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THE TECHNICAL CORRECTIONS ACT OF 1987

-- WEDNESDAY, JULY 22, 1987

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

COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 9:40 a.m. in
room SD-215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the subcommittee) presiding.

Present: Senators Baucus, Bradley, Roth and Chafee.
[The press release announcing the hearing follows:]

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT To HOLD HEARING
ON TECHNICAL CORRECrIONS BILL

Washington, DC.-Senator Max Baucus (D., Montana), Chairman of the Senate Fi-
nance Subcommittee on Taxation and Debt Management, announced today that the
subcommittee will hold a hearing on S. 1350, the Technical Corrections Act of 1987.

Chairman Baucus stated that the hearing is to serve two purposes-to hear com-
ments on items included in S. 1350 and to receive recommendations for additional
items to be included in any technical corrections legislation. Baucus emphasized
that all testimony should relate to technical changes in the Tax Reform Act of 1986
and other recently enacted tax legislation.

The hearing is scheduled for Wednesday, July 22, 1987 at 9:30 a.m. in room SD-
215 of the Dirksen Senate Office Building..

Senator BAUCUS. The subcommittee will come to order. This is
the hearing on technical corrections of the 1986 Tax Reform Act,
the various provisions which probably should be changed because
of oversights or because of technical errors. There are other provi-
sions that various groups would like also changed in the tax bill
which sometimes are not in fact technical corrections. And there is
obviously the effort and attempt of this subcommittee to keep any
changes to the bill truly technical in nature. We do not want to
have any significant substantive changes in this bill.

Our first witness is the distinguished Senator from Idaho, Sena-
tor Symms. And, Senator Symms, we are delighted to have you
here to be our lead off witness. Please proceed.

STATEMENT OF HON. STEVE SYMMS, A U.S. SENATOR FROM THE
STATE OF IDAHO

Senator SYMMS. Thank you very much, Mr. Chairman. I appreci-
ate the opportunity to speak before this subcommittee. And I must
say, as a former member of this committee, it seems strange to be
on this side of the table. And I am very aware of the heavy work-
load that you have, so I will be as pertinent and direct as I can.

(1)
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I come before you today to present my bill, S. 1188, to allow the
establishment of 401(k) plans for college football coaches. The plan
is companion legislation to Representative Duncan's H.R. 1093.

As members of the subcommittee know, the 401(k) plan allows in-
dividuals to move from one organization to another without losing
accrued retirement benefits. I realize my bill is not technical in
nature, however, the legislation addresses an important issue that
needs immediate consideration.

Labor mobility is a crucial component of an economically effi-
cient society. To encourage mobility, workers need to be assured
that they can transport their pension plans as they move from one
job to the next. Many coaches have no choice where they work or
wheff they will be forced to relocate. For example, when a head
coach moves from one school to another, there will be between 10
and 16 assistant coaches under him with uncertain futures. This
type of change occurs every two or three years in the coaching pro-
fession. You can see it is very difficult to become vested in one pen-
sion system.

The American Football Coaches Association represents 5,500
coaches from 4-year colleges. This is a tax exempt organization
which is not a collective bargaining group. These college coaches
seek the use of 401(k) plans because the average length of one
coaching position is 2.8 years, and it takes up to five years to
become vested under the new Tax Code.

In addition, State pension plans and the Teachers Insurance An-
nuity Association-College Retirement Equity Fund vary from
State to State. As a result, coaches have a very difficult time build-
ing secure retirement funds.

Although many major college head coaches are usually financial-
ly secure, there are many small college head coaches and assistant
coaches who need the security that the 401(k) would bring. In fact,
this issue has been brought to my attention by the assistant coach-
es at the University of Idaho. The vast majority of American Foot-
ball Coaches Association members are actually assistant coaches
whose futures are not nearly as secure as those head coaches that
are more popularly known by most of us who watch college foot-
ball.

A perfect example of how difficult it is for coaches to secure re-
tirement funds is the case of Paul E. Davis who spent 38 years as a
college coach. After many years as an assistant coach at several in-
stitutions, Coach Davis landed the head coaching job at Mississippi
State University where he was the coach of the year in 1963. Davis
then moved to Auburn University where he was assistant head
coach for 14 years. Paul "Bear" Bryant, who respected him as a
rival, gave Coach Davis a position as the head recruiter when Au-
burn's head coach was fired. "Bear" Bryant's action enabled Coach
Davis to get the full Alabama State pension, but many coaches are
not so lucky.

The American Football Coaches Association is seeking the use of
the 401(k) because other pension plans, such as the Multi-Employer
Pension Program and 403(B) Tax-Sheltered Annuity Provisions, do
not apply to its needs. The American Football Coaches Association
is not a collective bargaining group and does not seek to become
one. And although some coaches can take advantage of 403(B),
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many coaches belong to institutions which do not maintain such a
program. What these coaches need is a portable, uniform pension
plan as provided for by the 401(K).

Finally, I would like to address the issue of why we are singling
out 4-year college football coaches. I introduced the bill as a com-
pansion legislation to H.R. 1093. The two bills read verbatim, how-
ever, I would be more than willing to modify the legislation at
some point in the legislative process to include other collegiate
level coaches.

Mr. Chairman, I thank you very much for the opportunity to dis-
cuss that issue. I have two other issues I want to mention only for
about 10 to 15 seconds each.

One issue that I would hope in your deliberations this year that
we could take a careful look-and I would offer my abilities, what-
ever they might be, to work with you on this-at calendar yearend
dates for businesses using fiscal year ending dates other than De-
cember 31. I think that was a mistake in the tax bill. I don't know
whether it is to be considered technical in nature or not, but I be-
lieve that we are creating a ripple effect in our society by forcing
all of the accounting procedures for all businesses to be done on the
same date. We should allow a staggered yearend date for individ-
uals and businesses. I hope that we could look at that one.

And the last thing I would just mention in your deliberations, I
am leaving this committee to go upstairs to the Public Works Com-
mittee, which the distinguished Senator from Montana also works
with me on, and Senator Moynihan is undertaking a large project
of hearings on the infrastructure in this country. I think all of us
that'have worked on that committee are very keenly aware of the
fact that we have many of the older cities in the country with
water systems, sewer systems, roads, bridges, and so forth that are
in dire need of rebuilding, replacement and reconstruction, and in
some places, new construction.

I would hope that this committee in any technical correction act,
that it at least make a statement that we would call a truce on any
further taxation on municipal bonds and do nothing more than was
done in the 1986 Tax Reform Act. In other words, make a state-
ment to the effect that municipal bonds will be off limits to any
new forms of revenue that might come about just to give stability
to those communities who need to use municipal bonds to finance
infrastructure projects that are badly needed for the public good of
communities. I would be glad to do anything on that With the
chairman, to just make a statement that there will be a truce. We
will use the law we passed and not tamper in any way with munic-
ipal bond taxation as a method of raising any revenues in the
future.

I thank you very much again for your patience and for the op-
portunity to be here this morning.

Senator BAUCUS. Thank you, Senator.
The accounting measure of whichyou spoke is a subject that will

be addressed later this morning, in fact, as I have introduced a bill
to help address the accounting change that you mentioned.

Senator SYMMS. I think I am a cosponsor of it. I hope so.
Senator BAUCUS. If you are not, I will be sure that you are.
Senator SYMMS. Good.
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Senator BAUCUS. On the major matter of which you testified, I
am wondering what your feelings would be of other faculty or even
of other sports personnel, coaching personnel in other sports of Di-
vision 1 colleges--

Senator SYMMS. Well,--
Senator BAUCUS [continuing] If the bill that you are testifying on

were to enact it?
Senator SYMMs. There are two reasons why it is just football

coaches. The first one is that the Joint Tax Committee estimates
that the cost of it the way the bill is written is less than $5 million.
Football coaches are obviously affected by this. I do think that
other coaches-baseball, track, basketball-also probably should be
considered. But the first reason was cost; to not expand it too
broadly or too widely.

The second reason is that we introduced this bill verbatim with
H.R. 1093, and it could be expanded. The portable pension concept
lends itself to all workers; however, coaches, and particularly foot-
ball coaches, are unique in that their average job expectancy is
about 2.8 years.
1 Now, the head coaches of major institutions have a much higher
income and have much more financial security. I am not as con-
cerned about their future as their assistants who have no choice.
And I cite an example.

The former head coach of the University of Idaho left Idaho 2
years ago and went to the University of Wyoming, but his lifelong
dream was to be the head football coach at Washington State Uni-
versity. The job opened up at Washington State University, and he
had to make a career choice: Does he go with his lifelong dream
and move back to the PAC-10 and Washington State lTniversity
and give up the secure position he had at Wyoming? He made the
decision to make the career change and was able to do this under
the contract that he had at Wyoming.

The problem is that the assistants that were at Idaho, and then
at Wyoming, and now at Pullman, Washington, all are in a much
lower income category than the head coach, and have families, and
great difficulties of assuring any security. They have made three
moves, in three football seasons, to three institutions, in three
States. I just believe that they should be afforded some kind of an
opportunity to be putting away a little bit of money for future in-
vestment. And I don't believe that the cost to Treasury will be sig-
nificant.

Now if we want to expand it to basketball and the other sports, I
would have no objection. As far as the academic instructors go on
college faculties, they are not bound with a head football coach's
career. In other words, they do not have to hang their star on a
head coach and go with that coach and that program. They can get
in the English Department or in the History Department and
pretty much stay in place if they are happy at that institution, so
then they are able to qualify under the institutional pension pro-
grams.

Senator BAUCUS. Thank you very much, Senator.
Senator SYMMS. Thank you.
Senator BAUCUS. There are two other Senators who are sched-

uled to testify, Senator Dodd, who apparently is not here yet, and
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Senator Murkowski, who I am told is on his way. While we are
waiting for Senator Murkowski, let's go to the first non-Senatorial
witness, Mr. Don Chapoton, Deputy Assistant Secretary of the
Treasury. The committee welcomes you, Mr. Chapoton, in your new
role of representing the Treasury. Your brother was here sitting
where you are, yesterday, and yesterday was also Secretary Mentz's
last day, the last time he was here to testify. This committee has
been blessed with the appearance of very competent Assistant
Secretaries, helping this committee, advising this committee on the
Treasury's position in tax policy and the revenue effects and whatnot
of various tax bills. We look forward to join in the same relationship
with you. You have had a great group preceding you and I know you
are going to be doing just as well and probably even better.

[The prepared written statement of Senator Symms follows:]
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SATEMENT TO FINANCE COMMITTEE ON S. 1188

I WOULD LIKE TO THANK THE CHAIRMAN AND MEMBERS FOR ALLOWING ME

TO SPEEK BEFORE THE COMMITTEE THIS MORNING. I AM AWARE OF YOUR

HEAVY WORKLOAD, SO I WILL BE PERTINANT. I COME BEFORE YOU TODAY TO

PRESENT MY BILL, S. 1188, TO ALLOW THE ESTABLISHMENT OF A 401(K)

PLAN FOR COLLEGE FOOTBALL COACHES. THE BILL IS COMPANION

LEGISLATION TO REPRESENTATIVE DUNCAN'S H.R. 1093. AS MEMBERS OF

THE COMMITTEE KNOW, THE 401(K) PLAN ALLOWS INDIVIDUALS TO MOVE FROM

ONE ORGANIZATION TO ANOTHER WITHOUT LOSING ACCRUED RETIREMENT

BENEFITS. I REALIZE THAT MY BILL IS NOT TECHNICAL IN NATURE,

HOWEVER, THE LEGISLATION ADRESSES AN IMPORTANT ISSUE THAT NEEDS

IMMEDIATE CONSIDERATION.

LABOR MOBILITY IS A CRUCIAL COMPONENT OF AN ECONOMICALLY

EFFICIENT SOCIETY. TO ENCOURAGE MOBILITY, WORKERS NEED TO BE

ASSURED THAT THEY CAN TRANSPORT THEIR PENSION PLANS WHEN THEY

MOVE FROM ONE JOB TO THE NEXT. MANY COACHES HAVE NO CHOICE WHERE

THEY WORK OR WHEN THEY WILL BE FORCED TO RELOCATE. FOR

EXAMPLE WHEN A HEAD COACH MOVES FROM ONE SCHOOL TO ANOTHER, THERE

WILL BE BETWEEN 10 AND 16 ASSISTANT COACHES UNDER HIM WITH

UNCERTAIN FUTURES. THIS TYPE OF CHANGE OCCURS EVERY TWO OR THREE
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YEARS IN THE COACHING PROFESSION. YOU CAN SEE THAT IT IS VERY

DIFFICULT TO BECOME VESTED IN ONE PENSION SYSTEM.

[NE AMERICAN FOOTBALL COACHES ASSOCIATION REPRESENTS 5,500

COACHES FROM FOUR YEAR COLLEGES. THIS IS A TAX EXEMPT

ORGANIZATION WHICH IS NOT A COLLECTIVE BARGAINING GROUP. THESE

COLLEGE COACHES SEEK THE USE OF THE 401(K) PLAN BECAUSE THE AVERAGE

LENGTH OF ONE COACHING POSITION IS 2.8 YEARS, AND IT TAKES 5 YEARS

rO BECOME VESTED UNDER THE NEW TAX CODE. IN ADDITION, STATE PENSION

PLANS, AND THE TEACHERS INSURANCE ANNUITY ASSOCIATION--COLLEGE

RETIREMENT EQUITY FUND (TIAA-CREF' VARY FROM STATE TO STATE. AS A

RESULT FOOTBALLL COACHES HAVE A VERY DIFFICULT TIME BUILDING SECURE

RETIREMENT FUNDS. ALTHOUGH MAJOR COLLEGE HEAD COACHES ARE USUALLY

FINANCIALLY SECURE, THERE ARE MANY SMALL COLLEGE HEAD COACHES AND

ASSISTANT COACHES WHO NEED THE SECURITY THAT THE 401(K) WOULD BRING.

IN FACT, THIS ISSUE WAS BROUGHT TO MY ATTENTION BY THE ASSISTANT

COACHES AT THE UNIVERSITY OF IDAHO. THE VAST MAJORITY OF AFCA'S

MEMBERS ARE ASSISTANT COACHES.

A PERFEC[ EXAMPLE OF HOW DIFFICULT IT IS FOR COACHES TO SECuRE

RETIREMENT FJNOS IS THE CASE OF PAUL E. DAVIS WHO SPENT 38 YEARS AS

COLLEGE COACH. AFTER MANY YEARS AS AN ASSISTANT COACH AT SEVERAL

INSTITUTIONS, COACH DAVIS LANDED THE HEAD COACHING JOB AT

MISSISSIPPI STATE UNIVERSITY WHERE HE WAS COACH OF THE YEAR IN 1q63.

DAVIS THEN MOVED TO AUBURN UNIVERSITY WHERE HE WAS ASSISTANT HEAD
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COACH FOR 14 YEARS. PAUL "BEAR" BRYANT, WHO RESPECTED HIM AS A

RIVAL, GAVE COACH DAVIS A POSITION AS HEAD RECRUITER WHEN AUBURN'S

HEAD COACH WAS FIRED. "BEAR" BRYANT'S ACTION ENABLED COACH DAVIS TO

GET A FULL ALABAMA STATE PENSION. NOT EVERY COACH IS SO LUCKY.

THE AFCA IS SEEKING THE USE OF THE 401(K) BECAUSE OTHER PENSION

PLANS, SUCH AS THE MULTI-EMPLOYER PENSION PROGRAM AND 403(B) TAX-

SHELTERED ANNUITY PROVISIONS, DO NOT APPLY TO ITS NEEDS. THE AFCA

IS NOT A COLLECTIVE BARGAINING GROUP, AND DOES NOT SEEK TO BECOME

ONE. AND ALTHOUGH SOME COACHES CAN TAKE ADVANTAGE OF THE 403(B)

PLAN, MANY COACHES BELONG TO INSTITUTIONS WHICH DO NOT MAINTAIN SUCH

A PROGRAM. WHAT THESE COACHES NEED IS A PORTABLE, UNIFORM PENSION

PLAN AS PROVIDED FOR BY 401(K).

FINALLY, I WOULD LIKE TO ADDRESS THE ISSUE OF WHY WE ARE

SINGLING OUT FOUR YEAR COLLEGE FOOTBALL COACHES. I INTRODUCED THE

BILL AS COMPANION LEGISLATION TO H.R. 1093. THE TWO BILLS READ

VERBATIM. HOWEVER, I WOULD BE MORE THAN WILLING TO MODIFY THE

LEGISLATION AT SOME POINT IN THE LEGISLATIVE PROCESS TO INCLUDE

OTHER COLLEGIATE LEVEL COACHES.

i
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STATEMENT OF HON. 0. DONALDSON CHAPOTON, DEPUTY AS-
SISTANT SECRETARY OF THE TREASURY FOR TAX POLICY, U.S.
TREASURY, WASHINGTON, DC
Mr. CHAPOTON. Well I have a long line of strong people to follow,

but I will do my best. I thank you very much.
We are happy to be here this morning, Senator, to testify on the

Technical Corrections Act of 1987, S. 1350. I have been asked to
keep my remarks very short, so I will do so. We have a printed
statement that we would like to enter into the record, which con-
tains a more detailed analysis of the comments that we have on
the Technical Corrections Bill.

Let me just say by way of background that every major tax legis-
lation over the last 8 or 10 years has necessarily been followed
within a year by a technical corrections bill. The 1986 Tax Reform
Act is no exception. In fact, I think everyone is to be commended-
the staff and the Congress-for the relatively low number of tech-
nical corrections which are required on this Act. The 1986 Tax
Reform Act was a major piece of legislation that dramatically re-
formed the Tax Code. There are necessarily a number of provisions
that require corrections, but we think that they are relatively
small in number, given the magnitude of the original legislation.

The Treasury Department supports virtually all of the provisions
in the Technical Corrections Bill. Our staffs have worked closely
with the staffs of the Ways and Means Committee, the Senate Fi-
nance Committee, and the Joint Committee on Taxation, and we
are very pleased with the way the Technical Corrections Bill has
been drafted and the form in which it now stands.

There are, however, several matters about which we have some
concern, and those matters are covered fully in my written state-
ment. Basically, just to summarize, my written statement covers
only six different items that are in the Technical Corrections Bill.
Three of them relate to foreign matters and three of them relate to
domestic matters.

Let me first turn to the foreign matters because I think that the
primary one involved there is the one that gives us the greatest
concern. This is the provision in the Technical Corrections Bill
dealing with treaty overrides, that is, with conflicts between our bi-
lateral tax treaties with foreign countries and provisions of the
1986 Tax Reform Act.

The 1986 Tax Reform Act contained a number of provisions
which raise the question of whether the Act or the treaties would
control; in other words, whether the Act provisions overrode the
treaty.

While-we had grave concerns that some of those provisions did,
in fact, cause treaty overrides and would cause the treaties to be no
longer effective as to those provisions which it conflicted with, at
least the Act was silent on just how that determination would be
made. It was left up to the courts to determine whether the trea-
ties would control or the Act would control or whether any conflict-
ing provisions between the two could be reconciled.

Unfortunately, from our point of view, the Technical Corrections
Bill does not leave that open to question. It contains specific provi-
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sions saying when the Act will control or when the treaties will
control, and we think that is unfortunate.

There are two specific provisions in the bill that say in those spe-
cific cases of conflicts, the Act provisions will control, and the
treaty is overridden.

Eight other specific provisions are listed, indicating that where
there is a conflict in those cases, the treaty will control.

And, finally, there is a catchall provision that states that in the
case of "Any other provision that's deemed to conflict"-any other
provision in a bilateral treaty that we have with a foreign country
that is deemed to conflict with a provision in the Tax Reform Act,
the Tax Reform Act will control.

This is not an insignificant matter. It is something that worries
our major trading partners considerably. We have 35 bilateral trea-
ties and we are hearing from those countries. As they view it, we
are casually overturning treaties that have been negotiated with
and that have been honored by those countries. They think that
this is a serious matter that we should consider, that Congress
should seriously consider, before acting upon.

About two weeks ago, the Treasury Department sent a delega-
tion to the Committee on Fiscal Affairs of the OECD, in Paris, to
discuss international tax relations and, among other things, inter-
national tax treaties. I led that delegation, and I can tell you that
there was grave concern expressed by our major trading partners
with respect to these treaty overrides.

As a result of those discussions that went on in that committee-
and, incidentally, there are 24 countries represented in OECD
meetings-a summary was made of the feelings of that committee
on the treaty override provisions. While I, as a representative of
the United States, had to withdraw and not participate in those
discussions, I was requested by the OECD to bring that summary
and their conclusions back to the Congress. It is contained verba-
tim in my written statement. It is one paragraph that appears on
page 5. I would just like to read a couple of sentences from it.

"The Committee on Fiscal Affairs of the OECD was concerned
about the increasing frequency with which in recent years, and
particularly during the recent process of tax reform, the United
States had sought unilaterally to override its own international
agreements. This could only call into doubt the intentions of the
United States when negotiating agreements and undermine the
stated policy of the OECD."

My written statement contains in greater detail the reasons why
this is of great concern, and I would hope that the committee
would consider it. It is something I can assure you that is greeted
with alarm by our trading partners. I think we should address and
try to be reasonable in our response to their concerns.

My written statement contains two other foreign provisions that
we have some concern about and that we think need some atten-
tion, but I think that is pretty well spelled out in my written state-
ment so I won't dwell on those.

The written statement also addresses three technical corrections
dealing with domestic tax matters which we would like to see
changed from the way they now appear in the Technical Correc-
tions Bill.
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The first one has to do with the low income housing tax credit. I
won't go into any detail except to say that the bill purports to
change a provision in the low income housing credit provision that
allows the Treasury Department to authorize a waiver of a 10-year
holding period requirement for -the purchase of housing for low
income purposes. The bill would deny the Treasury under certain
circumstances the ability to grant that waiver. We think that the
waiver is quite important, and we would support at least revising it
somewhat in the Technical Corrections Bill so that the Treasury
does have some authority to grant that waiver in circumstances
where it is needed, and particularly in light of the dire need for
additional low income housing in this country.

Second, the written statement touches on a provision dealing
with the treatment of foreign currency gains and losses for pur-
poses of certain rules that apply to regulated investment compa-
nies. This is a very complex subject dealing with whether foreign
currency gains should be subject to the so-called short-short rule
which restricts regulated investment companies to realizing no
more than 30 percent of their income from the sale of stock or se-
curities held for less than 3 months. We think that there is no
reason why foreign currency gains should be subject to the short-
short rule, and without elaborating on that, my testimony touches
on that.

The final point I would like to mention relates to the install-
ments sales rule as it applies to passive losses. Senator Symms
touched on this a moment ago. This is a provision which relates to
a Treasury announcement about its proposed regulations under
Section 469 implementing the Passive Loss Rules.

The Passive Loss Rules are very complex provisons in the Tax
Reform Act, and we are working on regulations to deal with the
complexities of those provisions. But in areas where we knew tax-
payers needed some guidance, we sought to give that guidance
early in the form of administrative announcements. This install-
ment sale rule was one of those administrative announcements.

We announced that installment sales made before 1987 of rental
property or other activities which, under the bill, when it came
into effect in 1987, would have been considered passive activities
would not constitute sales of passive activity investments and,
therefore, would not be eligible for passive income treatment when
the installment income was collected in 1987 and later years.

I think there has been some reaction to that announcement. The
thinking is that it is unfair; that the concept that the defintional
provision was not in effect in 1986 and, therefore, a sale cannot
constitute a passive activity struck some individuals as unfair and
as a too strict interpretation of the Act.

Our written statement goes into great detail as to why we do not
think that is true, but let me just summarize it simply by saying
that there is no indication in the Act anywhere that pre-1987 ac-
tivities should be considered passive or active. Just the contrary.
There is no notion of the "passive" characterization of the pre-
1987. In the net operating loss area, if losses are realized pre-1987,
they are going to be considered active losses whether they arose
from a passive activity or an active activity. That is provided in the
statute.
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Second, any rule different from the one we provided, such as is
provided in the Technical Corrections Bill, would have the impact
of allowing taxpayers that sold pre-1987 activities which had been
tax-sheltered (which, in many cases, were "burned out" tax shel-
ters, where the losses had already been realized so that the sale of
the activity would result in significant gains because of the reduc-
tion in basis through the write-offs of the losses) to continue to shel-
ter that income a second time. Now that is a very broad brush
analysis of that. I would be happy to answer any questions on it,
but it is a matter of concern to us. It is something we studied at
length and we think that an in-depth analysis does not indicate
that it is unfair, but that, frankly, it is the most logical way to go
to consistently apply the passive loss rules.

Mr. Chairman, that concludes my remarks. I would be happy to
answer any questions about the details of the testimony or any
other matters which you might have any questions about.

Senator BAUCUS. Thank you very much, Mr. Secretary.
You raised a very interesting point in the concern that other

countries raised that we tend to abrogate unilaterally our tax trea-
ties and I share with you that concern. And I am wondering if we
could explore that a little bit further.

I like your reactions to whether it makes some sense for this
country to try to utilize a tool of tax treaties to gain more uniform-
ity in tax accounting among various countries, a tax treatment of
certain exchanges or business activities so that it would be better
ways to get better ideas as to the degree to which one country is
growing, developing versus another country. What I am trying to
get at is I think a lot of different countries that tax individuals and
tax business organizations differently, and it makes it difficult for
an individual to operate because of different ways that they are
taxed, and, second, it makes it difficult to compare our perform-
ance versus another country's performance, or even difficult to un-
derstand the degree to which a tax matter in one country truly af-
fects that interprise, vis-a-vis the United States, because )f all the
changes.

I am wondering if it makes some sense in order to further your
effort to encourage more conformance with tax treaties for this
country to explore utilizing tax treaties as another way to help en-
courage international trade by eliminating some of these barriers
that I mentioned.

Mr. CHAPOTON. You are quite right, Mr. Chairman. That is a
very complex area. I think that is one of the very strong points
that treaties bring to the overall impact on international trade. It
is not an easy subject. It is a very difficult subject on how in any
given country we can mesh our tax system with their tax system so
that the multinational concerns can deal with their tax system,
and learn how to pay it and get credit for it so that there is not a
double tax. That, incidentally, is I think the greatest concern. For
example, assume that you do business in Germany, and you pay
tax on your German profits, then you re-patriate those profits to
the United States. Do you pay tax again in the United States when
you re-patriate those profits even though they have already been
taxed once?
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Treaties, by and large, aim at eliminating that double tax, and
they attempt to work out and to put on a similar basis the differ-
ent tax regimes in the different countries.

Germany, for example, just to cite one, has an imputation system
so that shareholders there do not pay any further tax on their divi-
dends. It is an integration system of the sort we have talked about
here, an integrated tax system where all the tax is borne at the
corporate level.

So the result is that most of the corporate profits are taxed at
the corporate level and German shareholders will pay no further
tax. But when those profits are earned by United States companies
and repatriated to the United States, we, of course, impose another
tax on the U.S. shareholders. Even though there is some credit
available, it results in double taxes.

Senator BAUCUS. Is the Administration making a serious effort to
try to address that-problem?

Mr. CHAPOTON. Oh, absolutely. That one in particular.
Senator BAucUS. Are you coming up to Congress sometime with

a major bill or a major series of treaties, proposed treaties?
Mr. CHAPOTON. We are having to review all of our treaties in

light of the Tax Reform Act. There are a number of treaties on the
table and in various stages of negotiation right now. The difficulty
is that dealing with every country is different, so that it is not pos-
sible to come up with one solution to all of-the problems. So, we are
dealing with them one at a time, separately, but with a number of
negotiations going on at the same time. And we do have some trea-
ties that are up here for consideration by the full committee and
some more that are on their way very shortly.

Senator BAUCUS. To what degree should any of this be coordinat-
ed with the new GATT Round?

Mr. CHAPOTON. With the new GATT? Well, we keep an eye on
that. We try very much not to run afoul of any of the GATT provi-
sions in the treaty provisions. There is a uniform treaty that has
been developed by the Treasury Department with the aid of the
OECD and other treaty partners that is our starting point for new
treaty negotiations. And we do meet with them regularly, so it is
very much a cooperative effort. And I think it has been very pro-
ductive and it is getting better.

Senator BAUCUS. One final question. You have seen the witness
list that is before us this morning. Do you want to comment on any
particular matter that you will hear about later?

Mr. CHAPOTON. Could I look at then back here? [Laughter]
Senator BAUCUS. You get the first shot.
Mr. CHAPOTON. There is one matter that is of some concern to us

and that is the AICPA proposal on the fiscal year matter that Sen-
ator Symms referred to. We applaud the AICPA's efforts in trying
to solve the problems created by the provision in the Tax Reform
Act that requires all partnerships and sub S corporations to go on
a calendar year and not fiscal year. We know that the provision is
imposing a real burden, a real hardship on the accounting profes-
sion and we wish there were an easy solution to that. Unfortunate-
ly, there is a lot of revenue in the provision as written in the Tax
Reform Act.
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The AICPA proposal would save most of that revenue, but it is
very complex. The Internal Revenue Service tells us they would
have a great deal of trouble enforcing it the way it is written with-
out increasing the staff; that it would be a difficult matter for them
to handle. The proposal, as I understand it, would permit partner-
ships and sub S corporations to stay on fiscal years but would re-
quire them to make estimated tax payments or have their share-
holders make estimated tax payments early on so that the reve-
nues were not lost.

While that would protect most of the revenues, it would create
the complexity I referred to, and for that reason, we have grave
concern about it.

If something needs to be done in that regard it would appear to
us that a more simplified approach is called for. We would like to
work further with the AICPA and this committee in trying to solve
the problem without losing the significant revenue involved.

One idea that has occurred to us that is not revenue neutral but
might have some appeal is to have exceptions for small partner-
ships and sub S corporations, such as every partnership making
less than $1 million would not be subject to the fiscal year rule.
That loses money but it would also eliminate a large majority of
the partnerships and sub S corporations from the rule.

So I guess, in summary, while we are very concerned about the
provision-we understand the concerns that have been expressed-
we are not happy with the proposed solution.

Senator BAUCUS. Mr. Chapoton, I hope we can work something
out in that area because, based upon my personal experience, and
the number of calls I -have received and letters I have received, it is
a significant problem that partnerships and subs corporations face.
And it just seems to me that in order to serve our constituents, not
lose revenue, not cause them undue complexity enforcement prob-
lems, we should try to find a way to merge the personal with the
business accounting period and basically a calendar year. And I
hope that we can find that solution.

Mr. CHAPOTON. Thank you, Mr. Chairman. We have been work-
ing on it and we will continue to do so.

Senator BAUCUS. Thank you very much, Mr. Secretary. We very
much appreciate your testimony.

The next witness will be Senator Murkowski. Senator, we are
very happy to have you here.

[The prepared written statement of Mr. Chapoton follows:]
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SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

COMMITTEE ON FINANCE
UNITED STATES SENATE

Mr. Chairman and Members of the Subcommittee:

I am pleased to have this opportunity to present the views of
the Treasury Department on S. 1350, the Technical Corrections Act
of 1987. Every significant revision of the Internal Revenue Code
in recent years has required subsequent legislation to correct
technical errors and omissions in the original legislation and
to permit the proper interpretation and administration of the
law. It is therefore not surprising that numerous provisions of
the Tax Reform Act of 1986 (P.L. 99-514) (the "Tax Reform Act" or
the "Act") are in need of technical correction. What'is
surprising is the relatively low number of technical corrections,
given the breadth of the changes made by the Tax Reform Act.
Members of Congress and their staffs are to be commended for the
care and skill with which they have drafted these changes.

The Tax Reform Act accomplished the most fundamental reform
of the federal income tax system since its inception. By
dramatically lowering income tax rates, broadening the tax base,
and eliminating certain distortions created by former law,
the Act significantly improved the fairness, simplicity, and
efficiency of the tax system. The provisions of the Tax Reform
Act affect nearly every aspect of the federal income taxation of
individuals and businesses. The scope and significance of the
Tax Reform Act make it essential that the necessary corrections
and clarifications to the Act be considered carefully and enacted
in a timely manner.

The Technical Corrections Act of 1987 (the "bill") includes
amendments designed to cure oversights and clerical errors and to
clarify or conform various provisions of the Tax Reform Act. The
bill also includes technical corrections to the Omnibus Budget

P-In64
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Reconciliation Act of 1986 (P.L. 99-509), the Harbor Maintenance
Revenue Act of 1986 (P.L. 99-662), and the Superfund Amendments
and Reauthorization Act of 1986 (P.L. 99-499). The proposed
amendments are generally effective as if included in the original
legislation.

The Treasury Department supports virtually all of the
proposed amendments included in the bill. Many of the proposed
amendments are vital for the proper interpretation and
administration of the provisions they affect, and are therefore
as important to tax reform as the original legislation. Since it
would not be practical to describe or discuss each of the bill's
many provisions, my testimony addresses only certain provisions
that the Treasury Department opposes or believes require
modification. I emphasize that my views represent only the views
of the Treasury Department. Time has not permitted a complete
review of the testimony within the Administration.

Because of the significance of the bill's provisions relating
to treaties between the United States and foreign countries, I
will begin my testimony with a discussion of these provisions, as
well as the other foreign related provisions of the bill. I will
then discuss the other provisions in the order in which they
appear in the bill.

Coordination oif the Tax Reform Act with Existing Treaties

Section 112(y) of the bill attempts to provide definitive
rules for the coordination of the Tax Reform Act's provisions and
pre-existing treaties. The approach taken is to identify
provisions of the Act that are thought to conflict with one or
more income tax treaties and to specify those provisions that
would not apply to the extent inconsistent with pre-existing
treaties and those that would override U.S. treaty obligations.
In addition to treaty overrides already discussed in the Act, the
bill enumerates two provisions of the Act that are intended to
override treaty obligations and eight that would not apply to the
extent contrary to a treaty obligation. Finally, section
112(y)(2)(C) provides that, in any other cases of conflict
between the Act and treaties, the Act's provisions are to apply
notwithstanding any treaty obligation of the United States.

The description of the bill prepared by the staff of the
Joint Committee on Taxation (the "Staff Description") states
that, "Except for cases that have been identified in the (bill)
or the Act, no cases are known where a harmonious reading of the
Act and U.S. treaties is not possible." The Staff Description
analyzes a number of potential conflicts and concludes in each
case that the Act provision is not in conflict with relevant
treaty provisions. The residual treaty override rule of section
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112(y)(2)(C) therefore purports to address conf-licts between
existing treaties and the Act that have not been identified by
the staffs and to resolve them in favor of the Act. The
overriding thrust of section 112(y)(2)(C) arid tha Staff
Description's analysis is to assert the primacy cf the Act over
existing U.S. treaty obligations, except in the numerated
instances.

In the event that the Staff's analysis of treaty conflicts is
incorrect, i.e., an independent tribunal would find the Act to
conflict wiEW"-a treaty obligation, section 112(y)(2)(C) would
direct that the treaty obligation be overridden. For instance,
notwithstanding the analysis in the Staff Description, it is not
clear that the U.S. branch-level tax on excess interest is con-
sistent with certain treaty provisions. If section 112(y)(2)(C)
were enacted, however, it would be futile for a taxpayer to
assert a claim that the branch interest tax was inconsistent with
a treaty because section 112(y)(2)(C) would cause the branch
interest tax to override the treaty. Moreover, there likely will
be conflicts between the Act and treaty obligations which only
will be identified in the future. In any such case, section
112(y)(2)(C) would direct that the treaty obligation be
overridden.

Discussion

The Administration strongly opposes the "residual treaty
override" of section 112(y)(2)(C). In letters from Secretary
Baker to then Chairman Packwood on April 7, 1986 and July 31,
1986, and from Secretary Shultz to Chairman Packwood dated August
13, 1986, the Administration expressed to this Committee its
objections to unilateral statutory overrides of U.S. treaties as
a matter of principle and on tax and foreign policy grounds. We
reiterate those objections here. In the context of the most
substantial changes to our income tax laws since their inception,
enactment of section 112(y)(2)(C) would evince a more flagrant
disregard of our treaty obligations than any tax provision
previously enacted. Moreover, it likely would introduce as many
interpretive anomalies as it would solve.

In considering section 112(y)(2)(C) one should take account
of the role that treaties play in the international commerce of
the United States and the broader policy issues raised by the
provision. The United States has in force 35 bilateral income
tax treaties, including treaties with all of our major trading
partners. More income tax treaties will be transmitted to the
Senate for approval in coming months. As you know, Treasury
staff, after detailed consultation with staffs of the tax-writing
committees, the Joint Committee on Taxation, and the Senate
Foreign Relations Committee, has been communicating proposed
modifications to foreign governments to finalize many treaties
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the completion of which had been delayed pending passage of the
Tax Reform Act. In addition to tax treaties, the United States
is a party to commercial treaties, including treaties of
"Friendship, Commerce and Navigation."

Our extensive tax treaty network is designed to encourage the
free flow of investment capital and technology between the United
States and its trading partners by mitigating possible inter-
national double taxation. This tax treaty network has served the
United States well over the years and is an important element of
our international economic policy. U.S. multinationals and other
U.S. direct investors abroad are major beneficiaries of U.S.
income tax treaties. Their principal benefit derives from
reductions by our treaty partners in withholding tax rates on
payments of dividends, interest, and royalties. They also bene-
fit from the permanent establishment rules and the competent
authority dispute resolution mechanism of U.S. tax treaties.
In this way, tax treaties play an important role in enhancing the
international competitiveness of U.S. business. Commerce
Department data show that the book value of U.S. direct invest-
ment abroad has grown from $220 billion in 1980 to $260 billion
in 1986. Approximately 75 percent of U.S. direct investment
abroad was in countries having an income tax treaty with the
United States.

The U.S. economy also benefits from the inflow of direct
investment capital from residents of our treaty partners.
Foreign direct investment in the United States has grown-from $83
billion in 1980 to $209 billion in 1986.1/ In 1986,
94 percent of the foreign direct investment in the United
States was by residents of U.S. treaty partners.

Tax treaties also provide a primary mechanism by which our
tax administration can exchange information with its counterparts
in treaty countries. This mechanism is invaluable in the United
States' efforts to carry out one of the fundamental goals of tax
reform -- to preserve the integrity and confidence in the tax
system by ensuring that everyone pays his or her fair share of
taxes.

1/ These Commerce Department data understate the value of U.S.
direct investment abroad relative to foreign direct
investment in the United States because they are based on
book, not market, values. The U.S. investment abroad is more
mature and, in market value terms, exceeds foreign investment
in the United States to a greater extent than the Commerce
data would suggest.
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Our foreign trading partners are reacting with concern to
section 112(y)(2)(C). The provision was the subject of dis-
cussion at a meeting of the Committee on Fiscal Affairs at the
Organization for Economic Cooperation and Development ("OECD") on
July 7 and 8, 1987. After considerable debate, in which the U.S.
delegation declined to participate except to answer questions,
the Committee on Fiscal Affairs adopted the following summary of
its discussion:

In discussion it was noted that, under the Technical
Corrections Bill now before Congress, the amendments made by
the United States Tax Reform Act of 1986 are to be effective
notwithstanding any provision in any United States tax
treaty. The United States has double taxation agreements
with nearly all the Member states of the Organization for
Economic Cooperation and Development (OECD). The Committee
on Fiscal Affairs of the OECD was concerned about the
increasing frequency with which in recent years, and
particularly during the recent process of tax reform, the
United States had sought unilaterally to override its own
international agreements. This could only call into doubt
the intentions of the United States when negotiating
agreements and undermine the stated policy of OECD "to
contribute to the expansion of world trade on a multilateral,
non-discriminatory basis in accordance with international
obligations."

The Governments of Belgium, France, Germany, Great Britain,
Luxembourg, and the Netherlands have each expressed to the
Treasury Department their concerns regarding treaty oveLrides
in the Act and in the bill, including the residual treaty
override in section 112(y)(2)(C). Copies of these submissions,
dated July 16, 1987, were sent to Senators Bentsen and Packwood.
Other Governments have conveyed their concerns less formally. As
Secretary Shultz said of unilateral treaty overrides generally in
his letter of August 13, 1986, enactment of section 112(y)(2)(C)
would be contrary to the interests of the United States. It
would seriously damage the United States' credibility as a treaty
partner, thereby making negotiation of tax and other commercial
treaties more difficult in the future. It would be detrimental
to our foreign relations interests.

The ambiguous and potentially broad scope of the "residual
treaty override" provision makes it impossible to predict how
grave a treaty violation may be. A material breach of a treaty
would entitle the treaty partner to terminate or suspend the
treaty in whole or part. (Vienna Convention on the Law of
Treaties, Art. 60.) These potential effects would severely
weaken the legal framework established by tax and commercial
treaties to encourage efficient flows of investment capital
between ourselves and our treaty partners,
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While the authority of Congress to override treaties by
legislation is undisputed for domestic law purposes, legal
precedent. have explored the reasons against exercise of that
authority in cases where Congress has not clearly had the
opportunity to weigh the policy implications of a particular
override. The Supremacy Clause of the Constitution, Article VI,
clause 2, provides that the Constitution, federal laws, and all
treaties are the supreme law of the land. This has been
interpreted to mean that federal law and treaties are equal.
E.g., Whitney v. Robertson, 124 U.S. 190 (1888). As a matter of
3 6mestic law, later enacted legislation can take precedence over
an inconsistent pre-existing treaty, and vice versa. Neverthe-
less, repeals by implication are not favored, whether the
"repeal" is of a statute or a treaty, and a court will therefore
seek to the maximum extent possible to interpret a treaty and a
statute in a manner that gives effect to both.

Even when there is a nominal conflict in language between a
treaty and a statute, a court may, in appropriate circumstances,
decline to apply the later-in-time rule blindly. Respect for
treaties has given rise to "a firm and obviously sound canon of
construction against finding implicit repeal of a treaty in
ambiguous Congressional action." Trans World Airlines, Inc. v.
Franklin Mint Corp., 446 U.S. 243, 252 (1984). In Cook v. United
States, 288 U.S 102 (1933), the Supreme Court applied a 1924
treaty between the United States and Great Britain to limit a
provision of the Tariff Act of 1930, stating that a treaty will
not be deemed to be abrogated by a later statute "unless such
purpose on the part of Congress has been clearly expressed."
Because the relevant provision of the 1930 Tariff Act was a
re-enactment of a provision of the Tariff Act of 1922, which
preceded the treaty, and there was no evidence that the Congress
or the Executive Branch contemplated a modification to the
treaty, the Court declined to find that the re-enactment
abrogated the treaty.

