;c-
ration receives relief on its Dutch tax-ai'i:'; i.e., 7 :ne
foreign source income is subject to foreign ncome tax, the
aggregate 'Outah tax liability on worldwi-de income- is reduced
the proportion that ,the foreign income bears to to:al income.
This relief is tantamount to a full exemption from hu::n corpo-

Srate tax of the foreign income concerned. The requirement that.
a foreign branch is subject' to a foreign income tax in prder to
qualify for re ef from double taxation, -s-deleted 4nder nost.
but not all, tax trestes concluded by he etnerhds.

A Dutch c:Or;oration is, exempt from :t:h 'taxes on al.
benefits connectedvwitha qualifying sharehold, g, i.e., a
participationn exemption.' ?f a utch corporation ovn* at

least 5 percent of the ca-ital of a foreign :orporaton, ! tn-e



1454

foreign afftliate is not an investment company,-and if the for-
eign affiliate is subject-to an-income tax in it home country,
then dividends received by the Dutch 'orporation from the for-
eign affiliate qualify for the participation exemption and thus
are exempt from Dutch corporate tax. In cases where the par-
ticipation exemption does not apply- net dividends from abroad
(atet deduction of foreign.-taxes as in expense) are taxabl, in
th9 Netherlands. The participationn exemptionP exempts from
corporate income taxes allbenefits derived from a qualifying g
participationn" Capital gains (or losses) derived from a dis-
position of the stockare included-in the term "ben*elts." The
criteria to determne.whether a shareholding in a Loeign cor-
poration qualifies as a participationn,, is that the,
Yetherlands company must own the stock as a participation as
opposed-td a portfolio investment. Such criteria generally
implies that the'foreign company itself cannot be a portfolio -

investing company. However, in BNI 1574-2 the Dutch Supreme
Court held that the investment by a Netherlands company in -100

* percent of the stock of an act, ive German trading company can
still constitute a portfolio investment and henCe, not a-par-
ticipation for the Netherlands parent company. In its'-udgment
in t is case, the Supreme Court considered that the Netherlands
company itself was a, mere holding company managed by a, bank ,
apparently without sufficient activities-as a real holdingcom-
pany of a commercial or industrial group to indicate that the
holding was not investing-4n,-the trading company as a portfolio
investor. Pursuant-to-this iurt case, the Secretarypromul-

-,gated a public ruling indicating that it was the View of the
_Ainistry of Finance that,,in'similar situations-the partici,a-

-. tion exemption would apply if the Notherlandt holding company
was an imte'rposed holding company whereby the real group hold-'
ing function7'is performed by a company or companies vhich-are
the direct or indirect parent company of the Netherlands com-
pany. . . _..

In addition to the relief method which applies to
profits derived by a Netherlands company-through a foreign
branch, the Netherlands grants a credit'for foreign source
taxes on dividends, interestand royalties derived fro.
deveogainlountrmsi. 'The right to a credit for foreign income
taxes on dividends, interest and royalties are extended to tax
treaty countries-(in addition to developing countries) under"
applicable tax treaty. No credits are-available for foreign
income taxes levied on dividends which qualify-for thle partici-
pation exemption. -The herein described foreign- tax credit is-
limited by the lesser of (i) the amount of"the foreign tax or
(ii) the.amount of the Netherlands tax otherwise 'applicable to.-
the dividends, interest and/or royalties net' of directly
attributable expenses.. For dividends-lthird limitation
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applies Vhih-equals a flat 25 p percent of the dividends
.-.rctiv,41 -,In principle, the creditfor ihese dateories .*'
income operates as an overall limitation vite an 8-yete-darry
forward, of excess foreign tax credits. instead of "applying the
foreign tax credit. a- Ntherlands taxpayer can opt to deduct%

- rather than credit the foreign tax on -dvidends, interest and
royalties.

it might be important to note that the participation
ex~ptaprt is not considered as a special measure for the relief
from international double taxation. It is not dealt vit.in
either tax treaties or. the unilateral method for relief from -
international double taxation. Rather, it is an integral part
of the corporate income tax act which4pplies equilly and
indiscriminacely to the domestic nd foreign partic.ipations,
although the requirements to qualify"for-the participation
e-empton vith respect to a foreign participation are Somewhat
more extensive,

Interest and royalties Itom foreign sources are taxed
as 'say other corporate income, ith relief provided through the
foreign tax credit mechanisms.

"th ac The foreign tax credi- allowed is the Lesse- of (il
the actual amogntof foreign tax 'ithheld or (ii) the cunt off-
Dutch tax otherwise applicablt to the interest and/or royl--
tie4.

"NZ Ig IONDM

A.U.K. resident company is subject to u.K. dorpdra-
i';on tax an its worldwide income. 10ubl*e taxation Ls' reduced

on foreign source, income through th'e ailcvance of a f tore ax :ix
-redit.

;her* the foreign income consists ¢f a 'ie,.d .. :-
a :oreign corporation, the creditable :orei;n taxes incl;de
(C) any foreIqn tax withheld on the dividend'.;ayent, and
(ii) the foreign income taxes paid,bj' the foreign'corporai.on
on the underlying profits out of, hich rhe diyidend is ;aid.
provided the ..K corporation holds directly or i.dir.ectly at
.east 10 percent of the voting,paeyr of, the reignn corpora.- t;,on.

The &mount of J.K. foreign tax credit allowed It
.,1hiied to t-he .esser 9f C) the oregn tax. pa~d on" .,e-'oar-
ticular income. or (ii) the U.X." tax othervse a::r,; t-azle .,D
that particular income. -where foreign operations a.e :ordu::ed-

.through a foreign sos4.A.i.ary, st:uc:' 're, for;iPn. etrni.,;s and



1456.

foreign taxes aregenerally aggregated the fi rst -ier leave.
in computing the credit on a dist'ributi on up the tiers to the
-U.K pAt n at-c-ortin-Whn-.ggregiIngthe foreign tax
credit at the first tier level) the underlying tax of lower
tier companies from which a dividend- is! received, can, be taken
into account (insofar as they have paid dividehds'up the chain)
provided, that ateach link inhe-chain there is ownerhipof
at..least 10 percent of the voting, power. Therefore ih a case
v where A has a vhdlly owned subsidiary located in a foreign

- country and a owns-15 percent of C vhich in turn owns l5.per-
cent of D underljyinq tax can'be claimed in respect of all
three companies,-5, C and D, to the'extent to which their
profits.have been ultimately distributed by way of divi-dind
through tothe.U.K. Company,.A. Aggregating thecreditlat
first tier leve-. means that effectively you can pool high rate
-and loW.rate cred ts and thus overcome the problem that-.might
arise .-i'a dividend from.ahigh tax country were remi-tted
direct to:the U.K. givi-ng rise to excess credit while, at tie
samiitime, a dividend from a low tax country remitted to the
U.K. gives rise to additional tax payable. Putting the low tax
country company under the high tax country company will enable
a blending bf the rates, though it may generate a higher leve.
of vitloolding tax.

Where two or more dividends are received bi acompany-
*in the same accounting period the limitation must be applied in
relation.to each-separate dividend.,

Under U.K. law, interest costs are not attributable
to foreign source income-.unless those'interest costs have actu-
ally been Incurred in the company receiving the foreign source
.income. n, this way, a' U.K. company may borrov for the pur-
poses of an overseas investment, apply the funds received in
paying up share capital for a subsidiary company and the sub-
sidiary company then-makes the investment.. Tle f foreign source

,dividends received by the subsidiary company,atract full tax
liability, subject to-double taxation relief. Those dividends'
when received can then-be passed on by way of dividend to the

:parent'company vith a neutral tax effect. -The parent.company
sets off.the interest cost either against other U.K. source
taxable income or, if it does not have sufficient income of
that- nature, it sets it off by way of group. relief against U..
source -income of.other U.K. subsidiary companies.
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-EXECUTIVE SUMMARY OF THE UNITED STATES COUNCIL
-FOR INTERNATIONAL BUSINESS. ..

SENA COMMITEE ON FINANCE ON1.ITW. 383W

The United States Council for International u iness represents--

Amerfcan business in-the major interna'-iQnal economic institu-

tions and before the executive'and of.the,
U.S.-government. Its primary objective is topromote an open,

system of-world trade, finance, and investment. Through its

affiliations with the Bu4iness and Industry Advifbpry Committee to

the OECD, the International Organisation of Employers, and the

International Chamber of Commerce, the Council officially parti-

cipates in the OECD, the International Labor Organization and the

United Nations system.

o The U.S. Council opposes many of the changes to current law-

offered in H.R. 383 on the grounds that they will seriously,

impair the ability of U.S. enterprises to operate effect-

ively, compete with their-foreign competitors, "nd negatively
Impact the U.S..balance of. pyments.

o The U.S., Council supports the retention of the overall

'foreign tax credit limitation.

o The U.S. Council poses'the'proliferation of the separate

limitation "baskets" for banking or insurance' income,

shipping income,-and certain foreign *currency g*ins, on

concep~tA.l grounds'and because such approach, wil .,contrary-
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t6 the fairness iand s implicity themes under which the Bill

was spawned, complicate further what is already an intricate

compliance, system. Such' separate baskets will impose a

,'higher effective, rate of tax on U.S.-based international

operations compared with foreign-based multinationals.

Expanded costs of' compliance will burden both-taxpayers and

,the Internal Revenue ServiUce. Creating a myriad of other

separate basket-limitation items serves po policy purpose,'a'nd

would only.further' compound the already ,intricate nature of

the' foreign tax .credit provisions. -

o The U.S." Council'supports the broadening'of the existing

separate basket for-portfol£o interest to encompass.other

types of passive income, provided that suc basket includes

only income from portfolio type investments. Wk- oppose,

however, the exclusion of high tax rate passive income from

such a basket sol'elyon the bass that it hps borne a high

rate of 'foreign t4x. -Furthermore, we urge the repeal of the

-. separate basket.for Section'907 (oil income)."

o The U.S. Council opposes the "lbok-through" concept in'

general and particularly its application to non;controlled

foreign affiliates, in which case the U.S. shareholder has no

power to obtain-access to information' necessary to comply-

with this provision. .

4
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o The U.S. Council supports the constructive changes to inte-

grate the cotbputatlon of earnings and "profits under Sections

902 and 964, the use of cumulative pools' Of'earnings and

profits and taxes for dividend and deemed paid credit pur-

pose ,, and a ten-year carryforward period for'unused foreign

tax credits.

o The U.S. Council opposes the adoption Of'a new foreign tax

credit' limitation with respect to banks--and other financial

institutions restricting the -amount of 8L gross withholding
tax on crossborder interest flows available for credit to the,--

U.S. tax on the net interest income. Such proposal reflects "

a-lack of understanding of the economics of crossborder

lending. Furtheripore, it will cause U.S. banks to reject

requests for further financing by the developing nations.

o The U.S. Council opposes,the changes in-the titlepassage

provisions because they do not afford the game certainty and

are riot based upon the-economic reality ofipassage-of risk.

oo The U.S. Council supports, as A constructive change, the

,modifications offered with respect to the sourcing of income

arising from the sale and/or licensing of intangible

-, property..

o The U.S. Council opposes the proposed new sourcing concept

for transportation-income as arbitrary. ,
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o The U.S. Council opposes the eliminatibn'of the "80-20"

corporation exception to the normal sourcing -rules, as incon-

sistent with the 1984 Act changes, which go- in the-bpposite

direction, i.e., tracking U.S.-source income through foreign

corporations. - -

o The U.S. Council opposes the.signifieant expansion of the.-,

scope of Subpart F as.well as the amendment to thi definition -

-- " f- controled foreign corporation. Without any clear.

policy explanation, the Bil1 significantly changes a.area of

- he law that hbs remained virtuaily-.intact since.its enact-

ment in 1962. /The moye ig-elearly in the unwarranted direc-

tion of terminating the:deferral frQm U.S. tax of earnings of

controlled foreign subsidiaries. In particular; we are con-

derned over the immediate- impact of these-proposals on the

banking, insurance and shipping industries. - The expansion is

obj-ectionable on both policy and practic-al grounds, as the

ability of distinguishing tainted Subpart F income from

* operating income Will become even hazier-and the underlying

premise that a foreign corporation must be controlled by U.S.',

shareholders to cause Subpart F income'will be lost. Fur-

thermorb, moving in the direction of ending deferral is

totally out of step with accepted international tax norms.