The policy reasons underlying the judicial solicitude for
treaties, notwithstanding their equal weight with legislation,
are self-evident. In subsequent legislation Congress modifies
earlier acts of Congress. Treaties, however, involve the
interests and reasonable expectations of another sovereign State.
A principal purpose of tax and other commercial treaties is to
provide certainty regarding the application of tax and other
regulations to transactions governed by the laws of two States.
In addition, unilateral abrogation of a treaty by subsequent
legislation, though effective as a matter of domestic law, is a
violation of international law. Vienna Convention on the Law of
Treaties Art. 27.
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We believe that the concerns that underlie the judicial
reluctance to find implicit abrogations of treaties equally
support opposition to section l12(y)(2)(C). For the non-judicial
branches of government to insist that courts blindly apply the
later-in-time doctrine to cases of unidentified conflicts
reflects a lack of confidence in courts and a lack of regard for
treaties. It also denies both the United States and its treaty
partners the benefit of case-by-case consideration of how
purported conflicts sh-uld be resolved in light of the purposes
of the treaties and the relevant legislation.

We are aware of the concern that taxpayers, relying on Cook
v. United States and similar cases, may take generally word-e -
treaty provisions as a basis for tax return positions that would
be contrary to the intended effect of the treaty, in the absence
of specific language in the statute or the legislative history
indicating that a provision of the Act is to prevail over
treaties.2/ While we share the concern that treaties not be used
inapproprTately to circumvent the Congressional intent, we
believe that section l12(y)(2)(C) is too blunt and costly an
instrument for this purpose. The record of the courts in
reconciling the policy concerns behind treaties and legislation
is very good. We believe that case-by-case adjudication
of treaty conflicts is far preferable to the approach that would
be mandated under the bill. Accordingly, we recommend that the
residual treaty override rule of section 112(y)(2)(C) be deleted.

2/ The House Ways and Means Committee Report to H.R. 3838 stated:

Except as mentioned in the bill or this report, the
committee is not aware of conflicts between any treaty and
the changes (from the 1954 code as amended) that this bill
makes. The committee intends 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 carried out. The committee expects
that such harmonious interpretations will be the rule
rather than the exception. In any event, the committee is
making substantive modifications to present law with clear
policies in mind, and does not intend those policies to be
defeated by literal interpretations of existing treaties.

H.R. Rep. No. 426, 99th Cong., 1st Sess. 79. (Emphasis
added.)

L.
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Section 112(y)(2 ) provides in part that section 701 of the
Tax, Reform Act (as it relates to the alternative minimum tax
foreign tax credit) is to apply notwithstanding any contrary
treaty obligation. Section 701 of the Act provides, in part,
that the alternative minimum tax ("AMT") foreign tax credit shall
be limited to 90 percent of a taxpayer's tentative minimum tax
before it is reduced by the AMT net operating loss and foreign
tax credit. When applicable, the 90 percent limitation on the
AMT foreign tax credit would require that foreign income be
subject to double taxation. In a letter from Secretary Baker to
Chairman Packwood, dated July 31, 1986, the Administration
expressed its opposition on policy grounds to the 90 percent
limitation. We continue to believe that the 90 percent
limitation is bad policy; we should not compound the error by
causing the provision to override our treaty obligations. It is
accepted international tax practice among major trading nations
for the country of residence of a taxpayer to avoid double
taxation of foreign income by means of a credit for foreign taxes
or exemption of foreign income. This principle is embodied in
Article 23 of the OECD's Model Convention for the Avoidance of
Double Taxation With Respect to Taxes On Income and Capital and
the United States' June 1981 draft Model Income Tax Treaty. The
90 percent limitation is inconsistent with our treaty obligation
to provide a full foreign tax credit (subject to the limitation
on the credit to the applicable U.S. tax on the income in
question). Neither the Act nor the legislative history to the
Act indicated that section 701 would be applied to override
treaties. We do not believe it should. The bill should provide
that section 701 of the Act will not apply to the extent
inconsistent with a treaty.

Other Foreign Provisions

I will limit my remaining comments on the foreign provisions
to two items which we believe-should be addressed either in this
bill or in another legislative initiative. These items involve
the branch profits tax and passive foreign investment companies
("PFICs").

The branch profits tax is intended to collect a
shareholder-level tax when the U.S. branch of a foreign
corporation makes a deemed remittance to its headquarters office.
If the foreign corporation is owned in whole or in part by U.S.
persons, however, another shareholder-level tax often will be
collected when the foreign office pays a dividend to its U.S.
shareholders. The House bill provided a credit for the branch
profits tax that would have reduced the likelihood of collecting
two shareholder-level taxes, but the credit was not included in
the final bill.
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In recent veeks, the staff of the Treasury Department has
held preliminary discussions with Congressional staff members on
ways to amend the rules that apply to U.S. source income of
foreign corporations with direct or indirect U.S. shareholders.
One idea that has been discussed is a U.S. shareholder-level
credit to take into account the U.S. shareholder-level tax that
has already been collected on U.S. profits distributed by foreign
corporations. We look forward to continuing those discussions.
Although there are some difficult technical questions, I am
confident that we can reach agreement on appropriate proposals.

Another subject of concern with respect to the foreign
provisions of the Act relates to the scope of the operation of
the PFIC provisions. The PFIC provisions cause U.S. shareholders
of a foreign corporation that qualifies as a PFIC to be taxed
currently on their proportionate share of the PFIC's earnings,
whether those earnings are attributable to passive or active
income of the PFIC. Under the Act, a company qualifies as a PFIC
if it has either a certain level of passive income or a certain
level of passive assets. We are concerned that the passive asset
test operates to throw too broad a category of companies into
PFIC status.

We believe that the PFIC provisions should be targeted to
cases where a U.S. person's investment in the stock of a foreign
corporation has the predominant effect of allowing the
accumulation offshore of passive investment income. In this
regard, we believe that the level of a foreign corporation's
passive assets generally is not relevant, except to the extent
that the assets either generate current passive income to the
corporation or reflect the accumulation of current passive income
within a lower tier corporation. The Act currently treats
foreign corporations as PFICs under the passive asset test
without regard to whether the passive assets in question are
reflective of the excessive accumulation of current passive
income within the chain. The result in many cases is to subject
U.S. persons to current taxation on the active income of foreign
corporations in which they hold shares, even though the foreign
corporation is not predominantly engaged directly or indirectly
in the accumulation of passive income.

The bill contains one amendment to the passive asset test
that is designed to mitigate this effect, but only in very
limited circumstances. We believe that it would be appropriate
to study the passive asset test further to determine whether it
could be amended to prevent the PFIC provisions from applying
too broadly.

7R-Q9 0 - 88 - 2
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Low-Income Housing Tax Credit -- 10-Year Holding
Period Requirement for Acquisition of an Existing Building

Background

The Tax Reform Act introduced a new low-income housing tax
credit that may be claimed with respect to certain expenditures
incurred by owners of qualified residential rental buildings.
The credit is claimed annually, generally for a period of 10
years, beginning with the year a qualified building is placed in
service by the taxpayer. For buildings placed in service in
1987, the annual tax credit percentage for new construction and
rehabilitation expenditures for non-federally subsidized
buildings is 9 percent.3/ A lesser tax credit percentage (4
percent for buildings placed in service in 1987) is available for
new construction and rehabilitation expenditures for federally
subsidized buildings and for the acquisition cost of existing
buildings that are acquired by purchase from an unrelated
party.4/ No tax credit is available, however, for the
acquisTtion cost of an existing building unless there is a period
of at least 10 years between the taxpayer's purchase of the
building and the later of (a) the date the building was placed in
service by the prior owner or (b) the date of the most recent
prior "nonqualified substantial improvement" of the building.

In the case of certain existing buildings that are federally
assisted, the 10-year holding period requirement may be waived by
the Secretary of the Treasury, after consultation with the
Secretary of Housing and Urban Development ("HUD") and the
Secretary of Agriculture. Waivers may be granted only if the
Secretary of the Treasury determines that a waiver is necessary:

(i) to avert an assignment of a mortgage secured by property
in the project to HUD or the Farmers' Home Administration
("FmHA");

3/ For buildings placed in service in subsequent years, the tax
credit percentage is to be determined by the Treasury
Department to yield a discounted present value equal to 70
percent of the expenditures eligible for the credit over the
10-year credit period.

4/ For buildings placed in service in subsequent years, the tax
credit percentage is to be determined by the Treasury
Department to yield a discounted present value equal to 30
percent of the expenditures eligible for the credit over the
10-year credit period.
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(ii) to avert a claim against a federal mortgage insurance
fund, HUD, or FmHA with respect to a mortgage secured
by property in the project; or

(ii) to the extent provided in regulations, by reason of
other circumstances of financial distress.

No waiver may be granted if a prior owner of the building was
allowed a low-income housing tax credit. Waivers are available
only with respect to buildings that are substantially assisted,
financed, or operated under section 8 of the United States
Housing Act of 1937, sections 221(d)(3) or 236 of the National
Housing Act of 1934, or section 515 of the Housing Act of 1949.

Description of Section 102(l)(7) of S. 1350

Section 102(l)(7) of the bill would amend section 42(d)(6)
of the Code to restrict the Secretary of the Treasury's authority
to waive the 10-year holding period. Waiver authority would be
limited to circumstances in which a waiver is necessary t.o avert
an assignment of a mortgage to HUD or FmHA or to avert a claim
against a federal mortgage insurance fund, HUD, or FmHA. The
existing grant of authority to the Treasury Department to provide
by regulations for a waiver in other circumstances of financial
distress would be repealed.

Discussion

The Treasury Department generally supports the many
technical corrections included in the bill relating to the
low-income housing tax credit. These technical corrections are
generally designed to make the credit more administrable for
taxpayers, State housing agencies, and the Internal Revenue
Service. The corrections will further the purpose of the credit
to help preserve the stock of existing low-income housing and
stimulate new investment in low-income housing. With these
objectives in mind, the Treasury Department opposes the total
deletion of authority to waive the 10-year holding period
requirement in circumstances other than those that involve the
potential assignment of a mortgage to a federal agency or a claim
against a federal mortgage insurance fund. The Treasury
Department and HUD believe that the Treasury Department should
retain authority to waive the 10-year holding period requirement
in the limited circumstance when such a waiver is necessary to
prevent federally assisted and federally insured low-income
buildings from being converted to serve non-low-income tenants.

In general, imposition of the 10-year holding period
requirement on taxpayers acquiring existing building serves to
preclude tax-motivated churning of existing buildings while
encouraging new owners of older buildings to maintain their
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low-income character. The authority granted to the Treasury
Department to waive the 10-year holding period requirement is
intended to reduce the federal government's financial exposure
with respect to federally assisted buildings. Allowing a waiver
of the 10-year holding period requirement provides an incentive
to taxpayers to acquire, operate, and maintain existing federally
assisted buildings for low-income tenants, thereby eliminating
any risk of foreclosure or other event requiring the commitment
of federal funds. Thus, the waiver authority furthers existing
federal low-income housing programs by protecting federal
financial commitments and preserving the stock of federally
assisted low-income buildings.

In addition to the two circumstances in which the bill
leaves undisturbed Treasury's waiver authority, we believe that
waiver authority should be retained in a limited third
circumstance. Under sections 221(d)(3) and 236 of the National
Housing Act of 1934, HUD provided interest reduction payments for
the construction and substantial rehabilitation of low-income
housing projects. Over 5,000 low-income housing projects
(containing approximately 600,000 units) were federally assisted
under these programs, most of which were completed in the late
1960s and early 1970s. Under these programs, many owners are
entitled to prepay their mortgages after 20 years without HUD
approval and, upon prepayment, would no longer be obligated to
provide low-income housing. Many of the existing HUD-assisted
projects are nearing the end of the 20-year obligation period.
HUD is now considering variou-, measures that may be taken to
encourage project owners who might prefer to retain units for
low-income tenants. One appropriate measure would be to allow a
waiver of the 10-year holding period requirement, which would
enable a purchaser to preserve a low-income building with the
assistance of the low-income housing credit. Thus, in this
limited circumstance in which federally assisted and federally
insured low-income buildings would otherwise be converted to
serve non-low-income tenants, a narrowly drafted technical
correction to the waiver authority would be appropriate.

Treatment of Certain

Installment Sales Under Passive Loss Rules

Background

Section 501(a) of the Tax Reform Act of 1986 added new
section 469 to the Code, effective for taxable years beginning
after December 3., 1986. Section 469(a) prevents the current use
of a passive activity loss or a passive activity credit. A
taxpayer's passive activity loss and passive activity credit are
net amounts, representing the excess of aggregate losses, or
credits, from passive activities for the taxable year over the
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aggregate income from, or regular tax liability allocable to,
passive activities for the taxable year. Thus, an increase in
income from passive activities reduces the amount of the losses
or credits that are disallowed by the passive loss rule.

Despite the importance of identifying income from passive
activities, the only guidance in the statute as to the treatment
of items of income as income from passive activities is negative.
Thus, section 469(e) provides that items of portfolio income
(such as interest, dividends, annuities, and royalties not
derived in the ordinary conduct of a trade or business) and
earned income shall not be taken into account in determining the
income or loss from a passive activity.

Following the enactment of the Tax Reform Act, substantial
uncertainty existed regarding what income could be treated as
income from a passive activity. Three questions were frequently
asked relating to the treatment of gain from sales or exchanges
of interests in activities. The first question was whether gain
realized upon a disposition of an interest in a passive activity
could ever be treated as income from a passive activity.5/ The
second question was whether the result would be different if
recognition of the gain were deferred under the installment
method. The third question was whether, assuming gain on
disposition of a passive activity is considered to be passive
income, gain recognized on the installment method with respect to
an activity sold prior to the effective date of section 469 would
also be considered passive income if the activity would have been
treated ax a passive activity had section 469 been in effect for
the year of the sale.

In response to these queries, on January 20, 1987, the
Internal Revenue Service issued Notice 87-8 (1987-3 I.R.B. 11),
explaining the treatment under section 469 of gain from sales or
exchanges of interests in activities. Notice 87-8 stated that
temporary regulations under section 469 would treat gain from the
sale of an interest in an activity in a taxable year beginning
after 1986 as derived from a passive activity if income from the
activity for the year would be treated as income from a passive
activity, without regard to whether the gain is reported on the
installment method. Notice 87-8 also stated that gain from a

5/ Some practitioners suggested that it was unclear whether such
gain could be considered income "from the activity" since the
gain arose from the disposition, rather than the operation,
of the activity. Section 469(g), which provides special
rules governing the treatment of losses upon certain
dispositions of interests in passive activities, refers to
(cont.)
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sale in a taxable year beginning before 1987 that is recognized
on the installment method in a taxable year beginning after 1986
is not income from a passive activity for purposes of section
469, regardless of whether the activity would have been treated
as a passive activity in the year of the sale had section 469
been in effect.

Description of section 105(a)(10) of S. 1350

Under section 105(a)(10) of the bill, if gain is recognized
in a taxable year beginning after December 31, 1986, from a sale
or exchange of an interest in an activity in a taxable year
beginning before January 1, 1987, and if the activity would be
treated as a passive activity if the taxpayer held the activity
for its first taxable year beginning after December 31, 1986, the
gain will be treated as income from a passive activity for
purposes of section 469.

Discussion

As discussed in detail below, we believe the position taken
in Notice 87-8 is fully consistent with the language of section
469 and the effective date provisions of section 501 of the Tax
Reform Act. Moreover, we believe the treatment of installment
gains provided in Notice 87-8 avoids significant administrative
difficulties and is strongly supported by the purpose of the
passive loss rules to prevent the sheltering of positive income
sources. Accordingly, the Treasury Department opposes section
105(a)(10) of the bill.

Under the effective date provisions of the Act section 501,
the passive loss limitation of section 469 first applies for
taxable years beginning after 1986. In general, the basic
provisions of the passive loss limitation characterize items of

. . . any loss from such activity . . . (and, in the case of a
passive activity for the taxable year, any loss realized on such
disposition) . . . ." The parenthetical implies that a loss
realized on the disposition of an activity is not a loss "from"
the activity and that, similarly, a gain realized on the
disposition of an activity may not be income "from" the activity.
Moreover, although the phrase "income or gain" is used elsewhere
in section 469, only the word "income" is used in section
469(d)(1) in defining the term "passive activity loss." Finally,
the Senate Finance Committee Report (S. Rep. No. 99-313, May 29,
1986, p.725) indicates that, where losses from an activity have
been suspended, gain realized upon a disposition of an interest
in the activity should be taken into account in determining when
the suspended losses are allowed, but leaves unclear whether any
net gain (i.e., gain in excess of the suspended losses) may be

s set by losses from other passive activities.
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income, loss, and credit by reference to the taxpayer's
activities in the taxable year in which the items arise, and
ignore events occurring in any prior taxable year.6/

This general rule is proved by the specific exceptions
provided for in the statute. For example, section 469(f)(l)(C)
provides that, where a passive activity becomes an active
business, losses suspended in prior years must still be treated
as losses from a passive activity to the extent they exceed the
current income from the activity. This exception from the
general rule is necessary to prevent treatment of the suspended
losses (which are treated under section 469(b) as current
deductions arising in the activity) as deductions from an active
business, allowable without limitation.

Similarly, section 501(c)(2) of the Tax Reform Act provides
that section 469 does not apply to any loss, deduction, or credit
carried to a taxable year beginning after 1986 from a taxable
year beginning before 1987. Without this special rule, a loss,
deduction, or credit carried forward from a pre-1987 year under
th? at-risk limitation (section 465), or under the basis
limitations applicable to partnerships and S corporations
(sections 704(d) and 1366(d), respectively), would be subject to
the passive loss rules if, when first allowed under the
applicable limitation, the item were treated as arising in an
activity now treated as a passive activity. The inclusion of
this special transitional rule suggests that, unless otherwise
provided in the statute, items of income, deduction, and credit
are characterized by reference to the nature of the activity in
which they arise for the taxable year in which (but for section
469) they are taken into account on the taxpayer's return.

Given the above, we believe the statute may appropriately be
read to treat deferred gains from pre-1987 sales as non-passive
income, since, for 1987 and subsequent taxable years, there is
no passive activity from which the gain can be considered as
arising.7/ On this reading, the fact that there was an activity

6/ Under section 469(d)(1), the passive activity loss for the
taxable year is determined by netting the aggregate income
and losses from all "passive activities for the taxable
year."

7/ We are aware of a line of cases holding that, when a taxpayer
elects to defer gain from an installment sale, the taxpayer
is subject to the risk that the law applicable to the
deferred gain may change prior to receipt of the payments.
See, e.g., Snell v. Commissioner, 97 F.2d 891 (5th Cir.
1938). We find in these cases no implication that, where a
fundamental change in the law provides.for the aggregation of
(cont.)
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in a prior year that might have been treated as a passive
activity had section 469 been in effect in that year is simply
not relevant.8/

In addition to the technical arguments described above, we
believe that considerations of tax administration and tax policy
strongly support the position taken in Notice 87-8. One of the
significant advantages of the general approach taken in section
469, namely, the characterization of income and loss for a
taxable year based on the nature of the income or loss producing
activity in that year, is that it is generally unnecessary to
inquire into the nature of an activity or the taxpayer's
involvement in the activity in prior years. Section 105(a)(10)
of the bill, however, would require this inquiry in the case of
installment sales in prior years of interests in activities
claimed by the taxpayer to have been "passive activities" in such
years.

In many cases, an inquiry into the status of an activity in a
prior year will entail significant factual controversies. Under
section 469, a trade or business activity in which the taxpayer
does not materially participate is a passive activity. Where a
taxpayer sold his interest in a business activity several years
ago in an installment sale, section 105(a)(10) of the bill
provides a significant incentive for the taxpayer to claim that
his participation in the year of the sale did not rise to the
level of "material participation," and that the activity was

certain types of income and loss from activities in taxable
years beginning after a certain date, deferred installment
gains from dispositions of similar activities in prior
taxable years must be taken into account.

8/ Under this analysis, deferred gain from an installment sale
occurring in a taxable year beginning after 1986 could also
be treated as non-passive income. Notice 87-8, however,
states that, where the taxpayer sells an interest in a
passive activity in a post-1986 installment sale, gain
recognized in years subsequent to the year of the sale will
be treated as passive income. Although we do aot believe
this result necessarily follows from literal application of
the provisions of section 469, we believe section 469 is
appropriately interpreted to provide that, in general, gain
from activities that are conducted after 1986 as passive
activities, and are thus subject to the passive loss
restrictions, is passive income. To the extent section 469
does not directly provide for this result with respect to
post-1986 installment sales, section 469(k) grants to the
Secretary the authority to prescribe any regulations
necessary or appropriate to carry out the purposes of section
469.
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therefore a passive activity in the year of the sale.9/ Although
taxpayers bear the burden of proving lack of material-
participation, the outcome in such cases would not generally be
free from doubt, leaving taxpayers with possible reporting
positions and the Internal Revenue Service with a difficult task
on audit. we question whether a statutory provision creating
such difficult factual issues reflects a wise policy choice.

Moreover, treating as passive income deferred gain from a
pre-1987 installment sale would be inconsistent with the
structure and purposes of the passive loss provisions. The
Conference Report accompanying the Tax Reform Act identifies the
"underlying purpose of the passive loss provision" as "preventing
the sheltering of positive income sources through the use of tax
losses derived from passive business activities." (H. Rep.
99-841, September 18, 1986, p. 11-147.) The statute and
legislative history make plain that non-shelterable positive
income sources include not only earned and portfolio income, but
also income from other activities that would characteristically
not be subject to the restrictive effects of the passive loss
rules. Thus, while section 469 directly excludes earned income
and interest, dividends, and other portfolio income from the
calculation of passive income, it also authorizes Treasury by
regulation to treat income from certain formally passive
activities as non-shelterable, non-passive income. The examples
provided in the Conference Report as possibly appropriate
instances for the exercise of such authority include activities
meeting the definition of a passive activity, but either not
likely to produce losses (eg, a ground lease producing rental
income without significant expense) or having produced losses not
subject to restriction undet the passive loss rules (e.g.,
activities previously generating active losses that are
intentionally transformed into passive activities when they
generate income).

From the above analysis we think it is clear that passive
income should not include income from activities that cannot
generate losses subject to the passive loss limitation. Since an
activity disposed of before 1987 cannot be subject to the passive
loss limitation, an installment note from the disposition of such
an activity is appropriately characterized as a positive income
source not shelterable by passive losses.

9/ Difficult factual issues may also arise where a taxpayer
claims that an activity sold on the installment method in a
prior year was passive activity by virtue of being a rental
activity. For example, identification of an activity as a
rental activity will involve an examination of the level of
services provided in the activity and the extent to which the
provisions of services constituted a separate activity.
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We would also note that section 105(a)(10', of the bill cannot
be justified, as some have suggested, as a mechanism to mitigate
the effect of the passive loss rules on pre-1987 investments.
Although some taxpayers holding pre-1987 investments subject to
the passive loss limitation might also have installment notes
from sales of pre-1987 activities, this would not be consistently
true. Thus, many taxpayers subject to passive loss restrictions
on pre-1987 investments would not hold pre-1987 installment notes
and consequently would receive no benefit from section
105(a)(10). Many other taxpayers would be benefited by section
105(a)(10), but would not hold pre-1987 investments subject to
the passive loss limitation. This latter group of taxpayers
would, of course, have an incentive to. seek out new tax shelter
investments in order to offset the passive income from their
pre-1987 installment notes.

Finally, we do not believe that section 105(a)(10) of the
bill can be justified on the grount that some taxpayers sold
activities in late 1986 in asserted reliance that gain recognized
in 1987 and subsequent years would be treated as income from a
passive activity. The intended treatment of pre-1987 installment
sales under the Tax Reform Act was at best ambiguous, and
taxpayers entering into transactions on the advice of counsel
should have been apprised of the attendant uncertainties. To
elevate such uncertainties to a basis for statutory relief would
set an unfortunate precedent.

In sum, the Treasury Department continues to believe that the
position taken in Notice 87-8 with respect to pre-1987
installment sales was sound as a matter of statutory
interpretation, and is supported by important administrative and
policy concerns. The practical effect of section 105(a)(10) of
the bill would be to create administrative difficulties for the
Internal Revenue Service and to bestow a windfall benefit on
taxpayers who transferred "burned-out" tax shelter investments by
installment sale prior to 1987.

Treatment of Foreign
Currency Gains for Purposes of Section 851(b)(3).

Background

In order to qualify to be taxed under the pass-through rules
applicable to regulated investment companies ("RICs"), a
corporation must satisfy numerous requirements, including two
that limit the types of income that can be received by a RIC.
Section 851(b)(2) of the Code requires that at least 90 percent
of the gross income of the RIC be derived from interest,
dividends, payments with respect to securities loans, gains from
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the disposition of securities or foreign currencies, or certain
other income. Section 851(b)(3) of the Code (the so-called
"short-short" rule) requires that less than 30 percent of the
gross income of the RIC be derived from the disposition of
securities held for less than three months. These restrictions
on RIC income are intended to prevent RICs from engaging in an
active business.

Section 653 of the Tax Reform Act amended section 851(b)(2)
to add foreign currency gains (and gains from forward and futures
contracts thereon) to the list of qualifying income of a RIC.
The Treasury Department was granted regulatory authority to
exclude from qualifying income foreign currency gains which are
not ancillary to the company's principal business of investing in
securities. This grant of regulatory authority was adopted to
provide a means of preventing RICs from engaging in a business
other than securities investment while recognizing the difficulty
of prescribing precise rules to distinguish between permissible
and impermissible foreign currency gains.

Description of Section 106(n)(2) of S. 1350

Section 106(n)(2) of the bill would amend section 851(b)(3)
of the Code to add to the categories of income subject to the
"short-short" rule gains from the disposition of (a) forward and
futures contracts or (b) except as provided in regulations,
foreign currency. The provision is proposed to be effective for
taxable years beginning after October 22, 1986.

Discussion

As we have testified in the past, although RIC treatment
should be available only to entities that are not engaged in an
active business, we believe that the "short-short" rule is not
essential to this purpose, forces RICs to make uneconomic
decisions, and needlessly imposes substantial compliance costs on
RICs. While we do not wish to reopen the issue of whether the
"short-short" rule should be repealed, we do not believe that the
scope of the "short-short" rule should be expanded.

The expanded scope of the "short-short" rule as proposed in
the bill can be illustrated by two examples. First, if a RIC
owning a pound denominated debt instrument that pays interest
quarterly accrues interest on the debt instrument daily, it
appears that any foreign currency gain resulting from currency
fluctuations between the time the interest was accrued and the
time it was received would be treated as a "short-short" gain
under the bill. Second, if a RIC holds cash in a yen denominated
demand deposit for a temporary period, e , prior to the
purchase or following the sale of a yen-denominated stock, it
appears that any foreign currency gain resulting from currency
fluctuations during the temporary period the proceeds are held in
the demand deposit would be treated as a "short-short" gain under
the bill.
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Whatever the utility of the "short-short" rule in preventing
RICs from engaging in short-term speculation or becoming "too"

-active, these interests do not appear even arguably to be served
in the above examples. Indeed, the rule may force some RICs to
increase their level of trading activity and exposure to risks of
short-term currency fluctuations since, in order to reduce
"short-short" gains, they may be required to convert interest
receivables and temporary cash investments into dollar
denominated investments, and to reconvert such investments into
foreign currency denominated investments when they reinvest such
amounts.

Concerns regarding the potential ability of RICs to engage in
currency speculation were considered during the development of
the Tax Reform Act, and were addressed by the grant of regulatory
authority in section 851(b)(2) described above. We believe that
this regulatory authority is adequate to address concerns about
RICs misusing their broadened ability to realize foreign currency
gains. Accordingly, we do not believe that section 851(b)(3)
should be amended to subject foreign currency gains to the
"short-short" rule, as proposed by the bill.

If the provision subjecting foreign currency gains to the
"short-short" rule is retained in the bill, we would recommend
that certain changes be made. As was recognized in connection
with the amendment of section 851(b)(2), attempting to develop
administrable rules that distinguish between permissible and
impermissible foreign currency gains is a difficult task. We
believe it would be preferable for the regulations, with
appropriate guidance in the statute and legislative history, to
identify the foreign currency gains that should be subjected to
the "short-short" rule, rather than the gains that should be
excluded from the rule. If this change is not made, the
provision should be given only prospective effect, so that RICs
do not face retroactive disqualification and the Treasury
Department has an opportunity to issue timely regulations.
Finally, forward and future contracts in foreign currency should
be treated in the same manner as foreign currency gains for
purposes of section 851(b)(3). That is, any regulatory authority
to create exceptions from the "short-short" rule should extend to
forward and futures contracts in foreign currency.

This concludes my prepared remarks. I would be pleased to
answer any questions.
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STATEMENT OF HON. FRANK H. MURKOWSKI, A U.S. SENATOR
FROM THE STATE OF ALASKA

Senator MURKOWSKI. Thank you very much, Mr. Chairman. I ap-
preciate the opportunity to appear here this morning. My topic will
be a little lighter than the statement previously made by the As-
sistant Secretary.

As you may or may not know, last session, in recognition of the
need for greater tax equity, I supported a move, along with a ma-
jority of the Senate, to remove millions of low income people from
the tax rolls when we passed the Tax Reform Act of 1986. That
was, of course, one of the reasons that I supported the tax reform.

Now there are some others who should have been included in
that group that were not, and that brings me before you, Mr.
Chairman, this morning. I now find that the combined effect of sev-
eral changes in the Tax Reform Act will subject nearly a quarter of
the children in our State of Alaska-approximately 130,000, which
equates to a quarter of our population-under the age of 14. And,
Mr. Chairman, the significance of the age of 14 was set under the
Tax Reform Act, and it relates to a situation previously where par-
ents were shifting income, but that certainly is not the case in
Alaska where every resident qualifies-and qualifications is 30
days within the State-and is entitled to receive a dividend from
the operation of the State Permanent Fund.

Now all these children under the age of 14 obviously fall into the
low income category. It is my belief that the effect of the current
tax law was unintended to include this group. I would ask support
for an amendment to correct this.

As the chairman knows, the Tax Reform Act requires children
under the age of 14 to file a return and pay a tax on unearned
income of more than $500.00 if they are claimed as dependent on
another's tax return. Unlike in the past, those children no longer
may offset the tax on that income due to the loss of the full use of
the standard deduction, itemized deductions and personal exemp-
tions.

In my State, Mr. Chairman, each year children are entitled to re-
ceive, as I have indicated, an Alaska Permanent Fund dividend
from the operation of the Permanent Fund. The Fund was set up
on the basis of taking the royalties from oil in trust-this goes back
to 1976-primarily the yield off the investment was intended to
provide for Alaska's future in various ways and one of the benefici-
aries are obviously our young people.

The amount of the dividend, of course, varies from year to year,
depending on the Fund's earnings. As I indicated earlier in my
statement, approximately 130,000 children under the age of 14 re-
ceive a dividend of $556.00 this last year. It is expected to be in-
creased to roughly $700.00 next year. This is based by those children
to provide for a college education and other purposes.

Now the dividend is considered unearned income for tax pur-
poses. And this year, under the new Act, Alaska's children who
have no other income other than the Alaska Permanent Fund divi-
dend would have to file and pay a tax of roughly $22.00. Now I
need not reflect on what the cost of processing is, but to file and
have to pay a tax of $22.00 hardly seems to be worth the effort.
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Needless to say, they are included under the current interpreta-
tion of the tax law. It is my feeling that this places an unnecessary
burden on the young people in my State. The cost incurred in col-
lection, I think, exceed the revenue collected.

So my request is similar to another problem corrected by Con-
gress at the request-and my request in 1982-when it raised the
dollar threshold amount triggering the filing of a tax return to a
dependent to $1,001.00. This was done in recognition of the unique
tax consequences associated with the Alaska Permanent Fund divi-
dend. And the committee was understanding and did allow an ex-
emption at that time.

So, in conclusion, Mr. Chairman, I would add that the effect of
the tax Act's changes, as unintended as they may have been in this
case, is also not in keeping with one of the purposes for those
changes, and that is to-prevent the tax sheltering of income
through the shifting of income from a parent to a child in a lower
tax bracket, as I mentioned. The dividend falls outside the context
of income shifting. It is a State benefit given directly to each child
and it is not a part of a family tax planning scheme.

Because of these reasons, I would respectfully ask the committee
to accept my amendment to allow dependent children under the
age of 14 who do not itemize deductions to increase their limited
$500 standard deduction by the amount of their Alaska Permanent
Fund dividend, which, as I have mentioned, varies from year to year.

The amendment is limited to only those children with virtually
no income other than the Alaska Permanent Fund dividend. I
think it is a modest request in relation to the disproportionate
burden on Alaska's children. And I think the question is quite le-
gitimate: How does the government come out on this? What is the
potential revenue loss? Revenue loss, obviously, is more than offset
by the processing and enforcement. As I indicated, the tax would
be approximately $22 for most of the children and it is anybody's
guess what the actual processing costs are associated with review-
ing returns. We have attempted to obtain this information and
have not been able to get a good fix on what it cost the government
to process returns, let alone enforcement.

So I would respectfully request consideration on this. We have
met with the staff. There seems to be a concern over the definition
of what a technical amendment specifically must meet as far as the
test is concerned, and as a consequence, the effect of the new tax
changes on Alaska's children, in my opinion, is certainly an unin-
tended oversight that needs correction. The staff has said-I be-
lieve it is correct-that it is not a technical amendment strictly.
We happen to think it is in the sense of the oversight.

So I would urge the committee in its wisdom to reflect on the
merits of this request; the justification of the cost to the govern-
ment, the offset of any revenue that may be lost is modest in com-
parison to the processing fees and would urge favorable consider-
ation.

Mr. Chairman, I would be happy to answer any questions you
may have.

Senator BAUCUS. Thank you very much, Senator.
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I am curious though though. What has historically been the
amount of royalties paid to children under age 14 under the Alaska
Permanent Fund?

Senator MURKOWSKI. Well here again it has been as high as
$1,000 and as low as $350. And it varies, depending on the yield off
the investment of the principal in any one year. And the State Leg-
islature meeting with the Governor sets the amount of the divi-
dend, depending on what the other priorities for utilization of the
yield are. So it varies. In times of declining oil prices, obviously
there is more pressure on the balance for other purposes in the
State. But this is one of the high priorities, and it has been justi-
fied by the realization that we are dealing with revenues that are
coming from a nonrenewable resource, namely oil.

The State maintains a permanent fund, so-it is the realization of
the yield.

Senator BAUCUS. But it has been between $300 and some and a
thousand dollars?

Senator MURKOWSKI. $300 is low and $1,000 is high.
Senator BAUCUS. All right.
Senator MURKOWSKI. So that is roughly the amount we are talk-

ing about.
Senator BAUCUS. Thank you very much. We appreciate your ap-

perance here and your contributions.
Senator MURKOWSKI. Thank you very much, Mr. Chairman. I ap-

preciate the opportunity to be here this morning.
Senator BAUCUS. The next witness very patient Senator Dodd.
Senator MURKOWSKI. I know he will support my position. I would

support his if he had a Permanent Fund.
[The prepared written statement of Senator Murkowski follows:]
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STATEMENT BY SENATOR MURKOWSKI FOR THE JULY 22, 1987 SENATE
FINANCE COMMITTEE HEARING ON THE TECHNICAL CORRECTIONS TAX BILL
TO THE TAX REFORM ACT OF '86.

MEMBERS OF THE SENATE FINANCE COMMITTEE:

LAST SESSION, IN RECOGNITION OF THE NEED FOR GREATER TAX
EQUITY, WE REMOVED MILLIONS OF LOW-INCOME PEOPLE FROM THE TAX
ROLLS WHEN WE PASSED THE TAX REFORM ACT OF '86. THAT WAS ONE OF
THE PRIMARY REASONS WHY I SUPPORTED TAX REFORM.

I NOW FIND THAT THE COMBINED EFFECT OF SEVERAL CHANGES IN
THE TAX REFORM ACT WILL SUBJECT OVER 1/4 OF ALASKA'S POPULATION,
ALL OF THEM CHILDREN UNDER THE AGE OF 14, TO A NEW TAX AND
FILING REQUIREMENT, EVEN THOUGH NEARLY ALL OF THEM ARE OF LOW-
INCOME. I BELIEVE THAT THIS EFFECT WAS UNINTENDED, AND I ASK FOR
YOUR SUPPORT FOR AN AMENDMENT TO CORRECT THIS.

THE TAX REFORM ACT REQUIRES CHILDREN UNDER THE AGE OF 14 TO
FILE A RETURN AND PAY A TAX ON UNEARNED INCOME OF MORE THAN $500,
IF THEY ARE CLAIMED AS A DEPENDENT ON ANOTHER'S TAX RETURN.
UNLIKE IN THE PAST, THOSE CHILDREN NO LONGER MAY OFFSET THE TAX
ON THAT INCOME DUE TO THE LOSS OF THE FULL USE OF THE STANDARD
DEDUCTION, ITEMIZED DEDUCTIONS, AND PERSONAL EXEMPTION.

EACH YEAR ALASKA CHILDREN ARE ENTITLED TO RECEIVE AN ALASKA
PERMANENT FUND DIVIDEND FROM THE ALASKA PERMANENT FUND. THE
ALASKA PERMANENT FUND IS A STATE ROYALTY OIL TRUST SET UP IN 1976
TO PROVIDE FOR ALASKA'S FUTURE. THE AMOUNT OF THE DIVIDEND
VARIES FROM YEAR TO YEAR DEPENDING ON THE FUND'S EARNINGS. LAST
YEAR 129,455 CHILDREN UNDER THE AGE OF 14 RECEIVED A DIVIDEND OF
$556. THIS YEAR, IT IS EXPECTED TO BE ROUGHLY $700.

THE DIVIDEND IS CONSIDERED "UNEARNED INCOME" FOR TAX
PURPOSES. THIS YEAR UNDER THE NEW TAX ACT, ALASKA CHILDREN WHO
HAVE NO INCOME OTHER THAN AN ALASKA PERMANENT FUND DIVIDEND WILL
HAVE TO FILE AND PAY A TAX OF ROUGHLY $22.00.

NOT ONLY DOES THIS PLACE AN UNNECESSARY BURDEN ON CHILDREN,
BUT IT IS HIGHLY LKELY THAT THE COSTS INCURRED IN COLLECTION MAY
EXCEED THE REVENUE COLLECTED!

MY REQUEST IS SIMILAR TO ANOTHER PROBLEM CORRECTED BY
CONGRESS AT MY REQUEST IN 1982 WHEN IT RAISED THE DOLLAR
THRESHOLD AMOUNT TRIGGERING THE FILING OF A TAX RETURN OF A
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DEPENDENT TO $1001. THIS WAS DONE IN RECOGNITON OF THE UNIQUE
TAX CONSEQUENCES OF THE ALASKA PERMANENT FUND DIVIDEND.

FINALLY, I MIGHT ADD THAT THE EFFECT OF THE TAX ACT'S
CHANGES, AS UNINTENDED AS IT MAY HAVE BEEN IN THIS CASE, IS ALSO
NOT IN KEEPING WITH ONE OF THE PURPOSES FOR THOSE CHANGES -- TO
PREVENT THE TAX SHELTERING OF INCOME THROUGH THE SHIFTING OF
INCOME FROM A PARENT TO A CHILD IN A LOWER TAX BRACKET. THE
DIVIDEND FALLS OUTSIDE THE CONTEXT OF INCOME SHIFTING. IT IS A
STATE BENEFIT GIVEN DIRECTLY TO A CHILD THAT IS NOT PART OF A
FAMILY TAX PLANNING SCHEME.

BECAUSE OF THESE REASONS, I ASK THE COMMITTEE ACCEPT MY
AMENDMENT TO ALLOW DEPENDENT CHILDREN UNDER THE AGE OF 14 WHO DO
NOT ITEMIZE DEDUCTIONS TO INCREASE THEIR LIMITED $500 STANDARD
DEDUCTION BY THE AMOUNT OF THEIR ALASKA PERMANENT FUND DIVIDEND.

MY AMENDMENT IS LIMITED TO ONLY THOSE CHILDREN WITH LITTLE
OR NO INCOME OTHER THAN AN ALASKA PERMANENT FUND DIVIDEND. I
BELIEVE THAT IT IS A MODEST REQUEST IN RELATION TO THE
DISPROPORTIONATE BURDEN ON ALASKA'S CHILDREN. THE JOINT TAX
COMMITTEE ESTIMATES A REVENUE LOSS OF ONLY $1 MILLION FOR FY '88.
BUT, IT MAY VERY WELL BE "REVENUE-NEUTRAL" IF ONE DEDUCTS
ENFORCEMENT COSTS.

I THANK THE COMMITTEE FOR ITS CONSIDERATON ON THIS AND
OFFER TO YOU WHATEVER ASSISTANCE THAT MAY BE NEEDED.
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STATEMENT OF HON. CHRISTOPHER J. DODD, A U.S. SENATOR
FROM THE STATE OF CONNECTICUT

Senator DODD. Mr. Chairman, you have been patient and I hope I
haven't caused you any delay by being a few minutes late in being
here this morning.

What I would like to do, Mr. Chairman, if I could is I have a
short statement, and then I have a foreign language translation,
which should be a more technical description of what I am propos-
ing here to the committee, and I will submit that. And there are
some graphs and charts that get rather detailed, because what I
am talking about is a rather esoteric proposition. It is not a new
transition rule, Mr. Chairman, but an amendment to one of the
transition rules, the so-called "Fresh Start" transition rules. And I
would like to propose to the committee an amendment to that
proposition, which I will explain.

First of all, let me thank you, Mr. Chairman, and the committee
for giving me an opportunity to come before you this morning. I
am here to express, as I mentioned, a concern about what I can
perceive to be a substantial inequity in the Tax Act of 1986 that I
believe should be corrected through the amendment to S. 1350.