(Our detailed'paper discusses the many technical changes that

will be operative here to bring about this unwarranted'

result.)
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o' The U.S. Couficl opposes the console idated methodology of

allocating interest to foreign source ihco W-as adopted by -

-the Bill. The proposal injec -a 9built-'in-bias against a

multinational's foreign source income and thvs has the effect,

of creating a compe'titive advantage-for foreign-owned, nulti-

n~tional .. This anomaly occurs since the borrowing co4ts o.f. °

foreign affiliates are ignored in-thke--al ocat'on causing

foreign source income to bear, in' many cases, a" doulF.ie

measure of interest.'.

o The U..S. Council opposes.the lowering of the foreign eiedned

incbme',xclusion and subjecting it to the alternat iye minimum

Itax as ailregressive, anti-competitive move .

o. The U.S. Council opposesthe radical modifications impacting -

the application of Section 482 to the 'ntercomp#ny_ lcensin

of intangibles. The meas reis completely inconsi lltent -Y

the traditional statutory concept mandating the use of arm's-

length pricing in related party situations. Under the tradi-

ti6nal approaoh,-the transfer price should be determined at

date-of transfer, without upward adjustments for property

which might prove to be mord-valuable than originally envis-

:-aged. 'The opportunity for local country deduction of such

after-the-fact adjusf 6-t-I--egligible, leaving a U.S. .

taxpayer at the mercy of competent authority or perhaps

suffering double taxation.-
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The U.S. Council is pleased to have the opportunity to present

its views to the Committee. The more detailed study is available

upon request from Cynthia 3. Duncan, U.S. Council for Inter-

national Business, (212) 354-4480.
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February 20, 1986

Statement on Behalf of
The Unitary Tax Campaign, Ltd.

This statement is submitted on behalf of the Unitary Tax

Campaign, Ltd. ("UTC") for inclusion in the record of the

hearings of the Committee on Finance on H'.R. 3838 (the "Tax

RefqrM-Act of 1985"). The UTC represents over 50 British

interna'tionalcompanies thiat have investments in the United

States.] For the reasons set forth in this statement, we

* respectfully urge the Committee to approve satisfactory

leqisla~ion-this year to prohibit the use by States of he-

-worldwide unitary method to reach beyond the "water's edge" t-o

tax the non-U.S: income of foreign corporations,

introduction

A small minority of the fifty States now use the so-called

"worldwide unitary method" in an effort to tax income earned by a

foreign corporation from sources outside the United States merely"

because that corporation and its U.S. affiliate are deemed to be

engaged-in a single, or unitary, business enterprise. This

approach to.the taxation of foreign source income is not used by

the United States or ,by any of ,its principal trading partners.

It frequently results in the double taxation of such income and

is inconsistent with internationally accepted standards of

taxation. It has become a'source of tension between the United

States and many foreign governments.
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S. 1974 was prepared by the Department of the Treasury at
the Sp fT7icrequest of the President as a measured and balanced

response to these international tensions and' to fulfill the,

commitment of the United States to seek Congressional action to

preclude the continuing use of the worldwide unitary method in

the absence of satisfactory action by thel several States to

abandon this method of taxation. While the proposed legislation

would limit-the use of the unitary method except for dividing

domestic source income among States, it would require (as a

matter of Pederal law) the reporting to the States of such

in(ormatidn "as is necessary_Lo assure that income earned by

domestic corporations from transactions with'their foreign.

affiliates does not improperly escape State taxation.

Generally speaking, the "water's edge"-approach embodied in

S. 1974 seeks t6 fulfill inca responsible and even-handed, manner

the commitment of. President Reagan to develop remedial

legislation and seek its enactment. As described more fully

below, the UTC has reservations viith respect to certain-features

of the proposed legislation. In theinterest of both sound tax

-policyarid' harmonious international relations, Congjess sliotId

enact-satisfactory legislation this year.

II.

Description of Worldwide Unitary Method

It is a basic principle of tax policy that when a business

enterprise earns income in different jurisdictions, some

can im must be employed tQ diyide that income fairly among the.'
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various jurisdictions so that such income is not taxed more than

once. The "separate accounting" theory is the accepted norm in,

international. taxation. It has been adopted by the Organization

for Economic Co-Operation and Development (OECD), of which the

United States and most of its principal trading partners are

members, and is applied by the United States in the exercise of

its own taxing jurisdiction.

While many States uSe some form of the unitary method to

divide domestic income among the various States, only a small

minority of States (Alaska, California, Idaho, Montana, New

Hampshire, North Dakota and Utah) now seek to employ the unitary

method to extend their-taxing jurisdiction b yond the water'.s.

edqe. The worldwide unitary method ignores both the existence of

separate corporate entities and the source of income and instead

attempts to reach beyond the boundries of the United States to

tax the total incomee of the business enterprise. Under the

unitary method, the amount of income to be taxed by a state is

typically determined through 'appl'icatiog of a formula -which

compares' the sales, payroll and *property within a jurisdiction to

total sales, payroll and property and allocates-the income of tne

enterprise in accordance with that ratio.

V hen the worldwide unitary'method is applied by a State tq

the foreign source income of foreign affiliates, a-tax will be

imposed on income not earned in, or properly allocable to, that

State. Moreover, since governments of the countries in which the

. foreign affiliate earns its income are not parties to the
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apportionment system useo byVhis small minority of States and

will already have taxed 'such income, a second tax is effectively

imposed when such foreign source income is taxed by a State using

the worldwide unitary method ' ..

...... III."

Worldwide Unitary Taxation Is Inconsistent
.With the Policies of the United States

The double taxation inherent in the worldwide unitary

method togetherr with the other, tax policy deficiencies noted

below) is inconsistent with long established practices of the

United States on matters of-international taxation. In addition,.

the continued adherence of a small minority of" States to the

worldwide unitary method, despite requests from the

administration that each such State abandon this method, has

resulted in serious and continuing foreign policy concerns for

the United States. 'Theeeconcerns have been repeatedly

articulated byth&LAd i!!stration. The Secretary of State
recently made clear these objections in letters to the Governors

of -those States which continue to utilize the worldwide unitary

method. In part, the Secretary of State said:

Continued State taxation on a worldwide
unitary basis will greatly impair the
ability of the Federal government to carry

r out, its tax and investment policy in the
international arena and.to manage the
sensitive issue of international double
taxation. Th6"Worldwide unitary issue has
seriously complicated our economic relations
with many of our closest allies. During my
tenure as Secretary of State, this has been
.a difficult and long-lasting issue. The
Department of State has received diplomatic,

60-_4-1
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notes complaining about State use of the
worldwide Unitary method of taxation from
virtually-every developed country in -the
world. The unitary issue has been partially
responsible for stalling some bilateral
treaty negotiations.

Continued use of the worldwide unitary method by a small

minority of States inevitably will force foreign governments to

-take retalitory action, to the detriment of United States-

businesses with international operations, even if such action

might be perceived as inconsistent with existing treaties. As

the Presidedt has recognized., remedial Federal legislation is

necessary, Congress must act to preserve the international tax

policy of the United States and. its relationships with foreign

governments.

IV, " -

The WorldwidemUnitary Method Violates
Sound Principles of Tax Policy

Ai Distortion of Income and Doubl Taxation

As explained above, the use of the worldwide. unitary method

to reach beyond the water's edge results in double taxation. The

unitary method, developed in the first instance by States for use

within the functionally integrated economy of the United states,

also distorts the measurement of income -when applied on a'

worldwide basis to tax the foreign source income of foreign

corporations. The validity of the unitary business theory

depends on the assumption that the payroll,.property and sales

factors produce the same amount of'income in each jurisdictionin

which a firm operates. This premise is generally true only with

.--------- I- -
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respect to United States source income because wage rates,

property values and sales prices do not vary greatly within the

United States economy.

When the unitary business, principle is extended beyond the

water's edqe.to tax foreign source income, however, it produces a

distorted result because wage rates, property values and sales

prices vary significantly between the United States and-most'

foreign countries. -The variances are due to a wide range of

factors including differences in cultures, economic development,

and degrees of government regulation. As a practical-matter, the

formula apportionment factors are generally-higher 
in the United

States, and therefore the three-factor formula consistently

apportions more income to a worldwide unitary State than is

actually earned in, or otherwise properly allocable to, that

State.' To the extent that foreign source income is over-

allcate.i to a State, double taxiiatin necessarily occurs.

B. Arm's Length Standard ,

By clear contrast, the internationally accepted standard

.treats each corporate member of the affiliated group which

compr iseqthe'-multinat-ion l enterprise as a separate taxpayer.'

The affiliated members are treated as if they were unrelated _ -

separat entities for the -purpose of determnij -___e from

intercopany-transactio h fffectiveness of this approach

de e an ef--e-ificient means for determining arm's length prices

foe goods and services transferred from one member to' another.
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Most national governments have adopted the separate

accounting theory for dividing the income of multinational

business' enterprises. The approach has been accepted by all

members of the OECD. Practically, the separate accounting theory

eliminates the need for any formula division-of income among

different taxing jurisdictions because multi-national income is

allocated to each member corporation in accordance with its

transactions, and generally each member; c6rporatton. conducts its

business in only one country., To prevent tax avoidance through

artificial transfer pricing, most national governments have

generally agreed to exchange tax information under bilateral tax

treaties or separate executive agreements.

Measured againstthis internationally accepted standard,

the 'worldwide unitary method of State taxation isia wholy

deficient means of dividing the income of a multi- national

-enterprise.

C. Decreases Foreign lnvestme

New, i~nv tm n the United States or the.-expahs17n-of

existing plants by United States companiess ith foreign parents

may well be deterred by either the use by alState Qf the

worldwide unitary method or the fear of its adoption in other

States.

This negative 'effect may arise for at least two reasons.'

First, application of the worldwide unitary method 'increases the

direct-cost of investments in the Udited States. Second,-States

using the worldwide unitary method have not established any

. ...
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consistent or coherent principles to define "unitary business."
a

Therefore, a potential foreign investor cannot anticipate with

any certainty the. extent to which income of multinational"

operations will be included in a State's computations or,

consequently, the ultimate tax costs of an investment in the

United States. This uncertainty further deters investment.

D. Prohibitive Compliance and Administrative Costs

The worldwide unitary method requires a foreign-based firm

with international operations- to prepare and maintain records in

United States currency and tax accounting terms cemandel by the

-worldwide unitary States. Such reporting is complex, expensive

and burdensome since- or all other tax purposes t ue r t-- -.

required o m in -rrasatJWccording to the independent

counting rules of the jurisdictions in which they operate.

*The required conversion of financial data of each foreign,

subsidiary to United States dollars must ,take into account many

different exchange r ates, sharp fluctuations and devaluations.