Inequity, Mr. Chairman, arises from the transition rules regard-
ing the implementation of new discounting rules applicable to
property and casualty insurance companies. These rules are re-
ferred to, as I have said, to "Fresh Start" rules. The 1986 Act
"Fresh Start" rules treat otherwise identically situated property
and casualty insurance companies differently, depending on wheth-
er or not a company previously discounted loss reserves as now
mandated for everyone under the Tax Act.

Quite unfairly, a company that previously discounted reserves is
disadvantaged by the "Fresh Start" rules in comparison to the
company which is now only beginning to discount. Specifically, if
two property/casualty insurers have identical reserve liabilities,
but one previously discounted loss reserves on its annual statement
and the other did not, the company that has been discounting will
receive a substantially smaller fresh start than its competitor.

The competitive concerns associated with this inequitable treat-
ment are apparent, I think. Attachment A, which I will submit,
Mr. Chairman, to my statement is an illustration of the inequity
and statutory language that would address it.

I believe that it is appropriate to address this problem in the
technical corrections bill. The change that I am asking you to con-
sider is not a new transition rule, as I mentioned, but rather an
amendment to the transition rule contained in the 1986 Act.

I am, of course, aware of one of the primary concerns that I
know the committee has is what the revenue impact of such a pro-
posal that I make, or any other proposal for that matter, would be.
While I believe that the fairness aspects of this matter independ-
ently justify addressing the matter in S. 1350 without regard to
revenue considerations, I also believe that the proposed amend-
ment properly should be treated as having no revenue effect.

The proposed amendment would conform the statute to the
method of estimating the cost of the fresh start benefit at the time
of the enactment of the 1986 Act. Attachment B to my statement is
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a memorandum which discusses this point in detail. Very briefly,
Mr. Chairman, I would address that last point on the revenue
impact, that what I would assume to be the major question, the
revenue.

If you look at the revenue impact, it is my understanding that
the Joint Committee on Taxation has taken the position that Sec-
tion 105(a)(10) of S. 1350 has no revenue effect because the change
would conform the statute to the assumption under which the
Joint Committee on Taxation originally estimated the revenue
effect of the passive loss rules. I believe this situation that I have
described to you here is conceptually identical to the situation con-
cerning the proposed amendment because the amendment would
conform the statute to the assumptions under which the Joint
Committee on Taxation originally estimated the revenue effect of
the fresh start rules.

Staff, as I said, it gets rather esoteric, but our considered judg-
ment is that this has no revenue effect at all, this particular propo-
sition.

The last point I would raise-and again in anticipation of ques-
tions that might come-well, why not have, if you have a company
that has discounted these reserves, that was an advantage to them,
a competitive advantage to them. It would only be fair it would
seem to have something less advantageous to those who have been
discounting over the years as opposed to those who have not. And
certainly that is a fair question, considering that they were doing
business differently.

A couple of point I think would help, just looking at the history
of the companies. The ones who have been discounting the reserves
indicate that the capacity to write insurance was not improved due
to the extra surplus resulting from discounting.

A common measure of a company's capacity to write business is
the ratio of written premiums to surplus, the surplus ratio, as it is
called. With or without reserve discounting, the companies have
maintained a surplu atio at levels comparable to those of its
major competitors and its capacity to write business has not been
constrained by the National Association of Insurance Commission-
ers' surplus ratio limit benchmark of 3 to 1.

And, lastly, another mark would be to look at the competitive
factors in a major Connecticut company that would be affected by
this change, I would say to the chairman, shows that in fact the
market share has fallen from 4.12 percent in 1971 to 2.94 percent
in 1986. So had the discount reserves been a significant competitive
advantage, I think the market share would be reflected differently
in those numbers. And I would offer that as some evidence that it
would not place them in a, or has placed them, rather, in a com-
petitively advantaged situation.

At any rate, Mr. Chairman, that is the sum and substance of it. I
will be glad to submit the documentation on this to make the case,
but I appreciate the opportunity to be before you and explain this
proposal.

Senator BAUCUS. Thank you, Senator Dodd.
Apparently this is still some difference as to the revenue effect

which has to be worked out.
Senator DODD. Yes, there is. I understand that.
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Senator BAUCUs. And I, with Secretary Chapoton, have discussed
accounting rules. If there is some-way we can.work out some ac-
commodation in revenue, that I would think' would help this com-
mittee significantly. But I appreciate your appearance and-your
testimony. Thank you very much.

Senator DODD. Thank you very much.
Senator BAUCUS. Our next panel is Mr. Larry White, who is a

member of the Board. of the Federal Home Loan Bank Board. Mr.
White, why don't you proceed. We are happy to have you here.

(The prepared written statement of Senator Dodd follows:]
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STATEMENT OF SENATOR CHRISTOPHER J. DODD

Mr. Chairman and Members of the Committee, I appreciate

the opportunity to testify before you this morning. My

appearance before the Committee today is to highlight my

concern about a substantial inequity in the Tax Reform Act

of 1986 ("1986 Act") that I believe should be corrected

through an amendment to S. 1350. This inequity arises from

the transition rules regarding the implementation of new

discounting rules applicable to -property and casualty

insurance companies. These rules are referred to as the

"fresh start rules."

The 1986 Act's fresh start rules treat otherwise

identically situated property and casualty insurance com-

panies differently, depending on whether or not a company

previously discounted loss reserves as now mandated for

everyone. Quite unfairly, a company that previously dis-

counted reserves is disadvantaged by the fresh start rules

in comparison to the company which is only now beginning to

discount. Specifically, if two property/casualty insurers

have identical reserve liabilities, but one previously dis-

counted loss reserves on its annual statement and the other

did not, the company that has been discounting will receive

a substantially smaller fresh start than its competitor.

The competitive concerns associated with this inequitable

- 1 -
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treatment are apparent. Attached to my statement is an

illustration of the inequity and statutory language that

would address it (Attachment A).

I believe that it is appropriate to address this

problem in the technical corrections bill. The change that

I am asking you to consider is not a new transition rule.

It is an amendment to a transition rule contained in the '86

Act.

I am of course aware that revenue concerns represent a

major factor in assessing technical corrections legislation.

While I believe that the fairness aspects of this matter

independently justify addressing the matter in S. 1350

without regard to revenue considerations, I also believe

that the proposed amendment properly should be treated as

having no revenue effect. The proposed amendment would

conform the statute to the method of estimating the cost of

the fresh start benefit at the time of the enactment of the

1986 Act. Attached to my statement is a memorandum which

discusses this point in more detail (Attachment B).

I am informed that the analysis of the revenue cost of

the proposed amendment set forth in the attached memorandum

-2-
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is consistent with the approach the Joint Committee on Tax-

ation took in estimating a conceptually comparable provision

included in S. 1350. Specifically, section 105 (a) (10) of

S. 1350 indicates that post-1986 installment sales income

attributable to pre-1987 sales of passive loss type activi-

ties will be treated as passive income for purposes of

offsetting passive losses under section 469 of the IRC.

This provision of S. 1350 specifically reverses the pub-

lished position of the Internal Revenue Service on this

matter. It is my understanding that the Joint Committee on

Taxation has taken the position that section 105 (a) (10)

of S. 1350 has no revenue effect because the change will

conform the statute to the assumption under which the Joint

Committee on Taxation originally estimated the revenue

effect of the passive loss rules. I believe this situation

is conceptually identical to the situation concerning the

proposed amendment because the amendment would conform the

statute to the assumptions under which the Joint Committee

on Taxation originally estimated the revenue effect of the

fresh start rules.

I very much appreciate the attention of the Committee

to this important matter.

-3-
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ATTACHMENT A

TAX REFORM ACT OF 1986
PROPERTY ANDC--ASUAY INSURANCE RESERVES:

fRESH START 'RANSITIONAL RULES

Tax Reform Act of 1986 -- Se2. 1023. Section 1023 of the
Act (section 846 of the Code), relating to the taxation
of property az4d casualty insurance companies, requires
these companies to discount their loss reserves for the
first time. As a part of this provision, section 1023
(e) (3) provided a so-called "fresh start" rule. The
purpose of the "fresh start" rule was to allow insurers
to start the year 1987 on the new, discounted basis for
their loss reserves without taking into account any
differences between the old and new bases for purposes
of determining their taxable income.

Problem. This fresh start rule determines the new base by
applying the new tax reserve discount factor to the
"undiscounted annual statement reserve."

Thus, this rule provides a different amount of "fresh
start" depending solely upon whether or not a company
has been discounting its reserves on its annual
statement. In other words, two insurance companies
with identical liabilities will receive a different
fresh start benefit if one company has been discounting
such reserves on its annual statement ("A/S"), and the
other company has not. The company that has been
discounting such reserves will receive a smaller fresh
start amount than the other company. This result is
inequitable.

Solution. This inequity could be substantially corrected by
applying the tax reserve discount rate to the "annual
statement reserve (line 2 below) rather than the
"undiscounted annual statement reserve" (line 1 below).
This approach would result in substantial equity
between Company A and Company B.

Illustration.
Company A Company B

1. Undiscounted A/S Reserve 100 100
2. A/S Reserve 100 95(disc.)
3. Fresh Start Rule:

Old Basis (line 2) 100 95
New Basis (line 1) x (.93,

assumed tax discount rate) 93 93
Fresh Start Amount 7 2

4. Proposed Fresh Start Rule:
Old Basis (line 2) 100 95
New Basis (line 2 x .93) 93 88.35

Fresh Start Amount 7 6.65
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Statutory Draft

This proposed fresh start transition rule might be
implemented by amending section 1023 of the Tax Reform Act
of 1986 as follows:

SEC. AMENDMENT RELATED TO SECTION 1023 OF THE ACT.

Paragraph (2) of section 1023 (e) of the Tax
Reform Act of 1986 (relating to transition rules) is amended
by adding at the end thereof the following new sentence:

"For purposes of the first sentence of this
paragraph, unpaid losses with respect to workers'
compensation shall be determined without application of
paragraph (2) of section 846 (b) of such Code (as added by
this section) where such unpaid losses were shown on the
annual statement on a discounted basis."
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ATTACHMENT B

MEMORANDUM

ANALYSIS OF PROPER ESTIMATING CONVENTION FOR
TRANSITION RULE INTENDED TO CONFORM FRESH START

BENEFIT FOR PRE-1986 DISCOUNTED RESERVES

I. Background

The Tax Reform Act of 1986 ("1986 Act") for the first
time requires property and casualty insurance companies to
discount unpaid losses and certain unpaid expenses. Section
1023 of the 1986 Act and section 846 of the IRC. This
provision is generally applicable to taxable years after
December 31, 1986. Section 1023(e)(l). Application of the
discounting provisions to existing reserves is governed by
section 1023(e)(2). It provides that opening reserves on
January 1, 1987, are to be calculated as if the discounting
provisions of the 1986 Act originally had been applicable to
the losses and expenses related to these reserves. The
provision is similar to a comparable provision provided in
the Deficit Reduction Act of 1984 related to a modification
of the reserve deductions allowed for life insurance
companies. The effect of this provision is to provide a
double deduction of the amount equal to the difference
between undiscounted expenses and losses and the discounted
expenses and losses (the "fresh start benefit"). Under
section 1023(e)(3), the fresh start benefit is not to be
taken into account for purposes of the Internal Revenue Code
of 1986. The fresh start benefit for a-property and casualty
insurance company generally is equal to the difference
between the undiscounted reserves and the discounted
reserves. For example, if a company had an undiscounted
reserve of $100 on December 31, 1986, effective January 1,
1987, such reserve would be restated as if it had been
discounted originally, i.e., at $93. In this case, the
amount of the fresh start benefit is $7.

Prior to the 1986 Act, almost all property and casualty
companies did not discount unpaid losses or unpaid expenses.
A small minority of companies already had begun discounting
of such reserves prior to the 1986 Act. For those companies,
the application of the fresh start rules will provide a
smaller benefit than for those companies that had not been
discounting reserves. For example, if in the example
discussed above the company had discounted its $100 reserve
to $95 prior to the 1986 Act, the amount of the fresh start
benefit would only be $2 (i.e., the difference between $93
and $95).
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II. Proposed Conforming Transition Rule

The operation of the fresh start rule under section
1023(e) unfairly discriminates in favor of those companies
that had not discounted reserves prior to the 1986 Act while
penalizing companies that already had been discounting
reserves. It is suggested chat a proper method of addressing
this discriminatory aspect is to provide a conforming
transition rule which would provide companies that had been
discounting reserves prior to the 1986 Act with treatment
comparable to that of companies that had not discounted
reserves.

III. Proper Estimating Convention for Transition Rule to Conform
Fresh Start Benefit.

A. Overview.

In considering the proposed transition rule, a
relevant factor will be, what, if any revenue effect
should be attributable to it. The purpose of this memo
is to suggest that the transition rule proposed should
be treated as having no revenue effect. There are two
possible ways in which the fresh start benefit
originally could have been estimated. Under either
approach, it is believed that the inclusion of the
proposed transition rule would not have affected the
revenue estimate and, therefore, should be treated as
having no revenue effect if implemented as part of
technical correction legislation. The two possible
methods of originally estimating the fresh start
provision are discussed below along with the basis for
concluding that the proposed transition rule should be
viewed as having no revenue effect as part of technical
corrections legislation.

B. Estimate of Transition Rule Assuming that the Fresh
Start BeJ:,fit was not Originally Taken Into Account in
Computing Oiscounting Provisions.

It is possible that the estimate of the discounting
provisions of the 1986 Act did not take into account the
-fresh start aspect of these rules. No publicly released
documents indicate that the fresh start benefit was
taken into account. If this is the case, the inclusion
of the proposed technical correction transition rule
would have had no impact on the estimate of the impact
of the discounting provisions nor would it have had an
impact on the overall estimate of the provisions
affecting the property and casualty industry. If this
is the case, inclusion of the technical correction
transition rule as part of the technical corrections
process also should be viewed as having no revenue
effect.



50

C. Effect of Proposed Transition Rule Assuming that the
Fresh Start Provisions were Taken into Account in
Estimating the Discounting Provision.

In the alternative, the method used to estimate the
discounting provisionsrmay have assumed some loss of
revenue attributable to the fresh start benefit. Given
the small minority of companies which were actually
discounting reserves prior to the 1986 Act, however, it
is unlikely that any assumption was made as to the
effect which the discounting of those reserves prior to
the 1986 Act had on the effect of the fresh start
benefit. That is, it is assumed that the fresh start
benefit was calculated assuming that no companies were
discounting reserves prior to the 1986 Act. As a
consequence, the inclusion of the proposed technical
transition rule to provide all companies with the same
fresh start benefit without regard to whether they were
discounting reserves prior to the 1986 Act would have
had no impact on the validity of the initial revenue
estimate. As a result, the inclusion of the proposed
technical transition rule as part of the technical
corrections legislation also should be viewed as having
no revenue impact.
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STATEMENT OF LAWRENCE J. WHITE, BOARD MEMBER, FEDERAL
HOME LOAN BANK BOARD, WASHINGTON, DC

Mr. WHITE. Thank you, Mr. Chairman. I want to thank you for
the opportunity to testify this morning. I have provided a longer
statement and a summary that I would like to have entered into
the record.

Senator BAUCUS. It will be included.
Mr. WHITE. I will try to be brief.
My name is Lawrernce White. I am a Board Member of the Feder-

al Home Loan Bank Board. We are also the Federal Savings and
Loan Insurance Corporation, the government agency that regulates
the thrift industry and protects depositors and thrift institutions.

As you know, the FSLIC is currently insolvent. We hope to re-
ceive recapitalization authority from the Congress soon, but even
then our resources will be inadequate. Consequently, all efforts to
conserve the FSLIC's scarce resources to permit our scarce dollars
to go farther are vital to us.

The three technical amendments to the 1986 Tax Reform Act
that we urge you to add to S. 1350 would have that effect, and they
would be consistent with the recapitalization legislation.

We believe that these truly are technical amendments. They do
not represent new policy or a change in policy. They are simply
correcting inadvertent and unintended glitches in the 1986 Tax
Reform Act, which are inconsistent with the broader policy posi-
tions of the Congress in that Act. And the changes we propose do
represent sound public policy.

The first item concerns the 20 percent deposit continuity test for
preserving tax loss carry forwards in supervisory mergers. Under
prior law, there was a scaling down or a "slope" in the use of tax
loss carry forwards if an acquired institution was less than 20 per-
cent of the resulting entity. The 1986 Tax Reform Act changed this
slope to a "cliff' at 20 percent, with greatly reduced use of tax loss
carry forwards.

Mergers involving troubled thrifts were inadvertently included
in the application of this cliff. I say "inadvertent" because it was
the intent of the Congress in the Tax Reform Act to preserve spe-
cial tax treatment for FSLIC supervised acquisitions involving trou-
bled thrifts until the end of 1988.

Further, we have safety and soundness concerns that cause us to
favor relatively large institutions' acquiring smaller troubled ones
because a larger institution is better able to absorb the problems
that frequently appear on the balance sheet of a troubled thrift.
But the 20 percent cliff makes it harder and more costly for us to
find larger acquirers.

Let me add that through hard bargaining we are able to capture
for the FSLIC, through a lower payment to the acquirer, the tax
benefit that would appear initially to benefit the acquirer. So the
FSLIC would be the real beneficiary of this change.

This cliff has real world consequences. I have seen mergers de-
layed, and acquirers try to shrink in the week or two before an ac-
quisition, just to get past the 20 percent cliff. Tax law glitches that
cause this kind of artificial effort cannot represent good public
policy.
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Our second item involves the provision in the 1986 Tax Reform
Act that states that two reorganizations within two years cause the
tax loss carry forwards of a company to be lost entirely at the time
of the second reorganization.

Now, frequently when a thrift is out of control or is losing money
and has management that is hostile to the Bank Board's regulatory
concerns, we need to put the thrift into an interim holding pattern
so that we can stabilize it. In this way we can get a better picture
of the assets and liabilities of the thrift and thereby do a better job
of marketing the institution, with the ultimate result of saving
money for the FSLIC.

To achieve this holding pattern, we put the troubled thrift into a
pass through receivership. We create a new institution with a new
set of managers that are answerable to us. Eventually, we hope to
find a new set of owners for the thrift.

We are concerned that this first step, the pass through receiver-
ship, might be considered to be the first of two reorganizations,
thus implying that the subsequent transfer of the thrift to new
owners would cause the tax loss carry forwards to be extinguished
and thus again raising the cost to the FSLIC of finding acquirers
for these thrifts. We believe that this cannot have been the intent
of Congress.

We currently have 49 thrifts with $23 billion in assets that have
already gone through this first step. Unfortunately, we will have to
use this process for many more in the future. Consequently, this is
an important provision.

Third, the FSLIC has a strong policy interest in encouraging the
conversion of mutual institutions to stock institutions through
public offerings. These conversions bring added capital to the in-
dustry. They provide the thrifts with added net worth, which pro-
vides greater protection to the FSLIC insurance fund.

In recognition of this public interest in encouraging conversions,
the Congress in the 1986 Tax Reform Act allowed the tax loss carry
forwards to be preserved for conversions through the end of 1988.
For "plain vanilla" conversions, there seems to be no problems, but
for other forms of conversions, there may be restricted use of the
tax loss carry forwards.

These are just mechanical, alternative ways of achieving the de-
sired conversions. The form of the conversion should not matter.
Congress' intent should be preserved.

So, in all three areas we believe that the corrections are techni-
cal. They represent the reestablishment of the Congress' primary
intentions, and they represent sound public policy.

Mr. Chairman, I will be happy to answer any questions.
Senator BAucus. Thank you, Mr. White.
Essentially these are changes to help the Board facilitate reorga-

nizations?
Mr. WHITE. That is correct. And ultimately they do benefit the

Federal Savings and Loan Insurance Corporation.
Senator BAUCUS. Is there any revenue effect?
Mr. WHITE. Excuse me.
Senator BAUCUS. Is there any revenue effect?
Mr. WHITE. Well we have not been able to calculate the exact

revenue effect of just these three small changes. The 1986 Tax
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Reform Act had an estimate of the revenue effects of the entire
range of the special provisions for FSLIC-related transactions.
Those were $46 million in 1989; $105 million in 1990.

Senator BAUCUS. But for these--
Mr. WHITE. And this is just a small-
Senator BAUCUS. It is comparatively insignificant?
Mr. WHITE. Well they are certainly very small, as compared with

those larger numbers that involve the full range of provisions.
Senator BAUCUS. Thank you.
Mr. WHITE. Thank you very much, Mr. Chairman.
Senator BAUCUS. Our next panel will consist of Ambassador Ve-

liotes, President of the Association of American Publishers, Wash-
ington, DC; Mr. Robert K. Massie, President of the Authors Guild,
Inc., Irvington, NY; Mr. David Silver, President, Investment Com-
pany Institute, Washington, DC; Mr. Herbert J. Lerner, Chairman,
Tax Division, American Institute of Certified Public Accountants,
Washington, DC; and Mr. David Kasten, 12th District Farm Credit
Board Director, testifying on behalf of The Farm Credit Council,
Brockway, MT; accompanied by Mr. Malcolm Harding, President,
Central Bank for Cooperatives, testifying on behalf of the Farm
Credit System, Denver, CO.

Before we begin this panel I would like to remind everyone that
their written statements on proposed technical corrections will be
received by this committee through Friday, July 24th. So anyone
who wishes to comment can do so and the written comments will
be included in the record.

We have quite a few witnesses here, so I am going to ask the wit-
nesses to conform, and to constrict and constrain themselves to
three minutes. And as I said, written comments will be received by
this committee by the 24th of this month and they will be included
in the record.

The first witness is Ambassador Veliotes.
[The prepared written statement of Mr. White follows:]
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STATEMENT OF

LAWRENCE J. WHITE

BOARD MEMBER

FEDERAL HOME LOAN BANK BOARD

Mr. Chairman, Members of the Subcommittee:

I am pleased to be here this morning, and I thank you

for the opportunity to present the comments of the

Federal Home Loan Bank Board ("Bank Board") and the Federal

Savings and Loan Insurance Corporation ("FSLIC") regarding

S.1350, The Technical Corrections Act of 1987. We are proposing

three technical corrections to new Code section 382

(relating to limitations on net operating loss carryovers and

other tax attributes following a corporate reorganization) as

enacted by the Tax Reform Act of 1986. Our proposals supplement

the helpful corrections already included in S. 1350, as

introduced.

In the Tax Reform Act-of 1986 ("1986 Act"), Congress

decided to continue the entire group of tax provisions dealing

specifically with FSLIC transactions but to subject them to

review at the end of 1988. The 1.986 Act thus "sunsets" the

FSLIC provisions at the end of 1988, thereby enabling Congress

to review the continued need for the provisions beyond that

period. However, we have identified three items that we believe

are wholly technical in nature. They contain no hidden effects

or changes for FSLIC transactions, and we believe that they pose

no problem with respect to the harmonization of the treatment of

those items alongside the unaffected provisions of the 1986 Act.
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1. 20% deposit continuity test for NOL carryovers.

Under prior law, in a supervisory merger of a failed

thrift, net operating lcjs (NOL) carryovers were fully preserved

if the acquired thrift's deposits comprised at least one-fifth

(20%) of the combined deposits of the combined institution after

the merger. If this level was not attained, the carryovers were

"scaled down" by 5% for each 1 percentage point below 20%

represented by the transferred deposits. (Former sec. 382

(b) (7)(B)). This provision treated thrift deposits as stock

for purposes of qualifying under the general rule of prior

sec. 382(b). That general rule, applying to all reorganiza-

tions, preserved the full dollar amount of NOL carryovers if

"shareholders" of the loss company received stock worth 20% or

more of the value of all the stock of the combined company. If

the 20% level was not attained, the scaledown formula applied,

that is, the carryover dollar amount was reduced by 5% for each

1 percentage point below the 20% level.

In the Tax Reform Act of 1986, Congress decided to

continue, at least through the end of 1988, the prior law

relating to FSLIC-supervised acquisitions. This policy meant

preserving the special qualifying reorganization rules in sec.

368(a) (3) (D) (ii) , the tax attribute rules of sec. 382, and the

treatment of FSLIC assistance payments in sec. 597. Neither the

Conference Report nor the "Bluebook" prepared by the staff of

the Joint Committee on Taxation expresses any intent to alter

the FSLIC tax provisions in any substantive way.

2

78-959 0 - 88 - 3
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The statute itself, however, does not contain the graduated

scaledown of tax attributes where the 20% deposit proportion is

not attained in a FSLIC-supervised acquisition. As a result,

the NOL carryovers would be severely limited in those cases

after the merger. The annual limitation on utilizing the

defaulted thrift's tax attributes would come into play,

creating a large "cliff" depending on whether the 20% proportion

is met or missed, even barely. This inadvertent omission in the

statute creates undesirable difficulties for the Bank Board and

the FSLIC. On one hand, it tends to discourage the very type of

acquisition which FSLIC encourages, namely, very large acquirers

agreeing to rescue smaller institutions. Larger acquirers offer

better prospects of rehabilitating a troubled institution. On

the other hand, if the tax rules compel the FSLIC to locate

acquirers that are not so big as to trigger the "cliff" --

because the 20% deposit ratio will not be attained -- the Bank

Board has regulatory concerns over the safety and soundness of

the acquisition. The tax rules should not place the federal

regulator in such a difficult position.

In a sample of eleven FSLIC-assisted mergers completed in

1986 and 1987, six of the mergers did not meet the 2G% ratio.

If these six mergers were subject to the statute as it now

reads, the NOL carryovers would be lost as a result of the

"cliff," and FSLIC would not receive any related benefit.

Furthermore, in one of the five mergers that did meet the 20%

ratio the asset mix was intentionally rearranged in order to

preserve $200 million in NOL carryovers. In addition, a primary

3
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reason a pending merger has been delayed is to consider ways to

rearrange the deposit ratio in an attempt to preserve $110

million in NOL carryovers.

The scaledown rule of prior law was not ambiguous or

difficult to apply. It was part of the prior tax rules that

applied to assisted thrift mergers and should be restored to

current law, as Congress intended.

2. Possible complete extinguishment of NOL carryovers

where FSLIC creates an "interim" association.

Under the 1986 Act, a second reorganization occurring

within two years after a first reorganization extinguishes NOL

carryovers in toto for the years following the second reorgani-

zation (sec. 382(1) (5) (D))

This provision could totally eliminate NOL carryovers in a

FSLIC-supervised acquisition of an insolvent thrift where the

thrift's assets are first conveyed to an "interim" savings and

loan association created and operated by the FSLIC while a buyer

is sought, and then a buyer acquires control of the interim

association. In private tax rulings IRS has treated these steps

under prior law as two successive type (G) reorganizations.

See PLR 8411060 (Dec. 14, 1983). This two-step format would not

have had any adverse effect on NOL carryovers under prior law,

because no penalty arose based on a short time period between

successive reorganizations.

The two-step format in FSLIC transactions where an interim

thrift association is created is not part of any arrangement

involving potential abuse. The two-year rule in new sic. 382

4
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appears to have been developed in order to prevent creditors of

a bankrupt regular corporation from becoming shareholders of the

corporation, preserving NOL carryovers for their ultimate

benefit, but thereafter selling off their stock to third parties

who are strangers to the company and whose money did not finance

the operating losses. FSLIC transactions are altogether

different. An interim thrift association is created by the

FSLIC in receivership situations where it is essential to

protect depositors in the defaulted institution and quickly

remove assets and liabilities to a more secure corporate entity.

To achieve this objective, if an ultimate buyer for the institu-

tion has not been located at the time the failed thrift is

placed in receivership, the FSLIC may create a newly chartered

Federal mutual savings and loan association to receive assets

and deposit liabilities, and to operate thereafter with new

management, until an ultimate purchaser can be found. The

selection of a purchaser may itself involve a period of time

consisting of an invitation for proposals from interested

potential purchasers and, after acceptance of a particular

proposal, negotiation of an assistance agreement with the FSLIC.

In substance, the creation of the interim mutual association is

a holding action, and the purchaser's acquisition of the interim

association is the true acquisition.

Therefore, the Board believes that the two-year provision

of new section 832(1)(5)(D) was not intended to apply to, and

ought not apply to, a FSLIC-supervised acquisition that may

involve a "holding" entity. Such a two-year rule was not a part

5
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of prior law and should not now be imposed as a new obstacle in

view of Congress' policy to continue the prior law as it applied

to FSLIC transactions.

In accord with Congress' policy to maintain prior law

through 1988, the two parts of a supervisory acquisition should

not cause any loss of tax attributes.

3. Public offerings of stock in a thrift converting from

mutual to stock form.

Sec. 621(F) (4) of the Tax Reform Act of 1986 effectively

prevents the new limitations on NOL carryovers from applying to

public offerings of stock in a savings and loan association

that is converting from mutual to stock form during 1987 and

1988. The transition rule exempts from the definition of a:i

equity structure shift in new sec. 382 a public offering "with

respect to domestic building and loan transactions * * *." This

"window" clearly applies to a mutual thrift issuing its stock

directly to the public.

Three other mechanical ways to convert a thrift from mutual

stock form should also be covered under the special two-year

"window":

(1) A "merger conversion," where a mutual

S&L or savings bank merges into a

newly-created or existing S&L, and a public

offering is made of stock in the acquiring

association;

6



(2) A "holding company conversion," where a

holding company purchases all the conversion

stock and makes a public offering of stock

of the holding company; and

(3) A "holding company conversion" where

the mutual merges into a newly-created or

existing S&L that is a subsidiary of a

savings and loan holding company, and the

public offering is made of stock of the

holding company (rather than of the

subsidiary itself).

The IRS has issued numerous private letter rulings

approving all three types of conversions as taxfree.

reorganizations. However, under the new NOL carryover

restrictions the first and third formats would technically be

classified as equity structure shifts, which in turn will cause

NOL carryovers to be limited under the new general rule, i.e.

7
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only a small percentage of the NOL carryover can be utilized

each year.l/ It is unclear, as the Board reads the language of

Section 621(f) (4) of the Tax Reform Act, whether the phrase

"domestic building and loan transactions" extends to a

conversion by merger with a different corporate entity and a

public offering of stock in the acquiring entity or in a holding

company which is the parent of the acquiring entity.

If a holding company buys the conversion stock and then

sells stock in the holding company (Situation (2)), it is also

unclear whether the public offering is a "domestic building and

loan transaction" within the meaning of the two-year window.

The mechanical form of accomplishing a mutual-to-stock

conversion should not be significant. Allowing form to prevail

over substance will inhibit the FSLIC's capital-raising goal to

1/ The general rule of sec. 382 would govern because,

under the rules, investors in the public offering

would be viewed as causing a greater-than-50%

change in the ownership of the converting mutual

association. This result would occur pursuant to

new sec. 382(g) (4) (B) (i), which in the case of

a merger involving two distinct corporations,

segregates the shareholders of each separate

company in calculating whether an ownership change

has occurred.

8
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forestall defaults and attract private capital into the thrift

industry. The conversion formats described above should be

equally protected under the two-year exemption in Sec. 621(f) (4)

of the Tax Reform Act for thrift conversions during 1987 and

1988.

A revision of the language of Sec. 621(f) (4) of the Tax

Reform Act, as proposed in H.R. 2636, also seems uncertain with

respect to covering the conversion mechanics described above.

The bill (sec. 106(d) (15)) would substitute a reference to

"institutions described in section 591 of such Code with respect

to any public offering before January 1, 1989." This language

seems literally inapplicable to a public offering of stock in a

holding company that is not itself a thrift institution. The

language is also ambiguous with regard to whether it refers only

to a public offering of stock in the mutual entity itself, or

also to a public offering of stock in an entity which acquires

assets of the converting institution by means of a statutory

merger.

The Board and the FSLIC welcome the three items referred to

below that are already included in S. 1350, as introduced.

First, for purposes of the survival of NOL carryovers, the

20% deposit proportion test will be calculated solely by

reference to the value of the deposits and not by requiring

savings deposits to possess voting power. Section 106(d) (8)(A),

Technical Corrections bill.

Second, a firm commitment underwriting in connection with a

public offering of stock in a converting mutual savings and loan

association is protected against reduction in NOL carryovers

under the two-year "window" for thrift public offerings during

1987-88. Sec. 106(d) (15), Technical Corrections Bill.

Third, savings banks, in addition to savings and loan

associations, are included in the two-year "window" for NOL

carryovers in thrift public offerings during 1987-88. Sec.

106(d) (15), Technical Corrections Bill.
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STATEMENT OF AMBASSADOR NICHOLAS A. VELIOTES, PRESI-
DENT, THE ASSOCIATION OF AMERICAN PUBLISHERS, WASH-
INGTON, DC, ACCOMPANIED BY!MORTIMER CAPLIN, COUNSEL,
CAPLIN & DRYSDALE
Ambassador VELIOTES. I am Nicholas Veliotes, President of the

Association of American Publishers, and our members publish
almost three-quarters of the books sold in this country. With me is
AAP's counsel, Mortimer Caplin, of Caplin and Drysdale.

We very much appreciate the opportunity of testifying on an im-
minent and urgent problem faced by our industry today. We have
already submitted a detailed statement for the record. Today, I
would like to focus on the basics of our position.

Mr. Chairman, we strongly believe that the Technical Correc-
tions Act should amend section 174 to make it clear that the pub-
lishers of instructional and educational materials are eligible to
deduct research and development costs. First, on grounds of fair-
ness. Unlike any other taxpayer, the book publishers will not be al-
lowed to deduct otherwise eligible R&D expenses under article 174.
This is discriminatory; it serves no public purpose.

The problem arises from a last minute footnote inserted in the
Conference Report which, in essence, has been interpreted by the
Treasury has given them no choice but to disallow the R&D deduc-
tion for book publishers.

Treasury has spelled this out in their recently issued regulations.
But given the long history of this issue, and Congress' allowability
of these deductions in section 2119 of the 1986 Revenue Act, we do
not believe Congress intended this result.

Let me stress that we are not asking for special treatment, but
only equal treatment with other industries,

Second, to serve the cause of quality education, we seek eligibil-
ity under section 174 for publishers of educational instructional
materials and professional and reference books. We all recognize
the importance of quality education in the United States. This is
an item on the top of everyone's agenda, as made clear again in the
Trade bill approved by the Senate last night. We believe the Con-
gress as a matter of broad public policy should treat the publishers
of educational materials fairly under the tax laws, and thus en-
courage them to continue to invest the heavy resources required
for the development of quality instructional programs and materi-
als.

Third, research and development. And, finally, Mr. Chairman, I
wish to emphasize that we do engage in real research and experi-
mentation in the development of these materials. This, subject is
addressed in detail in my written statement.

All the elements of hard R&D exist. For example, understanding
how children learn, how teachers teach, and to find out the most
effective ways of bringing excellence into the classroom. In fact,
with textbooks, the classroom is our laboratory.

Thank you, Mr. Chairman.
Senator BAUCUS. Mr. Ambassador, you are to be commended.

You completed in three minutes. Thank you very much.
Mr. Massie.
[The prepared written statement of Ambassador Veliotes fol-

lows:]
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Statement by

NICHOLAS A. VELIOTES
Association of American Publishers, Inc.

Washington, D.C.

HEARINGS BEFORE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
COMMITTEE ON FINANCE
UNITED STATES SENATE

Room SD-215, Dirksen Senate Office Building
9:30 a.m., Wednesday, July 22, 1987

My name is Nicholas A. Veliotes, and I am President of the
Association of American Publishers ("AAP"), the major national
association of book publishers whose members publish about 70% of
the books sold in the United States. I am accompanied by AAP's
counsel, Mortimer Caplin, of the Washington law firm of Caplin &
Drysdale.

Let me first summarize the views of the AAP on an issue of
vital importance to the book publishing industry of this country:

1. New section 263A contains an ambiguity that the Treasury
interprets as denying book publishers a section 174 deduction for
itsprepublication "research or experimental" expenses ("R&D") in
developing instructional, reference and professional materials.
The TCA should amend section 174 to make it clear that book pub-
lishers, like other American businesses, are eligible to deduct
these R&D costs.

2. The activity of book publishers in creating new instruc-
tional, reference, and professional works, involves efforts that,
by their nature, clearly constitute R&D and that, for any other
industry, would qualify for deduction under section 174. However,
Treasury Regulations S 1.174-2(a)(1)--for some vague and unex-
plained reason--generally denies section 174 deductions for
expenditures for "research in connection with literary, histori-
cal, or similar projects." And the Internal Revenue Service, in
Revenue Ruling 73-395 (1973-2 C.B. 87), specifically rejected the
book publishers' plea for equal treatment when it pronounced that
"costs incurred in the writing, editing, design and art work
directly attributable to the development of the textbooks and
visual aids do not constitute research and experimental expendi-
tures under Section 174."

3. In 1976 Congress enacted legislation (section 2119 of
the 1976 Tax Reform Act) that blocked the IRS' efforts to deny
these deductions. The effect of the 1976 legislation has been to
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allow book publishers to deduct, as current expenses, their
editorial and similar costs incurred in the process of developing
new books, thereby maintaining equality with other industries.

4. Based on a footnote in the 1986 Conference Report, the
Treasury now takes the position that the 1986 Act, by implication,
repealed the 1976 protective statute (section 2119). It further
insists that costs of developing printed materials are automati-
cally excluded from section 174 treatment, regardless of the
character of the materials or the development process involved.

5. Treasury's interpretation of section 263A singles out
and discriminates against the book publishing industry. For
virtually all other industries, costs of developing new products
can still be deducted currently as R&D costs under section 174.
Book publishers, practically alone, would be denied these current
deductions.

6. AAP submits that Treasury's position (embodied in its
temporary and proposed regulations) is inconsistent with the terms
of both the 1986 Act and the 1976 legislation, as well as grossly
unfair and contrary to sensible national policies and priorities.

7. AAP requests that the TCA include a provision clarifying
that book publishers' R&D costs for instructional, reference, and
professional materials are eligible for treatment as R&D costs
under section 174. The clarification would apply only to these
limited classes of publications. Further, it would be confined
only to costs that clearly constitute R&D. Not within the purview
of section 174, but instead subject to capitalization, would be
the following: Advance royalty payments to authors and costs of
actual manufacture of the books or other products, including
platemaking costs (material, typesetting, film making and labor),
as well as production costs (paper, ink, binding, jackets and
labor).

R&D EXPENDITURES BY PUBLISHERS

The activities of a book publisher in preparing instruc-
tional, reference, or professional materials involve work that
qualifies as "research or experimental" ("R&D") by any reasonable
standard. We have submitted, for the information of the Com-
mittee, a detailed description of how a book publisher develops an
elementary textbook system. Publishers of materials for use at
other educational levels, as standard reference works, or for
home-study or professional development follow similar procedures.

In general, the process begins with careful research into the
need for a new or improved product, followed by preliminary test-
ing and definition of pedagogical and substantive approaches and
concepts. This phase features extensive review of the latest
pedagogical data and analysis, as well as interacting with
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teachers, academics and school administrators. Thereafter, the
publisher's staff, in collaboration with the author or team of
authors selected to carry out the project, defines the general
specifications for the product. Based on these specifications,
the publisher and author team work together to create one or more
prototypes of the new product.

- These prototypes are then tested and evaluated by the pub-
lisher's staff, working in classroom settings with teachers and
students and with experts in the field, to develop highly detailed
specifications. These specifications function as blueprints for
the authorship team in preparing the first full manuscript. The
authors then prepare successive drafts, which are reviewed by the
publisher's staff for conformity to the specifications, and
subjected to further field testing and evaluations.

Throughout the process, the publisher is continually and
closely involved in classroom testing and in expert evaluation to
determine if the product will function properly in the intended
educational setting. Based on this trial-and-error approach, the
product is modified until a final version is ready to be prepared
for printing and mass production. In some cases, particularly in
the case of elementary and secondary school textbooks subject to a
governmentally operated "adoption" procedure, the process of
testing and modification continues even after the materials are
initially prepared for printing and manufacture.

The process of developing instructional, reference, and
professional material is characterized by heavy involvement of the
publisher's staff, not merely in revising an author-submitted
manuscript, but in conceptualizing the product, developing
detailed plans, and working with potential users and substantive
and instructional experts in testing and evaluating preliminary
outlines and drafts. In response to these tests and evaluations,
the product under development is continually modified and adjusted
as the development process goes on.

In all instances, this preproduction development process for
instructional, reference, and professional materials is not what
is normally thought of as "editing." It is a radically more
complex, sophisticated and intense process. It considers not only
the order and organization of the words used, but the whole format
for presenting the material, including the scope of the subject
covered, the order of presenting subjects, the relation of
graphics and illustrations to the educational objectives of the
publication, and the effectiveness of particular methods of
presenting the material. It embodies classroom field tests and
expert evaluations of preliminary designs and prototypes that feed
back into the process.

In many cases, the product resulting from these R&D efforts
comprises several interrelated elements to be used in conjunction
with each other. For example, in the case of elementary school
instructional materials, the product developed by this process of
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research, experimentation and testing, with modifications based on
results at earlier stages, is not a single textbook, but a whole
system of teaching aids (such as filmstrips, overhead transparen-
cies, demonstration materials, and computer software), teacher
manuals and special teacher editions of the text, student work-
books, and testing materials.

The instructional publisher's systematic planning, testing,
and evaluation throughout a product development process, feeding
back into continual modifications of the emerging product to
insure effective application of knowledge and techniques to a
final product, is exactly analogous to the R&D process of other
industries which apply technology and the results of experimenta-
tion to the development of new products.

There is no sound reason to deny publishers of instructional,
reference, and professional materials the same tax treatment for
R&D costs that manufacturers of other products enjoy. Indeed, the
critical social importance of quality educational materials makes
it especially appropriate to allow current deduction treatment in
these cases.

LEGISLATIVE AND REGULATORY BACKGROUND

Since 1954--and, in practice, before that--costs of research
and development of new products have generally been allowed as a
current deduction under section 174, even if those costs would
otherwise have to be capitalized. In 1986, Congress adhered to
the consistent practice of favoring new product development by
creating a major statutory exception to the new uniform capi-
talization rule--section 263A(c)(2), which specifically preserves
the section 174 deduction for "research or experimental" expendi-
tures ("R&D"). Consequently, most industries will gain
significant relief by being able to continue to deduct costs of
product R&D.

Barred from this relief, however, is the book publishing
industry, which has been disqualified from using section 174 by
the Treasury's erroneous reading of section 263A. As a result,
book publishers will be subject to the full rigor of section 263A,
even for R&D devoted to the creation of "intangible" assets in the
form of copyrights--despite the fact that section 263A specifi-
cally applies to real property and only "tangible" personal
property.