For a foreign-based firm with extensive international operations,

such a task is an unbearable administrative burden'. 'Computing

tax liability under the varied tax accounting standards of the

worldwide unitary States requires separate-and new sets/of.

calcula&ti6s for each Stat..and. further complicates compliance

with the State laws. In many cases,',the costs of compliance with

these administrative provisions may exceed t h.e tax which is

ultimately due to the State.
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Often, a United States subsidiary Of a foreign-based firla

with international operations does ,not have-acceru& to informatioh

of its'related foreign corporations. Stringent secrecy

provisions designed to protect confidential financial information

may prohibit divulgence of financial information located within a

foreign jurisdiction. It is clear that States have.no

enforcement jurisdiction which overrides such foreign laws, yet

worldwide combined reporting requires the prodguption-E such

privileged information~

V.

SUGGESTED CHANGES TO S. 1974

While UTC supports legislation to prohibit the use of the 

worldwide unitary method, and urges the enactment of satisfactory

-.legislation this year, S. 1974 contains several provisions-which

should be modified.

A. Imposition of Worldwide Unitary Taxation Should
Not Be a Penalty for Noncompliance

The provisions of S. 1974 est-ablish two conditions to the

general prohibition on use of the worldwide unitary method.

Specifically, a. state would still be able to impose the worldwide

unitary method if: (1) a taxpayer "materially fails" to. comply

with the new Pederal information. reporting requirement or with

"tie legal or-procedural requirements" of State income tax laws;

or (2) neither the taxpayer nor the government 'of the "relevant

foreign country provides "material" information to a State after

"proper request."

4 .
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The establishment of any conditions is improper. The

prohibition of the worldwide unitary method should not oe treated

as a privilege. The'worldwide unitary method violates_baaic__

principles of taxation -afdf-is contrary to the policies of tne

United States. To sanction use of the jrldwide unitary

combination for any reason, including as a penaltyfor

noncompliance with information requirements, is improper.

Rather, the legislation should penalize noncompliance by .the

imposition of separate penalties. Such penalties are open and

direct sanctions for noncompliance and are the usual manner in

which the United States enforces the information return

requirements of its own tax laws.

In this connection, it should be noted the UTC does not

oppose the inclusion in the legislation of reporting requirements

based upon the concepts of the domestic disclosure spreadsheet

cntained in Principle III of the Worldwide Unitary Taxation

Working Group. However, these information requirements-should

function independently of the prohibition on the worldwide

unitary method. In addition, the reporting requirements should

be drafted with a greater degree of precision to'enable firs to

comply with the requirements in good faith and without.,

uncertainty. This is, good'.faith compliance should be subject to

precise and reasonable determinations. Similarly, S. 1974 should

be'amended to specify the prqcedureunder-which a *proper

request" for information may be made to a foreign government. In

general, UTC believes that Staues should obtain information only
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from the United States government to the extent permitted by any,

tax treaty or executive agreement .to which the United States is a

party.

B. The Threshhold Should Be Changed

The proposed legislation contains provisions to define

foreign corporations which are within the "water's edge* and thus

subj-ct to unitary taxation. 'Iin general, the proposed

legislation provides a-t-wo!ongedrequiremint for th6 nexus

required to be within the water's edge. Specifically, a foreign

corporation must either. (1) have at' least $10 million in"

compensation payments, sales or purchases,-or property assignable

to United States locations; or (2) have at least 20 percent (an

average of percentages) of its total compensation payments, sales

and property assignabld to United States locations.

The UTC has consistently taken the position that the

proposedlegislation should adhere to the principles the United

States espouses in the double taxation agreements into which it

,has entered. Thuii, the water's edge definition should be based

upon the. concept of a- "permanent establishment." If, however,

threshholds of the' type embodied in S. 1974 are retained, the

dollar figure should'-be raised so as to avoid creating-

substantial compliance costs for companies whose tax Oould at'

best be minimal.

'.... I

i' )
~/ ~/
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- C.; The 'Branch Provision Should Be Expanded

The proposed leg islation provides that a United.-States bank

branch of a foreign corporation may be treated as a separate United

States corporation. This proAv'iswn recognizes that banks generally

may not incorporate subsidiaries and prevents the treatment of all*

of the -foreign corporation's income as within the water's edge

merely because the bank branch is located in the-United States.

The provision, however, should not bb limited only to

0*6-oehes of foreign-based banks. Other situations exist where" a

multinational enterprise may be required to operate through a

,single multinational company with a large number of branches. Such

a case should qualify for treatment similar to that provided for

foreign-based banks in the proposed legislation.

D. Other Modifications -

The UTC is now preparing and will shortly submit a series of.

technical suggestions with-respect to S. 1974.

We wbuld welcome the opportunity to work with the Committee

and-its-staff to resolve these technical issues and otherwise to

assist in the expeditious cqnsideration of this urgently needed

legislation.

Respectfully submitted,

PATTON, BOGGS & BLOW

Thomas H. Boggs, Jr.
Donald V. Moorehead,

BISHOP, LIBERMAN, COOK,
PU);CELL & REYNOLDS,

Mar-low W. Cook,

A-KASSOCIATES, INC.

Nichola'i Konovaloff
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THE UNIVERSITY OF ALABAMA

- .February 18. .1986

TOI Senate Finan Committee

I am grave conep ned as an educator, a university.president. and

as a citizen abo t the proposed undercutting of the nationwide pension

system for' higher education. The vesting, funding, portability. and

ahnuity guarantees. features that have long been recognized as the best

in pension principles, are clearly endangered by proposals to remove from

TIAA-CREF its long-standing federal tax exemption..

I subscribe to the notion, advanced in the Carnegie Foundation study,

entitled "Higher Education and the American Resurgence," that this

country's ability to-compete and to lead is dependent on the nature and

quality of higher education.. A talented and dedicated faculty is easen-

tial to high-qualfty educational-and research programs.. We must continue

to attract and .retain highly qualified and able faculty to college .. _

teaching. A good pension system. vhich is contractually guaranteed,

immediately vested in the individual, fully funded, and portable among

Institutions has contributed greatly to enhancing the desirability of a

career in college teaching and research.

" 2 [ 03tOUANDNWASATUKAK DN5G, (M4 P1 0 0 O4s5 LN' USrTY ALAMMA 1%4501496
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I hope that irreparable damage will not be done. and that the integ-

rity of the TIAA-CREF pension plan will be preserved. I feel certain

that you will closely examine this proposed taxation measure and contem-

plate the far-reaching effects 8f weakening this pension plan.

Sincerely,

Joab L. Thomas

President

JLT/dm

cc: Senator Howell Heflin
Senator Jeremiah Denton
Congressman Richard Shelby
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Posa Off e Box BT
Univcrsty, Alabama 35486,

Tephone (205 348- 5121,

February 18, 1986

Senate Finance Committee
Senate Dirksen Office Building
Washington, D.C. 20510

The
University
of .Alabama
System

The Umw ty of Astw in lmws'nh
The L'rtiryo 'Aiftn in Huns~k

Dear Sirs:

My purpose is to urge you to oppose the provisions of HR. 3838 that

would allow the taxation of the TIAA-CREF pension system. If enacted,

section 1012 of the bill would have severe negative effects on pension

plans provided throughout the educational community. I urge you to

consider the following facts:

1) TIAA-CREF is~the nationwide, fully-funded, fully-vested, portable

pension system for 3,600 U.S. colleges, universities, independent schools

a and related nonprofit educational organizations. It holds the retirement

funds for approximately one million current and retired employees of these

nonprofit educational'organizations.

2) TIAA, in 1920, and CREF, in 1953, were exempted by the Internal

Revenue Service from Federal Income taxes because they are organized and

E70'GI (I1rXfjAAv in, Finiv and E'flIV(P~vn
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operated exclusively, for educational purposes. For moret years.'-

participating institutions have 'relied on the tax-exemp status of the

TIAA-CREF system when depositing their retirement funds.

3) TIAA-CREF's.nationwide.pension'-System operates as a unique

multi-employer pension 'fund and is very different from a commercial

insurance company. TIAA-CREF serves onlly nonprofit educational

organizations and Is itself a nonprofit organization. All of-TIAA-CREF's

assets support, pension and related benefits for high reducation, and by

charter and trust law cannot be'diverted for any other purpose.

Section 1012 of H.R. 3838 would terminate the long-standing tax

exemptionpf the TlMACREF pension system, while continuing tax exemption

or virtually all other pension funds. This would treat higher education's

pe Ion a stem unfairly and have a devastating impact on participants'

pension benefits. That is why l'urge the Committee to oppose the provisions

and support. the continuation-of the tax exempt status of the TIAA-CREF

pension system. Please give this your serious attention. I-trust you

will agree that the provisions in question should be eliminated.

Sincerely,

Thomas A. Bartlett

TAB:sr

. . . _
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The University of Alabama in Birmingham
Office of the President
20Wq 4-1j49j

February 17,. 1986

Committee on Finance
United-States Senate
Washington, D.C.

Gentlemen:

On behalf of the University of Alabama at BIrmingham, I wish to join in

support of the testimony presented to the'Committee on February 4, 1986, by

James G. MacDonald, Chairman and Chief Executive Officer of the'TeacherS'

Insurance and AnnuityAssociation. As noted by Mr. MacDonald, the-provision

in HR 3838 to terminate TIAA/CREF's tax exemption would adversely affect the

retirement programs of our faculty and staff. Accordingly, Ilurge you to

continue the long-standing tax exemption of the TiAA/CREF pension system.

I would also note, however, other provisions 'of'HR 3838 would have

even more serious consequences for college and university retirement plans

than would a change in TIAA's tax status. In particular, the proposed-

application of so-called. non-discminatfon rules" to 403(b).annuities.would

disrupt a workable, effective system which has evolve4dover many years, and

we are strongly opposed to this unnecessary prol-iof-.

Sinc

S. chrdson Hill, Jr., M.D.
President

SRHjr/dbb

C:t The.Vonorable Jereilah 'Denton 4- -

The Honorble Howell Heflin-

Univen" Station / Simingham, Alabama 352%.
An Affirmative'Action / Equal Opportunity Employer

.'

I
• _... ......- 'I
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The ehvr*ypf Dyton
February 14i, 1986

Senate Finance -Cmittee
Room SD-219
Senate Dirkeen Office Building
Washington, D.C. 20510

-ldies and. Gentlemen:

On behalf of the Faculty and Staff of the University of Dayton, I

wish to cal to your attention several provIa-inkn -The Tsi Reform Act of 1985

(BR-3838) paused by the, House, of Representatives, which would react adversely

on them.

One of the provisions would withdraw the tax exemption of the Teachers

Insurance and Annuity Association (TIAA-CREF) ,upon which our employees are

dependent for a portion of- their retirement income. The University has been

a member of this program for over "30 years and it has enabled us to supplement

Social Security benefits which were never intended to provideosufficient retirement

income.

The removal of the tax exemption accorded to the TIAA-CRM7 program

would reduce retirement income for all members of the pln TT'&-1 tis unfair

since' virtually all other pension plans, including those of labor unions,

corporations, government agencies, etc., are not taxed,

A second provision in the Tax Reform Act vould reduce the maximum

allowable contribution by salary reduction to a basic retirement plan to $7,000

OFFICE OF THE PI SIDENT
300 Coliqe Park Dayton, Ohio 4S469OO1

,/
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annually, including IPA contributions. This liatation also appears grossly

unfair since it react. unfavorably, on an individual's extra'eftort to provide

'adequate retiremnt income.

A thtrd prvislon of the Houie bill vould adversely affect mny of

our eloyees who have been setting aside extra retirement savings in cashablee)

elective t-deferred annuities. In addition to reducing maximm contributing

to these annuities, the House also places strict limtatloi on wben, and how

such annuity- benefits csn-be -Vi -wv if attributable to contributions made

~-aftef Januar'y 1, 1986. It also imposes a severe tax ?pniyon cash withdrawals

regardless 'of whether te amount withdrawn' was attributable to contributions

mde before or after January 1, 1986.