Treasury Reculations S 1.174-2(a)(1)

Section 174 was included in the 1954 Act as originally
enacted to--in the words of the reports in both Houses of
Congress--"encourage taxpayers to carry on research and experi-
mentation." H.R. Rep. No. 1337, 83d Cong. 2d Sess. 28 (1954); S.
Rep. No. 1622, 83d Cong. 2d Sess. 33 (1954). Section 174 does not
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discriminate among different kinds of products, and there was no
discussion of any such limitation when it was enacted.

At the outset, the regulations under section 174 interpret
its scope very broadly to include "all ... costs incident to the
development of ... a product." Treas. Reg. S 1.174-2(a)(1). In
practice, the cases, published revenue rulings, and internal IRS
pronouncements reflect this broad view and permit almost all
industries to elect under section 174 to deduct their product
development costs. In many cases, neither the products nor the
process have the high degree of technical content manifested in
the development of instructional, reference, and professional
publications.

Treasury has, however, resisted application of section 174
deductions to any printed product, regardless of its character.
Reg. S 1.174-2(a)(1) (originally adopted in 1957) has provided
that "research or experimental expenditures" do not include
"expenditures paid or incurred for research in connection with
literary, historical, or similar projects." Although this could
reasonably be read only as preventing amateur writers from
attempting to deduct the costs of their "research hobbies,"
Treasury has read it as barring R&D treatment for any product
embodied in print, even highly technical material or material
developed on the basis of a process of analysis and experimenta-
tion that would clearly qualify as R&D in any other context.

The discrimination against book publishers is put into sharp
focus when one recalls that in 1983 Treasury spokesmen recognized
that R&D deductions are claimed by taxpayers in such varying
business lines as fast food restaurants, baked goods, home build-
ing, banking, stock brokerage and the like. Even more startling,
computer software products--commonly produced by book publishers,
and marketed and inventoried side-by-side with books containing
identical information--are given generous R&D deduction treatment
by the IRS. It is anomalous to permit R&D deductions for one type
of intellectual product while denying it to another similar
product.1

Revenue Ruling 73-395 and Congressional Criticism

Prior to 1973, most book publishers followed their consistent
practice (for book and tax purposes) of deducting preproduction
editorial and similar costs without disruption by the IRS. In

In practice, more and more instructional, reference, and

professional materials are appearing in both computer and print
form, leading to the anomalous situation in which the costs of
creating and developing a printed mathematics workbook, for
example, are not eligible for the deduction, but the cost of
developing a program for presenting the same information on a
computer screen would be eligible.

4
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1973, however, the Internal Revenue Service issued Rev. Rul.
73-395, 1973-2 C.B. 87, expressing the IRS position that prepro-
duction editorial costs must be capitalized as part of the cost of
the book copyright and are not deductible under section 174 on the
ground that "costs incurred in the writing, editing, design and
art work directly attributable to the development of the textbooks
and visual aids do not constitute research and experimental
expenditures under section 174."

This proposed treatment for the book publishing industry was
strongly criticized as discriminatory and unjustified, and
corrective legislation was introduced on a number of occasions.
In 1974, for example, Congressman Dan Rostenkowski co-sponsored
legislation to this end and, in doing so, referred back to the
1954 enactment of section 174, stating:

"There is no suggestion in these reports that
section 174 would not apply to the costs of
research and experimentation necessary to
develop products of book publishers, such as
textbooks, reference books, visual aids, and
other teaching aids, merely because the tax-
payer's business is publishing or because the
teaching aid or other product of a publisher
is in the form of a printed book rather than
in the form of a mechanical device. Section
174 should not be interpreted to discriminate
against book publishers in the business of
developing or in improving reference books,
teaching aids or other products."

Further criticizing IRS' interpretation of the Reg.
§ 1.174-2(a)(1) disqualification of "research in connection with
literary, historical, or similar projects," Mr. Rostenkowski urged
that "this regulatory exclusion should be confined to its proper
scope, for example, to preclude the amateur novelist from
deducting his essentially personal expenses in the guise of
business research expenses."

Section 2119 (Revenue Act of 1971I

In 1976, Congress responded to these criticisms of Treasury's
position by enacting section 2119 of the Revenue Act of 1976 to
block IRS' use of Revenue Ruling 73-395 and to allow publishers to
continue to treat their editorial and other "prepublication
expenditures" "in the manner ... applied consistently by the
taxpayer to such expenditures before the date or issuance of such
revenue ruling." Congress further cautioned IRS that any future
regulations relating to this issue "shall apply only with respect
to taxable years beginning after the date on which such
regulations are issued."

No action has been taken by Treasury to date to comply with
this Congressional direction. Consequently, the effect of the
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1976 law was to maintain de facto parity between publishing and
other industries.

This detailed and specific congressional directive concerning
prepublication expenses of book publishers was never mentioned in
the extensive legislative history of the uniform cost capitaliza-
tion rules that became section 263A in the 1986 Act. No reference
to section 2119 appears anywhere in the text or legislative
history of the 1986 Tax Reform Act. No hearings were held on this
issue, and no opportunity was given to the publishing industry to
present its views.

Temporary and Proposed Section 263A Regulations

However, Treasury's temporary and proposed section 263A
regulations now take the position that section 2119 of the 1976
Act was in essence repealed by section 263A, and that all book
publisher's product development costs must be capitalized under
section 263A and cannot be deducted under section 174. This
position is inconsistent both with the 1986 legislation and with
basic principles of statutory construction.

Repeal by implication, says the classic maxim of statutory
interpretation, is generally disfavored. Further, as a matter of
substance, a very general later law should not be viewed as
repealing a highly specific earlier one.

Even if section 263A did override the 1976 provision,
capitalization of the publishers! costs at issue is not neces-
sarily required. For section 263A states that the new rules apply
only to real property and "tangible" personal property. In turn,
the latter term is statutorily defined as including "a film, sound
recording, video tape, book, or similar property." As to the book
publishing industry, this would appear to mean the costs of the
actual tangible product--platemaking, printing, as well as other
production costs.

1986 Conference Report

The Conference Report repeats that "application of the
uniform capitalization rules with respect to production activities
is limited to tangible property." But in a last-minute footnote
added to Conference Report (11-308), the term "tangible property"
is broadly expanded to include a number of intangible items:

of... films, sound recordings, video tapes,
books, and other similar property embodying
words, ideas, concepts, images, or sounds, by
the creator thereof. Thus, for example, the
uniform capitalization rules apply to the
costs of producing a motion picture or
researching and writing a book."
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Despite this murky 1986 legislative background, the proposed
section 263A regulations elevate the Conference Report footnote to
a statutory.level. They declare that section 263A, as a new Code
section, is not included within the coverage of section 2119 and
that, in any case, section 263A repeals section 2119. They do so
by denying section 174 treatment for, and flatly requiring
capitalization of, "prepublication expenditures incurred by pub-
lishers of books and other similar property, including payments
made to authors of literary works, as well as costs incurred by
such publishers in the writing, editing, compiling, illustrating,
designing and development of books or similar property."

This Treasury position may aptly be described as legislation
by footnote.

In light of the strained regulatory position taken by the
Treasury--over the strong objections of the industry and expres-
sions of concern by many members of Congress--on the meaning of
section 263A, the only feasible solution for book publishers is to
seek corrective legislation, to clarify that section 174 provides
them with equivalent product development deductions comparable to
those given to other businesses.

PROPOSED CORRECTION

The AAP urges that the appropriate resolution of this issue
is to afford publishers of instructional, reference, and profes-
sional materials the same treatment for their R&D costs as is
afforded other businesses. Such action would be fully consistent
with the terms and purposes of the 1986 Act and would prevent the
severe adverse impacts that would flow from Treasury's misreading
of the 1986 Act as applied to publishers' R&D costs.

Request for Parallel Tax Treatment

The book publishing industry is not asking for special treat-
ment, but only for equal treatment with other industries.

Under the correction we propose, section 174 would explicitly
be declared applicable to research and development expenditures of
a publisher of "instructional materials." Qualification as
"instructional materials" would be expressly limited to materials
prepared for publication with the principal purpose of use in
systematic instructional activities in elementary, secondary, or
vocational schools, or in post-secondary schools; as reference
works or technical materials for use by persons in the conduct of
their professions; or as instructional reference works, i.e,
materials published for self-instructional activities ir) the
liberal arts, the sciences, or similar disciplines and standard
reference works such as encyclopedias, dictionaries, and
thesauruses. Publications not coming within these definitions of
"instructional materials" would not be covered.
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Further, even for the limited category of publications
covered, only those prepublication costs that qualify as R&D costs
would be eligible. As explained above, for the publishing
industry, those qualifying costs are the costs of identifying the
need for a new or improved product, of gathering laboratory data
related to it, of conceptualizing the product, of developing and
field-testing prototypes, of developing the manuscript, of
designing and field testing the final layouts, of making content
and design changes as a result of such field testing, and of pilot
testing and adoption procedures. Not within the purview of
section 174, but instead subject to capitalization, would be the
following: Advance royalty payments to authors and costs of
actual manufacture of the books or other products, including
platemaking costs (material, typesetting, film making and labor),
as well as production costs (paper, ink, binding, jackets and
labor).

In sum, this committee's adoption of the proposed amendment
would:

-- Correct an improper interpretation of the 1986 Act,

-- Eliminate the unjustified discrimination produced by
Treasury's interpretation,

Foster innovation and creativity by educational book
publishers,

Support their efforts to improve and modernize teaching,
reference, and professional materials, and

Serve the public interest by strengthening sensible
national educational policies and priorities.

Association of American Publishers

Washington, D.C.
July 22, 1987
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STATEMENT OF ROBERT K. MASSIE, PRESIDENT, THE AUTHORS
GUILD, INC., IRVINGTON, NY

Mr. MASSIE. Mr. Chairman, I am Robert K. Massie, President of
The Authors Guild. The Guild represents 6500 members and it is
the largest organization of professional freelance authors in the
United States.

In 1964, I went to a publisher with the idea for my first book,
Nicholas and Alexandra. I was given a book contract and I received
a $2500 advance. It took me four years of research and writing to
finish the book. Eventually, it was published, sold exceptionally
well, but I can assure you that during those 4 years of relative star-
vation, when I was supporting my family as a magazine journalist,
if the new tax law had been in effect then there would not have
been a Nicholas and Alexandra.

I am here today because American writers face catastrophe. The
problem is this same footnote added in the Conference Report to
Section 263(a) of the 1986 Tax Reform Act. It extends uniform capi-
talization rules to authors' expenses. Unless a change is made,
unlike many other enterprises that must capitalize, authors will
get no current ordinary business deductions and no research and
development deductions. Thus, authors will not be able to deduct
any expenses incurred in writing a book until income is received
from that book. If there is no income from that book in a given
year, no deduction will be allowed.

Formerly, authors who were researching and writing a book
while supporting themselves by writing magazine articles and per-
haps receiving income from a previous book were able to deduct
their expenses from the new book against other writing income.
They will no longer be able to do that.

Under the new rules, if an author does have income from a new
book pending, he or she can deduct only a proportion of his or her
expenses in a given year. In addition, authors will be required to
allocate every expense they incur among all of the different
projects on which they are working.

Moreover, the new expense allocation and amortization rules
single out writers from all other professionals-that is, lawyers
who work on contingent fees, and others-and provide extremely
harsh treatment by denying authors virtually all current expenses.

Authors will also be required to make forecasts of useful lives of
their projects, in order to calculate what fraction of a given year's
expenses may be deducted. We simply cannot make them, and I do
not think the IRS will be able to make them when authors, help-
less and desparate, take all of their data to the IRS in the various
parts of the country in which they live and ask them to figure it
out.

Few things in life are as uncertain as the success of a book.
While I was writing "Nicholas and Alexandra" I could in no way
have predicted what my income would have been or the fact that
20 years from now I would be receiving small driblets of income
from that book. Nor at that time could I have afforded an account-
ant to explain the rules, maintain my records, and make the re-
quired amortization calculations
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Furthermore, if a book project is unsuccessful-and this happens,
unfortunately, all too often-capitalization rules may force an
author to abandon his copyright in order to deduct his expenses.

I have since written "Peter the Great," which took 12 years to
write, won a Pulitzer prize, and became a mini-series. By this time
I was what you could call a successful writer. But I can tell you
that I could not have written that book under these new rules.

Authors as a group make very modest income from writing. The
median is about $7900 a year. Although these new capitalization
rules will have little revenue impact on the Treasury, they will
prevent many authors from writing books. And, therefore, we ask
that an exemption to capitalization rules be provided for the re-
search and writing expenses of freelance professional authors.

hank you very much.
Senator BAucus. Thank you, Mr. Massie, very much. Mr. Silver.
[The prepared written statement of Mr. Massie follows:]
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TEST11-O1Y OF

ROBERT MASSIE

On behalf of:

The Authors Guild
Pen (Poets, Essayists and Novelists)
Writers Guild of America -- West
Washington Independent Writers

The Tax Reform Act of 1986 adopted uniform capitalization
rules for costs of "producing tangible personal property". Capitalizing
such costs generally is appropriate in matching expenses vith related-
income items.

However, a footnote added to the Conference Explanation
expanded the new capitalization requirement to include expenses of
professional freelance authors. (This matter is not addressed in the
statute, and was not considered by either the House or the Senate.)
Under this new requirement, authors will be required to allocate every
expense they incur among each of their pending projects; and then to
amortize such costs over the projected recovery life of the projects.
(Thus, authors who are researching and writing books, while supporting
themselves from writing magazine articles, etc., could not deduct their
expenses for that book against income from their other writing projects.)

The required allocations and projections of useful lives for
each project will be far more complex and uncertain than even the
capitalization requirements applicable to manufacturers. As applied to
authors, the new capitalization requirements effectively will represent
pure guesswork.

The new expense allocation and amortization rules single out
writers from all other professionals who provide services (e.g., lawyers
that work on contingent fee arrangements), and provide extr-eimely harsh
treatment by denying deductions for all current expenses. The treatment
of authors' manuscripts as tangible property also runs directly counter
to the rule of Section 1221(3) of the Internal Revenue Code -- which
denies capital asset status for authors' work products.

Prioj law permitted professional authors to deduct their
current expenses, just as architects, attorneys and others do. In fact,
when the IRS attempted previously to apply capitalization rules adopted
to deal with book and movie tax shelters to authors, the Second Circuit
Court of Appeals rejected the IRS' view, stating that the compliance
problems would be "immense".

The new rules will entail significant recordkeeping burdens,
and likely will result in many controversies between IRS and taxpayers.
(It has been suggested that every author maintain a log of time spent on
each project in order to apply these new rules!) If a project is not
successful, authors will have to abandon their copyright protection in-
order to deduct their expenses -- surely a questionable policy.

Since authors as a group generally have very modest earnings
(median income from writing is $7,900 per year), these burdensome new
rules will have little revenue effect. Although it is appropriate to
apply capItalization requirements to manufacturers, publishers, etc.,
there is no justification for extending these complex and uncertain
requirements to authors.
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MIORANDUMREGARDItNG THE NEED FOR A
TECHNICAL CORRECTION TO SECTION 263A
TO EXCLUDE PROFESSIONAL WRITERS'
RESEARCH AND WRITING EXPENSES FROM
THE UNIFORM CAPITALIZATION RULES

This memorandum is submitted by The Authors Guild, Inc.

regarding the need for a technical correction to the Tax Reform Act of

1986 (the "Act") to exclude from the uniform capitalization rules the

research and writing expenses of professional authors....Such an amend-

ment is necessary because of the undue burden that application of these

complex and uncertain rules will impose on professional writers -- a

burden that, it is submitted, is wholly disproportionate to any govern-

mental interest in the application of the capitalization requirements in

this setting. Stated simply, the rules of Section 263A as they apply to

authors' expenses are virtually unworkable; and their application to a

group of individuals who in general derive only modest income from writ-

ing is completely at variance with sound tax policy. The amendment is

further justified to prevent the discriminatory application of Section

263A to only a single group of persons that derives income from ser-

vices.

Background

The uniform capitalizati n rules-Zontained in Section 263A of

the Internal Revenue Code of 1980 were enacted because:

"The Congress believed that, in order to more accu-
rately reflect income and make the income tax system
more neutral, a single, comprehensive set of rules

/
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should govern the capitalization of costs of producing,
acquiring, and holding property, including interest
expense, subject to appropriate exceptions where appli-
cation of the rules might be unduly burdensome."i

In general, the capitalization of such costs is in furtherance of the

basic tax accounting objective of matching income and related expense

items.

Prior to adoption of the Act, the ordinary and necessary busi-

ness expenses of professional authors were deductible when paid under

Section 162.2 Although the Internal Revenue Service contended that

former Section 280 (enacted in 1976 to require capitalization of ex-

penses relating to production of films, books, records, etc.) barred the

deduction of authors' research and writing expenses, that assertion was

rejected by the Court of Appeals for the Second Circuit, which held that

the intended reach of that section was tax shelter operations and book

publishers, rather than authors.
3

1 Joint Comm. on Taxation, General Explanation of the Tax Reform Act
of 1986 508-09 (1987).

2 No assertion is made that expenses associated with writing activity
that fails to satisfy the "hobby loss" provisions of Sectiod-i83
are, or should be, deductible under Section 162.

3 See Hadley v. Commissioner, 819 F.2d 359 (2d Cir. 1987), rev'g 86
T.C. 764 (1986) and 51 T.C.M. 948 (1986). Former Section 280 re-
quired capitalization of amounts attributable to the "production of
a . . . book ... ." Section 280(a), as in effect prior to the
Tax Reform Act of 1986.
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The possibility that the Act's uniform capitalization rules

might apply to the research and writing expenses of authors first

emerged in the Conference Explanation of the Act. The treatment of

authors' expenses is not addressed in new Section 263A itself, or in the

House or Senate bills or accompanying reports. Moreover, it is entirely

plausible to read new Section 263A, like former Section 280, to be alto-

gether inapplicable to authors' research and writing expenses.4

Nonetheless, the following sentences appeared in a footnote in

the Conference Explanation of the Act:

"For this purpose, tangible property includes films,
sound recordings, video tapes, books, and other simi-
larly (sic] property embodying words, ideas, concepts,
images, or sounds, by the creator thereof. Thus, for
example, the uniform capitalization rules apply to the
costs of producing a motion picture or researching and
writing a book.5

4 In relevant part, Section 263A applies to the "production" of "tan-
gible personal property." Section 263A(b)(1). The term "produce"
is defined for this purpose to include "construct, build, install,
manufacture, develop, or improve." Section 263A(g)(1). Only
through a strained reading of these words could the act of writing
a manuscript be included among the targeted activities. Moreover,
while the statute defines "tangible personal property" to include a
"book" (Section 263A(b) flush language), the logical effect of that
provision would seem to be to subject the manufacturer of the book
(e.g., the publisher, binder, printer, etc.) to the new rules,
rather than the author of the manuscript that underlies the book to
be published. The similarity of the structure of Section 263A and
former Section 280 underscores the argument that neither section is
applicable to authors.

5 H. Rep. No. 99-841, 99th Cong., 2d Sess. 11-308 n.l (1986) (empha-
sis added).
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The Authors Guild, Inc. respectfully submits that the pur-

ported reversal of prior law by means of the footnote just quoted does

not represent sound tax policy, and should expressly be rejected through

an amendment in the Technical Corrections bill.

Operation of Section 263A
as It Applies to Authors

The burden that will be imposed on authors by application of

the uniform capitalization rules can without exaggeration be charac-

terized as extraordinary.

The general requirement of Section 263A in the present context

is that all expenses allocable to writing activities that otherwise

would be deductible under Section 162 must instead be capitalized to thL

account of the project in question. Such expenses then are recoverable

as income is derived from the project, based on total revenues expected

to be derived from the project.

The first step in the application of this rule requires frag-

mentation 9f all writing-related expenses across the writer's affected

projects.6 In a typical situation, a writer may be involved in writing

a book, writing one or more articles, and perhaps working on certain re-

lated endeavors, such as preparing a speech. How might the author

6 Such expense might include telephone, freelance typist, utilities,
cost of periodicals and the like.
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allocate the expenses that, not unc only, might be attributable in

part to each of these projects? Although Treasury Regulations have been

issued under Section 263A, no answer to this question is suggested.

General tax principles would call for an allocation based on the rela-

tive fair market values of the projects, which presumably would be

derived by discounting to present value the cash flows projected for

each of the writing projects -- obviously a highly uncertain exercise as

an author embarks upon the preparation of a manuscript.

In an effort to simplify the resolution of this cost alloca-

tion issue, it has been suggested by government staff that the author

keep records of the time spent on each project, and allocateexpenses --

presumably other than those specifically allocable to a given project --

on the basis of relative time spent. One might wonder whether the tax

law should demand that the Nation's writers log their time spent on each

poem, short story and essay in order to meet the requirements of Section

263A. In all events, however, keeping such time logs still will fail to

produce the needed data where time is spent in a manner (e.g., research)

that might benefit multiple projects.

Following on the exercise of allocating the writer's expenses

to each of the projects in process, the question then to be addressed is

the manner in which the capitalized costs may be recovered. We under-

stand the applicable principles to be the following:7

7 Rev. Rul. 60-358, 1960-2 C.B. 68.
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(M) In general, the "income forecast" method must be used to

determine the deductible portion of capitalized expenses by refer-

ence to the ratio of (s) annual revenues derived from the project

to (y) total expected revenues for the project.

(ii) Annual re-assessments of the total expected revenues are

required to be made.

(iii) In any years in which no income is earned from the

project, no deduction may be claimed.

(iv) Ev6n if the project proves a failure, no deduction may be

claimed unless the project is shown to have been abandoned.

Again, the theory that underlies the required analysis is not

in question. The reality, however, is that any meaningful estimate of

the projected royalties from a book or article will often be largely

guesswork. 8 For example, what of the poem that is first printed in a

magazine, later is collected in a volume of the author's poems, and

still later is aggregated as part of the author's collected works? As

8 The Court of Appeals tor the Second Circuit characterized the at-
tempt to apply the income forecast method to authors' expenses in
Hadley, supra, as follows:

"In an activity as ephemeral as writing a book,
the difficulties in estimating a future income
stream and determining the time of ultimate write-
off when it becomes clear that either a book will
not be published or, if published, will not sell,
appear immense."
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another example, if poet A has had several poems anthologized, should

poet B assume that his first poem published in the New Yorker also will

one day appear in an anthology? Obviously, without information as to

the expected pattern of publication, no meaningful estimate of future

income can be derived. More fundamentally, even authors with a solid

track record of publication at times find that later books do not sell

well. The converse is also true. If it is not abundantly clear, these

rules are unadministrable, and do not work.9

A final point regarding operation of the rules. Suppose a

given project is a failure; when (if ever) may the taxpayer deduct the

capitalized expenses? It has been suggested by government staff that

the taxpayer must abandon his or her entire right in the project to

qualify for a deduction. Presumably, that will require abandoning the

author's copyright protection -- so that the work will become part of

the public domain. Without debating the technical tax aspects of such a

rule, from a public policy viewpoint such a requirement is most chari-

tably characterized as unfortunate.

9 That is not to say that the income forecast method can never pro-
duce appropriate results. In the context of a movie company, or
publishing house, the volume of amortizable films or books should
yield reasonable results due to an averaging process. An individ-
ual author -- who may produce a major work only once in several
years -- obviously has no such benefit of an averaging phenomenon.
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CoMliance and Administration Issues

Each of the above fact-intensive issues will, of course, be

subject to review by the Internal Revenue Service, with the ultimate

resolution being time-consuming and expensive for both taxpayers and

government. Wore fundamentally, this new system based largely on guess-

work and surmise is certain to prove a source of taxpayer compliance

difficulties. One would have thought that the government would strongly

disfavor rules that will encourage aggressive position-taking based on

the highly subjective matters such as those involved here.
10

The merits of attempting, in any context, to provide a

'matching" rule based upon such elusive matters as the required alloca-

tion of authors' costs, and the revenue estimated to be derived from

projects, might fairly be debated. Whatever value the change might

possess in the abstract, however, is completely swallowed up by the

administrative and practical difficulties that will be faced by the

group affected by this change. Virtually all of the affected taxpayers

are individuals. It may be speculated that many prepare their tax

returns without professional assistance. For these persons, it simply

is the case that the tax law will be incomprehensible. These persons

10 One need only examine the numerous factual-issue cases that fill
the Tax Court docket, or the various recent Code penalty provisions
relating to valuation (1. the Section 6659 and 6660 valuation
overstatement and understatement penalties) to confirm the diffi-
cult problem of tax administration that arises from the presence of
factual issues in the tax law.
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then will have the choice of incurring the expense of retaining a pro-

fessional return preparer, or, in many cases, of failing to comply with

the law. It is defensible to impose sophisticated tax accounting con-

cepts to more accurately measure income on taxpayers who ordinarily

employ such concepts in their business. It is totally indefensible to

impose rules fraught with interpretive difficulty on persons who will

frequently be without means to understand or deal with such rules.

Writers vs. Other Service Providers

Authors are not alone among service-providers in incurring ex-

penses in advance of related receipts.11 A lawyer may work for years on

a case, particularly where a contingent fee is involved, and be permit-

ted to deduct expenses when paid, far in advance of receipt of any fee

income. Similarly, an architect may work on a set of plans for a build-

ing over multiple years, and deduct expenses well in advance of payment

for the services.

There is no apparent basis for providing discriminatory treat-

ment for authors in relation to other service providers. As the lan-

guage of Section 263A clearly states, it is intended to reach persons

that produce tangible property -- i.e., property other than a lawyer's

11 Comentators have observed that authors are properly characterized
as receiving income from the sale of services, rather than from
production of an asset. Note, Tax Treatment of Prepublication Ex-
penses of Authors and Publishers, 82 Mich. L. Rev. 537 (1983). See
also Hadley, supra.
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brief or an architect's plans and specifications. Any decision by the

Congress to extend the reach of Section 263A to the expenses of service

providers should be deliberate and uniform.

Revenue Implications

Although one can only speculate as to the amount of revenue

that will be produced by this change in the tax treatment of authors'

expenses, available information indicates that the amounts involved are

small, if not trivial. Initially, it must be borne in mind that the

issue is not the allowability vel non of deductions: the issue is any

revenue loss resulting from deferral of tax collections. Two observa-

tions are appropriate; one, the group in question, professional writ-

ers, have extremely modest earnings; median income from writing is esti-

mated to be $6,900 per year. Second, an exception to the uniform

capitalization rules for such persons is not a loophole that might be

exploited by the ingenious in order to gain an unintended advantage.

Conclusion

An exception should be provided to Section 263A for the re-

search and writing expenses of professional authors.

The Authors Guild, Inc.

July 17, 1987
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STATEMENT OF DAVID SILVER, PRESIDENT, INVESTMENT
COMPANY INSTITUTE, WASHINGTON, DC

Mr. SILVER. Mr. Chairman, my name'is David Silver. I am Presi-
dent of the Investment Company Institute, the association which
represents America's mutual fund. The subject of our comments is
Internal Revenue Code Section 67(c), a provision added as a techni-
cal amendment in last year's Tax Reform bill. Unless corrected,
section 67(c) will impute phantom taxable income to nearly 20 mil-
lion taxpayers next January. This section was added in the last
hour of the Senate consideration of the tax bill without hearings or
debate as part of a package of hundreds of amendments labeled as
technical and represented as having no substantive impact.

The infirmities which afflict section 67(c) flow from its genesis as
a technical amendment shielded from the rigors of debate or time
for reflection.

First, the section is unfair to 20 million individual taxpayers by
saddling them with phantom income. To the average taxpayer,
phantom income will truly be an amazing concept. The section
works like an alchemist formula, transmuting a mutual fund's
business expenses into income for fund shareholders. As with other
attempts to turn lead into gold, this one also fails, for the so-called
income to be received by these 20 million shareholders cannot be
banked, cannot be invested, and cannot be used to buy groceries.
The only thing it is good for is to pay taxes on.

Section 67(c) is, therefore, grotesque as a matter of tax policy.
A second infirmity arises in the fact that these 20 million share-

holders will receive 1099s- which show more taxable income than
shown on their account statements. Confused and resentful, many
of them will pay their taxes on the dollars they know they re-
ceived, not on fictional amounts. The results will be administrative
chaos as there will be a gigantic mismatch between tax returns
and 1099s.

Section 67(c) is, therefore, absurd from the viewpoint of tax ad-
ministration.

Third, the section is unfair as a competitive matter. As shown in
attachment B to our written statement, no financial product com-
petitive with mutual funds is saddled with phantom income.

Section 67(c), therefore, violates another cardinal tenet of tax
policy, that of neutrality.

To my left are charts illustrating the impact of the section on the
actual tax liability of a 78-year-old retired widow with mutual fund
investments which produced $6,898 in income in 1986. The cost
of this provision to her in taxes, assuming level income this year,
will be an increase from $495 in 1986 to $511 in 1987. Without
phantom income, her 1987 tax bill would have only been $393. She
would have received the benefits of tax reform. But Section 67(c)
has eliminated, and I believe inadvertently, her entire benefit of
the Tax Reform Act of 1986.

Mr. Chairman, in conclusion, the policy considerations I have
mentioned this morning, the bizarre results illustrated on these
charts in human terms is why you, Senator Moynihan, and 13 of
your Finance Committee colleagues have joined together to intro-
duce S. 1489 to correct section 67(c).
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In conclusion, Mr. Chairman, I might simply mention this is the
first minute of consideration by any congressional committee that
this provision, which taxes 20 million shareholders, has been given.
- Thank you very much. I would be happy to answer any ques-
tions.

Senator BAUCUS. Thank you very much, Mr. Silver.
Our next witness is Mr. Herbert Lerner.
[The prepared written statement of Mr. Silver follows:]

78-959 0 - 88 - 4
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DAVID SILVER, PRESIDENT

INVESTMENT COMPANY INSTITUTE
BEFORE THE

COMMITTE ON FINANCE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

ON TECHNICAL CORRECTIONS TO THE
TAX REFORM ACT OF 1986

JULY 22, 1987

I. INTRODUCTION

Mr. Chairman. I appreciate the opportunity to testify
today. My name is David Silver. I am president of the Investment
Company Institute, the association which represents America's
mutual fund industry. The Institute's membership includes 2,086
open-end investment companies ("mutual funds"), their investment
advisers and principal underwriters. Its mutual fund members hold
assets accounting for approximately 90% of total industry assets
and have over 29 million shareholders.

Mutual funds clearly have become a highly preferred
investment vehicle for millions of middle income investors and
working Americans trying to accumulate savings and retirement
income. They provide investors of moderate means the opportunity
to obtain professional investment management and diversification of
their investments. Over half of all mutual fund shareholders
(excluding those in tax-exempt funds*) have household incomes of
less than $50,000; forty percent have adjusted gross income under
$40,000. Excluding money market mutual funds, thirty-eight percent
of all fund shareholders are retired. Many of these retirees
depend heavily on their mutual fund investments for day-to-day
living expenses.

* Shareholders in tax-exempt funds have been excluded from these
statistics because it appears that such funds may be largely
unaffected by Section 67(c).

-- "
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The subject of our comments today is Internal Revenue Code
Section 67(c): a provision added to the tax code in last year's
tax reform measure. Absent timely congressional action, Section
67(c) could adversely affect almost every mutual fund and mutual
fund shareholder in America. As currently written, Section 67(c)
will impute phantom taxable income, i.e., income not received but
included in taxable income, to nearly 20 million U.S. taxpayers
this year. Mutual fund households will have to pay taxes on $100
-$200 or more of income they never receive.

We are most pleased, Mr. Chairman, that 15 members of the
Senate Finance Committee recently joined in introducing S. 1489, a
bill authored by Senator Moynihan to remove the discriminatory
impact of Section 67(c) upon mutual funds and mutual fund
shareholders. We hope that this Committee will agree that S.1489
would be a suitable technical change to last year's tax reform law
which ought to be enacted as part of the earliest available
legislative "vehicle."

Please consider the following reasons for enacting S.1489
as promptly as possible.

II. SECTION 67(c) VASTLY OVERSHOT THE MARK INTENDED BY CONGRESS
LAST YEAR.

A. Section 67(c) Was Intended To Be a Narrow Anti-evasion
Provision.

I.R.C. Section 67, added to the Code last year, imposes a
two percent floor on certain "miscellaneous itemized deductions,"
including deductions under Section 212 for expenses incurred in
producing investment income. Section 67(c) was added as one of
hundreds of technical amendments at literally the last hour of the
Senate's consideration of the Tax Reform Act. On its face it
appears to be solely an anti-evasion or "loophole closing"
provision: to prevent the indirect deduction through
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"pass-thru entities" of amounts not deductible if incurred by an
individual directly.

Theoretically, I suppose, some sort of specialized "mutual
fund" might be established by a handful of taxpayers seeking to
avoid Section 67's restrictions -- although I believe that
hypothetical possibility is farfetched. Were that to occur, the
application of Section 67(c)'s "loophole closing" intent would be
appropriate.

However, Section 67(c), as written, went far beyond that
narrow prophylactic purpose. Regulations may be issued to
effectuate Section 67(c) that would impute phantom taxable income
to virtually all individual mutual fund shareholders in an amount
equal to a portion of the operating expenses of their mutual fund.
These operating expenses have, in the past, been recognized by the
Internal Revenue Service as ordinary and necessary business
expenses. Under the new provision, however, a fund shareholder
will be treated as having personally incurred the expenses and (if
he or she itemizes) will be permitted to deduct the expenses only
if, together with the shareholder's other miscellaneous itemized
deductions, the expenses exceed the two percent floor.

B. Section 67(c) Inappropriately Affects 20 Million
Shareholders of Publicly Offered Mutual Funds.

It is patently ludicrous that a narrow anti-evasion
provision should impute phantom income to 20 million shareholders
of publicly-offered mutual funds. The more so when one considers
that Section 67(c) will apparently impute income to nonitemizers as
well as itemizers and that nonitemizers will in no event be able to
deduct these expenses. Of these mutual fund shareholders who do
itemize their deductions, only a small percentage will
have expenses in excess of the two percent floor. Section 67(c)
will thrust a peculiar new tax burden upon 20 million taxpayers
which defies reality.

-3-
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Who are these taxpayers? I can assure the Committee they
are not wealthy manipulators of the tax code. Nor are they
conversant with such arcane concepts as phantom income. Many
shareholders are pensioners or working Americans building their
retirement savings. They thought the Congress was reducing their
overall tax burden last year via increases in the standard
deduction and personal exemption amounts and decreases in the
effective tax rates. They will be astonished next January to see
on their Forms 1099 that the Congress actually cut those tax
benefits by imputing to them significant amounts of phantom income.

C. The Phantom Taxable Income Created by Section 67(c)
Unfairly Increases the Tax Burden of Mutual Fund
Shareholders.

The impact of Section 67(c) will first be felt by mutual
fund shareholders next January. They will receive a Form 1099
which includes in taxable income an amount greater than that which
is reflected in their year-end statements of account or their own
checkbooks.

The effective rate of tax on all mutual fund dividends will
be increased significantly by Section 67(c). In the case of
shareholders in equity funds, the effective tax rate on dividends
will be increased by 20 percent or more for investors of every

income level.

The penalty imposed by Section 67(c) falls even more
heavily on older shareholders than it does on younger shareholders.
This is because retirees depend heavily on their mutual fund
investments for living expenses. In addition, elderly shareholders
are less likely to be able to deduct any portion of the imputed
income, because they either use the standard deduction or have
insufficient miscellaneous deductions to exceed the 2 percent

floor. I would draw the Committee's attention to Attachment A

-4-
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which illustrates the impact of Section 67(c) on elderly
shareholders.

D. The Enforcement of Section 67(c) Will Be An
Administrative Nightmare.

And what will be the impact upon mutual funds and the U.S.
government? In a word, chaos! Ease of entry and swift
redeemability have been a hallmark of mutual fund investing.
Trillions of dollars are invested and withdrawn from mutual funds
each year. A severe administrative logjam could develop in
identifying millions of individual shareholders and then allocating
phantom income to them. It will be a worse problem for the
government. The IRS will face an administrative nightmare in
trying to collect the tax attributable to Section 67(c). The
income reported on Form 1099, which will include Section 67(c)
"phantom income", will disagree with shareholders' own records and
yearly account statements received from the funds. Millions of
shareholders will be confused by this discrepancy and will simply
report on their tax returns the income they know they received.
The result will be a mismatch between tax returns and 1099s,
leaving the IRS in the unenviable position of trying to collect
$30, $40 or $100 from millions of citizens who do not believe that
they have underpaid their taxes. -

E. Section 67(c) Puts Mutual Funds At An Unfair
Competitive Disadvantage.

Finally, Section 67(c) might at least have made logical
sense had it been applied to all competing investment products.
But it applies to mutual funds alone. Even real estate investment
trusts investing in securities are excepted from this provision
even though REITs are taxed under the provisions of Subchapter M of
the Code along with mutual funds. Virtually every investment
product which competes with mutual funds is unaffected. This
discrimination against mutual funds and mutual fund shareholders is

-5.-
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illogical and is objectionable tax policy. I have attached, as

Attachment B, a brief analysis which illustrates the discriminatory

nature of Section 67(c).

III. SECTION 67(0) WAS INAPPROPRIATELY ADOPTED AS A TECHNICAL

AMENDMENT.

A. This Provision Was First Introduced on the Floor of the

Senate Buried Among Hundreds of Technical Provisions.

I scarcely need remind the Committee that Congress is not
in the habit of imputing phantom taxable income to millions of
Americans by way of technical amendment or otherwise. It should
not have happened here.

Section 67 was included in the House version of the tax
reform legislation and was subsequently modified by the Senate
Finance Committee. However, the provision that became Section
67(c) first surfaced only in the last hours of Senate floor
consideration in a ninety-page package of technical provisions.
We believe that the Senate floor managers assumed that every

provision in that package was purely technical, nonsubstantive.
They so assured the Senate. Without debate, the Senate thereupon
approved the entire package. Yet, in the end, there was Section
67(c).

B. Section 67(c) Would Never Have Survived the

Deliberative Process.

I must tell you candidly that the mutual fund industry

feels seriously aggrieved by last year's process. The deliberative

tax reform process lasted for months. We participated actively

while the tax reform bill moved through the Congress. There was

never a hearing or even one minute of debate on the Senate floor
about a proposal to impute phantom taxable income to mutual fund

shareholders or to'discriminate against mutual funds. To put it

-6-
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bluntly, we were denied any meaningful opportunity to oppose -- or

even to comment on --Sectibn 67(c). But the failure of the normal

legislative process to work was not merely a technical infirmity --
it had serious consequences.

Had Section 67(c) ever been proposed during the Senate's

deliberative process, it never would have survived. Retrospective

consideration of Section 67(c) finds a conspicuous absence of

support:

0 Secretary Baker has written to members of Congress stating

that Section 67(c) was not required for revenue neutrality

last year and urging its reconsideration;

0 The House Conferees last year opposed the application of
Section 67(c) to mutual funds and we believe thaL; the House

Ways and Means Committee still maintains that position;
and,

0 Three quarters of the Senate Finance Committee members have
sponsored S.1489, legislation modifying Section 67(c).

C. Section 67(c) Was a Dramatic, Substantive Change, Not
a Technical Provision.

Now that the scope of Section 67(c) is understood, no one
can seriously maintain that extending Section 67(c) to mutual fund
shareholders generally was "technical." Section 67 of the Code is
a provision which limits the deductibility of certain miscellaneous
itemized deductions by individuals. Prior to the introduction of

Section 671jq(, mutual fund shareholders were unaffected by the

debate on Section 67, because mutual fund expenses were

appropriately treated as business expenses of the fund, not

investment miscellaneous expenses of individuals deducted under

section 212. By converting business expenses of a mutual fund into

miscellaneous expenses of its individual shareholders, the

-7-
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introduction of Section 67(c) resulted in a dramatic, substantive
change. Not only was this change inappropriate as a technical
amendment, but any reasoned consideration of this change would have
revealed it to be poor tax policy.

D. The Scope of Section 67(c) Was Unintentionally Broad.

The application of Section 67 to mutual funds through
Section 67(c) is also not defensible as an anti-evasion device. No
one would say that absent Section 67(c), 20 million mutual fund
shareholders would suddenly be using their mutual funds to sidestep
the restriction on Section 212 deductions. People invest in mutual
funds to obtain professional investment management and
diversification, not to engage in tax avoidance schemes.

S.1489 would restore the original congressional purpose of
this provision. It would leave Section 67(c) intact as an anti-
evasion, loophole closing provision. With regard to mutual funds,
it would restrict Section 67(c)'s application to taxpayers who
somehow endeavor to use a mutual fund investment to circumvent
Section 67, while eliminating the need for Treasury to impose a
discriminatory phantom income tax upon the vast majority of mutual
fund shareholders.

IV. RELIEF FOR MUTUAL FUND SHAREHOLDERS SHOULD BE ENACTED
IMMEDIATELY.

For the reasons stated above, S.1489 clearly should qualify
for inclusion in the technical corrections bill. We are concerned,
however, that enactment of the technical corrections bill will be
delayed beyond the time when effective relief will be possible.

Retroactive relief from Section 67(c) would be costly and

unmanageable. Once shareholders begin filing their 1987 tax
returns in January and February of 1988, correction of Section

-8-
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67(o) would be an enormous administrative burden. Moreover, the
lead time required to prepare 1099 forms to be mailed next January
makes immediate relief appropriate.

We, therefore, urge the Committee to enact S.1489 in the
earliest available legislation.

V. REVENUE ESTIMATES ASCRIBED TO SECTION 67(0) AFTER THE FACT
SHOULD NOT DETER CONGRESS FROM CORRECTING LAST YEAR'S
ERROR.

A. Section 67(c) Was Introduced As a Technical Provision,
Not Intended to Produce Any Revenue.

Secretary Baker has written to members of Congress that
Section 67(c) was not required for revenue neutrality in last

year's tax law. Indeed "technical provisions" are not supposed to
yield independent revenues. We believe that no revenue was
attributed to this provision either at the time it was proposed as
a technical amendment on the Senate floor or at the time the

President signed the bill into law.

We appreciate the Committee's concern about the revenue
impact associated with various amendments to the tax law. I am
sure you can appreciate our concern over the suggestion that
revenue implications might prevent Congress from amending Section

67(c). Even though it is wrong as a matter of policy; was never
intended to affect 20 million taxpayers; was never intended to
impose a harsh competitive inequity on an industry; and was never
intended to create administrative chaos for the government.

Here is a provision -- now generally disdained -- adopted

only because it was proffered as a technical amendment and thus
presumably not intended to produce independent revenue impact. Yet

-9
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changing it may prove impossible because revenue came to be
associated with it once it had been enacted? This is a Catch-22 of

the highest order.

Mr. Chairman, it would be most unfortunate if techni-
calities of the budget estimating process were to prevent the
Congress from modifying a provision that will adversely affect 20
million taxpayers. The Committee should disregard the revenue
impact ostensibly associated with Section 67(c), I am not familiar
with the technicalities of the budgetary process. But it makes
sense to me that something introduced as a technical amendment, not
designed to produce revenue, should be corrected as a technical
amendment, without being saddled with revenue consequences.

B. The Revenue Attributed to Section 67(c) Should Be
Reduced Under An Appropriate Construction of the Law.

While we believe that equity requires correction of Section
67(c) without consideration of any revenue impact, the whole
discussion of revenue should be pat in perspective. We urge the
Committee to consider the following points.

Secretary Baker has written that the upward limit of

revenue impact could be as much as $530 million per year. This
purely theoretical figure is valid only if Treasury, in
regulations, imputes 100 percent of a mutual fund's expenses as
income to its shareholders. This is an unrealistic assumption that
does not comport with even the most extreme construction of the
law.

The legislation directed that Treasury should determine
those mutual fund expenses comparable to the expenses of an
individual which are subject to the two percent floor. While we do
not believe that the business expenses of a mutual fund are
analogous to personal miscellaneous expenses, we have,
nevertheless, done our best to draw the analogy.

- 10 -
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The mutual fund industry has presented Treasury with two
analyses--one which considered the industry at large and one which
actually examined the practices of eight diverse funds--to
ascertain that portion of a fund's expenses which could be viewed
as comparable to those individual expenses subject to the floor
and, therefore, to be allocated as income to shareholders under
Section 67(c). These analyses demonstrate that the appropriate
percentage is no more than 22 percent.

Under these analyses, the maximum annual revenue impact
associated with congressional modification of Section 67(c) would
barely exceed $100 million.

C. The Revenue Estimate Should Also Be Reduced for Non-
compliance, Non-collection and Other Factors.

In practical terms, even the $100 million revenue figure
ought to be discounted to recognize probable shortfalls
attributable to noncompliance, noncollection and other factors.
Experienced tax lawyers have predicted that many taxpayers will
have already prepared their tax returns on the basis of year-end
statements of account prior to receiving 1099s; many will not
understand the imputed income and will not pay the
additional tax. The IRS will face the choice of implementing
costly collection procedures or foregoing the amounts of tax at
issue. In either case, the potential revenue figure associated
with Section 67(c) ought to be discounted.

VI. CONCLUSION

Mr. Chairman, thank you for this opportunity to testify.
The defects in Section 67(c) are readily apparent and have been
broadly acknowledged. A technical correction to restore the
original congressional intent -- that Section 67(c) merely prevent
evasion of Section 67 -- ought to be enacted in time to provide
relief to taxpayers and to mutual funds this year.

- 11 -
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ATrAC IOWA

IMPACT OF SECTION 67(c) ON OLDER SHAREHOLDERS

The significance of the fact that the numbers shown on these
tables represent only average numbers may also be seen in Table 5,
which illustrates the impact of section 67(c) on shareholders age
65 or older. Excluding money market fund owners, 38 percent of all
mutual fund shareholders are retirees.
In general, the section 67(c) penalty falls more heavily on
shareholders in this age group for three reasons. First, retirees
and older individuals generally own more investments than younger
individuals in the same income class. Second, elderly shareholders
are less likely to be able to deduct any portion of the imputed
income, because they either use the standard deduction or have
insufficiant miscellaneous deductions to exceed the 2 percent
floor. Most importantly, retirees and older shareholders often
rely heavily on their investments for living expenses and,
therefore, tend to notice any decrease in the return on their
investments. The penalty imposed under section 67(c) on mutual
fund investors age 65 or over is even more substantial than that
imposed on younger shareholders and is, therefore, even more likely
to be disturbing to these shareholders.

The impact of the section 67(c) tax penalty on the elderly
may also be analyzed in terms of its effect on the tax benefits
otherwise gained by the elderly under the new law. By changing the
personal exemption and standard deduction amounts available to the
elderly, the 1986 Tax Reform Act increased the amount of income
which may be earned by an elderly couple before any tax liability
is imposed. On average, at least one quarter of this benefit is
offset by the section 67(c) imputed income.

Average T" Liability m ut&,. ?wW Dividends and the Effect .0ofs e 67(c) Cross-Up I/
- Sharesholdre 63 Teare of Age ad Over; All Mutual Fund Types

(1966 Levels)

lncoe Clase Tak LLiability Additional Taxable AdditionalTaxl Perco.o change In exc*
(Th o .de of mutual rund Div4ds, Lton* due to liability due to on utuel fund dividends
1986 dollar$) MN 67(c) Croeg- 67(c) grose-up 67(c) gro-up due to 67(c) $Tos-up

le. et. 10 $191 $137 $ 3 10.6%

10-20 190 132 20 10.4

20-30 614 241 66 11.1

30-40 590 260 62 10.6

60.)0 3 343 5t t0.$

s0-i s1,200 417 122 10.2

75-100 1.591 453 146 9.2

100-200 1,734 341 168 9.7

more than 200 1.747 714 201 11.5

Total 601 278 61 10.7

1/ All tax Celculationa are per-red separately fr oeach taxpayer within each isctoe cla. The average
if the individual calculetion is thae toaputed end reported here. Therefore, the results for each iecoe
class are the avrage for all tsrpayere within tha: clee, including itcisere snd non-itesiseres Joiot
and nooi~nt ftlers, etc.
Source; price Vaterhouse

may 21, 1967



100

ATA04T B

COMPETITIVE EFFECT OF SECTION 67(c)

The attached chart graphically illustrates the adverse
competitive impact of section 67(c) Qn the mutual fund industry. For
the entire spectrum of the $800 billion plus mutual fund industry,
there exists one or more competing investment product which is not
similarly disadvantaged. As illustrated, each major type of fund
competes with other investment vehicles for the dollars of investors
seeking to purchase a debt, tax-exempt debt or equity investment.
Not one of these alternative investment vehicles is burdened with
the investor penalty of section 67(c).

Examples of two products which compete directly with
particular sectors of the mutual fund industry are bank money market
deposit accounts and managed brokerage accounts invested in equity
obligations. The impact of section 67(c) on money market mutual
funds and equity mutual funds may be sufficient to tip the
competitive balance in favor of the non-mutual find alternative
product.

1. Money Market Funds v. Bank Money Market Deposit Aooounts

At the present time, approximately one-third of all mutual fund
assets, some $230 billion dollars, are invested in money market
mutual funds. By contrast, the bank money market deposit accounts, a
financial product created by Congress in 1983 for the express purpose
of competing with money market mutual funds, currently hold some $570
billion. The yield on bank money market deposit accounts is
typically set at a level very close to that paid by money market -
mutual funds. However, bank money market deposit accounts have the
additional benefit of FDIC insurance. With the impact of section
67(c) on the effective after-tax yield on money market mutual funds,
the competitive balance will, in many cases, tip clearly in favor of
the bank money market deposit account.

2. Equity Mutual Funds v. Managed Brokerage Accounts

Although equity mutual funds are not typically as yield sensitive
as money market mutual funds, they also have a directly competitive
alternative investment product. Moreover, investors in equity mutual
funds may be even more likely to be motivated than shareholders in
other funds to seek out an alternative investment vehicle because of
the greater impact of section 67(c) on such funds. The overall
expenses of equity funds tend to be greater than those of other
funds. Moreover, such funds, because they try to maximize capital

* Although it had been previously believed that commodity pools
and other partnership investment products might also be affected
by Section 67(c), it now appears that only mutual funds will be
affected by the provision.
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appreciation rather than. ordinary income dividends, typically
distribute relatively small amounts of divided income. For these two
reasons (higher expenses and lower ordinary income dividends),
section 67(c) may be expected to have a greater impact on
shareholders of equity mutual funds than shareholders of other fun-Is.
As a percentage of yield, the shareholder's pro rata share of
expenses subject to the two percent floor will be greater in an
equity mutual fund.

Investors seeking an alternative investment without the
tax disadvantages of equity mutual funds can establish managed
equity portfolio accounts with brokerage firms. These
portfolios, which typically include stocks taken from the
brokerage firm's approved list can be offered to customers of
the firm with no investment charge for the investment advisory
services. Only brokerage commissions, which are not subject
to the two percent floor, will be paid by the investor for
transactions within the managed equity account.

The essential viability of the mutual fund industry has
traditionally rested upon the absence of any tax disincentive to
investor in mutual funds. The mutual fund investor has been treated,
for tax purposes, comparably to the direct investor in securities.
Section 67(c) represents a significant departure from this basic
principle. It places the mutual fund investors in a less favorable
tax position than many other direct investors and thereby places
funds at a considerable competitive disadvantage.

COMPETING INVESTMENT PRODUCTS
Mutual Funds

(Subject t Section 07(c))
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STATEMENT OF HERBERT J. LERNER, CHAIRMAN, TAX DIVISION,
AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS,
WASHINGTON, DC, ACCOMPANIED BY DONALD SKADDEN, VICE
PRESIDENT, AMERICAN INSTITUTE OF CERTIFIED PUBLIC AC-
COUNTANTS
Mr. LERNER. Good morning, Mr. Chairman.
I am Herbert J. Lerner, chairman of the Federal Taxation Exec-

utive Committee, testifying today on behalf of the American Insti-
tute of Certified Public Accountants and its nearly 250,000 CPA
members. Joining me today is Donald Skadden, the AICPA Vice
President for Taxation.

We are here today to support legislation you and Senator Heinz
have introduced which would remedy the effect of Section 806 of
the Tax Reform Act of 1986, which mandated that most partner-
ships, S corporations, and personal service corporations conform
their tax years to the tax years of their owners.

The 1986 Act has its greatest impact on small businesses since
most closely held entities are owned by individuals who are on the
calendar tax year basis.

Section 806 will impose undue costs and administrative burdens
on small business. Affected entities would be required to close their
books twice for 1987 and file duplicate tax returns. Furthermore,
section 806 would continue to have transitional effect over the next
four years and, because it applies to existing as well as new enti-
ties, businesses which have used a fiscal year for many years will
now have to amend contracts, compensation arrangements, retire-
ment and employee plans, all as a result of this provision.

It would also create a significant workload problem for CPA
firms which will be required to compress tax return preparation,
financial reporting and auditing work into a shortened period of
time.

A recent survey of AICPA tax division members revealed that
more than 60 percent of their annual workload will now fall in a
31/2 month period as a result of the year-end requirement.

Even if extension requirements are liberalized, not enough of
this work could be spread throughout the year since the accounting
and financial reporting needs cannot as a practical matter be ex-
tended much beyond the close of the reporting year. Under your
legislation, owners of electing partnerships and S corporations will
be required to make enhanced estimated tax payments determined
with reference to the amount of tax deferral based on the entity's
preceding fiscal year. Thus affected entities could retain their fiscal
year while than owners make enhanced estimated tax payments.

For simplicity and efficiency, the required amount would be in-
cluded on existing K-1 forms as a line item to advise affected
owners.

Any entity which is subject to section 806 and which. newly elects
or changes its fiscal year would be required to elect a year no earli-
er than September 30, a period consistent with prior IRS announce-
ments about appropriateness of fiscal years for such entities.

Your legislation also provides a de minimus exclusion, whereby
those who have less than a $200 impact with respect to all of their
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electing partnerships and S corporation interests are exempt from
this requirement.

It is important to remember that those entities which would be
allowed to remain on fiscal years under the 1986 Act are not affect-
ed by this provision. -

Since your proposal would correct the provision of the 1986 Act,
which has an unanticipated adverse impact on small businesses
and their advisors, we believe it is appropriate to address it in S.
1350. It is especially appropriate because your legislation provides
a solution which is crafted intentionally to be essentially revenue
neutral.

The AICPA believes it offers an alternative that is both responsi-
ble and effective, and that it merits the very careful consideration
of your committee. We stand ready to continue to work with you
and your staff in the enactment of this much needed legislation.
And we deeply appreciate the assistance we have received from
your staff, the staff of Senator Heinz's office, the Joint Committee
staff, and others, who have an interest in this solution to a
common problem.

Thank you, Mr. Chairman.
Senator BAUCUS. Thank you very much, Mr. Lerner.
Our final witness on this panel is Mr. David Kasten, who repre-

sents the Farm Credit Council. Mr. Kasten?
[The prepared written statement of Mr. Lerner follows:]
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Statement of Herbert J. Lerner

on Behalf of the

American Institute of Certified Public Accountants

-Introduction

Mr. Chairman and Members of the Subcommittee, I am Herbert J.
Lerner, Chairman of the Federal Taxation Executive Committee,
testifying today on behalf of the American Institute of Certified
Public Accountants and its nearly 250,000 CPA members. Joining
me today is Donald H. Skadden, AICPA Vice President - Taxation.
We appreciate the opportunity to present our views on an issue of
concern to tax practitioners and small businesses throughout the
country.

Mr. Chairman, we are here today to discuss legislation you and
your colleague, Senator Heinz, have introduced which, if enacted,
would remedy many of the problems and complications created by
Section 806 of the Tax Reform Act of 1986. Section 806 mandated
that most partnerships, S corporations, and personal, service
corporations conform their tax years to the tax years of their
owners. Section 806 was enacted to address a perceived'problem
of tax deferral arising from non-conforming years and to raise
additional revenues. It will impose a significant burden on
small business, on the accounting profession, and on the IRS.

Mr. Skadden and I, along with other members of the AICPA,
appreciate the opportunity we have had to work closely with your
staff, as well as the staff of the Joint Committee on Taxation,
in developing a solution to the problems created by Section 806.
We are grateful to you, Mr. Chairman, to Senator Heinz, and to
your staffs for the significant effort put forth and for your
leadership in supporting a viable solution to this real and
serious problem.

Consistent with the political and economic realities at this
time, this proposed legislation has been crafted to derive
essentially the same amount of revenue from the same group of
taxpayers as under the Tax Reform Act of 1986. However, it does
so by addressing the issue of tax deferral and tax payments in a
unique manner which avoids the administrative problems of
shifting most affected taxpayers to the same calendar year end.

A companion bill has been introduced in the House of
Representatives by Congressman Ronnie Flippo, who is a CPA and a
member of the House Ways and Means Committee. Since the proposal
is essentially revenue neutral in relation to the Tax Reform Act
of 1986, we suggest that this legislation could appropriately be
included in the Technical Correction Act of 1987 (S. 1350 and
H.R. 2636).

Let me- state at the outset, from a tax policy standpoint, that
your legislation was not the AICPA's desired solution to the
problem. We would have preferred outright repeal of the year end

2
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conformity requirement. However, given the need for a revenue
neutral alternative and the belief that tax deferral was a
serious problem which should be addressed, in our opinion your
legislation is the most viable alternative to the year end
conformity requirement.

History of the Year End Conformity Requirement

First, I would like to present some background on the year end
conformity requirement and explain how Section 806 became part of
the Tax Reform Act of 1986 (H.R. 3838).

The year end conformity requirement was not part of the Treasury
Department proposal released in December 1984; it was not part of
the President's proposal released in May 1985; and it was not
part of H.R. 3838 as passed by the House of Representatives in
December 1985. During 1985, the Senate Finance and House Ways
and Means Committees held 36 days of hearings on tax reform, and
at no time was this provision discussed. A less stringent
version of the tax year requirement was added to thd Senate
Finance Committee package. This Finance Committee version would
have continued to allow fiscal years ending in September,
October, or November.

An amendment was added on the floor of the Senate during the
final hours of debate on tax reform which compounded the problem
by mandating the December 31st year end for most partnerships, S
corporations, and PSCs. 1  We believe that members of the Senate
did not fully understand the many problems this requirement would
cause for small business owners, for CPAs, and for the IRS.
Section 806 was advanced to keep the Tax Reform Act of 1986
revenue neutral, rather than for sound tax policy reasons.

Impact of the Year End Conformity Requirement on Small Business.
the Accounting Profeslsion. and Administration of the Tax system

In the past, sound tax policy permitted the use of fiscal tax
years which resulted in staggered tax return filing dates to
allow the IRS, taxpayers, and tax practitioners to better meet
tax filing requirements. The Tax Reform Act of 1986 failed to
recognize that there are many legitimate business reasons for
selecting a fiscal year. Fiscal years are ordinarily chosen to
coincide with the "natural business year" of an entity, and as a
consequence Section 806 will cause tax requirements to interfere
with business operations.

1 As a practical matter, a fiscal year conformity
requirement affects most partnerships, S corporations and PSCs
with tax years other than the calendar year, since most of the
owners of these closely-held entitie. are individuals on the
calendar tax year. I

3
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Section 806 will place an undue burden on the tax system.
Taxpayers and return preparers will have difficulty completing
the returns of affected entities in sufficient time to allow
partners and shareholders to file their individual tax returns by
the original due date. This will necessitate costly and
inconvenient extensions of time to file returns. Further, it
will be difficult to obtain the information necessary to estimate
the tax liability of owners in order to apply for an extension
without undue risk of penalties. Encouraging the extended .filing
of tax returns is inconsistent with the efficient operation of
our self-assessment system.

Section 806 will impose other costs and administrative burdens on
small businesses. Affected entities would be required to close
their books twice and file two sets of tax returns (both federal
and state) in calendar year 1987 in order to change their tax
years. Because Section 806 applies to existing as well as newly
formed entities, businesses which have used a fiscal year for
many years will now have to amend contracts; compensation
arrangements, and retirement and employee benefit plans as a
result of this provision.

Section 806 will also create significant workload problems for
CPA firms which will be required to compress tax return
preparation, financial reporting, and auditing work into a
shortened time period. A survey of AICPA Tax Division members
revealed that more than 60 percent of their annual workload will
now fall in a three-and-a-half month period as a result of the
year end requirement. Even if the extension requirements are
liberalized, not enough of this work could be spread throughout
the year since the accounting and financial reporting needs can
not, as a practical matter, be extended much beyond the close of
the reporting year.

A further concern is the possibility that, Sections 441 and 442
of the Internal Revenue Code may be interpreted by the IRS to
require the financial statement year end to conform to the tax
year end for entities subject to Section 806. We understand that
the IRS has under consideration the possibility that the
financial statement conformity requirement for voluntary year end
changes would also apply to mandatory year end changes.

In summary, this requirement of the Tax Reform Act of 1986 will
place administrative and financial hardships on small businesses
and CPA firms.

&ICPA Endorses Baucus-Heinz Legislative Proposal

The AICPA strongly supports your legislative proposal, Mr.
Chairman, as it would resolve the fiscal year issue -- on an
.essentially revenue neutral basis -- without mandating changes in

4
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the tax reporting periods of partnerships, S corporations, and
PSCs. We suggest that your legislation be incorporated into the
Technical Corrections Act of 1987, with an effective date of
January 1, 1987.

Your legislation would allow entities which are affected by
Section 806 to elect to retain their fiscal years. This optional
election would be made at the entity level, not by the individual
owners.

Under the provisions of your legislation, owners of electing
partnerships and S corporations would be required to make
enhanced estimated tax payments determined with reference to the
amount of tax deferral based on the entity's preceding fiscal
year return. Thus, affected entities could retain the fiscal
year that suits their business needs, while making enhanced
estimated tax payments in lieu of actual tax payments.

Owners would be required to increase either of the two estimated
tax payment safe-harbors (100 percent of prior year's tAx or 90
percent of current year's tax) by a percentage of the prior
year's deferred income based on the length of the deferral
period. The enhanced estimated tax would be calculated at a rate
of 35 percent for 1987 and at the highest individual marginal
rate in the following years. There is a four-year phase-in of
the enhanced estimated tax payments which corresponds to the
four-year income spread in the Tax Reform Act of 1986.

For personal service corporations your legislation would postpone
the corporate level deduction for salary and other payments to
owners if ratable payments have not been made prior to December
31. The safe-harbors for determining whether a deduction is
allowed would be based on experience from the prior corporate
year, in order to avoid the necessity of predicting income, or
actual payments made for the remainder of the current year.

Any entity which is subject to Section 806, and which newly
elects or changes its fiscal year, must select a year ending no
earlier than September 30. Included in this option are C
corporations which elected S corporation status and as a
consequence were required to change to a calendar year.

Your legislation also provides a de minimis exclusion whereby
taxpayers with aggregate enhanced estimated tax of $200 or less
with respect to electing partnerships and S corporations are
exempt from this requirement.

It is recognized that retention of fiscal years could create an
abusive situation where tiered ownership structures are used. To
avoid this, your legislation provides that a partnership, S
corporation, or PSC which receives a major part of its gross
income from a partnership or S corporation and which has a

5



108

different tax year from the related entity, is not allowed to
retain its fiscal year. This prohibition is not intended to
apply to nonabusive situations, such as where the entity has an
equity interest in another entity which is not substantial in
relation to the owning entity's entire activity.

Your legislation does not provide a ta solution to certain
tiered structure situations, such as where a fiscal year PSC owns
an interest in a calendar year partnership corresponding to the
interest previously owned by the PSC's sole stockholder who is an
individual on a calendar tax year. Although we have not
developed a solution to this problem, we would support any
reasonable proposal which is essentially revenue neutral based on
the tax liabilities of the affected class of taxpayers.

It is important to remember that those entities which would be
allowed to remain on or to adopt a natural business year under
the Tax Reform Act of 1986, could still do so without being
subject to the requirements of this legislation. Thus, an
entity which is otherwise entitled to use a fiscal year based on
a business purpose which satisfies IRS established criteria
(including those reflected in Revenue Procedure 87-32 and Revenue
Ruling 87-57) will be able to do so without being subject to the
requirements of this legislation.

Conclusion

We strongly support your solution to the problems resulting from
the year end conformity requirement of the Tax Reform Act of
1986. The AICPA believes it offers an alternative, for those
entities which wish to elect it, that is both responsible and
effective, and that it merits careful consideration by your
Committee. We stand ready to continue to work with you and your
staff in the enactment of this much needed correction to the Tax
Reform Act of 1986.

Mr. Chairman, this concludes our statement. We will now gladly
answer any questions that you or Members of the Subcommittee may
have.

6
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STATEMENT OF DAVID KASTEN, 12TH DISTRICT FARM CREDIT
BOARD DIRECTOR, TESTIFYING ON BEHALF OF THE FARM
CREDIT COUNCIL, BROCKWAY, MT, ACCOMPANIED BY MAL-
COLM HARDING, PRESIDENT, CENTRAL BANK FOR COOPERA-
TIVES, TESTIFYING ON BEHALF OF THE FARM CREDIT SYSTEM,
DENVER, CO
Mr. KASTEN. Mr. Chairman, I will be brief. I do have with me

Mr. Malcolm Harding. I would like to add a few moments to the
testimony.

My name is Dave Kasten. I am a farmer rancher from Brockway,
MT. I own and operate a diversified, small grain and cow/calf oper-
ation. I have been a PCA stockholder for 25 years and a Federal
Land Bank stockholder for 16 years. I served as the Director of the
Glendive PCA for 31/2 years. I was elected to the district board of
directors by the 12 District PCAs in July of 1985, and am proud to
represent the 12th District and the Farm Credit System at this
hearing today.

Without the Farm Credit System, I would not have been able to
put together a successful operation.

As you know, the agricultural industry is struggling right now in
a severely distressed environment. The Farm Credit System that
lends only to agriculture is also struggling to absorb losses that go
along with a severely distressed agricultural environment. This
struggle is getting to the point where Congress is currently consid-
ering a financial assistance package to shore up the Farm Credit
System. It seems ironic that the Tax Reform Act of 1986 would add
approximately $85 million in tax liability to assist them that is
grasping for breath.

This added tax will definitely limit the ability of the system to
lower interest rates to its farmer/rancher borrowers. One other
negative effect the Tax Reform Act has is that it takes away an
incentive to build loan loss reserves at a critical point in time when
reserves are desparately needed.

Mr. Chairman, I want to express our appreciation to this com-
mittee for its efforts to address this problem during the consider-
ation of the 1986 Tax bill. We appreciate that this issue is not at
the top of anyone's agenda. When the final decision concerning
that monumental piece of legislation was made, we hope and trust
that this committee will take the opportunity this year to correct a
real inequity that resulted from last minute efforts to achieve
agreement on the 1987 Tax Reform legislation.

It is a problem that is very important to the farmer and rancher
borrowers of the Farm Credit System, and a problem that we be-
lieve can and should be corrected.

Mr. Chairman, I thank you.
[The prepared written statement of Mr. Kasten and a letter to

Senator Baucus follows:]
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Presented by

David Kasten

District Director of the Twelfth Farm Credit District

Mr. Chairman and members of the subcommittee, my name is Dave Kasten. I am a

farmer/rancher from Brockway, Montana, with a small grain and cow/calf

operation. I have been a Production Credit Association stockholder for 25

years and a Federal Land Bank stockholder for 16 years. The Farm Credit

System helped me get started in farming and develop a sound operation, and I

feel an obligation to serve as Chairman of the Board of the Glendive PCA for

three and a half years. I was elected to the district board of directors by

the Twelfth District PCAs in 1985, and it is my pleasure to represent the

Twelfth District and the Farm Credit System at this hearing today.

As a district director I am involved monthly in reviewing the financial

condition of each Twelfth District Bank and our Federal Land Bank Association

and PCA. Thus, I believe I am well qualified tor testify as to the adverse

impact on the PCAs and Banks for Cooperatives resulting from the Tax Reform

Act of 1986. As you know, the Tax Reform Act of 1986 repealed the provision

of the Internal Code (the Code) that permitted Farm Credit System institutions

to utilize the reserve method of accounting for loan losses for tax purposes.

Beginning in 1987, System institutions are permitted to claim bad debt

deductions only when specific loan losses are realized. In addition, as part

of the transition from the reserve method of accounting for bad debts to the

specific charge-off method, System institutions will be required to

"recapture" their existing loss reserves as income over a four-year period.

This will result in increased federal income taxes during the very period when

many System institutions are struggling to survive. We do not think it makes

any sense from a public policy standpoint to penalize System institutions

through changes to the Tax Code at a time when Federal financial assistance is

required to ensure the survival of this essential credit delivery system for

American agriculture.
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However, even if we consider this matter strictly from the standpoint of

fairness and equity in the tax system, we believe that there is a compelling

argument for correcting the action taken in the Tax Reform Act of 1986 with

respect to the System' bad debt reserve deductions. As you will recall, in

early 1986 the System brought to the attention of the Senate Finance Committee

what we believed to be a major inequity in the tax reform proposal passed by

the House of Representatives. The House bill repealed the use of the reserve

method for taxpayers generally (including System institutions), but would have

essentially preserved the use of the reserve method for small commercial banks

and thrift institutions. The System pointed out that there is no sound

justification for the disparity of tax treatment between taxable System

institutions and small comercial banks (which are our principal competitors)

and that this disparity results solely from the fact that neither PCAs nor BCs

are technically treated as banks for Federal income tax purposes because they

are not authorized to accept deposits.

This Committee and the Full Senate responded to our plea by explicitly

preserving the reserve method for taxable System institutions in the Senate's

tax reform bill. Quite frankly, we thought that the action of the Senate

merely corrected an oversight in the House bill and that we would not be in

jeopardy when the tax reform bill went to conference. We were right up until

the very end of the conference when in the complicated final compromise

agreement apparently there was a decision made to drop this provision of the

Senate bill. I say "apparent decision" because the language of the summary of

the conference agreement was ambiguous on this issue. It was only after many

days had elapsed that we were apprised by the staff that this provision of the
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Senate bill had in fact been dropped. We have yet to receive a satisfactory

explanation of the factors that led to this decision.

Morever, the inequity of which we had complained had in fact become more

glaring with the conference agreement because the final tax reform bill

recognized the need to defer implementation of the repeal of the reserve

method for large troubled banks. Somehow or other, the System seemed to get

lost in the larger controversy surrounding the treatment of commercial banks

and thrift institutions.

I recount this brief tax history solely to renew our basic contention that

System institutions were treated unfairly in the 1986 Tax Reform Bill. System

institutions are in fact financial institutions that face the same types of

problems as commercial banks. Even though System institutions raise their

funds through the public sale of debt securities rather than through the

acceptance of deposits there is no basis, in our view, for the disparate tax

treatment of their bad debt losses. Certainly'System institutions are at

least as threatened by loan losses as their commercial bank counterparts.

Indeed, because System institutions are authorized only to extend credit to

the agricultural sector and thus cannot diversify their loan portfolios, a

strong argument can be made that they should have even more tax incentives

than commercial banks to build adequate reserves. At a minimum, they should

not be penalized.

Again Mr. Chairman, I want to express our appreciation to this Committee for

its efforts to address this problem during the consideration of the 1986 tax

bill. We appreciate that this issue was not at the top of anyone's agenda

when the final decisions concerning that monumental piece of legislation were

made. We hope and trust that this Committee will take the opportunity this

year to correct a real inequity that resulted from the last minute efforts to

achieve agreement on the 1986 tax reform legislation. It is a problem that is

very important to the farmer/rancher borrowers of the Farm Credit System and

one that we believe can and should be corrected.
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THEFARMCREDITCOUNCIL
50 FS'IRPX. N'V • SUIIEWM) . \ IINGTON. i)C21XXI • 202'393-3744

July 24, 1987

Honorable Max Baucus, Chairman
Subcommittee on Taxation and

Debt Management
Committee on Finance
SD-205 Dirksen Senate Office Building
Washington, DC 20510

Dear Chairman:

We appreciate the opportunity to supplement our prepared and oral
testimony with respect to the issue you raised at the hearing on
Wednesday. You asked what the Farm Credit System's response is
to those who contend that System institutions should not be
treated comparably to commercial banks because they do not accept
deposits. As indicated below, we believe that the issue of
deposit authority is basically irrelevant to tax treatment of the
System's bad debt losses. Moreover, we believe that there are
basic distinctions between System institutions and other finance
companies that were similarly denied use of the reserve method of
accounting for bad debts under the Tax Reform Act of 1986.
Clearly, System institutions are more comparable to commercial
banks than they are to finance companies and they should be taxed
accordingly.

First, System institutions and commercial banks in rural areas
serve the same basic function in that they both obtain funds from
the public and make those funds available to creditworthy
borrowers. Congress decided that System institutions should
raise their funds by issuing-debt securities through the public
debt markets. This decision is consistent with Congress'
conclusion that commercial banks cannot fully satisfy the credit
needs of rural America. The relevant point is that System debt
securities are functionally equivalent to deposits taken by
commercial banks. The different manner in which System
institutions and commercial banks obtain funds from the public
simply-does not warrant different tax treatment of their bad debt
reserves.

Second,,a related question is why System institutions should be
treated like commercial banks while other finance companies
(which also raise their funds through the issuance of debt
securities rather the taking of deposits) are denied use of the
reserve method of accounting for bad debts. We believe that
there are sound reasons for distinguishing between System
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institutions and other finance companies in this regard. System
institutions, unlike other finance companies, are federally
chartered and regulated financial institutions created-to serve a
limited, but vital, banking function for rural America. Unlike
commercial finance companies that voluntarily elect to pursue
particular lending opportunities that they find attractive,
System institutions operate under a Federal mandate to make
credit available to all eligible farmer and cooperative borrowers
in good times and bad.

Third, the Farm Credit System was created and nurtured by the
Congress which, at this very time, is considering major
legislation to ensure its survival. The question being asked by
the farmer/owners of the System is why, at a time when System
resources are nearly depleted and Federal funds may be required
to maintain the System, should the Congress adopt tax provisions
that treat the System more harshly than commercial banks and
place a greater burden on System institutions. Does this make
any sense from either a tax nr public policy standpoint? We
think not.

Finally, we would like to amplify for the record the reasons why
we believe that the System should be viewed as a single entity in
determining whether individual System institutions qualify for
the "troubled bank" provisions of section 585(c). As everyone on
this Committee is aware, the System has incurred extraordinary
losses as a consequence of the difficulties that have befallen
the agricultural sector. These losses have affected, either
directly or indirectly, all System institutions because all
System institutions are inextricably bound togetkler through
numerous statutory and contractual ties. For example, all System
banks are jointly and severally liable on System-wide debt
obligations issued to the public. The associations (i.e.
production credit associations or PCAs), in turn, are directly
affected by the financial condition of the bank in their district
because that bank is their sole source of funds.

Accordingly, if this Committee decides to treat System
institutions in a manner comparable to commercial banks, we urge
that, in determining whether a large System institution should be
treated as a "troubled bank, the test should be applied to the
System as a whole rather than to individual units of the System.
More specifically, we propose that in computing the
"nonperforming loan percentage" under section 585(c) of the Code
that the'computation be made with respect to the combined
statement of condition of the Farm Credit System. The sentence
that we would propose adding to section 585(c)(3)(B)(iv) to
accomplish this result is set forth below:
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In the case of a bank which is an institution of the
Farm Credit System, the "nonperforming loan percentage"
of such bank shall be the percentage calculated with
respect to the combined statement of condition of the
Farm Credit System.

A copy of the System's most recent annual financial statement,
which clearly documents the magnitude of its nonperforming assets
relative to its equity, is attached.

Again, we appreciate this opportunity to provide additional
material for consideration by your committee.

Yours very truly,

. 9ohn A. Waits
President



116

Senator BAUCUS. Thank you, Mr. Kasten.
Mr. Ambassador, as I understand it, what you are saying is that

nonfiction, the expenses devoted to determining which nonfiction-
math or science textbooks, for example-are appropriate for school
districts should be deducted currently because it is an expense;
really, it is in the nature of a research and development expense,
and that your industry-that is, publishers-should be entitled to
that expense because it, in fact, is R&D expense.

Ambassador VELIOTES. Yes, sir.
Mr. Chairman, we recognize that not all so-called pre-publication

expenses would be eligible for deduction under section 174. But we
do have legitimate R&D expenses which we believe should be de-
ductible.

Senator BAUCUS. So you want to limit them to what, what ex-
penses? Not all pre-publications. What pre-publication expenses do
you think should be entitled to a current deduction?

Ambassador VELIOTES. Well let me first say what types of ex-
penses we would not contemplate including. This would be the
preparation of plates, authors' advances, proofreading and copy ed-
iting. These would be capitalized. The kinds of expenses that we
would seek to deduct under 174 would be those that are concerned
with the development of the product, the conceptualization of the
product, the creation of a prototype, the testing of the product, the
feedback, the revision. We have sought to define the R&D category
of expenses to be deducted to the extent possible along the lines of
hard R&D, and we are in this context in consultation with the
Treasury.

Senator BAUCUS. Mr. Massie, how many books do you think earn
income, that is, to cover expenses? How many books that authors
write and they are published do--

Mr. MASSIE. Earn out their advances?
Senator BAUCUS. Yes.
Mr. MASSIE. Less than half.
Senator BAUCUS. Now is there a trend? Are there fewer and

fewer as years go by or is theremore?
Mr. MASSIE. Actually, Mr. Veliotes could probably answer that

question better than I since he represents the publishers.
The average writer in this country-that is, the median income

of writers in this country-as I said, is very low. The problem is
that.the public, when they read about writers, it is generally in
connection with a unique, very large advance. So people think that
writers are rich. They are not. Because of this, we have had a
great, many, about 5 or 600 letters come into the Authors Guild
from people who are worried. Most of them are people who are
making $10,000 or $12,000 a year from writing. They cannot deduct
their expenses from writing these books, so they have to drop it.
They may have other incomes. They may be teachers. They may be
doing other things. But all of the-to answer your question specifi-
cally-all of the poetry, all of the adventuresome, imaginative, new
writing, young writers, beginning writers, are going to be, discour-
aged. It is going to be very, very difficult for them to go ahead if
they cannot deduct their expenses currently. The income forecast-
ing requirement is really going to be impossible.
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I could bring a hundred writers in here of all different income
levels and they would all tell you the same thing.

Senator BAUCUS. And I take it that is different than the tax laws
that apply to other creators, as other artists. What about the paint-
ers, the sculptors, those expenses? Are those deducted currently?

Mr. MASSIE. I don't know. I know that I can speak generally for
playwrights, screenwriters, song writers, people who write. I don't
now about people who create in other forms. We have all been de-

ducting our expenses currently. We have had a tax case, as you are
perhaps aware, in the Second Circuit, which the IRS had insisted
that we capitalize under the previous tax bill. The Second Circuit
Court, after a very long exhaustive case, decided that that was not
the intention of Congress, and that Congress had been wise in its
previous law not to require capitalization because it would be im-
possible. This was in May. And at the very moment when we were
about to celebrate the victory in this complicated, lengthy and ex-
pensive court case, we learned, that the 1986 tax law may have re-
imposed the same obligation, which is why we are here today.

Sen,.tor BAUCUS. Mr. Lerner, you heard the testimony of Secre-
tary Chapoton who is concerned about enforcements and also con-
cerned about the potential revenue effect of your efforts. Do you
have any reactions or comments in response to his concerns?

Mr. LERNER. Yes; first, on the question of complexity, it is always
difficult to develop unique solutions to problems, and when you are
constrained with an attempt to secure an essentially revenue neu-
tral solution, you are necessarily going to have slightly complex
language. But I think it is only statutory language that is complex.
The implementation I don't think is complex because the owner of
an interest in an affected partnership or S corporation will receive
a one-line item that indicates to him or her what the required en-
hanced estimated payment will be for a given year, and that will
become a one-line item on a 1040 estimated tax return.

Senator BAUCUS. Does your profession believe that with the
changes there still would not be a problem with enforcement, that
is, taxpayers would still be forced to comply with the law?

Mr. LERNER. Oh, yes. We think that is so.
Senator BAUCUS. And what about the revenue problems that the

Secretary mentioned?
Mr. LERNER. What we have heard in terms of the revenue esti-

mate is that the proposal is essentially revenue neutral. And since
what we are trying to do is advance estimated tax payments in lieu
of actual payments, I am not sure I understand the reason for the
problem from his perspective. I do understand that there is a slight
revenue loss, but I cannot tell you the amount of that. We were
dealing with a $1.7 billion overall problem, and I think the largest
portion of that is recouped through estimated tax payments.

Senator BAUCUS. Thank you. Senator Bradley?
Senator BRADLEY. Thank you very much, Mr. Chairman.
Let me thank the panel for their testimony. I think that you

have raised a number of problems, some of which we would like to
try to address in the Technical Corrections bill.

Let me say I particularly appreciate the testimony of Mr. Massie
because, frankly, as far as I am concerned Congress never intended
to apply the uniform capitalization rules to the research and writ-
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ing expenses of authors. The reverse was the case, Mr. Massie. I
thought it was very clear that we intended that the cost be a de-
ductible item under Section 162. And so wherever the footnote
came from, and whatever its intent was, I certainly do not think
that it should apply to authors.

The uniform capitalization rule applies only to tangible property.
It is fairly difficult, I would think, to try to make the case that a
poem is a tangible piece of property. I mean, a piece of paper might
be, but a poem is an idea, and I cannot conceive of how one could
construe it to be tangible property. That is my own reading of your
dilemma. I am sorry that I cannot give a fuller explanation as to
where the footnote came from. I can only assert that my reading of
it is that it is flawed, inconsistent, and it certainly is contrary to
the intent of Congress.

The other witnesses have offered, I think, interesting and impor-
tant testimony as well. And the real question will be in the context
of the Technical Corrections bill what can we try to deal with and
what do we have to forego for another time. But I thank the panel
very much for their testimony.

Senator BAucus. Thank you, Senator Bradley.
Senator Chafee?
Senator CHAFEE. Thank you, Mr. Chairman.
I have had the opportunity to talk with Ambassador Veliotes

previously about the problems the publishers run into in connec-
tion with their 174 on the R&D, and I will look at the testimony
from the other witnesses. Each of these witnesses has presented
some serious problems, and certainly we are going to do the best
we can to address them.

This is a complicated area, to state it mildly. But in everything
we do affects revenue. But, nonetheless, I think each of these are
serious problems.

I am a cosponsor of legislation to correct the problems raised by
Mr. Silver and by Mr. Lerner, so we will all be working together to
see if we can't-solve these problems you gentlemen have brought
up.

Thank you, Mr. Chairman.
Senator BAucus. Thank you, Senator Chafee.
A question for Mr. Massie from Senator Moynihan. And he un-

avoidably is not here. He is chairing a hearing at another commit-
tee.

Senator CHAFEE. Yes. I just came from that hearing. He is chair-
ing an infrastructure hearing upstairs with the Public Works Com-
mittee.

Senator BAUCUS. His question is: If writers are subject to the uni-
form capitalization rules, and the work does not produce income,
when will the expenses for that work be deductible?

Mr. MASSIE: None of us has gone through an audit, based on this,
because it starts in 1987. According to our rule, they will never be
deductible'. If there is no income in a year, we will lose the ex-
penses that we incur in that year on that project. One of-the prob-
lems is that we are going to have to-most writers have several
projects in hand at a time. We are going to have to divide up
income and expenses and allocate them to these different things,
down to reductio ad absurdum to a third of a typewriter ribbon, a
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third of a bottle of whiteout, and so forth. But in the years in
which there is no income, as we understand it and as it -has been
explained to us by Treasury, we will have no deduction.

Senator BAUCUS. And he has a similar question, and that is, does
the deduction require abandonment of the copyrights for unstopa-
ble work?

Mr. MASSIE. That is what we understand. In order to try and
claim those expenses as a loss, we wPI have to abandon a copy-
right, which is a crippling thing to do to a writer. Something which
may not produce income now should not be taken from the writer
because it belongs to him like a child. And in the future he may be
able to do something and to breathe new life into it. He should not
have to lose his copyright in order to claim a loss deduction.

Senator BAUCUS. A question for Mr. Silver is: Where did 67(c)
come from?