Finally, the Tax Reform Act would impose unnecessary and costly

admii strative burdens on educational institutions even though it is x

understanding that there is no evidence of any significant probe of pension

discriaination against lover'paid employees.

The"e provisions are of considerable concern to all of us at the

University of Dayton and I request your support for the elimination Of the

provisions as the Senate prepares its own bill.

N Thank you very mch 'for any attention you can give -to thee matters.

Your continued support of higher education is appreciated. -

Sincerely, "

brother ymond L r ..
President
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WWs Katd, CT 0611?
,h P , 'aldsnt

203-2434417

february 13, 1986

Senate Finance.Coevmittee
Room SD-219.
Senate Dirkuen Office Building
Washington, DC .20510 ...

Attehtion: Ms.,Betty Scott-Boom

Dear Ma. Scott-Boom:

I am advised that the Senate Finance Committee rules indicate that an

appropriate way to share one's concern about pending legislation with.

the Senate Finance'Comulttee -U to address a typewritten, double-spaced.
letter to'you, Pursuant to that requirement, I am writint.to say that

I have read the testimony of James G. MacDonald, Chairmah and Chief

Executive Otficer of Teachers Insuapce and Annuity Asaociatin/College
Retirement Equities Fund, presented to the Senate Fir%nce Committee

on February 4, 1986 during hearings on H.R. 3838, "Proposed Taxation

of Pension Plan Funds held by TIAA-CiEF."

Bythis letter I want to associate myself with the arguments made by
Mr. MacDonald. I.can think of no virtue that accompanies removal of

* the longstanding federal tax exemption on the pension funds of almost

one million active and retired TIAA-CREF participanis, and, as

Mt. MacDonald pointed out, there seem to be aiple vices.associated
with this Initiative. I hope the.Comittee,'In its wisdom, will

retain the cuntent TIAA/CREF status.

My thanks in advance for your consideration and for-that of your

senators.

SeTe phen J *ITrachtenberg
V~esident

SJT/emc
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IncibtrsitU of Notre Patti

OOPMO of *biaa " " "

February 17, 1986

5en~ate Finance Committee
c/o Betty, Scott-Boom
Committee-on-finance , Room 5D-219.
Senate Oir~tsen Office Building
Washington, D.C. 20510

Deai Sirs:

I am writing to urge you to continue the longstanding

tax-exemption ofIIAA-CREF that HR83B.would terminate.-

As you know from hearings on this subject, T1A- CRE .

operates exclusively ror educational and charitable purposes. -

IC serves as a nationwide portabie'enefIt'-6ystem which- cur-

rently covers more than 3600 educational institutions, B9% of

faculty in allprivate colleges and universities, and 63% oF

Faculty in all public colleges and universities.. TIAA-CREF hia.

approximately or
4 

million participant-a, including about 150,000

,retired employees now receiving pension incomes. It Is, there-

fore, a vital system For a large and imp'ortaht group of higher

educat ion employees. -

Si'nce virtually all pension Funds except-TIAA-CREF. would

remain tax exempt, I am disturbed that the termination or TIAA-

C5,E, status would treat hig,,er education's pension system

inequitably and unfairly redu-ce pension benefits For ts-parti-
c n u

cipants. :This iassimply unjust.
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. .Senate Finance Committee
February 17, 1986
Page Two

Furthermore, the repeal would demand formidable restructur-

ing or, the TIAA-CREF system and require subetantial changes in

the plans o participating institutions. Such action would vir-

tuelly destroy IIAA-CREF's. great value as a nationwide system,

impair its portability,, reduce reculty mobility, and-inflict

damage on the system or higher education in the United States.

As president of a uni-versity which.has een proud of-the

security-we have been able to oFFer .our faculty and staff

through TIAA-CREF, I ask'yo6 to continue tax exempt status for

the TIAA-CREF pension system.

.Cordially youra, - --

* ( heodors 14.d 54;up
(Rev.) heodore M. pe burqh, C.S.C.
President
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February 13, 1986-

Senate Finance Committee
:Betty Scott4oom
Committee on Fop~pce.
Room SD-219
Senate OirksenOffce Building
Washington, D.C. 20510 -

Dear Senate Finance Committee Members:

As president of the Universityof Puget Sound'and as advisory.board

member and former president of the National Association of Independent

Colleges and Universities, I am writing in opposition to Section'1012

of H.R. 3838. It Is my understanding that this section would eliminate

tax exemption for the TIAA/CREF pension system.

Sincd the Initial establishment of its retirement plan in 1936, Puget Sound

has relied on the tax-exempt status of the TIAA/CREF system when d positing

.retirment funds on behalf of faculty and staff members. The retroactivity
of Section 1012's application tothe funds already contributed to TIAA/

. CREF is, therefore, especially distressing. Secondly, the fact that

under H,R, 3838 other pension funds would continue to be tax exempt creates

a burden for private higher education that is not only inequitable, but

poorly timed. Finally, the resultant reduction in participants' pension

benefits would be unfortunate and unfair, both from the individual's and

the institution's vantagepoint. The possibilityof reductions in retire-

ment benefits comes during a period when we in higher edutation-are attempt-

Ing.to maximize retirement benefits to increase-both the options open to.

faculty members when they reach normal retirement age and the staffing
flexibility of institutions.
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Therefore, I strongly urge the Committee to continue the long-standing
tax exemption of the TIAA/CREF pension system.

Sincerely, .

Pilip M.Ahlbbs
President

cc: Daniel "J. Evans, U.S.S..
Slade Gorton, U.S.S.
Don Bonker, N.'C. -
Rod Chandler, N.C.
Norm Dicks, N..C.
ThomasSr Foley, N.C.
Mike-Lowry, N.C."
Sid Morrison, M.C.
Joel Pritchard, M.C.
Al Swift, N.C.