Mr. SILVER. Senator, that is a mystery. As I said, there were no
hearings. There was no debate. It appeared in the middle of literal-
ly 60 or 70 pages of technical amendments. I happened to be in Je-
rusalem when a member of my staff plowing very diligently
through those 60 or 70 pages called me, told me about it, and I
have to say the expletive must be deleted from my response.

As far as we can determine, if you recall the history of the 212
personal miscellaneous deduction matter in the Senate bill, such
deductions were going to be eliminated. There was no floor, there
was just a total elimination of the ability to deduct these expenses.
There may have been some concern that wealthy taxpayers could
create some business medium, perhaps an investment company or
perhaps some other business medium, and in effect deduct the per-
sonal expenses of managing their money through this kind of in-
vestment intermediary. Probably that was the genesis.

Of course, two things happened. One is that there is now a 2-per-
cent floor on personal miscellaneous deductions, and certainly
wealthy taxpayers who have hefty personal deductions in manag-
ing their own money will exceed that 2-percent floor. So that con-
cern actually became meaningless the day the bill was enacted.

In any event, if there is any residual concern about this occur-
ring, the bill which you have cosponsored with 14 of your col-
leagues on the committee does give the Treasury ample authority
to prevent any abuse.

Certainly the section was never intended to hit somebody who
has $8,653 of gross income outside of Social Security.

Senator BAUCUS. Thank you very much.
Mr. Kasten, you are basically saying that the Farm Credit

System banks should get the same bad debt reserve treatment as
banks. Is that essentially what you are saying?

Mr. KASTEN. That is correct.
Senator BAUCUS. Now what do you say to those on the other side,

the other body-that is, the House of Representatives-who, when
this issue came up before us, say the farm credit system institu-
tions are really on the nature of financial institutions who are not
entitled to the same bad debt reserve reduction rather than banks.
That is, it is Farm Credit System institutions are closer to finance
institutions than they are to banks. What can you tell us so that
we can go back over to the House and convince them that no, that

78-959 0 - 88 - 5
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you are more in the nature of banks and are entitled to the same
reserve deduction?

Mr. KASTEN. Well we, Mr. Chairman, would like to be treated on
the same basis as the commercial banks. And I think it was just a
technical grit that that went by at that point. I don't think it was
the intention.

Senator BAUCUS. Well I appreciate that. And I think particularly
given the adverse plight of the Farm Credit System today that that
argument will carry much more weight than it did last year.

I appreciate your testimony and that of other witnesses. We have
no more questions. And thank you all very much for coming.

STATEMENT OF MORTIMER CAPLIN, COUNSEL, CAPLIN &
0 DRYSDALE

Mr. CAPLIN. Mr. Chairman, my name is Mortimer Caplin. If you
would permit me, I would like to answer Senator Bradley's ques-
tion as to where this famous footnote came from dealing with so-
called creativity side of either producing a book under the author's
standpoint or from the publisher's.

This statute, 263(a) is aimed at tangible property, tangible. Intan-
gible property is not supposed to be covered. And yet we are talk-
ing about intangibles in the footnote. But we haven't been able to
find a Senator or a Member of the House of Representatives who
really has any idea where this came from. I think it was written by
an alchelmist who really wanted to make tangible something that
was truly--

Senator BAUCUS. Well it sounds like it was written by somebody
who wanted to provide plausible deniability. [Laughter.]

Mr. CAPLIN. I agree with that completely, Mr. Chairman.
Senator BAUCUS. Thank you all very much. We appreciate it.
Our next panel will consist of Mr. Larry Simons, who is repre-

senting the Council of State Housing Agencies; Mr. Conrad Teitell,
testifying on behalf of the Committee on Gift Annuities; Dr. Mi-
chael Malone from Montana State University; the Honorable
Kevin Blanchette from the State of Massachusetts; and Mr. Ken-
neth J. Kies, testifying on behalf of the Section 457 Task Force.

Gentlemen, thank you very much for appearing. Again, I will
ask each of you to conform to the 3-minute rule. When we get to
the question period, perhaps it could be a little longer, but let's for
the time being keep it at three minutes. And we will begin with
Mr. Simons who is always front and center.

STATEMENT OF LAWRENCE B. SIMONS, REPRESENTATIVE,
COUNCIL OF STATE HOUSING AGENCIES, WASHINGTON, DC

Mr. SIMONS. Thank you, Mr. Chairman. My name is Lawrence B.
Simons and I am pleased to appear before you on behalf of the
Council of State Housing Agencies to address certain provisions of
the proposed Technical Corrections Act, specifically as they relate
to the low income housing tax credit.

The Council of State Housing Agencies represents housing fi-
nance and credit agencies in all 50 States, plus the District of Co-
lumbia, Puerto Rico and the Virgin Islands. These agencies have
been charged with the administration of the tax credit program.
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In appearing before you this morning, Mr. Chairman, I am also
expressing the views of an additional 11 organizations, including
the National Association of Home Builders, the Interprise Founda-
tion and the National Low Income Housing Coalition, which have
written to the Finance Committee with respect to the technical cor-
rections legislation.

I would request your permission to insert in the record the com-
munication of the 12 organizations to Chairman Bentsen, together
with a more detailed comments on S. 1350.

I would like to begin by expressing the gratitude of the housing
community to the Finance Committee for the very important im-
provements which the Technical Corrections bill would make in
the low income housing tax credit statute.

As you know, in the tax credit provisions of the 1986 Reform Act,
the Congress made a virtually complete break with the history of
federal tax incentives for rental housing in general and low income
housing in particular. It did so without one day of hearings on the
tax credit proposal and with little opportunity for extended discus-
sion among the members. And in light of the way in which the tax
credit proposal was enacted, it is not surprising that it contained a
great many serious technical flaws.

S. 1350, combined with various clarifications in the "Blue Book",
would go a very long way to correcting these problems. The pur-
pose of my written testimony is to identify those few areas in
which S. 1350 does not provide an adequate remedy. And I hope my
oral testimony today will be confined to the critcal problem not
adequately address in S. 1350.

Predictability and certainty of the essence of the development of
low income housing, accordingly a most needed change in S. 1350,
involves modification of the prohibition on carryover of a credit al-
location from one year to the next. Under current law, a project
must be placed in service in the specific year with respect to which
it has been granted a credit allocation. If it is not completed and in
service by the end of that year, the credit allocation, an allocation
which was most likely made two years earlier, is lost, both to the
project and the State which had provided it.

Mr. Chairman, this is a totally unworkable requirement. After
more than 20 years as a builder and having served as Assistant
Secretary for Housing for 4 years, I can assure you that the com-
pletion date contemplated at the inception of a multifamily hous-
ing project is, at the very best, an optimistic guess, and a guess
which can easily be off by 12 months or more.

Whether the results of contractor problems in New York, unpre-
dictable weather in Montana, environmental litigation in Califor-
nia or permitting problems in Illinois, multifamily construction is
very vulnerable to many, many delays.

Because of this, when I was responsible for the administration of
all HUD housing programs, we never had a mandatory completion
date for our projects. We required developers to commence con-
struction within 12 months or 24 months, depending on the pro-
gram, in order to assure that the commitments were actually used.
But we never had a completion date because we knew that, first,
developers had every incentive to complete projects as quickly as
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they could, and, second, that the completion dates are unpredict-
able.

Congress has followed this pattern of using completion dates in
its various housing bills, for instance, the HODAG program and
the 3-year period for the use of bonds under the tax exempt bond
provisions. None of them use a completion date. And we urge you,
Mr. Chairman, to look at this very carefully because without the
certainty that the start gives and the commitment being tied up at
the start, no lender will be able to commit to that project in a fine
way. To have it subject to the way it is now proposed, the possibili-
ty of the Treasury has to rule on whether or not the delay complies
with the statutory provision is absolutely unworkable. The predict-
ability, the constancy which a lender needs is not there if some
condition subsequent can take away what would be the vital com-
mitment for the equity in the project.

Thank you very much.
Senator BAUCUS. Thank you, Mr. Simons.
Mr. Teitell, is that a correct pronunciation of your name?
Mr. TEITELL. Yes, it is, sir. Thank you.
[The prepared written statement of Mr. Simons follows:]
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THE COUNCIL OF STATE HOUSING AGENCIES

Mr. Chairman, members of the Subcommittee, my name is

Lawrence B. Simons, and I am pleased to appear before you on

behalf of the Council of State Housing Agencies to address

certain provisions of the proposed Technical Corrections Act of

1987 (S.1350), as they relate to the low income housing tax

credit. The Council of State Housing Agencies represents housing

finance and credit agencies in all fifty States plus the District

of Columbia, Puerto Rico and the Virgin Islands. These agencies

have been charged with administration of the tax credit program.

In appearing before you this morning, Mr. Chairman, I am also

expressing the views of an additional eleven organizations,

ranging from the National Association of Home Builders to the

National Low Income Housing Coalition, which have written to the

Finance Committee with respect to the Technical Corrections

legislation. I would request your permission to insert in the

record the communication of the twelve organizations to Chairman

Bentsen, together with their more detailed comments on S.1350.

I would like to begin by expressing the gratitude of the

housing community to the Finance Committee for the very important

improvements which the Technical Corrections bill would make in'

the low income housing tax credit statute. As you know, in the

tax credit provisions of the 1986 Tax Reform Act, the Congress

made a virtually complete break with the history of federal tax

incentives for rental housing in general, and low income housing

in particular. It did so without one day of hearings on the tax

credit proposal and with little opportunity for extended

discussion among the members. In light of the way in which the

tax credit proposal was enacted, it is not surprising that it

contained a great many serious technical flaws. S.1350, combined
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with various clarifications of Congressional intent which were

expressed in the General Explanation of the Tax Reform Act of

1986 (the "Blue Book"), would go a very long way to correcting

these problems. The purpose of my testimony this morning is to

identify those few areas in which S.1350 does not provide an

adequate remedy.

The most needed change involves modification of the

prohibition on carryover of a credit allocation from one year to

the next. Under current law, a project must be placed in service

in the specific year with respect to which it has been granted a

credit allocation. If it is not completed and in service by the

end of that year, the credit allocation is lost -- both to the

project and to the State which provided it.

Mr. Chairman, this is a totally unworkable requirement.

After more than twenty years as a builder, I can assure you that

the completion date on a multifamily project is, at the very

best, an optimistic guess, a guess that can easily be off by

twelve months or more. Whether the results of contractor

problems in New York, unpredictable weather in Montana,

environmental litigation in California or permitting problems in

Illinois, multifamily construction is very vulnerable to delays,

Because of this, when I was responsible for the administration of

all HUD housing programs, we never had a mandatory completion

date for our projects. we required developers to commence

construction within twelve months or twenty-four months,

depending upon the program, in order to assure that commitments

would actually be used. But we never had a completion date,

because we knew that, first, developers had every incentive to

complete the projects as quickly as they could, and second, that
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completion dates are unpredictable. I would add that we

routinely extended the dates by which construction had to be

commenced, if the developer demonstrated a reason for such a

delay.

Mr. Chairman, no developer will commence construction -- or

even obtain financing -- in reliance upon the tax credit if he

knows that a delay of any sort will cause the loss of that

critical incentive. The effect is particularly severe on the

more ambitious projects which involve combinations of assistance,

development in troubled neighborhoods, extensive community

involvement and so on. These projects require a long lead time

in order to get the various pieces into place, and require

constant adaptation as construction proceeds. These are

precisely the kinds of projects that we ought to be encouraging

with the tax credit. These are precisely the kinds of projects

that the no-carryover rule will eliminate. In addition, by

forcing developers to rush to meet a completion date, the statute

can increase both construction costs and hazards.

Acknowledging this problem, the drafters of the Technical

Corrections bill provided, in Section 102(l)(17), that a credit

allocation could be carried over to the succeeding taxable year

if the initially projected completion date was reasonable and the

delay was caused solely by unforeseen conditions which were not

within control of the taxpayer. Unfortunately, this rule is

simply inadequate. A developer cannot afford to risk his

investment on the hope that, should a delay occur, a Treasury

Department official will, after the fact, determine, first, that

the initially projected completion date was "reasonable", second

that the delay was caused "solely" by unforeseen circumstances,
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and third that those unforeseen circumstances were beyond the

developer's control.

The housing groups propose a simpler, more workable standard

than that contained in the bill. Carryover should be permitted

where at least half the cost of a project has been incurred by

the end of the allocation year, and where the project is placed

in service in the following year. I would add, Mr. Chairman,

that in my judgment even this rule is unnecessarily stringent.

Congress already has a perfectly good carryover rule in the tax

exempt bond provisions, permitting bond authority to be carried

over for three years if it has been allocated for a specific

purpose or to a specific project. The same principle can easily

be applied to the tax credit. If an allocating agency commits

funds to a specific project by the end of the allocation year,

the project should have three years to come into service.

Note that this rule is still more stringent than the bond

rule, since under the bond rule one need only issue bonds for a

project, whereas under the credit carryover proposal, one would

have to complete construction. Still, I believe a three-year

time period following a commitment of credit authority is

consistent with general industry practice and would be workable.

Permitting carryover of bond allocations might well produce

a savings to the Federal Government. While it has been claimed

that the absence of a carryover rule would result in the loss of

credit allocation for most states, I submit that the more likely

occurrence is that as a year winds down, allocating agencies will

look around for projects that are just going into service or have

already gone into service to allocate credit to. As a result,

the credit allocations will be used, but they will be used on
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existing projects which were developed without any intention of

using the tax credit and which are already in service. On the

other hand, if carryover is permitted, allocations will go to

projects that are specifically dependent upon the credit,

projects that will not go into service for several years.

Accordingly, revenues will be saved.

A second matter which I would like to bring to your

attention concerns the most significant housing problem

confronting the Federal Government today -- the preservation of

the existing supply of assisted housing. With restrictions

expiring on hundreds of thousands of units of assisted housing

built in the mid-1960s and early 1970s, the Banking Committees

have made their top priority the retention of this stock for

lower income use. Ironically, this is the one area in which the

technical corrections legislation, as introduced, would take a

step backwards.

The tax credit statute currently denies credit on the

acquisition cost of an existing project if the project has

changed hands within the preceding ten years. Treasury may waive

this restriction for certain federally-assisted projects (i) in

order to avoid an assignment of the mortgage to HUD or FmHA, (ii)

to avoid a claim against a federal mortgage insurance fund or

(iii) "by reason of other circumstances of financial distress."

This last category was interpreted by the housing community to

permit waivers in the case of federally-assisted projects which

were not insured by HUD, but which were financed by state

agencies. Section 102(l)(7) of S.1350 would strike this last

clause, thereby eliminating approximately half of the assisted

housing projects -- representing perhaps 400,000 units -- which

might otherwise be eligible for the waiver.
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This provision moves precisely in the wrong direction. The

Congress ought to be working to expand the use of the credit with

the inventory of federally-assisted housing. Housing groups have

proposed an amendment which would permit the. tax credit to be

used for all distressed projects, which are either

federally-assisted, federally-financed or federally-insured. The

entire inventory of federally-related housing should be viewed as

a present or potential resource for lower iiicome people and a

prime target for use of the credit.

There is no cost to this amendment, since any use of the

credit proposal with such projects would have to come within the

currently existing state caps. In addition, there is no

likelihood for churning or abuse, since the credit can only be

used with projects that the applicable federal or state agency

has determined to be in financial distress or in danger of being

converted to non-low income use.

A third area deserving of particular attention involves the

current inability to use the credit in the nation's poorest

areas. The limits for lower income tenants in the program are

50% or 60% of the area median income, depending on whether the

"20-50 test" or "40-60 test" is used. Rents are restricted to

30% of the applicable income ceiling. In the poorest areas of

the country, these restrictions combine to produce permissible

rents so low as to make it impossible to support construction.

Rural housing groups have determined that, even combined with

Farmers Home Administration subsidies which lower interest rates

to 1%, the tax credit income restrictions make the program

unworkable in 68 out of 75 counties in Arkansas, 54 out of 101

counties in Kansas, 19 out or 20 counties in Maine, 44 out of 87
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counties in Minnesota, and so on. In dollar terms, the income

limits mean that in 14 counties in Mississippi where median

incomes are $16,000 or below, the maximum rent you can charge for

an apartment unit is $240.00, less a utility allowance. In 38

Texas counties, with incomes of $20,000 or below -- compared to a

$28,000 State median -- the maximum rent you can charge is

$300.00, less utilities. Mr. Chairman, you cannot build even

subsidized housing at these rents.

We propose that, as the law currently allows with regard to

mortgage bonds, allocating agencies be permitted to use the

higher of the state median income or the county median income.

This rule will cost nothing, but it will open up the tax credit

program in the neediest counties in this nation.

The other improvements which we seek in S.1350 are more

technical in nature. First, we are seeking clarification that

federal or state rental assistance is not to be counted as a

tenant payment for purposes of the so-called "deep rent skewing"

provisions. Under these provisions, special treatment is

provided for projects in which market rate rents are at least 3

times the rents charged to lower income households, and at least

15% of the lower income units are allocated to households at 40%

of the area median income or below.

S.1350 provides that, consistent with the rest of the credit

law, rental assistance payments are to be disregarded for

purposes of determining the maximum rent paid by low income

tenants. It provides, however, that those assistance payments

are to be counted for purposes of determining the 3-to-i ratio

between market rents and low income rents. Beyond its

inconsistency, this provision effectively makes the deep rent
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skewing provision unworkable in the single context in which might

otherwise have some value -- that is, a partially assisted,

subsidized project in a high-cost area. In my judgment, this is

the only circumstance in which any owner would have an incentive

to elect deep rent skewing treatment, and yet the inconsistent

and irrational treatment provided by S.1350 would make deep rent

skewing unusable. Rental assistance payments should not be

counted as tenant rent payments -- since they are not tenant rent

payments -- for all purposes under the tax credit, including the

3-to-i ratio under deep rent skewing.

In another matter, I would note that perhaps the first

"technical amendment" to the credit statute was contained in the

1986 budget reconciliation bill. This amendment eliminated a

provision that would have effectively denied the tax credit to

projects which received more than 80% non-recourse financing.

This provision, a carryover from the at-risk rules applicable to

tax credits in areas other than real estate, simply ignored the

fact that low income housing is absolutely dependent upon

non-recourse mortgage financing. When the provision was

discovered, Congress acted quickly to eliminate it. In the

effort to deal with the 80% provision, however, a more obscure

requirement of the at-risk rules was overlooked. This

requirement effectively excludes even bona fide non-recourse

financing from the tax credit base, if the property was acquired

from a related person. Since most development and syndication

transactions involve some level of dealing among related parties,

this constitutes a significant obstacle. It should be

eliminated. I would stress, Mr. Chairman, that we believe this

provision to have been an oversight in the initial statute, and

-8-



131

since there are a number of rules in the tax code which already

address related party transactions directly, there is no need to

provide this "back-door" restriction through the at-risk rules.

Another proposed technical amendment would clarify that the

so-called "35 partner election", which enables a partnership to

avoid tax credit recapture so long as the project continues to

comply with low-income requirements, applies to two-tiered

partnerships. Under such arrangements, there are only two

partners in the partnership which actually owns the property -- a

general partner and an investor limited partnership. The second

tier -- the investor limited partnership -- will have 35 or more

members. This is the way in which HUD normally requires

partnerships to be structured for the ownership of assisted

housing. The statute should make clear that such a partnership

would qualify under the 35 partner rule.

We are also seeking clarification on the definition of

"eligible basis." Specifically, the statute provides that the

eligible basis of a building is determined on the date such

building is placed in service. This definition leaves unclear

the status of routine "build-out" expenditures incurred after the

in-service date. The bill should specify that the eligible basis

of the building is determined at the time that the building's

qualified basis is determined, which would be either the last day

of the taxable year in which the building is placed in service or

the last day of the succeeding tax year.

In conclusion, Mr. Chairman, I would note that while the

combination of amendments already in S.1350 and those which we

are seeking would remove serious technical obstacles to the use

of the credit, it is a long way from being the efficient tax

-9-
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incentive which is needed for lower income housing. The most

serious substantive problem is the passive loss rule, which, as

it applies to tax credit projects, effectively eliminates what

had been the primary market for low income housing investments --

"accredited investors." As a result, tax credit projects must be

sold either through large public syndications or to an entirely

new corporate market. This creates enormous inefficiency through

high transactional costs and a lengthy educational process. In

short, the passive loss rules mean that the taxpayer is getting

very little in return for the substantial subsidy dollars being

put into the low income tax credit.

I would hope that the Finance Committee, in the near future,

will take a more detailed look at the tax credit and address this

problem, as well as a number of other significant substantive

questions. These include the penalties on using tax credits with

other federal subsidy programs, the inability on the part of

state agencies to increase the credit percentage for worthy

projects, and the burdens placed on a project when tenants go

over-income.

Mr. Chairman, I am grateful for your concern and look

forward to the Finance Committee's Technical Corrections Bill.

Thank you very much.

- 10 -
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STATEMENT OF CONRAD TEITELL, PRERAU & TEITELL, TESTIFY-
ING ON BEHALF OF THE COMMITTEE ON GIFT ANNUITIES,
WHITE PLAINS, NY ACCOMPANIED BY FLOYD K. HOOPER, NA-
TIONAL TREASURER, THE SALVATION ARMY, AND TAL ROB-
ERTS, EXECUTIVE VICE PRESIDENT, BAPTIST FOUNDATION OF
TEXAS
Mr. TEITELL. I am Conrad Teitell. I am a lawyer. I am here today

on behalf of the Committee on Gift Annuities, the National Asso-
ciation for Hospital Development, and the Council for the Advance-
ment and Support of Education. These three coalition groups repre-
sent thousands of educational, hospitals and religious and other
charitable organizations that are exempt under Section 501(c)(3) of
the Code.

With me today is Tal Roberts. He is Executive Vice President of
the Baptist Foundation of Texas and Vice Chairman of the Com-
mittee on Gift Annuities. And also here today is Colonel Floyd K.
Hooper, the National Treasurer of the Salvation Army and a
member of the Committee on Gift Annuities. We thought we would
give plausible credibility to our testimony by coming with a Colonel
in uniform.

Senator BAUCUS. Careful. [Laugther.]
Mr. TEITELL. Suppose that you want an annuity, sir, that will pay

you $850 a year for life. You can get that annuity by paying $6,000 to
.Y wants $10,000 for the same annuity. You are going to deal with

X. Correct? Why pay $10,000 for an annuity when you can get the
same thing for $6,000?

Now let me identify X and Y. X is a commercial insurance com-
pany. Y is the Salvation Army or another worthy charity. The
charity's annuity is called a charitable gift annuity. You are only
going to get the gift annuity from the charity if you want to make
a charitable gift.

Code section 501(m), enacted by the Tax Reform Act last year,
taxes charitable organizations on income earned by providing"commercial-type insurance." Charitable gift annuities issued by
the Salvation Army and thousands of other charities are not com-
merical insurance. A donor who receives payments under a gift an-
nunity is not motivated to maximize his or her return but rather to
make a charitable gift. And these charitable gift annuities have
been used for over 100 years as an important way for charities to
get modest gifts from individuals who otherwise could not afford to
make charitable gifts until death.

Charitable organizations that provide gift annuities do not eom-
pete with life insurance companies that sell commercial annuities.
Indeed, the person who makes the gift annuity isn't in the market
for a commercial annuity. Rather, the donor who wants to make a
charitable gift and has selected a gift annuity as the method, had
the donor not made the gift to the charity, he or she would not
have purchased a commercial annuity.

There is a section of the Code, 514(c)(5), enacted by the Congress
back in 1969. That section exempts charitable annuities from the
unrelated business income tax rules when the value of the gift part
of the annuity is more than 10 percent and some other tests are
met. Had Congress intended that gift annuities be subject to sec-
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tion 501(m), enacted last year, it would have repealed section
514(cX5), but it did not.

Gift annuities could be taxed twice if both Sections 514 and
501(m) are applicable, a result that we believe Congress could not
have intended.

The fact that Congress did not even mention, let alone repeal,
section 514(c)(5) means, in our view, that section 501(m) does not
apply to charitable gift annuities.

And to conclude, we ask for the simple clarifying, technical
amendment that states that gift annuities meeting the tests of sec-
tion 514(c)(5) are not subject to section 501(m). That amendment
would allow charities to continue to obtain an important source of
support from lower and middle class individuals, and that support
benefits our country.

Senator BAUCUS. Thank you very much, Mr. Teitell. Our next
witness is Dr. Michael Malone. And let me say for those of you who
don't know him, Michael Malone is from Boseman, Montana, Mon-
tana State University, and we probably should have had him up on
a prior panel because he has written several books. One of them
which I commend to everyone is "The Battle For Butte." It is a ter-
rific book about Butte, Montana, and it is great history, it is great
lore, and we are very honored to have you here, Mr. Malone.

[The prepared written statement of Mr. Teitell follows:]
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The Committee on Gift Annuities.

Mr. Chairman and Members of the Committee:

I am Conrad Teitell, a member of the White Plains, New York law firm of Prerau &
Teitell, and appear on behalf of:

The Committee on Gift Annuities, a coalition of over 1,100 religious, educational and
social welfare institutions and other institutions exempt under Section 501(c)(3) of
the Code; and

The National Association for Hospital Development, a coalition of over 1,200 hospi-
tals and health care institutions exempt under Section 501(c)(3).

The Council for the Advancement and Support of Education, a coalition of over 2,800
colleges, universities and other educational institutions exempt under Section 501(c)(3),
joins in this testimony.

I. Technical Clarification Requested.

We believe Congress did not intend that charitable gift annuities be subject to
Section 501(m) of the Code. The Technical Corrections Act should clarify that
charitable gift annuities meeting the tests of Section 514(c)(5) are not "commercial-
type insurance" within the meaning of Section 501(m).

Snecifically. we ask that Section 501(m) be amended by deleting "and" apDearing at
the end of subnaraeranh (C). changing the period following subparagranh (D) to a
comma and adding the word "and" following the comma. and adding a 1nSu_L.
paragraDh (E) thereto, to read as follows:

"(E) providing charitable gift annuities that meet the tests described in

Section 514(c)(5)."

Background. The Tax Reform Act of 1986 added new Section 501(m) to the Internal
Revenue Code of 1986 to restrict nonprofit organizations from unfairly competing with
for-profit insurance companies in the sale of commercial insurance. Under Section
501(m), charitable and social welfare organizations that engage in providing "commer-
cial-type insurance" will either lose their tax exemption or bear the burden of ordinary
income tax on income earned through providing that insurance. The issuance of
annuity contracts is included in the statute's definition of "insurance."

Traditional charitable gift annuities issued by charitable organizations are not, how-
ever, "commercial-type insurance." The Internal Revenue Service has recognized for
more than 25 years that a charitable gift annuity is different from a commercial
annuity. See Rev. Rul. 62-137. 1962-2 C.B. 28. The Internal Revenue Service also
recognizes that the excess of the fair market value of gift property over the value of
the annuity received from a charity constitutes a charitable contribution. Rev. Rul.
70-15 1970-1 C.B. 20.

3
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We arc concerned that a misinterpretation of the term "commercial-type insurance"
would subject gift annuities to new Section 501(m). This potential problem for
charities (and the general public that benefits from their activities) should be clarified
by the technical amendment suggested above.

II. What Is a charitable gift annuity? A donor irrevocably transfers money or
property to a charitable organization that promises to make fixed payments to the
donor and/or another individual (e.g., the donor's spouse) for life. The donor
makes a sizable charitable contribution because the payments are far smaller than
the payments the donor could receive from a commercial annuity.

Gift annuities are not commercial in nature. The donor who receives payments under a
gift annuity is not motivated to maximize his or her return, but rather to make a
charitable gift. Indeed, under the Code, a donor who itemizes is entitled to a chari-
table contribution deduction equal to the value of the property transferred in excess of
the present value of the payments the donor will receive (computed using Treasury
tables).

We emphasize, however, that even with the charitable tax deduction (and many
individuals who make annuity gifts get no deduction because they are nonitemizers),
the donor still receives considerably less overall monetary benefit than a commercial
annuity would yield.

Charitable organizations that provide gift annuities do not compete with life insurance
companies that sell commercial annuities. Indeed, the person who makes an annuity
gift is not even in the market for a commercial annuity. Rather, the donor wants to
make a charitable gift and has selected a gift annuity as the method. Had the
individual not made an annuity gift to a charity, he or she would not have purchased
an annuity from an insurance company.

III. Gift annuities have been used for over 100 years as an important way for
charities to get modest gifts from individuals who otherwise could not afford to
make charitable gifts until death.

Typically, a prospective donor wishes to benefit a favorite charity, but may not be able
to afford to live without at least some of the income from the gift. Therefore, the
donor gives cash or property to a charity in return for an annual income stream -- the
annuity. The donor, typically a lower- or middle-income individual, is thus able to
fulfill his or her charitable desires currently, but retains the right to a portion of the
property's income for his or her support.

Without this long-established fund-raising method, many taxpayers would be unable to
make modest gifts, and the nation's charities (and the individuals they serve) would
suffer.

Wealthier individuals can accomplish exactly the same result by creating a more formal
charitable remainder annuity trust. (It hs clear that those trusts are not subject to
Section 501(m)). Because of the administrative expenses involved in establishing and
maintaining a charitable remainder annuity trust, the charitable gift must generally be
in the $50,000 - $100,000 range. Thus, the smaller donor makes his or her gift using
the charitable gift annuity arrangement. A gift annuity is sometimes referred to as a
"poor man's charitable remainder annuity trust."

4
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IV. Charitable gift annuities are not subject to Section SO1(m) because they are not
"commercial-type Insurance."

Individuals who buy insurance from tax-exempt organizations such as Blue Cross/Blue
Shield may do so because Blue Cross/Blue Shield's tax exemption enables it to provide
health insurance at or below market cost. In contrast, donors who receive gift annuity
payments could purchase the same income stream in the market place for a much
smaller amount than they have transferred to a charity.

Donors who make annuity gifts do so because they want to make a charitable gift and
choose the gift annuity method because it best suits their donative desires and income
needs. A charity is not competing for the dollars of an individual who would other-
wise be in the market for a commercial annuity.

V. Charitable gift annuities are already governed by Section 514(c)(5), enacted by
Congress In 1969.

Background on Section 514(c)(5). Before enactment of the Tax Reform Act of 1969, a
small number of tax exempt organizations had engaged in debt-financed acquisitions
("Clay Brown type" transactions) that benefited the seller and allowed the tax-exempt
purchaser to acquire a business without any investment of its own funds, and thus to
immunize itself from any risk of loss. The charity's tax-exempt status enabled it to
pay a higher price for the business than other purchasers could afford, thus giving it
an unfair competitive advantage oVer taxable purchasers.

The Treasury Department's study that preceded the Tax Reform Act of 1969 frequently
referred to the problem of "unfair competition." The House Ways and Means Commit-
tee report on the 1969 Act referred to the need to tax charities "to the extent that
they enter into commercial transactions of the market place in direct competition with
taxpaying businesses." See Treasury Department Study at p. 318; House Committee
Report at p. 40 (Statement of Hon. Edward S. Cohen).

In response, Congress added Code Section 514 to tax the unrelated business income
produced by exempt organizations' debt-financed property. However, Congress ex-
pressly excepted gift annuities from this rule as long as the value of the annuity is
less than 90 percent of the contributed property and other tests are met. See Code
Section 514(c)(5).

If Congress had intended gift annuities to be subject to Section 501(m), it would have
repealed Section 514(c)(5). But it did not. Indeed, gift annuities could be taxed twice
if both Sections 514 and 501(m) were applicable, a result that Congress could not have
intended. The fact that Congress did not even mention -- let alone repeal -- Section
514(c)(5), requires the conclusion that Section 501(m) is inapplicable to charitable gift
annuities.

VI. Conclusion: Section 501(m) should be clarified to remove needless uncertainty and
confusion regarding the tax status of charitable gift annuities.

A simple, clarifying technical amendment would allow charities to continue to obtain
an important source of lower- and middle-class support for worthy causes that benefit
our country.

5
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STATEMENT OF DR. MICHAEL MALONE, DEAN OF GRADUATE
STUDIES, MONTANA STATE UNIVERSITY, TESTIFYING ON
BEHALF OF THE COUNCIL OF GRADUATE SCHOOLS IN THE
UNITED STATES, BOZEMAN, MT, ACCOMPANIED BY JOHN F.
JONAS OF PATTON, BOGGS & BLOW, WASHINGTON, DC
Dr. MALONE. Thank you, Senator Baucus. I appreciate those com-

ments. And thank you for the opportunity to speak on behalf of
graduate education in the United States.

My name is Michael Malone. I am the Dean of Graduate Studies
at Montana State University in Bozeman, MT. And I am accompa-
nied by counsel. I am speaking on behalf of several organizations
that represent universities in the United States: the Council of
Graduate Schools in the United States; the National Association of
State Universities and Land Grant Colleges; the American Associa-
tion of Universities; and the National Association of Independent
Colleges and Universities.

I would like to speak to you if I may extemporaneously and avoid
some of the technical language that is in the formal presentation
that is in front of you.

The main concern that we have, especially at the Council Gradu-
ate Schools, is the considerable uncertainty in the 1986 Tax Code
relating to the taxation of income of graduate students in Ameri-
can universities. In this case, especially graduate teaching assist-
ants and graduate research assistants.

If I may use Montana State University as an example, the larg-
est university in my State and Senator Baucus' State, we are com-
pletely typical at Montana State in that we reward graduate stu-
dents and graduate assistants essentially in two ways. We pay
them stipends, which essentially are salaries, and we grant them
what we call in Montana fee waivers, and the language of the pres-
entation of there is tuition remission scholarships. But a tuition re-
mission and a fee waiver, of course, is the same thing. Let me ex-
plain that.

A graduate stipend on our campus-and we are a bit at the low
end I think of State universities-runs about $6,000.00 per 10-
month academic year. That stipend is essentially a remuneration
for service performed, either university research or classroom
teaching. It is meant both to assist the student in getting an educa-
tion, but, of course, it is also a remuneration for services per-
formed. And we accept the logic that those stipends are taxable
income. The fee waivers or tuition remissions, however, we would
argue are something entirely different. These are not remuneration
for services rendered, but they are a literal waiver of fees due. The
purpose is not compensation for service. The main purpose of the
fee waiver is to assist students in getting an education. And I think
its demonstration of that, the Legislature of Montana, like I think
most States, groups the funding for waivers with scholarships, but
the funding for stipends for graduate students are grouped with
the salaries of other employees.

So what our request is, we believe that it is the traditional policy
of the intent of Congress to exempt these fee waivers or scholar-
hs from taxation, and we believe that is the intent of the 1986
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The problem is that section 127 of the Code provides the exemp-
tion of these waivers, but section 117 of the Code still subjects them
to taxation. So I would ask you on behalf of these organizations to
please end this inconsistency and clarify that section 127 of the
Code prevails over section 117 of the Code, demonstrating clearly
that graduate tuition remissions or fee waivers are not subject-to
taxation.

This is a revenue neutral request. Believe me, the uncertainty
that this is causing among graduate assistants, hundreds of thou-
sands of them, in this country is causing some to consider not going
on to graduate school, which I think is very much not in the na-
tional interest.

So I would ask you, Senators, to please consider clarifying that
127 prevails. Thank you for your attention. And it was a privilege
speaking here.

Senator BAUCUS. Thank you, Dr. Malone.
Next is Mr. Blanchette.
[The prepared written statement of Dr. Malone follows:]
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STATEMENT OF DR. MIKE MALONE

Mr. Chairman, I am Dr. Mike Malone, and am the Dean of

Graduate Studies at Montana State University at Bozeman. I am

appearing on behalf of the Council of Graduate Schools in the

United States. I am here today in support of a proposed

technical correction to section 127(c)(8) (copy attached). This

correction assures that the intent of the conferees in extending

section 127 is carried out; namely that graduate students engaged

in teaching and research can continue to exclude from taxable

income their tuition remissions grants. The correction serves to

resolve any inconsistencies between section 117's provisions for

qualified scholarship exemption and section 127(c)(8)'s exclusion

for tuition remission grants.

The core problems are as follows: 1) although Section 117

generally exempts scholarships and fellowships up to a ceiling of

tuition and fees from taxation, it subjects to taxation all

payments that represent compensation for services, presumably to

include tuition remissions for TAs and RAs (teaching and research

assistants); 2) this treatment of TA and RA tuition remissions is

now in conflict with 127(c)(8), which states that such support is

tax-exempt; 3) Congress should resolve the conflict in favor of

127(c)(8) because that is the proper policy at the graduate level

where teaching and research are a fundamental part of the

educational process and because that implements Congressional

intent as stated in the House Report. Congress should also
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correct the language in Section 117 to end the awkward cross-

reference.

Early in the House consideration of the Tax Reform Act of

1986, it was decided to make the non-tuition portion of

scholarships and fellowships subject to tax. We do not believe

that there was any debate over the status of fellowships that

contain teaching or research components. At a later date in the

development of the 1986 Tax Bill, section 127 was extended to

continue employer-provided tuition benefits. Section 127(c)(8)

excludes tuition reduction grants from taxable income even where

some teaching or research is required. The House Report (H.

Report 436, 99th Congress, 1st Session 102, 7 Dec. 198,) makes

note of this as follows:

"In addition, section 1161 of the committee
bill extends the availability of the tuition
reduction exclusion for certain graduate
students an additional two taxable years
beyond its scheduled expiration for taxable
years beginning after December 31, 1985, as
part of the extension of section 127 under
the bill."

No specific mention of these topics is made in the Conference

Report on the Tax Reform Act except the general notation that the

conferees adopted the House provisions.

Given the peculiar cross-reference between section 117 and

section 127, it is understandable why confusion exists. However,

what legislative history that does exist on this obscure

provision (H. Report language) seems to strongly indicate that

until section 127 expires at the end of 1987, graduate students

could continue to exclude tuition remission scholarships.
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Section 127 was added to the code to allow employers to

provide non-discriminatory education benefits to their

employeLs. Prior to its adoption great confusion existed as to

what was excludable under section 162 as an ordinary and

necessary business expense (retraining) and what was not

excludable (new skills). A similar situation exists in this case

as well. Trying to separ-'e out in the case of a graduate

research assistant in molecular biology what amounts of his/her

tuition waiver constitutes compensation for some type of service

and what constitutes an educational activity is almost

impossible. The sounder tax policy is clearly to recognize that

the primary purpose of tuition waivers is not compensation, but

education. Most of the services provided have extremely limited,

if any, commercial value. Where stipends are provided as payment

for services a taxable event occurs. This is consistent with the

1986 revisions to Section 117. Section 127 rightly excludes

tuition remission grants from taxation. In addition, such a

result is completely consistent with the primary provision in tax

reform which subjected room and board to taxation, but continued

to provide tax-free tuition scholarships. A result contrary to

the one we are seeking would produce the anomalous situation in

which an individual could receive a tax-free scholarship to study

geology, but an individual who receives a tuition scholarship to

study biology which had a teching or research. requirement .,cuid

be subject to tax.
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Thank you for this opportunity to testify. I hope that the

Committee adopts our proposed clarification. I'd be pleased to

answer questions about our policies at Montana State University

or any other aspects of this issue.

PROPOSED CORRECTION

In order to clarify the scope of the cross-reference to
Section 117(c) contained in Section 128(c)(8), the following
technical amendment should be adopted:

Paragraph (8) of Section 128(c) is amended to read as
follows:

"COORDINATION W TH SECTION 117(d). -- In the
case of an individual who is a graduate
student at an educational organization
described in Section 170(b)(1)(A)(ii) and
who is engaged in teaching or research
activities for such organization, Section
117(d)(2) shall be applied as if it did not
contain the phrase "below the graduate
level" and without regard to the limitation
containec-in paragraph (c) of that Section
1171."
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STATEMENT OF HON. KEVIN BLANCHETTE, REPRESENTATIVE,
STATE OF MASSACHUSETTS AND CHAIRMAN, NATIONAL CON-
FERENCE OF STATE LEGISLATURES PENSIONS SUBCOMMIT-
TEE, TESTIFYING ON BEHALF OF THE NATIONAL CONFERENCE
OF STATE LEGISLATURES, LAWRENCE, MA
Mr. BLANCHETTE. Thank you, Mr. Chairman and Senator Roth.

My name is Kevin Blanchette. I am a member of the Massachu-
setts House of Representatives and chairman of the Joint Public
Service Committee there. I also serve as the chairman of the Na-
tional Conference of State Legislatures Pensions Subcommittee. On
behalf of the National Conference of State Legislatures, I want to
thank you for the opportunity to testify on pension issues for the
Technical Corrections Act to the Tax Reform Act of 1986.

Mr. Chairman and Senator Roth, the most comprehensive tax
overhaul in this country's history has left State government with
the onerous task of analyzing tax reform's impact on State and
local public pension systems and public employees.

The broad scope of tax reform produced unintended consequences
for public employee retirement systems and public employees of
State and local governments. Specifically, the National Conference
of State Legislatures has identified three grave concerns: the man-
date of distribution of pension benefits at age 70 and a half (Section
1122) which preempts State retirement policy and potentially jeop-
ardizes the fiscal integrity of State retirement systems; second, the
repeal of the 3-year recovery rule (Section 1121) which penalizes
public employees who make after-tax contributions to retirement;
and, third, the Treasury Department interpretation of the modifi-
cations to section 457-that is section 1107-which jeopardizes the
deferred tax status of elective contributions to retirement by broad-
ening the definition of an elective contribution to include factors
outside of the employee's ability to control.

The National Conference urges Congres to exempt State and
local governments from the Tax Reform Act mandatory distribu-
tion of pension benefits at age 70 and a half. With the passage of
the Tax Reform Act as well as the Age Discrimination in Employ-
ment Act of 1986, which eliminated mandatory retirement at age
70, a situation was created where an employee could simultaneous-
ly receive full salary, draw retirement benefits and accur addition-
al retirement credits. The conflict between the two laws preempted
many State retirement policies which provide, by statute, that re-
tirement is a prerequisite for commencement of pension benefits.

Because Americans are living longer, healthier lives, and many
are working out of economic necessity, more employees are choos-
ing to continue working long after normal retirement age. The Tax
Reform Act's mandate will, therefore, significantly increase State
pension funding requirements and the amount of time needed to fi-
nance pension benefits.

Retirement systems must immediately begin planning for the 70
and a half mandate of increased pension benefits for the 20 to 40
year olds currently in our work force. The 20 to 40 year olds, or the
baby boomers, constitute a third of the nation's population. In 20
years, all retirement systems will feel the burden of an estimated
10 million baby boomers reaching retirement age. By the year
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2030, it is estimated that all of the baby boomers will have reached
retirement age.

The 70 and a half mandate will put a financial burden on State
and local public retirement systems at a time when many systems
will be unable to shoulder this unwarranted additional fiscal re-
sponsibility.

To date, 24 States have reported budget reductions and at least
11 States have enacted tax increases in order to meet constitution-
al mandates of a balanced budget.

The Tax Reform mandate will, for example, add an $87.4 million
pension liability to the budget of the State of Texas. This liability
would be imposed at a time when Texas is trying to balance its
budget while providing essential services with dwindling revenues.

Although my State of Massachusetts is one of the few States still
enjoying a modest revenue surplus, we are beset by an unfunded
pension liability totaling over $11 billion, a debt that will only
worsen with this new Federal requirement.

Because most States base retirement benefits on years of service
and final salary computations, distribution of pension benefits at
age 70 and a half will increase the complexity of record keeping
and computation requirements of employee benefits for State sys-
tems by requiring continual adjustment of pension benefits and ac-
cruals with any fluctuation in salaries.

If the 70 and a half mandate is not met, public employees will be
put in a precarious position of potentially losing half of their
monthly retirement check. This would be, in effect, a 50 percent
federal excise tax. This excise tax poses a substantial reduction for
public employees who are dependent upon their retirement income
to make ends meet.

The rule of mandatory distribution at age 70 was enacted in
order to preclude highly paid private sector individuals from using
retirement savings plans as vehicles to shelter income in estate
planning. Few public employees are highly compensated. In Massa-
chusetts, a State employees earns on average, a modest yearly
income of $25,000. Because most State employees are dependent
upon their pensions to provide income during retirement, they usu-
ally do not have the luxury of delaying the start of their pensions.
Moreover, the tax sheltering mechanism used by highly compensat-
ed private sector employees is simply unavailable to most public
workers. The National Conference believes that the financial secu-
rity of State employees and retirement systems should not be jeop-
ardized by Tax Reform scatter-gun approach to a private sector
problem.

We also urge the Congress to mitigate the negative effects of the
repeal of the 3-year recovery rule on employees and retirement sys-
tems of State and local governments. Because most State pension
plans require after-tax contributions of their employees, the repeal
of the 3-year recovery rule has had a substantial impact on the
public sector.

Unlike other retirement plans, employees participating in these
State and local pension plans are unable to defer or to deduct their
contributions to retirement savings from federal income tax. In-
stead, their contributions must be made on an after-tax basis. To
reconcile this disparity in tax treatment, the Federal Government
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had permitted public employees to accelerate the recovery of their
previously taxed contributions in the first three years of receipt of
pension benefits.

With the enactment of the Tax Reform, the 3-year recovery rule
was retroactively repealed for all employees retiring after July 1,
1986. The new basis recovery rule, which requires public employees
after-tax contributions to be proportionately recovered over the life
of the annuity, does not recognize the disparity between tax treat-
ment of public employee pension contributions and that of other re-
tirement savings contributions.

Senator BAUCUS. Could you quickly wrap up, please, Mr. Blan-
chette?

Mr. BLANCHETTE. All right. I am sorry, Mr. Chairman.
The retroactive nature of the repeal is unfair, and we ask that

this be addressed and that the Congress mitigate some of the nega-
tive impact.

We also call upon the Congress to clarify the law regarding the
457 change and the Treasury Department's interpretation to
expand and to broaden the definition of elective deferral.

In summary then, Mr. Chairman, I thank you for the opportuni-
ty to address this committee regarding the Technical Corrections.
The Nation's 50 State legislatures are struggling to address the
problems. And we ask that you, as our national Legislature, recog-
nize the distinct character of State and local government employ-
ment and permit State and local governments the flexibility to ef-
fectively manage their work force by correcting the problems
caused by the Tax Reform Act. Thank you.

Senator BAUCUS. Thank you very much. We appreciate it. Mr.
Kies.

[The prepared written statement of Mr. Blanchette follows:]
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NATIONAL CONFERENCE OF STATE LEGISLATURES

Mr. Chairman, my name is Kevin Blanchette. I am a member of the

Massachusetts House of Representatives and Chairman of the Joint Public

Service Committee. I also serve as the Chair of the NCSL Pensions

Subcommittee. On behalf of the National Conference of State Legislatures,

thank you for this opportunity to testify before you on pension issues for the

Technical Corrections Act of 1987 (H.R.2636 and S.1350) to the Tax Reform Act

of 1986 (TRA), P.L.99-514.

The most comprehensive tax overhaul in this country's history has left

state government with the onerous task of analyzing tax reform's impact on

state and local public pension systems and employees.

The broad scope of tax reform produced unintended consequences for public

employee retirement systems and employees of state and local governments.

Specifically, the National Conference of State Legislatures (NCSL) has

identified as grave concerns:

9 the mandate of distribution of pension benefits at age 70 and a half

(Section 1122) which preempts state retirement policy and potentially

jeopardizes the fiscal integrity of state retirement systems;

9 the repeal of the three year recovery rule (Section 1121) which penalizes

public employees who make after-tax contributions to retirement; and

# the U.S. Department of Treasury interpretation of the modifications to

Section 457 (Section 1107) which Jeopardizes the deferred tax status of

elective contributions to retirement by broadening the definition of an

elective contribution to include factors outside.of the employee's ability

to control.
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Exempt State and Local Governments From Mandatory Distribution of Pension

Benefits At Age 70 and a Half:

NCSL urges Conge'ess to exempt state and local governments from TRA's

mandatory distribution of penblon benefits at age 70 and a half. With the

passage of TRA and the Age Discrimination in Employment Act of 1986, which

eliminated forced retirement at age 70, a situation was created where an

employee could simultaneously receive full salary, draw retirement benefits

and accrue additional retirement credits. The conflict between the two laws

preempted many state retirement policies which provide, by statute, that

retirement is a prerequisite for commencement of pension benefits.

Because Americans are living longer, healthier lives and many are working

out of economic necessity, more employees are choosing to continue working

long after "normal" retirement age. TRA's mandate will, therefore,

significantly increase state pension funding requirements and the amount of

time needed to finance pension benefits.

Retirement systems must immediately begin planning for the 70 and a half

mandate of increased pension benefits for the 20 to 40 year olds currently in

our work force. The 20 to 40 year olds, or the baby boomers, constitute a

third of the nation's population. In 20 years, all retirement systems will

feel the burden of an estimated 10 million baby boomers reaching retirement

age. By the year 2030, it is estimated all of the baby boomers will have

reached retirement age.

The 70 and a half mandate will put a financial burden on state and local

public retirement systems at a time when many systems will be unable to

shoulder this unwarranted additional fiscal responsibility. To date,
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twenty-four states have reported budget reductions and at least 11 states have

enacted tax increases in order to. meet constitutional mandates of a balanced

budget.

TRA's mandate will, for example, add an $87.4 million pension liability to

the budget of the State of Texas.1  This liability would be imposed at a time

when Texas is trying to balance its budget while providing essential services

with dwindling revenues.

Although my state of Massachusetts is one of the few states still enjoying

a modest revenue surplus, we are beset by an unfunded pension liability

totaling over $11 billion, a debt that will only worsen with this new federal

requirement.

Because most states base retirement benefits on years of service and final

salary computations, distribution of pension benefits at age 70 and a half

will increase the complexity of record keeping and computation requirements of

employee benefits for state systems by requiring continual adjustment of

pension benefits and accruals with any fluctuation in salaries.

1Clayton T. Garrison, Executive Director of Texas Public Employees'

Retirement System, to Robert J. Leonard, Washington, D.C., 6 July 1987.
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If the 70 and a half mandate is not met, public employees will be put in

the precarious position of potentially losing half of their monthly retirement

check. This would be, in effect, a 50 percent federal excise tax. This

excise tax poses a substantial reduction for public employees who are

dependent upon their retirement income to make ends meet.

The rule of mandatory distribution at age 70 was enacted in order to

preclude highly paid private sector individuals from using retirement savings

plans as vehicles to shelter income in estate planning. Few public employees

are highly compensated. In Massachusetts, a state employee earns on average,

a moderate yearly income of $25,200. Because most state employees are

dependent upon their pensions to provide income during retirement, they

usually do not have the luxury of delaying the start of their pensions.

Moreover, the tax sheltering mechanism used by highly compensated private

sector employees is simply unavailable to most public workers. NCSL believes

that the financial security of state employees and retirement systems should

not be jeopardized by TRA's scatter-gun approach to-a private sector problem.

Mitigate Negative Effects of Repeal of the Three Year Recovery Rule on State

and Local Employees:

We urge Congress to mitigate the negative effects of the repeal of the

three year recovery rule on the employees and retirement systems of state and

local governments. Because most state pension plans require after-tax

contributions of their employees, the repeal of the three year recovery rule

*has had a substantial impact on the public sector.
I

Unlike other retirement plans, employees participating in these state and

local pension plans are unable to defer or deduct their contributions to



151

retirement savings from federal income tax. Instead, their contributions must

be made on an after-tax basis. To reconcile this disparity in tax treatment,

the federal government had permitted public employees to accelerate the

recovery of their previously taxed contributions in the first three years of

receipt of pension benefits.

With the enactment of TRA, the three year recovery rule was retroactively

repealed for all employees retiring after July 1, 1986. The new basis

recovery rule, which requires public employee after-tax contributions to be

proportionately recovered over the life of the annuity, does not recognize the

disparity between tax treatment of public employee pension contributions and

that of other retirement savings contributions.

The retroactive nature of the repeal is grossly unfair to state and local

employees who retired after July 1, 1986, but before January 1, 1988. In

essence, those individuals suffer a double penalty of the loss of the three

year recovery rule under the new tax law and taxation at the higher, pre-TRA

tax rates.

Secondly, the unexpected repeal of the three year recovery rule did not

allow public employees adequate time to plan for the change in the tax

treatment of their pension benefits. Because of the suddenness of the repeal,

the financial security of many retiring state and local employees was

impaired.

The new basis recovery rule and U.S. Department of Treasury regulations

are inflexible and do not adequately address the variety of benefit options

and types of benefits that determine the amount of an employee's pension

benefits. For Massachusetts' state retirement system and the 101 local

pension systems, Treasury's regulations do not consider the complicated nature

78-959 0 - 88 - 6
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and combination of types of benefits and various benefit options that state or

local systems may offer.

We urge you to mitigate the negative effects of the repeal of the three

year recovery rule and the onerous administrative'requirements of the new

basis recovery rule on state and local employees and retirement systems.

Ensure that Deferrals to State and Local 457 Plans Are Non-Elective:

NCSL calls upon Congress to clarify the law to ensure that employee

contributions to non-elective, unfunded deferred compensation plans of state

and local governments and tax-exempt organizations under Section 457 are not

subject to taxation until the benefit is actually distributed to the employee.

The U.S. Department of Treasury announced its intent to broaden the

definition of an elective deferral to include deferrals based on factors

outside of the employees' control in Internal Revenue Bulletin No. 1987-4.

With this broader interpretation, the Department of Treasury has clearly

violated the legislative history and intent of Congress. By definition, a

non-elective deferral is one over which the employee has no control, such as

one set by an employer based on such factors as salary or years of service.

For state and local employees, this means vacation leave, sick leave,

survivor benefits, and even severance pay could now be considered in the

$7,500 yearly limit on contributions to 457 retirement plans. These

non-elective benefits would inflate and accelerate an employee's contribution

to retirement and potentially cause an employee to violate the yearly $7,500

limit on retirement contributions. Any contributions over the $7,500 limit

would be penalized with a 10 percent excise tax.
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In addition, Treasury's proposed retroactive treatment of what it

considers to be deferred contributions could potentially result in the

retroactive taxation of an employee's contributions to retirement and in the

taxation of other employee benefits which the employee may never have the

benefit of actually receiving.

Conclusion

In 1986, the Congress rewrote the nation's tax laws to provide a more

equitable and simple form of taxation. However, for the employees and

retirement systems of state and local governments, tax simplification was not

simple.

In many cases, the consequences of tax reform pose serious threats to the

fiscal integrity of state pension systems and the retirement plans of millions

of state and local workers. The nation's 50 state legislatures are struggling

to address these problems. We ask that you recognize the distinct character

of state and local governmental employment and permit state and local

governments the flexibility to effectively manage their work force by

correcting the problems caused by the Tax Reform Act.
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STATEMENT OF KENNETH J. KIES, BAKER & HOSTETLER, TESTI-
FYING ON BEHALF OF THE SECTION 457 TASK FORCE, WASH-
INGTON, DC
Mr. KiEs. Thank you, Mr. Chairman, Senator Roth.
My name is Ken Kies. I am a partner with the law firm of Baker

& Hostetler. I appear here in my capacity as the designated repre-
sentative of the 457 Task Force. Following up on the last witness'
comments, the purpose of the task force, which is a broad-based co-
alition of both State and local government employers and tax-
exempt employers who are listed in my attached statement, is to
urge the Congress to reverse an interpretation of a provision of the
Tax Reform Act of 1986, which the IRS released in January of this
year. That interpretation would require employers of both tax-
exempt entities and State and local government entities to include
in income of employees non-elective deferred compensation which
those employees have not yet received, never had the right to elect
to receive currently, and may never receive in the future if they
either die or their employer becomes insolvent prior to the time
payment is scheduled to occur. Taxation would occur at a time
when those individuals do not have the income to pay such tax.

Section 457's origin goes back to the 1978 Act, at which time the
Congress, in response to proposed regulations which the Internal
Revenue Service had issued, dealing only with elective deferred
compensation, in effect, reversed the regulations and provided that
State and local government employees could defer on an elective
basis that would not create current taxation up to $7,500 per year.
Those regulations which section 457 reversed only dealt with elec-
tive deferred compensation.

In the President's tax reform proposal, the President proposed
extending section 457 to the tax exempt community. In the descrip-
tion of the President's proposal, he indicated that he was extending
the application to elective deferrals, never mentioning any applica-
tion of this provision to non-elective deferrals. In fact, if you go
back to the committee report from the 1978 legislation, which is
quoted in my testimony, you will find that the Congress indicated
that the provision which they were enacting at that time extended
only to plans which provide an option to defer compensation and it
is inapplicable to a State's regular retirement system, which does
not provide an option to defer.

In Che 1986 bill, the Congress extended 457 to tax-exempt enti-
ties. In January of 1987, for the first time the IRS took the position
that section 457 applied to non-elective deferred compensation, a
position that they had never taken publicly in the past.

The consequence, if that interpretation is not reversed, is that
literally thousands of employees will have to -be taxed on income
currently they have not yet received and have never had a right to
receive on a current basis. We believe that a reading of the legisla-
tive history, both of the 1978 Act and of the change that the Con-
gress made in 1986, clearly indicates that the Congress did not
intend to apply section 457 to non-elective types of compensation,
which includes vacation pay plans, severance pay plans, supple-
mental retirement plans, sick pay plans, all types of plans that
many Stat- and local government employers provide to their em-
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ployees and types of plans which private tax exempt employers
provide to their employees.

In conclusion, Mr. Chairman, we would urge the Congress as
part of The Technical Corrections process to clarify that neither
the 1986 Act provision nor the original 1978 Act provision was in-
tended to apply to non-elective deferred compensation.

Thank you, Mr. Chairman.
[The prepared written statement of Mr. Kies follows:]



156

STATEMENT OF THE SECTION 457 TASK FORCE
BEFORE THE SUBCOMMITTEE OFTAXATION AND DEBT MANAGEMENT

OF THE SENATE FINANCE COMMITTEE
S. 1350, THE TECHNICAL CORRECTIONS ACT OF 1987

Mr. Chairman, my name is Ken Kies. I am a partner with the law firm of Baker &
Hostetler. I appear in my capacity as the designated representative of The Section
457 Task Force, a coalition of state and local government employers and private tax-
exempt employers. This coalition believes that the IRS has incorrectly interpreted a
provision of the Tax Reform Act of 1986 as it applies to employees of state and local
government and private tax-exempt employers. The coalition urges the Congress to
reverse this erroneous interpretation through the techncial correction process.

I. Bckground.

Section 1107 of the Tax Reform Act of 1986 (the "1986 Act") broadens the coverage
of section 457 of the Internal Revenue Code (the "Code"). As a result, certain
deferred compensation plans of tax-exempt organizations (other than state and local
governments which were subject to section 457 before the 1986 Act) are subject to new
rules. Generally, amended section 457 applies to tax-exempt organizations for taxable
years beginning after December 31, 1986, although many existing plans are
grandfathered under some circumstances for existing employees.

Tax-exempt organizations have expressed concern regarding the treatment of
nonelective, nonqualified retirement plans (and other nonelective, employer-provided
deferred benefits) under section 457. Likewise, state and local government employers
have expressed similar concerns over the public position only recently taken by the
Internal Revenue Service ("IRS") in Notice 87-13 regarding the scope of section 457 as
originally enacted in 1978. The IRS position overstates the intended scope of section
457. This overstatement, in many cases, would require employees to pay tax on
deferred benefits which such employees haveU right to receive currently (and may
never receive). In the case of affected state and local government employers, the IRS
interpretation, if correct, probably requires an amendment to W-2 forms for affected
employees and a concurrent amendment of such employees tax returns for all open tax
years.

To allay the foregoing concerns and to reverse the erroneous IRS position, it is
necessary to clarify the intended scope of section 457 in the Technical Corrections
Act of 1987 (H.R. 2636). The balance of this memorandum discusses Code section 457 in
the context of its legislative history, and explains why the general scope of section
457 which was not changed by the 1986 Act, should remain limited to non-qualified,
elective deferred benefit arrangements. Nonqualified, nonelective retirement pay
plans (as well as other nonelective deferred benefit plans) of both tax-exempt and
state and local government employers should remain unaffected by section 457 in
accordance with clear Congresssional intent.

II. Inapplicability of Section 457 to Nonelective, Non-Qualified Deferred Benefit

Plans.

A. Deferred Compensation Rules Before 1978; Constructive Receiot Rule.

Prior to 1978, nonqualified deferred compensation arrangements were subject
to broad statutory guidelines and regulations. A cash-basis employee included
deferred amounts in income when those amounts were "actually or constructively
received." Treas. Reg. 1.446-1(c)(1)(i); iU also I.R.C. 451; Treas. Reg. 1.451-2
(constructive receipt of income). IRS administrative rulings further defined the
income recognition rules for various nonqualified deferred compensation arrangements.
3W., eq. Rev. Rul. 60-31, 1960-1 C.B. 174 (guidelines for applying rule of
constructive receipt to deferred compensation arrangements), modified, Rev. Rul.
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70-435, 1970-2 C.B. 100 (replacing one factual example). Under traditional
constructive receipt principles, deferred amounts are not taxed currently unless they
are "made available" t, the taxpayer so that the taxpayer can elect to receive such
amounts currently. See, .g., Metcalfe v. Commissioner, 43 T.C.M. (CCH) 1393, 1396
(1982).

B. Proposed Regulation Section 1.61-16.

In 1978, the IRS published Proposed Regulation section 1.61-16 (the
"Proposed Regulation"), which would have eliminated the ability of employees to defer
compensation at their individual option. See 43 Fed. Reg. .1638 (Feb. 3, 1978).
Specifically, the Proposed Regulation would have required all cash-basis taxpayers
covered by elective, nonqualified deferred compensation arrangements to recognize
deferred amounts as income in the taxable year such amounts otherwise would have been
payable, rather than in the later taxable year when the deferred amounts actually were
paid.

By its terms, however, the Proposed Regulation only affected those amounts
deferred "at the taxpayer's individual option." Id. Thus, nonelective, nonqualified
retirement plans that basically consisted of deferred commitments to pay benefits
pursuant to a formula or schedule were not the target of the Proposed Regulation.
Since the benefits under such plans were not attributable to amounts deferred "at the
taxpayer's individual option," they would not have been covered by the Proposed
Regulation. Thus, under established income recognition rules, employees would not be
taxed on nonelective unfunded retirement benefits until payments actually were made.

The Proposed Regulation was designed primarily to eliminate elective
deferral arrangements for state and local government employees (although, by its
terms, it applied to elective deferral arrangements of all taxpayers). See, e.g.,
Fischer, Deferred Compensation: Born Again -- for NoW, 37 N.Y.U. Inst. on Fed. Tax'n
28-1, 28-9 to 12 (1979) (discusses history of Prop. Reg. 1.61-16).

C. Congressional Response to the Proposed Regulation.

Congressional response was swift. Sections 131 and 132 of the Revenue Act
of 1978 (the "1978 Act") specifically addressed most elective deferred compensation
arrangements jeopardized by the Proposed Regulation. See Public Law 95-600, 92 Stat.
Z79-83 (Nov. 6, 1978), reprinted in 1978-3 C.B. 13-17; s_. also H.R. Rep. No. 1445,
95th Cong., 2d Sess. 52-53, reprinted in 1978-3 C.B. 226-27 (reasons for change); S.
Rep. No. 1263, 95th Cong., 2d Sess. 65, reprinted in 1978-3 C.B. 363 (reasons for
change); H.R. Rep. No. 1800, 95th Cong., 2d Sess. 65, reprinted in 1978-3 C.B. 538
(reasons for change).

Section 131 of the 1978 Act created Code section 457, which applied to State
and local government deferred compensation plans. Section 132 of the 1978 Act
rejected application of the Proposed Regulation to deferred compensation plans of
private, taxable employers. In section 132(a) of the Act, Congress pronounced that
the legal principles governing private deferred compensation plans would be those in
effect on February 1, 1978 (two days before publication of the Proposed Regulation).
_J. at 92 Stat. 2782-83, reprinted in 1978-3 C.B. 16-17.

D. Statutory Lanaua~e and 1978 Legislative History Behind Section 453.History Behind Section 457.D. Statutory Language and 1978 Legislative
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Section 457, by its terms, contemplates elective deferrals. See I.R.C.
457(b)(4) (agreement or arrangement providing for deferral); Treas. Reg. 1.457-2(b),
2(g) (same). Within the context of section 457, the very concept of "deferred
compensation' presupposes a right or option to receive economic benefits currently,
which benefits are deferred by agreement.

The legislative history confirms without ambiguity that the limitations on
"deferred compensation plans" of state and local governments were never intendedLQ
apply to nonqualified retirement pay plans which were unfunded and nonelective (j.e.,
employer-provided retirement plans with no elective or salary-reduction features):

The treatment provided by [sectAon
4571 for an ineligible State deferred
compensation plan extends only to plans
which provide an option to defer
compensation and is inapplicable to a
State's regular retirement system
(whether or not such Plan is a
tax-qualified Plan) which does not
provide such an option.

[H.R. Rep. No. 1445, 95th Cong. 2d Sess.
57, reprinted in 1978-3 C.B. 231
(emphasis added).]

The tax treatment of participants in
an ineligible State deferred compensation
plan does not extendd to Participants in
the State's regular retirement olan
(whether or not qualified under 401(a)).

(S. Rep. No. 1263, 95th Cong., 2d Sess.
70, reprinted in 1978-3 C.B. 368
(emphasis added).]

When discussing the effect of section 457 on tax revenues, both the House and Senate
Reports affirmed that section 457 continued "the existing tax treatment" of deferred
compensation plans "within certain limitations." See H.R. Rep. No. 1445 at 58,
reprinted in 1978-3 C.B. 232; S. Rep. No. 1263 at 71, reprinted in 1978-3 C.B. 369.

Section 457 was a response to the Proposed Regulation which addressed only
elective deferral arrangements which were the subject of that Regulation. Both the
House and Senate Reports regarding section 457 consistently referred to elective or
contractual deferral arrangements. Further, there is no discussion in the legislative
history to indicate that unfunded welfare benefit plans (e.g., sick pay or vacation
pay plans, survivor benefit plans or severance pay arrangements) were ever intended to
be subject to the "deferred compensation" rules of section 457.

f In effect, sections 131 and 132 of the 1978 Act were designed to permit
elective deferrals by State and local government employees within specified
limitations and unlimited elective deferrals by other employees. The Congress thereby
retreated from the position taken in the Proposed Regulation, which would have
required current income recognition of all elective deferrals. No change had ever
been suggested, either in the Proposed Regulation or in section 457, regarding the tax
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treatment of unfunded, nonelective deferred benefits (.., regular retirement plans,
welfare benefit plans or survivor benefit plans). Thus, section 457 was clearly
intended to be a relief provision.

Two other provisions of the 1978 Act also dealt with employee elections and
their effect on current taxable compensation. 1978 Act Sections 134 and 135 created
Code sections 125 (cafeteria plans) and 401(k) (cash or deferred arrangements),
respectively. See Public Law 95-600, 92 Stat 2783-87 (Nov. 6, 1978), reprinted in
1978-3 C.B. 17-21. Neither Code section 125 nor Code section 401(k) refers to section
457, but all three of those sections impose limitations on an employee's ability, by
agreement or election, to avoid or defer taxation on certain forms of employee
benefits. In fact, Code section 125 was coordinated indirectly with section 457,
since "deferred compensation plans" were excluded from the general cafeteria plan
provisions. See id. at 92 Stat. 2784 (Code section 125(d)(2)), CRrnted in 1978-3
C.B. 18.

It has been suggested that the absence in section 457 of words like "elect"
or "choose" (which are used in sections 125 and 401(k)) manifests that Congress did
not intend to limit section 457 to elective deferred benefits. But section 457
consistently refers to "agreements" or "arrangements" by employees to defer
compensation. A reference in section 457 to "elective" deferred compensation would
have been redundant. Therefore, especially when read in light of its legislative
history, it seems clear that section 457 should apply only to elective unfunded
deferrals.

E. Confusion Regarding the Scope of Section 457.

Despite clear indications that section 457 applied only to elective
deferrals (eg.., salary reduction arrangements), the elective/nonelective distinction
was either ignored or forgotten in some instances.

One of the first sources of confusion is the Joint Committee's General
Explanation of the Revenue Act of 1978 (the "1978 Blue Book"). The 1978 Blue Book
accurately summarizes the history behind section 457 and the reasons Congress chose to
limit deferred compensation arrangements for State and local government employees,
citing the concern over "plans involving an individual election to defer
compensation." See id. at 68. But the 1978 Blue Book's "Explanation of Provision"
contains the following statement about section 457:

The rules prescribed by the Act
apply whether or not exployees [sic]
and independent contractors are
provided with an individual option to
defer. (Id.]

While it is not clear with respect to what the above-quoted language has reference, it
cannot be interpreted to mean that nonelective deferred benefits are subject to
section 457 without being in direct conflict with the legislative history of the 1978
Act with respect to section 457.

A few years later, apparently due to some uncertainty as to the !RS's
position regarding the application of section 457 to unfunded retirement plans, a
provision which explicitly exempted certain nonelective judicial retirement plans from
the section 457 rules was incorporated into the Tax Equity and Fiscal--Responsibility
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Act of 1982 ("TEFRA"). See TEFRA section 252, retroactively amending section 131(c)
of the 1978 Act (enabling provisions of Code section 457). Although such nonelective
plans should not have been affected by section 457 in any event, the Texas state
judges sought to secure an ironclad statutory exemption and succeeded.

Th "Reasons for Chenge" in the Senate Report confirmed that the
contribution limits and rules of Code section 457 should not be applied to State
judges' unfunded "defined benefit" retirement plans which had no elective features:

Because the participant's benefit under
such a [retirement] plan generally does
not depend upon the participant's account
balance, the committee believes it is
inappropriate to apply contribution
limits or other rules designed for
defined contribution plans.

(S. Rep. No. 494, 97th Cong., 2d Sess.
328 (1982).]

Unfortunately, the Senate Report suggested a defined-contribution/defined-benefit
distinction as the line of demarcation for "appropriate" application of section 457.
The elective/nonelective distinction was temporarily submerged.

Shortly after TEFRA was enacted, the Department of Treasury ("Treasury")
issued final Regulations for Code section 457. While the Regulations themselves did
not explicitly address the elective/nonelective issue, the preamble to those
Regulations contained the following statement:

[In the absence of statutory authority
to provide for the exclusion of [unfunded
regular retirement] plans from section
457(e)(1) and without clearer legislative
guidance as to what form this exclusion
should take, it has been decided that it
is inappropriate to provide for this
exclusion through regulations.
Consequently, deferrals under an unfunded
regular retirement plan of a State will
be considered to be made under an
ineligible plan, and not excludible from
income under section 457(a).

[47 Fed. Reg. 42336 (Sept. 27, 1982).]

:7noring the ample legislative history indicating that nonelective, unfunded
retirementt plans are outside the ambit of section 457, Treasury suggested that all
unfunded deferred benefit plans (except those specifically enumerated in section
457(e)(1)) had been swept away under the guise of section 457. Apparently, Treasury
:as unwilling to make an elective/nonelective distinction notwithstanding the presence
of legislative history which indicated that section 457 was intended to apply only to
elective deferral arrangements. No attempt was made to incorporate this provision
into the regulations, evidencing apparent uncertainty on the part of the Treasury with
respect to its own position.
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F. The 1986 Act.

The 1986 Act originated from The President's Tax Prop sals to the. Cngress
forFairness, growth, and Simplicity (May 1985)("President's Proposal"). The
President's Proposals included the proposed extension of section 457 to all tax-exempt
employers. As described in the President's Proposals, the change in section 457 would
affect elective deferrals by employees:

The rules permitting the elective deferral
of compensation by employees of States on
a nonqualified and unfunded basis would be
expanded to apply to the employees of
employers exempt from tax under the
Internal Revenue Code. Thus, an employee
of a tax-exempt employer would be
permitted to defer, on an elective basis
and subject to the same limitations
currently applicable to State employees a
portion of his or her current compensation
under a nonqualified and unfunded
arrangement maintained by the employer (an
"eligible deferred compensation plan").
Compensation deferred by an employee of a
State or tax-exempt employer under an
ineligible deferred compensation plan
would be includible in the employee's
gross income when there is no longer a
substantial risk of forfeiture.

[President's Proposal, Chapter 14.10 at
381 (emphasis added).]

There is no indication that Code section 457, as then in effect, was understood to
apply to anything but elective deferral arrangements. In fact, the tenor of
Treasury's description of the changes suggests that the employees of the tax-exempt
community would be receiving a benefit from the extension of section 457, a suggestion
clearly inconsistent with an extension of section 457 to nonelective deferred
compensation.

Generally adopting the President's Proposals, the 1986 Act extended section
457 rules to tax-exempt employers. 1986 Act section 1107, H.R. Rep. No. 841, 99th
Cong., 2d Sess. at 1-361 to 366. The operative language of section 457 remained
substantially the same, except for the deferral coordination rules of section 457(c)
and the new distribution rules of section 457(d).

The Conference Report accompanying the 1986 Act gives no indication of any
Congressional intent to expand the scope or nature of plans encompassed by section
457. See id. at 11-397 to 400. And the Joint Committee's General Explanation of the
Tax Reform Act of 1986 (the "1966 Blue Book"; published May 4, 1987) confirms that
section 457 "continues to apply to the same types of deferred compensation to which it
applied under prior-law." Id. at 654. Thus, although the 1986 Act expanded the group
of employers affected by section 457, it di.d not change the type or nature of deferred
compensation plans subject to the section 457 rules.
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The same types of nonelective, unfunded retirement plans maintained by state
or local governments which always were beyond the intended scope of section 457
similarly should remain beyond the scope of amended section 457 as it applies to such
plans maintained by tax-exempt organizations. For example, nonqualified, nonelective
retirement pay plans with no salary reduction features should remain unaffected by
section 457, whether they are maintained by governmental entities or tax-exempt
organizations.

III. Notice 87-13 and Examples of Plans to which Section 457 Should Not Apply.

On January 5, 1987, the IRS released Notice 87-13 (published January 26, 1987 in
Internal Revenue Bulletin No. 1987-4), which contained the preliminary IRS views
regarding the scope and application of Code section 457. At Q&A-26, the IRS adopted
the following position:

Section 457 applies to amounts deferred
under a deferred compensation plan
regardless of whether the plan is in the
nature of an individual account or
defined contribution plan or a defined
benefit plan, including a deferred
compensation plan that provides benefits
in excess of the benefits provided under
a qualified plan under section 401(a), a
deferred compensation plan that provides
benefits in excess of the benefits
permitted to be provided under a
qualified plan on account of section 415,
and a deferred compensation plan that
provides benefits only to a select a
group of executives or other highly
compensated employees (e.g., a "top hat"
plan). Also, section 457 applies to
amounts deferred even though deferred
amounts are determined by reference to
factors other than the annual
compensation of the individual (e.g.,
years of service, final average salary),
uncertain in aggregate amount, and are
payable over an indeterminable period
,(e.g., over the life of the individual).

Section 457 applies to amounts deferred
under a deferred compensation plan,
whether or not such deferral is pursuant
to the election of the individual
taxpayer. Thus, section 457 applies to
both elective and nonelective deferred
compensation amounts.
[1987-4 I.R.B. at 26.]

The extreme position adopted by the IRS disregards the historical distinction between
the tax treatment of employee eletiv.y deferrals and employer-provided, nonelective
deferred benefits.
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The IRS position threatens many unfunded retirement programs and other
benefit programs (e.g., vacation pay and sick pay plans) maintained by tax-exempt
organizations and State and local governments. It is understood that some State and
local government employees participate in both (i) an "eligible deferred compensation
plan" under section 457 (which generally permits elective deferrals up to $7,500 per
year), and (ii) a nonelective unfunded retirement plan which provides an annuity form
of retirement benefit based upon years of service and final average compensation. The
.RS apparently intends to treat such retirement plans as "ineligible" plans subject to
section 457. Such an interpretation could result in the retroactive taxation of
benefits "accrued" under such retirement plans since as far back as 1978.

Section 457 contemplates agreements by employees with employers whereby
limited jetiLvS deferrals may be made with favored tax treatment. Thus, section 457
should properly be interpreted to affect only unfunded salary reduction agreements
whereby an employee elects to forego current compensation in exchange for unfunded
future payments.

IV. Revenue Impact and Administrative Concerns

State and local governments have administered elective deferred benefit plans
under section 457 since 1978. Under the 1986 Act, the same rules limiting elective
deferrals will apply to tax-exempt employers. The suggested legislative clarification
would explicitly exclude nonelective deferral arrangements from the section 457 rules.
Since such nonelective arrangements never were intended to provide revenue under
section 457, their continued exclusion should have no adverse impact on projected tax
revenues.

On the other hand, the unwarranted interpretation of section 457 adopted by the
IRS would result in current taxation of nonelective deferred benefits. Employees of
both tax-exempt organizations and state and local governments would have to recognize
as current income the "present value" of hypothetical deferred benefit "accruals."
The accurate valuation of these accruals would be virtually impossible in many cases.
If the employee did forfeit benefits or if the employer became insolvent before the
nonelective deferred benefits were paid, such employees would have paid tax on income
never received and with respect to "benefits" over which they had no control or right
to demand current payment. Such treatment would be totally at odds with the entire
history of the Federal individual income tax system under which individual taxpayers
are taxed on the cash basis method of accounting.

Affected employers would confront administrative nightmares coordinating elective
and nonelective deferred benefit plans if both involuntary "accruals" and elective
employee deferrals were subject to section 457 limits. Further, employees would
perceive the current taxation of deferred income over which they have no control as
grossly unfair.

7. Conclusion.

:n light of the IRS pronouncement in"Notice 87-13, the Congress should now take
t.e opportunity to clearly state that section 457 does not apply to nonelective
,4.ferred compensation. As a part of that process, the distinction between elective
and nonelective deferrals also could be clarified, most easily through illustrations
and examples made part of the legislative history. The Section 457 Task Force is
prepared to work with the Ways and Means Committee to assist in any way with this
effort.
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CHURCH ALLIANCE.
ACTING ON BEHALF OF CHURCH PENSION PROGRAMS

July 14, 1987

Mr. Kenneth J. Kies
Baker & Hostetler
Washington Square, Suite 1100
1050 Connecticut Avenue, N.W:
Washington, D.C. 20036

Re: Section 457 Task Force -
1987

COUNSEL
Wrelmim yocs AOurggl
Sue. 900. Sawyer Bow"
888 Sevonleth St*t, N W
Wastng. D ( 20006
1202) 3335900

Technical Corrections Act of

Dear Mr. Kies:

Representatives of the Church Alliance have reviewed the
materials that you will be forwarding to the Ways & Me lns

Committee on behalf of the Section 457 Task Force, and we
are in hearty agreement with the relief that you are
requesting therein. The Church Alliance has submitted its
own comments on the section 457 issue, and the Church
Alliance also submits that section 457 has never covered,
and should not cover, nonelective deferred compensation
arrangements.

We in the Church Alliance look forward to working closely
with you and the other members of the Section 457 Task Force
to make sure that nonelective deferred compensation
arrangements are preserved for the 28 mainline denominations
represented through the Church Alliance.

Sincerely yours,

oary S.,Nash,
Church Alliance Secretary
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Senator BAUCUS. Thank you, Mr. Kies.
Each of you has very forcefully advocated the changes you think

we should make and I want to thank each of you. I have no further
questions. Senator Roth, do you have any questions?

Senator ROTH. Yes.
As I understand it, the current situation is that a wealthier

person can set up a trust to achieve the benefits of making a gift to
an institution that is not available to the lower or medium income
individual because of the cost of setting up a trust. Is that correct?

Mr. TEITELL. Senator Roth, you are quite correct. This gift that
we are talking about is really the poor person's way of making a
charitable gift. Wealthier taxpayers make gifts, and those are very,
very important gifts and charities benefit. SoI think that we would
want to encourage their gifts also. But these larger gifts are not
subject to section 501(m). We don't believe charitable gift annuities
are subject to that section- either. And we ask that Congress clarify
that they are not.

Senator ROTH. In other words, the technical correction that you
are proposing would encourage the individual with small or
medium income to make charitable gifts?

Mr. TEITELL. Yes, sir, that is correct. There is a section of the
Code that already deals with charitable gift annuities enacted back
in 1969. And if Congress had intended 501(m) to apply to charitable
gift annuities, we believe it would have had to repeal that other
section, because otherwise charities can be taxed if they do not
meet the test twice on one transaction. I don't think Congress in-
tended that.

Senator ROTH. Let me ask you a second question. Isn't it also
true that the smaller gifts are particularly important in many
cases to your smaller--

Mr. TEITELL. They are very, very important too.
Senator ROTH [continuing]. Schools?
Mr. TEITELL. The Salvation Army.
Senator ROTH. The Salvation Army.
Mr. TEITELL. The Cancer Society, the Red Cross. Many of the

people who make these gifts are non-itemizers and they don't even
get a charitable deduction for their gift.

Senator ROTH. So this is their one means of really making a sig-
nificant contribution?

Mr. TEITELL. Yes, Senator Roth, that is correct.
Senator ROTH..Thank you, Mr. Chairman.
Senator BAUCUS;. Senator Chafee.
Senator CHAFEE. Thank you, Mr. Chairman.
We have had a good deal of correspondence on the problems

raised by Mr. Teitell, and Dr. Malone and Mr. Blanchette, and I
want to say that I[ am sympathetic to those problems you have de-
scribed.

Now, Mr. Simons, I was not aware of the problems that you
raised, but looking over your statement, I think they deserve atten-
tion too.

Mr. SIMONS. Thank you.
Senator CHAFEE. Let's tackle those.
I want to thank each of the witnesses. Is it Kies or Keys?
Mr. KIEs. Kies, Senator Chafee.
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Senator CHAFEE. Kies. Again, that is one I am not so familiar
with. I want to go into that one too. So thank you all very much.

Senator BAUCUS. We all thank you very much.
Senator ROTH. Mr. Chairman, if I might just say, as I listen to

these gentlemen and their concerns, which I agree with Senator
Chafee, they make very valid points, I have to admit I am very
pleased that I voted against the Tax Reform Act. [Laughter.]

Senator BAUCUS. Thank you all. Thank you very much. We ap-
preciate your testimony.

Our final panel will include Mr. John Kent, Director of the Fed-
eral and International Taxes, GTE Service Corp.; Mr. Richard
Merski, director of Government Affairs for the American Interna-
tional Group; Mr. Robert V. Van Fossan, chairman of the board,
Mutual Benefit Life; and Mr. Jack Park, vice president of Govern-
ment Relations for the Coalition of Maritime Companies and Asso-
ciations. Mr. Kent, you are on top of the list. Why don't you begin.

STATEMENT OF JOHN KENT, DIRECTOR, FEDERAL AND
INTERNATIONAL TAXES, GTE SERVICE CORP., STANFORD, CT
Mr. KENT. Thank you, Mr. Chairman, Senators Roth and Senator

Chafee. I am John Kent, Director of Federal and International
Taxes for GET Service Corp. I appreciate the opportunity to appear
before the distinguished subcommittee to discuss the need for tech-
nical corrections to correct an unintentional potential inequity in
the rules enacted in the 1986 Tax Reform Act affecting investment
tax credit carryovers from 1986 forward.

Investment tax credit, as you well know, is one of the principal
items funding the 1986 Tax Reform legislation through its repeal,
and it was one of the few items which was affected by the legisla-
tion on a retroactive basis, all the way back to the beginning of
1986.

To make matters worse for those taxpayers generating invest-
ment tax credits, a number of other provisions were put in the leg-
islation to reduce the value of the investment tax credit and the
availability for its use where it was useable.

For example, binding contract rules were given a retroactive
date; the limitation on the investment tax credit that could be used
to offset tax liability was decreased from 85 percent to 75 percent;
the credit itself was reduced from 10 percent to 8.5 percent, and
then 6.5 percent to reflect the effect of the tax rate reduction that
was occurring. A full ITC basis adjustment was imposed versus the
one-half percent investment tax credit basis adjustment of existing
law.

When the legislative language in the Conference Committee
Report were released, it became evident that a technical problem
could exist for a taxpayer generating an investment tax credit in
1986 that could not be claimed on a tax return until a later year.
Such a taxpayer is obviously someone who could least afford to pay
additional taxes. A very inequitable, illogical situation could devel-
op for such taxpayer.