0 &
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February 13, 1986

Senate Finance Committee

United States Senate

Washington, DC 20510

bear Senators:

I wish to express the strong support of The UniVersity 6f Vermont, its

Faculty, and'Its Staff for continuing the'tax-exempt status of the

pension plans for TIAA/CREF. Accordingly, we are'strongly opposed to

Section 1012 of H.R. 3838.

This-legi1 ation would directly affect the people who are most',

important to maintaining the strength of'higher education in our

nation. - -.

As I understand the proposed legislation, it, would.necessitate a direct

reduction In pension benefits tb*TIAA retirees. I cannot believe that

it is the intent of the Congress to put education at a disadvant.ge in

relationship to other pension plans that would not lose their tax

exceptions.
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If H.R. 3838 were to pass in Its present fort, it would adversely

affect higher education at a time when many other sources of Federal

support are also being threatened or cut back.

I urge that you amend section .1012 of H.R. 3838 accordingly.

Sincerely,

"_ Lattie F. Coor

President

LFC/avh

2-13-08

cc: Robert Staff9rd

Patrick Leahy

James Jeffords

4j
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UNIVERSITY OF VIRGINIA
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February 17, 1986

Senate Finance Committee
Attention: Bqtty Scott-Boom
Committee on Finance
Room SD-219
Senate Dirksen Office Building-
Washington, D.C. 20510

Dear Members of the Committee:

-I write to express deep concern about the proposed

change in the tax-exempt status of TIAA-CREF. I do so not

only as a university president, but as one who has served

for the past seven years as a trustee of the Carnegie Foun-

dation for the Advancement of Teaching, the predecessor of

TIAA-CREF (and. still a source of pensions for a small number

of faculty and surviving spouses whose plans ves.ted before

1931).

The proposed tax liability of TIAA-CREF co-IdI do

great harm to the academic profession, both 'in tangible

terms and in terms of faculty morale at a -r-i-icol time -in

higher education, TIAA-CREF is not simply a retirement pro-

gram; it is avital link Within the academic community. The

current system has provided both a- form of assurance and

hope for millions of university and college professors and

MAC ION ALt. EON 3O! I TAX00N a lO LEftCFMIOI N SUN 53?7
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has brought about a flexibility within the profession which

is vital to the interests of students as well as faculty.

I would strongly urge that you make no change in

the current tax status of TIAA-CREF.

Very sincerely,

Robert M. O'Neil
President

RMO:acr

cc: The Honorable Paul S Trible, Jr.
The Honorable John W. Warner
The Honorable D. French Slaughter, Jr.
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OFFICE OF THE PRESIDENT

18 February 1986

Senate Finance Committee
c/o Betty Scott-Boom
Committee on Finance
Senate Dirksen Office Building, Room SO-219
Washington,D._,C. __20510

Dear Chatrman and Members of the Committee:

I am writirg to.petition the continuance of the tax exemption for the

TIAA/CREFPension System. This exemption would be terminated under Sectfon

1012 of H.R. 3838. TIAA/CREF has approximately one million- participants who

are employees of educational institutions; and at Utah State University, over

* one thousand employees belong to this system.* For them, it is their primary

pension-system. Since It is well established under national pension policy

that pensions should not be taxed at the plan level but taxed as income when

received, it appears that this benefit will be lost in House Resolution 3838..

The effect of this taxation would carry negative income implications to

our employees whp participate Inthe plan. The proposed taxation under H.R.

3838 would directly reduce the pension- benefit payable to TIAA/CREF retirees. -

The retention of quality staff in higher education is critical, and benefits

play a major role in that retention. A.reduction in the retirement benefit

could negatively-affect' the-retention o! y staff.
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- Page 2_

Our administrative staff members have carefully reviewed the testimony

given before your committee on 4 February -186, by James G. MacDonald,

Chairman and Chief.IExecutive Officerof TIAA/CREF, and we concur.with the

arguments put forth by.Mr. MacDonald. I-would urge your committee to continue

the long-standing tax exemption of TIAA/CREF that H.R. .3838 would eliminate.

Sincerely,

Staofof Cazier
'President

- cc: Senator E, J. "Jake" Garn
Senator Orrin G. Hatch
Evan N. Stevenson, Vice President for Business, Utah State University
Clark M. England, Director of Personnel, Utah State University
Ward O'Neill, TIAA/CREF

J.
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WABASH COLLEGE
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OFFIC9 Of THE PRIO-0eMT- ___-_____

February 15, 1986

Senate Finance Coummittee
Room SD-219
Senate Dirksen Office Building
Washington, D.C. 20510

Dear Sit'

Having reviewed the proposed changes in taxation of TIAA-CREF

retirement funds, my-impression is'that-those who drafted the proposal

may not understand either the purpose or the operation of college

retirement plans. To approach TIAA's cbntingency reserve as if it

were part of an ordinary insurance-option is to misunderstand both its

purpose and application. I encourage your committee not to disturb the

tax exempt status of TIAA-CREF.

Yours sincerely,

Lewis. S. Salter

LSS/md

rc: Senator Richard Lugar
Senator Daniel Quayle

I

.1.

:
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STEPHEN D NADALAD. PhD
\ c, r PfRESIDENTWEBER STATE COLLEGE MILRAVsITAINBD
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February 14, 1986

Senate Finance Committee:

On behalf of the 685 faculty and administrative employees at Weber

St&te College who participate in the TXAA/CREF pension system, I

wish to express concern over the provisions of Section 1012 of H.R.

3038. The bill would discontinue tax exemption for educators under

the TIAX/CREF plan while allowing continued tax exemption for-most

other pension- funds. -

The change is certainly unfair and presents a barrier to adequate

retirement funding for academic employees. In most cases, their

less-than-competitive salaries 'simply do not provide the means for

them to replace the lost retirement funds-with-upplementary

-- rrement programs. I do not think that it was the intent of

hv o intentnt

committee to create this dilemma for higher educa on, and I would

urge you to continue, the fair practice of TIAA-CREF tax exemption.

- Cordially,

Step AnD. Nadauld
jv President

0\

I -