A full investment tax credit basis adjustment would be made to
the asset placed in service in 1986 of 10 percent so that only 90 per-
cent of the asset could be depreciated for tax purposes. Then an in-
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vestment tax credit of 8.25 percent, or 6.5 percent, would be
claimed on a tax return in a later year, leaving a portion of the
asset not eligible for depreciation or investment tax credit.

I have attached to my testimony a very simple example, a 1-page
example, showing the impact of what could happen to various tax-
payers in like circumstance getting different results.

A Further compounding of this inequity could occur if the tax-
payer disposed of the asset and caused an investment tax credit re-
capture. Basis would be restored, looking to the investment tax
credit claimed, not the actual original basis adjustment. Tax could
be owed on gain that did not in fact exist.

The clear inequity of this situation is borne out by the fact that a
taxpayer placing an asset eligible for investment tax credit in serv-
ice in 1987 makes an 8.25 investment tax credit basis adjustment,
and claims the exact same amount on investment tax credit on its
tax return. It is not difficult to imagine how these technical prob-
lems could creep into such an enormously complicated piece of leg-
islation.

General tax policy considerations, the need for a level playing
field, and, most importantly, fairness dictate that this situation be
clarified by allowing a revision to Section 49 of the Internal Reve-
nue Code to provide for an upward basis adjustment on the basis of
divestible property for any reduction in allowable investment tax
credit that could occur in a carryover situation.

Thank you.
Senator BAUCUS. Thank you very much, Mr. Kent.
Mr. Merski, please proceed.
[The prepared written statement of Mr. Kent follows:]
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STATEMENT
ON

H. R. 2636, THE TECHNICAL CORRECTIONS ACT OF 1987
BY

JOHN P. Z. KENT, DIRECTOR - FEDERAL/INTERNATIONAL TAXES
GTE SERVICE CORPORATION

SUBMITTED TO THE
TAXATIONS AND DEBT MANAGEMENT SUBCOMMITTEE

OF THE
COMMITTEE ON FINANCE
UNITED STATES SENATE

JULY 22, 1987

The Tax Reform Act of 1986, H. R. 3838, repealed the investment tax credit
("ITTC") on a retroactive basis, effective January 1. 1986, and placed new
limitations on the taxpayer's ability to use it to offset U. S. income tax
liability, where ITC was still available due to a carryover situation or
transitional relief. The tax reform legislation also reduced the value of
TTCs From 10% in 1986 to 8.25% in 1987 and to 6.5% in 1988 and succeeding
years for calendar year taxpayers in order to reflect the fact that the
corporate tax rate is being reduced from 46% to 39.95% in 1987 and 34% in
1988. At the same time, the Tax Reform Act of 1986 reduced the value of
ITC ror "transition property" (basically, property placed in service after
1985 not eligible for or subject. to the new modified depreciation system)
by requiring a full TTC basis adjustment, as opposed to the one-half ITC
basis adjustment of existing law. This full ITC basis adjustment means
that the depreciable basis of property qualifying for transition relief is
reduced by 10% in 1986, 8.25% in 1987 and 6.5% in 1988, consistent with
the amount, of TTC earned in those years.

Congressional intent, as enunciated in the Conference Committee Report, is
certainly clear that the basis of property to be depreciated should be
reduced by I he amount of ITC being used to offset U. S. income taxes. The
tax s.atute itself, however, is not clear thai. in the case of an ITC
carryover from 1986 to 1987 or from 3987 to 1988 that the basis of
property is reduced by the same amount as the TTC being actually used by
the taxpayer on a tax return. Tn those two instances it is possible that
the depreciable basis of property may be reduced by more than the amount
of ITC utilized (for example, the basis could be reduced by 10% and the
taxpayer only use an 8.25% TTC due to a carryover From 1986 to 1987).
Clearly, this would be an inequitable result which is not consistent with
the treatment of other ITCs being generated in the same year that the
carryover ITC is being uitilzed and the Inlenl. of Congress in enacting
this legislation. T have attached, as Rxhibit A, a simple example which
illustrates the possible "mismatching" that could occur between the
depreciable basic. of a capital asset investment and the related ITC
utilized if this situation is not clarified and placed in its proper order
by the Technical Corrections Act of 1987. Further inequity could also
occur in a disposition of such asset in an ITC recapture situation where
the proper amount is not. restored to basis.

The most appropriate way to correct any possible misunderstanding with
regard to this matter would be to revise Section 49 of the Tnternal
Revenue Code of 1986 to allow for an "upward adjustment" in the basis of
depreciable property for any reduction of allowable ITC that occurs in a
carryover situation through The Technical Corrections Act of 1987. This
type of treatment is consistent with legislative history in similar
situations and achieves fairness in .he treatment of similarly situated
taxpayers that is one of the principal objectives of the Tax Reform Act of
1986. The technical correction could be accomplished in any number of
ways and if the Subcommittee deems it appropriate, I stand ready to submit
suggested statutory language.

I deeply appreciate the attention of this distinguished Subcommittee to this
technical correction of the tax statute and respectfully submit that such
correction is logical, fair and consistent with past and present
legislative treatment and intent relating to ITC legislation.
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POTENTIAL RFFRMI OF TAX RRLOR. ON
INVRSTMENT TAX CREDIT (TTC) CARRYfORWARDEi

Exhibit A

IF YOU INVEST $100 IN A CAPITAL ASSET IN 1986 AND CLAIMED ITC TN 1986.

DEPRECIATION
BASIS ADJUSTMENT ITC

$100.00 BASIS $100.00 BASIS
($ 10.00) BASIS ADJtJSTMRNT 10% ITC

$ 90.00 ADJUSTED BASIS $ 10.00 ITC

IF YOU MADE TI7E SAME INVESTMENT IN TRANSITION PROPERTY

DEPRECIATION
CREDTT TAKEN BASIS ADJUSTMENT

1987 $100.00 BASIS
($ 8.25) BASIS ADJUSTMENT

$ 91.75 ADJUSTRD BASIS

1988 $100.00 BASIS
($ 6.50) BASIS ADJUSTMENT

$ 93.50 ADJUSTED BASIS

IF YOI IAVE AN TTC CARRYFORWARD FROM 1986 AND CLAIM TT

DEPRECIATION
CREDIT TAKE BASIS ADJUSTMENT

1987 $100.00 BASIS
($ 10.00) BASIS ADJUSTMENT

$ 90.00 ADJUSTRD BASIS

$1.75 NON DEPRECIABLE F

1988 $100.00 BASIS
($ 10.00) BASIS ADJUSTMENT

$ 90.00 ADJUSTED BASIS

$3.50 .!oN DRPRECTAIII. B

TN 1987 OR 1988.

ITC

$100.00
8.25%

$ 8.25

$100.00
6.50%

$ 6.50

BASIS
ITC

ITC

BASIS
ITC

ITC

TN 1987 OR 1988.

ITC

$100.00 BASI!

8.25% IT4

$ 8.25 V

BASIS

$100.00 BASI
6.50% IT(

$ 6.50

ASIS

S
IC

TC

s

TC
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STATEMENT OF RICHARD P. MERSKI, DIRECTOR, GOVERNMENT
AFFAIRS, AMERICAN INTERNATIONAL GROUP, WASHINGTON, DC

Mr. MERSKI. Thank you, Mr. Chairman, members of the commit-
tee.

My name is Richard Merski. I am director of Government Affairs
for American International Group, a worldwide insurance oper-
ation.

AIG appreciates the opportunity to present its views on proposed
corrections to The Technical Corrections Act of 1987. In particular,
I wish to focus my remarks on a matter which, although technical
in nature, is of great importance to AIG, the treatment of invest-
ment income attributable to insurance of risk within the same
country of incorporation of a controlled Foreign Corporation.

Under last year's Tax Reform Act, Section 953 of the Code for
the first time taxes the insurance income earned by a U.S. con-
trolled foreign corporation if the income is derived from the foreign
risk situated outside of the country of the company's incorporation.

For example, if a U.s. owned Hong Kong incorporated company
writes risks situated in Singapore through its Hong Kong office, in-
surance income from the Singapore risk is taxed, but if the risks
are situated in Hong Kong, there is no U.S. tax until dividends are
paid to the U.S. owner.

Traditionally, insurance income includes both underwriting and
investment income. However, when eliminating deferral for U.S.-
owned foreign banks, Congress struck from the Code Section
954(c)(2) which had the effect of inadvertently overriding the reten-
tion of deferral for the same country risk on insurance income as
provided by current Code Section 953.

Effectively overriding the retention of deferral for the same
country risk puts U.S.-owned international insurers at a significant
competitive disadvantage in all foreign jurisdictions having effec-
tive foreign tax rates below 34 percent since the U.S.-owned insur-
ers would be paying a higher of the U.S. or local tax rate.

Our foreign competition then would only be paying the local rate
of taxation.

Your support is requested to clarify in technical corrections the
retention of deferral for investment income from risk insured in
the same country as the insurer is incorporated. To accomplish
this, section 954(c) of the Code would be amended to exclude from
the definition of foreign personal holding company income in the
Code, certain investment income, which I have outlined further in
detail in my prepared remarks, that is derived from the insurance
or reinsurance of risks derived in the country in which the insurer
or reinsurer is organized.

And for purposes of this amendment, a branch of a foreign corpo-
ration licensed and predominantly engaged in the insurance busi-
ness in a foreign country should be treated as a separate foreign
corporation.

Accepting these amendments will allow application of the same
tax policy theory under subpart F of the Code for U.S.-controlled
foreign insurance companies as is applied to all other U.S.-owned
foreign incorporated industries, other than banks and shipping for
which deferral was eliminated entirely.
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In closing, I should note that there is no possibility of abusing
the suggested insurance rule by manipulating or transferring
income from high tax to low tax jurisdictions since the source, loca-
tion and amount deferred is fixed by statutory language.

Thank you.
Senator BAUCUS. Thank you very much, Mr. Merski.
Our next witness will be Mr. Robert VAn Fossan.
[The prepared written statement of Mr. Merski-follows:]



174

STATEMENT OF RICHARD MERSKI
AMERICAN INTERNATIONAL GROUP, INC.

on
S.1350, the Technical Corrections Act of 1987

before
The Senate Finance Committee

Subcommittee on Taxation and Debt Management
July 22, 1987

Mr. Chairman and members of the Committee, my name

is Richard Merski. I am the Director of Government Affairs

of the Washington office of American International Group,

Inc. ("AIG"), which through its subsidiaries is primarily

engaged in a broad range of insurance and insurance-related

activities in the United States and abroad. AIG appreciates

the opportunity to present its views on proposed corrections

to the Tax Reform Act of 1986 (the "Rform Act") being made

by S.1350, the Technical Corrections Act of 1987. In par-

ticular, I wish to focus on a matter which, though technical

in nature, is of great importance to AIG -- the treatment of

investment income attributable to insurance of risks within

the same country of incorporation of a controlled foreign

corporation ("CFC").

Current Law

The Reform Act expanded the definition of Subpart

F income by defining "insurance income" under Section 953(a)

to include any income derived from the insurance or reinsur-

ance of risks in connection with property located in, liabil-

ity arising out of activity in, or in connection with the

lives or health of residents of a country other than the

country in which the CFC is incorporated. The Reform Act

was intended to apply to insurance income earned on CFC

insurance risks outside the country in which the corporation

is organized. AIG does not believe it was Congress' intent
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to apply to underwriting and investment income attributable

to insurance of risks within the same country in which the

corporation is incorporated or where it is conducting an

active business in such fashion so that the income cannot be

manipulated from a high tax jurisdiction to a low tax juris-

diction. This interpretation is consistent with the state-

ment in the House report that investment income taken into

account under Section 953 of the Code is not treated as

foreign personal holding company income under Section 954 of

the Code:

"Second, income of any kind received by an
offshore insurance company, including income
derived from its investments of funds, will
generally be subject to taxation under Sec-
tion 953, as described below. Regulations
under present law specify that taxation of an
insurance company's income under Section 953
takes precedence over its treatment as foreign
personal holding company income. Thus, divi-
dends, interest, and gains derived by a con-
trolled foreign insurance company will not
generally be treated as foreign personal
holding company income in any event, if they
are instead taken into account under Section
953." K.R. Rep. No. 99-426, 99th Cong. 1st
Sess. at p. 399 (December 7, 1985).

Issues

The removal of the exclusion previously contained

in Section 954(c) (2) of the pre-Reform Act Code to Subpart F

for investment income derived from the necessary reserves of

an insurance company or its necessary surplus is inconsistent

with the retention of the same country exception for insur-

ance income as provided in Section 953 and inconsistent with

the long established concept in the Code that investment

income generated on insurance reserves, unearned premiums,

and necessary surplus should be considered insurance income.

For example, investment income attributable to insurance of

-2-
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related party risks is subject to the new Subpart F pro-

visions relating to captive insurance companies. Deductions

for reserves allowed under Subchapter L are also adjusted

under the Reform Act to reflect in part the time value of

money and tax exempt interest on investments of reserves.

The Tax Reform Act of 1984 also required that the source of

insurance income (underwriting and investment income)

derived by a CFC from insurance of U.S. risks be determined

by reference to the risks insured.

The absence of an explicit exclusion for invest-

ment income attributable to insurance of risks within the

country of incorporation is also inconsistent with the

general treatment of non-financial companies. The whole

concept of Subpart F income and the term "foreign base

company" reflects the concept that United States share-

holders should be taxed only on income which is passive in

nature or income diverted from a related person in one

jurisdiction to a CFC organized in a different foreign

country. This is clearly reflected in the definitions of

th various items which constitute foreign base company

income and the specific exclusions for income from the same

country of incorporation. Congress has never consciously

extended the scope of Subpart F to include income derived

from the active conduct of a trade or business in the same

country in which the CFC which earns it is organized, in

part because extension of that principle would force U.S.

controlled business to bear higher rates of tax than foreign

competitors.

In the absence of a technical amendment to the

Reform Act a CFC which is an insurance company will be

subject to significant overtaxation on its true taxable

income because its taxable foreign personal holding company

income will not take account of the deductions which would

-3-
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otherwise be allowed against underwriting and investment
income if it were a domestic corporation. This can best be

understood in the case of a controlled foreign life insur-

ance company, where practically all of such a company's

"taxable income" under Subpart F is attributable to the

investment income which will be returned to policyholders.

A domestic life insurance company is allowed a current

deduction against all of its gross income under Section
805(a) of the Code for the net increase in its reserves,

policyholder dividends, and other specified amounts, but no

such deduction would reduce foreign personal holding company

.income under Subpart F. Under Section 954(b) (5) of the

Code, foreign personal holding company income and other
foreign base company income are reduced, under regulations,

by deductions properly allocable to such income. Under

current Treasury regulations, however, deductions allowed to

a controlled foreign life insurance company reduce "gain
from operations", i.e., underwriting income taken into

account under Section 953, and not foreign personal holding

company income. Treas. Reg. § 1.954-1(c), § 1.952-2(b) (2)

and § 1.953-4.

Recommendation

The Technical Corrections Act should amend Section

954(c) of the Code to exclude from the definition of a

foreign personal holding income, income derived by an insur-

ance company from the investment of:

(i) unearned premiums or reserves
ordinary and necessary for the
proper conduct of its insurance
business,

(ii) an amount of its assets equal to
one-third of its premiums earned on
insurance contracts (other than
life insurance and annuity
contracts), and

-4-
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(iii) in the case of a life insurance
company, an allocable portion of
surplus determined under principles
analogous to those under Section
813 of the Code, in each case
attributable to the insurance (or
reinsurance) of risks arising in
the country in which the insurer
(or reinsurer) is organized.

For purposes of (i), (ii), (iii), and Section 953(a), a

branch of a foreign corporation licensed and predominantly

engaged in the insurance business in a foreign country shall

be treated as a separate foreign corporation created under

the laws of the country in which the branch is licensed.

Explanation

The exclusion allowed by the proposed amendment

would be available only to an "insurance company", i.e., a

corporation which would be taxable under Subchapter L if it

were a domestic corporation. This will require that the

corporation's primary and predominant business activity

during the taxable year be the issuance of insurance or

annuity contracts or the reinsuring of risks underwritten by

insurance companies. Treas. Reg. § 1.801-3. Amounts not

excluded would be subject to tax under Section 953 or other

provisions of Section 954.

The amount of the exclusion under the proposed

amendment can be objectively determined by a limiting

mathematical calculation which is a function of the premiums

produced and retained by the CFC if principles analogous to

those in Treas. Reg. § 1.954-2(d) (3) are applied. Thus,

unlike the situation of CFCs engaged in the conduct of the

banking business which lost deferral on interest income in

the Reform Act, there would be a strict and objective

determination made.

-5-
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Branches would also be treated as separate
corporations under the proposed amendment for purposes of
determining Subpart F insurance income consistent with
Section 954(d) (3) of the Code, which now treats duch a
branch as a wholly owned subsidiary corporation for purposes
of determining its foreign base company sales income. Such
treatment is also consistent with the rules provided in
Section 814 of the Code and its predecessors relating to
U.S. life insurance companies operating in Canada or Mexico
in branch form.*

For background information, see S.Rep. No. 94-938
(Part 1), 94th Cong. 2d Sess. at pp. 271-5 (1976),
reproduced in 1976-3 C.B. (Vol. 3) at pp. 309-13.

-6-
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STATEMENT OF ROBERT V. VAN FOSSAN, CHAIRMAN OF THE
BOARD, MUTUAL BENEFIT LIFE, NEWARK, NJ

Mr. VAN FOSSAN. Thank you, Mr. Chairman, Senators Bradley,
Chafee and Roth.

I am Robert Van Fossan, chairman and chief executive officer of
Mutual Benefit Life Insurance Co. of Newark, NJ. I appreciate this
opportunity to submit my comments regarding the increase in the
capital gains tax rate on pre-1984 at market discount bonds propos-
al to increase that from 28 to 31.6 under the proposted Technical
Corrections Act of 1987.

I recognize that this transition rule was not drafted by the
Senate Finance Committee but rather initiated in the House. I felt
it important, nonetheless, to bring to your attention our position on
this matter which, throughout, has been for the adoption of a rule
which treat all companies the same, a generic rule.

Mutual Benefit Life is a medium-sized mutual life insurance
company which was a major participant in the issuance of guaran-
teed investment contracts in the early 1980's. These contractural
commitments were made by my company to the holders of large
contracts which support the nation's private pension system. These
contracts were negotiated in an intensely competitive market re-
sulting in very narrow profit margins. To support the long-term
guarantees of the high interest rate then in effect-some 14, 15 or
16 percent-it was necessary to seek out investments which would
not be redeemed as interest rates returned to more normal levels.
Such redemptions would have created substantial losses to the com-
pany.

The best available investments with such safety were deep dis-
count bonds. The company, in fact, passed on the capital gains dif-
ferential to the pension plan buyers in the form of higher interest
rate guarantees.

At the time of the enactment of the Deficit Reduction Act of
1984, these factors were seriously considered by the Senate and the
House. A decision was reached in that Act to tax gain on bonds
issued prior to July 19, 1984 at the traditional 28 percent rate.
Mutual Benefit sought no more than that and has relied upon that
law since.

The issue of a taxability of gain realized on these bonds was re-
considered in the 1986 Act. Ultimately, the House allocated $119
million to a transition rule to help solve that problem. Throughout
these discussions, Mutual Benefit argued for a generic rule which
would have treated all companies the same. However, at the time
of enactment in those last frantic hours, available fragmentary
data suggested that the 15 companies most concerned with that
issue would use up the entire $119 million. Current, more accurate
information, now shows that a generic rule would require $146 mil-
lion to provide for the entire insurance industry at 28 percent.

If the Congress feels it should not allocate the additional money
over the $119 million for a 28 percent rate, a 29.1 percent generic
capital gains rate would accommodate the entire industry within
the original $119 million guideline.

The Mutual Benefit is currently holding bonds purchased at
market discount in reliance upon the provisions of the 1984 and
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1986 tax Act. The differential between the corporate capital gains
rate under the 15-company rule and the rate in The Technical Cor-
rection Amendment will cost us approximately $6 million in addi-
tional taxes. Such an increase in our taxes makes this provision
more than a mere technical correction to us.

While an industry-wide generic rule was originally and still is
most preferable, it is important that the rate originally applied to
the 15-man companies nvt be raised substantially. The named in-
surance companies not only relied on the grandfather clause in the
1984 Act, but also relied on the transition rule as enacted. What is
needed is a way to make the capital gains transition rule applica-
ble to the entire industry while harming those of us in the industry
without harming those of us who were granted relief.

I respectfully suggest and support your proposal to change the
15-company rule applicable to all insurance companies. But if, in
your best judgment, the cost of generic treatment at 28 percent is
still prohibitive, please redistribute to all insurance companies the
$119 million of relief that was committed in the 1986 Act.

Thank you. And I would be happy to answer any questions.
Senator BAUCUS. Thank you very much, Mr. Van Fossan.
You are the final witness, Mr. Park.
[The prepared written statement of Mr. Van Fossan follows:]
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REMARKS OF ROBEHT V. VAN FOSSAN

CHAIRMAN AND CHIEF FXECITrIVE OFFICER

OF THE MUTUAL BENEFIT LIFE INSURANCE COMPANY

Mr. Chairman: I am Robert V. Van Fossan, Chairman and Chief

Executive Officer of The Mutual Penefit Life Insurance Company of

Newark, New Jersey. I appreciate this opportunity to submit my

comments regarding the increase in the capital gains tax rate on

pre-19S4 Act Market Discount Bonds from 289 to 31.64 under the

proposed Technical Corrections Act of 1987. I recognize that

this transition rule was not crafted by the OenAte Finance

Committee, but was initiated in the House. I felt it important,

nonetheless, to bring to your attention our position on this

matter which throughout has been for the adoption of a rule which

treats all companies the same.

Mutual Penefit Life is a medium sized mutual life insurance

company which was a major participant in the issuance of

Guaranteed Interest Contracts in the early 1180's. These

contractual commitments were made by mutual Penefit to the

holders of large contracts which support the country's private

pension system. These contracts were negotiated in an intensely

competitive marketplace resulting in narrow profit margins. To

support the long term guarantees of the high interest rates then

in effect (14% to 16%), It was necessary to seek out investments

which would not be redeemed as interest rates returned to normal.

Such redemptions would have created substantial losses to the

Company. The best available investments with such safety were

deep discount bonds. The Company, in fact, passed on the

capital gains differential to the pension plan buyers in the form

of higher interest rate guarantees.
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At the time of the enactment of the Deficit Reduction Act of

1984, these factors were carefully considered. A decision was

reached in that Act to tax gains on bonds issued prior to July

19, 1984 at 2819. Mutual Benefit sought no more than that, and

has relied upon this law.

The issue of the taxability of gain realized on these bonds

was reconsidered in the IQ86 Act. Ultimately, the House

allocated $119 million to a transition rule to solve the problem.

Throughout these discussions, Mutual Benefit argued for a generic

rule which would have treated all companies the same. However,

at the time of enactment, available fragmentary data suggested

that the 15 companies most concerned with this issue would use up

the entire $119 million. Current, more accurate, information now

shows that a generic rule would require $146 million to provide

for the entire industry at 28g. If the Congress feels it should

not allocate the additional money required for a 28% rate, a

29.1% generic capital gains rate would accommodate the entire

life insurance industry within the original $119 million

guideline.

The Mutual Benefit Life Insurance Company is currently

holding bonds purchased at market discount in reliance upon the

provisions of the 1984 and 1986 Tax Acts. The differential

between thecorporate capital gains rate under the 15 company

transition rule and the rate in the Technical Corrections Act of

1987 will cost Mutual Benefit approximately $6 million in

additional taxes. Such an increase in our taxes makes this

2
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provision more than a mere technical correction to us.

While an industry-wide generic rule was originally and still

is most preferable, it is important that the rate that was

originally applied to the 15 named life insurance companies not

be raised substantially. The named insurance companies not only

relied on the grandfather clause in the Deficit Reduction Act of

1984 when we made our initial investment, but also relied on the

transition rule, as enacted, by not selling bonds in 1986 that we

otherwise would have sold. What is needed is a way to make the

capital gains transition rule applicable to the entire life

insurance industry without harming those of us in the industry

that previously were granted relief.

Mr. Chairman, I strongly urge you to change the 15 company

rule to a rule applicable to all insurance companies. If in your

best judgment the cost of generic treatment at 28 is still

prohibitive, please redistribute to all insurance companies the

$119 million of relief that was committed in the 1986 Act. A

29.1% rate will accomplish this.

3
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STATEMENT OF JACK PARK, VICE PRESIDENT, GOVERNMENTAL
RELATIONS, CROWLEY MARITIME CORP., TESTIFYING ON
BEHALF OF THE COALITION OF MARITIME COMPANIES AND
ASSOCIATIONS, WASHINGTON, DC
Mr. PARK. Thank you, Mr. Chairman, and Senators.
My name is Jack Park. I am vice president of Crowley Maritime

Corp. I am representing today not only my own company but a
large coalition of maritime companies and associations, a coalition
encompassing the preponderence of the U.S. flag Merchant Marine
and drilling rig owners. The names of these associations and com-
panies are listed in my text.

We sincerely appreciate the opportunity to present our recom-
mendations.

Although I and many of my colleagues spent a lot of time track-
ing the events that led to the passage of the Tax Reform Act, it
came as a great surprise when we learned in March of this year
that, though not specifically expressed in the bill, the cost of meals
provided to crews on vessels and to personnel on drilling rigs was
not fully deductible. Many of our companies' finance officers were
incredulous.

Representatives from our coalition have spoken to staff members
of the Ways and Means and Finance Committees, and though their
reactions varied, one of the senior staff members was himself sur-
prised. We sought to have a beneficial change incorporated in the
Technical Corrections Act, as introduced, but no change was made.
Such a correction'hould be made for several reasons.

First, it is a legal requirement to provide meals to merchant
seamen. Such laws have applied since 1872. The latest revision to
Title 46 of the U.S. Code made in 1983 requires that seamen be pro-
vided, and I quote, "Seamen shall be served at least three meals a
day, to total at least 3,100 calories, including adequate water and
adequate protein, vitamins and minerals in accordance with the
United States recommended daily allowance.

"Second, as a practical necessity, meals must be provided by em-
ployers to crews on vessels and to personnel on drilling 'rigs."

They have nowhere else to go, no neighborhood cafe, no MacDon-
alds, no Popeyes.

"Third, meals provided to vessel crews and drilling rig personnel
are as essential to doing business as other fully deductible costs."
We could no more stop providing food, which fuels the body, than
we could stop providing fuel for the vessels' engines.

"Fourth, 80 percent deductibility is directly contrary to the pur-
poses of various statutes, making it a national policy to enhance
the strength and competitiveness of our merchant marine."

In the House and Senate, committees are trying right now to
find ways to save the merchant marine. The merchant marine has
declined in number of companies, number of ships and personnel.
While the right hand is trying to save the merchant marine, the
-left hand is applying punitive taxes.

Fifth, revenue to the Treasury from the 80 percent rule would be
diminimus. We estimate $15 million a year. An amendment to the
Technical Corrections Act of 1987 is described in the complete
statements submitted by the Coalition which we urge be adopted.
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Thank you very much for your time, and I will be pleased to
answer questions.

[The prepared written statement of Mr. Park follows:]
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Testimony of

Jack M. Park

Crowley Maritime Corporation

Good morning, Mr. Chairman and members of this Subcommittee

on Taxation and Debt Management.

My name is Jack M. Park, Vice President, Governmental Relations,

Crowley Maritime Corporation.

I am representing a large coalition of maritime companies and

associations, a coalition encompassing the preponderance of the

U.S.-flag merchant marine and drilling rig owners and related

service industries. I am speaking today for:

AMERICAN COMMERCIAL BARGE LINE COMPANY (ACBL)

AMERICAN INSTITUTE OF MERCHANT SHIPPING (AIMS)

AMERICAN WATERWAYS OPERATORS, INC. (AWO)

COUNCIL OF AMERICAN FLAG-SHIP OPERATORS (CASO)

CROWLEY MARITIME CORPORATION

INTERNATIONAL ASSOCIATION OF DRILLING CONTRACTORS (IADC)

INTERNATIONAL ASSOCIATION OF GEOPHYSICAL CONTRACTORS (IAGC)

MATSON NAVIGATION COMPANY

NATIONAL OCEAN INDUSTRIES ASSOCIATION (NOIA)

SEA-LAND CORPORATION

TOTEM OCEAN TRAILER EXPRESS (TOTE)

TRANSPORTATION INSTITUTE (TI)

The Tax Reform Act of 1986 reduces the deduction available to

employers for the cost of meals provided to employees, as well as

other meals considered ordinary and necessary business expenses,-

from 100% to 80%. Unfortunately, the IRS is applying this rule

to meals being provided to crews of merchant vessels and offshore

drilling rigs. Such a broad application of the 80% rule leads to
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the completely inequitable result that meals provided to such crews

are treated Just like other "business meals," including the infamous

"three martini lunch," and "entertainment."

Meals provided to crews of vessels and drilling rigs are

entirely different from other "business meals " They are not

extravagant or lavish. They are the furthest thing from "entertainment"

as defined in the Internal Revenue Code. And they are an absolutely

essential aspect of operating vessels and drilling rigs.

The 100% deductibility of the cost of meals provided to crews

of vessels and offshore drilling rigs should therefore be restored.

In particular, such full deductibility should be restored because:

* It is a legal requirement to provide meals to merchant

seamen. This federal law requirement dates back at

least to 1872 and is backed by civil and criminal

penalties. Oners and operators of drilling rigs are

obligated by contracts to provide meals to crew members;

* As a practical necessity, due to physical isolation, meals

must be provided by employers to crews on vessels and

drilling rigs;

* The penalty to vessel and drilling rig owners and

operators is particularly unfair because meals provided

to crews members must be provided at a high cost;

* Provision of meals to crew members of vessels and drilling

rigs is just as essential an aspect of doing business as

lifejackets for those same crew members which are fully

deductible;

* 80% deductibility is directly contrary to the purposes
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of various statutes making it a national policy to en-

hance the strength and competitiveness of our merchant

marine;

* Meals provided to the crews of vessels and rigs are even

more necessary and reasonable than meals exempted under

the Tax Reform Act from the 80% deductibility requirement.

For exampl_, meals provided by restaurants and caterers

to their employees are fully deductible; and,

* Revenue to the Treasury from the 80% rule would be de

minimis. It is estimated that less than $15-million would

be paid in additional taxes if the 80% rule is applied to

meals provided to vessel crews and to personnel on

drilling rigs.

The Provision of Meals to Merchant Seamen is a Legal Requirement

U.S. law requires vessel owners and operators to provide meals

to their crews which alone makes these meals unique when considering

that which the Tax Reform Aft was intended to cover.

These statutory requirements that meals be provided to vessel

crews are long-standing. At least as early as 1872 vessels with

inadequate provisions were considered unseaworthy with serious

legal ramifications. Act June 7, 1872, ch. 322, §36, 17 Stat. 269,

codified as 46 U.S.C. §10902. As currently codified, the 1872

statute provides that "[amny 3 seamen of a vessel may complain

that the provisions of food or water for the crew are, at any

time, of bad quality, unfit for use, or deficient in quantity."

46 U.S.C. §10902(b)(1). If such complaint is found to have merit

by the Coast Guard or local consul, the master of the vessel would
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be civilly liable. 46 U.S.C. 110902(b).

Later Congress went further and made it a criminal offense

to withhold suitable food and nourishment from seamen. Act Dec.

21,1898, ch. 28, §22, 30 Stat. 761, codified as 18 U.S.C. 62191.

Section 2191 of title 18 provides:

Whoever, being the master or officer of
a vessel of the United States, on the high
seas, or on any other waters within the
United States...withholds from the...
[crew] suitable food and nourishment,...
shall be fined not more than $1,000 or
imprisoned not more than five years, or both.

Congress also provided for civil liabili:v for the master or

owner for the failure to provide "sufficient quantity of stores

to last for a voyage of ordinary duration." Act Dec. 21, 1898,

ch. 28, §12, 30 Stat. 758 (codified as 46 U.S C. §661 until 1983).

And Congress mandated in detail what provisions had to be provided

at a minimum. Act Dec. 21, 1898, ch. 28, §23, 30 Stat. 762

(codified as 46 U.S.C. §713 until 1983). For example, the

following substitutes were some of the ones allowed:

One pound of flour daily may be substituted
for the daily ration of biscuit or fresh bread;
two ounces of desiccated vegetables for one
pound of potatoes or yams; six ounces of hominy,
oatmeal, or cracked wheat, or two ounces of
tapioca, for six ounces of rice.

As a result of the revision of Title 46 of the U.S. Code

in 1983, Pub. L.No. 98-89, 97 Stat. 100, many of the anachronisms

of the previous acts protecting seamen were eliminated, but the

legislated mandate that seamen be provided meals remains. Sea-

men currently employed on vessels involved in foreign and inter-

coastal voyages "shall be served at least 3 meals a day that

total at least 3,100 calories, including adequate water and
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adequate protein, vitamins, and minerals in accordance with the

United States Recommended Daily Allowances." 46 U.S.C. §10303.

The same requirement applies to vessels involved in coastwise

voyages when a crew is engaged by a shipping commissioner. 46

U.S.C. §10507(b). Most importantly, regardless of the type of

voyage, it remains a criminal offense punishable by fine and

imprisonment to withhold suitable food and nourishment to seamen,

18 U.S.C. §2191; 46 U.S.C. §11507, and a vessel with insufficient

provisions is still considered unseaworthy. 46 U.S.C. §10902.

In this respect these meals are the same as providing lifejackets

to the crew, also mandated by law but fully deductible.

Restoring 1007 deductibility to meals provided to crews of

vessels and drilling rigs is necessary to prevent an unwarranted

hardship to two of America's most vital industries. The unique

nature of the provision of meals to crew members by those industries

should be recognized and distinguished in the Internal Revenue Code.

Proposed Amendment

It is recommended that the following proposed amendment to

The Technical Corrections Act of 1987 be adopted:

Paragraph (2) of section 274(n) (relating to exceptions to

the 807 limitation on deductibility of business meals) is amended

by adding the following new subparagraph:

"(E) such expense related to food and beverages

provided to a qualified recipient,"

Section 274(n) is further amended by adding new paragraph

(4) to read as follows:
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"(4) QUALIFIED RECIPIENT - For purposes of paragraph

(2) (E), the term "qualified recipient" means any

person who receives food and beverages while per-

forming services for an employer either --

(A) aboard a commercial vessel as a crew member or

officer;

(B) aboard an oil or gas drilling rig located

offshore or in Alaska; or

(C) in a remote location where satisfactory meals

are not available on the open market; but only

if such food and beverages are furnished in a

common area which is --

(i) located, as near as practicable, in the

vicinity of the place at which such individual

renders services, and

(ii) not available to the public and normally

accommodates 10 or more employees."

Technical Explanation of Amendments to Section 274(n)

Section 274(n) provides that, as a general rule, only 80% of

the cost of business meals are deductible. Paragraph (2) of

section 274(n) contains certain exceptions to this general

limitation on the deductibility of business meals. The proposed

amendment adds an additional exception to the general rule for

meals provided to crew members of commercial vessels, to employees

working on certain drilling rigs, and to employees furnishing

services at remote locations.
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Under the proposed amendment, employers may deduct the full

cost of meals provided to persons while they are performing

services for an employer either (1) aboard a commercial vessel

as a crew member, (2) aboard an oil or gas drilling rig located

offshore or in Alaska, or (3) in a geographically remote location.

To quality under the third prong of the proposed exception, limi-

tations patterned after those set forth in section 119(c) must

be satisfied. Thus, "remoteness" is tested under the amendment

by reference to whether satisfactory meals are available on the

open market. In addition, the place where the meals are provided

must be located near the job site, not be available to the public,

and must normally accommodate 10 or more employees.
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Senator BAUCUS. Thank you all very much.
Mr. Kent, I think in all probability the interaction of the 100-per-

cent basis reduction in the rule and the 35 percent ITC carry for-
ward reduction was just not considered; that is, we didn't really
think about the interaction of those two rules. And we are going to
have to think about it now. But you make a good case. But I just
wanted you to know I don't think this Congress paid any attention
or not much attention to the interaction of those two rules.

Mr. KENT. That is our impression also.
Senator BAUCUS. Mr. Park, your proposal has some sympathetic

feel, but how is IRS going to distinguish between those business
meals that are really necessary meals and other business meals
where the primary purpose is business but there is that personal
element to it? Andthat is why we have this 80 percent rule. It is to
try to make the best guess that the primary purpose is 80 percent.
It is business, therefore, it is 80-percent deductible, maybe 20-per-
cent not. But as an administrative matter, how would we distin-
guish between the two different kinds of business meals?

Mr. PARK. Mr. Chairman, I understand the question and the
problem that you have expressed. We have attempted to provide
three categories of groupings. One would be the people on vessels,
which we think is clearly a situation in which the 100-percent de-
ductibility should be applied. There is no alternative for them.

Second, we come up with a category-and these are listed in our
proposed amendment-for offshore drilling rigs, which we think is
similar to vessels, and to drilling rigs in remote areas, such as
Alaska. Again, where there are no opportunities for alternative
feeding systems.

The third category is a remote area, and probably that is the
most difficult to define. But we have described it in ways which
conform to previous identifications in the Tax Code on remote
areas for other purposes. And so we feel that that is a good place to
start to try to isolate those cases truly deserving of 100-percent de-
ductibility.

Senator BAUCUS. It is not only drilling rigs and merchant
marine. There are other meals that are in a captive like environ-
ment. One can think of all kinds of examples, to make it difficult
again to administer. I appreciate what you are saying, but I am
just trying to figure out the degree to which we could administer
and separate to any kind of certainty those categories.

Mr. PARK. Well, first of all, I will have to admit that we did not
try to develop the entire universe of people with legitimate claims
to this same solution. And I would say that if they have legitimate
reasons to be included, that they should be speaking up also. But I
do think that the circumstances have been well enough defined in
the Tax Code in the past in similar circumstances that it can be
characterized adequately.

Senator BAUCUS. Thank you.
Senator Bradley?
Senator BRADLEY. Thank you very much, Mr. Chairman.
Let me say that I think Mr. Van Fossan raises a unique situa-

tion. To my knowledge, in every other instance when there was a
transition rule that was made generic, the full benefit of the origi-
nal rule was preserved. That is my basic understanding. In other
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words, nobody lost anything from extending the transition rules to
similar situated taxpayers. In this case, the group lost and I would
say significantly. And I think it, frankly, deserves a sympathetic
look from the committee. I think what would be helpful is, could
you give us some sense, Mr. Van Fossan, of what the group actual-
ly has lost?

Mr. VAN FOSSAN. Well, it is relatively clear. The proposal that I
raised would be to take it to a 29.1-percent rate which would utilize
the $119 million in the original transition rule. That vis-a-vis the
28-percent rate. So as 1.1 percent on whatever the discount bond
holdings the company had to back up those assets.

Senator BRADLEY. Uh huh.
But it does not raise the rate as high as it has been raised under

the bill. In other words, your suggestion is to raise the rate to 29.1
down from 31 for all the beneficiaries of this--

Mr. VAN FOSSAN. For all the companies in the industry, Senator.
Senator BRADLEY. So that if you broadened the rule, made it ge-

neric so that not just the group but all share, then all ought to pay
the higher rate.

Mr. VAN FosSAN. That is right.
Senator BRADLEY. Is that not your argument?
Mr. VAN FOSSAN. That is right, sir.
Senator BRADLEY. As I said, Mr. Chairman, I think this is a

unique situation and I thank you for your testimony.
Mr. VAN FOSSAN. Thank you so much, Senator.
Senator BAUCUS. Senator Roth.
Senator ROTH. Mr. Merski, as I understand your proposed

amendment, it would be to treat non-financial institutions the
same as, for example, manufacturing institutions are treated. Is
that correct?

Mr. MERSKI. That is correct, Senator. Yes. The intent is to
remove the disparity in the treatment. If I may, I could use an ex-
ample of a manufacturing company. If a manufacturing company
produced widgets in a foreign country through a foreign subsidiary
of its own, then the income from the sale of those widgets in that
country would not be taxed under subpart F even if sold to a relat-
ed person in the same country. We would like to provide that treat-
ment under our amendment for insurance companies. And the
amendment would do so.

And I should add, or should emphasize that we are only talking
about insurance on risks from unrelated parties, which is a nar-
rower exclusion than the manufacturers have. So you are correct.

Senator ROTH. What kind of impact does the present situation
have on your competitiveness in trying to enter a foreign market?

Mr. MERSKI. As I noted briefly in my remarks in my statement,
it does put us at a significant competitive disadvantage vis-a-vis our
foreign competitors, who have lower effective tax rates when com-
paring our Tax Code to theirs. So all operations, either through
branches or outright controlled foreign corporations, put us at a
substantial disadvantage.

Senator ROTH. Finally, does the suggested amendment avoid the
opportunity to manipulate income from high tax to low tax juris-
dictions or erode the United States revenue base?
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Mr. MERSKI. The way the amendment is drafted it does not
permit any tax base erosion or manipulation of income from high
tax to low tax jurisdiction. There is a specific mathematical cap
that limits the amount of income that can be excluded under the
amendment from subpart F. So under our amendment, it does not
provide for any manipulation of income to avoid tax.

Senator ROTH. Thank you, Mr. Chairman.
Mr. MERSKI. Thank you, Senator.
Senator BAUCUS. Thank you, Senator Roth. Senator Chafee?
Senator CHAFEE. Thank you, Mr. Chairman.
Mr. Van Fossan, I am familiar with this problem you have got

and I am sympathetic to it, because you made these contractural
obligations based upon the situation as it then existed and with
your deep discount bonds. Let me a&s you this. If you had sold the
bonds in 1986, I suspect that you would also have had an additional
problem because you would have lost the protection of the 1984
grandfather clause. Is that correct?

Mr. VAN FosSAN. That is right, Senator.
Senator CHAFEE. And that was not really a way out either for

you. You were stopped there. Because I suppose, under the 1984
grandfather, you had to hold them to maturity.

Mr. VAN FosSAN. Yes. But you had the additional fact that, true,
the interest rates had dropped significantly, so the value of the
bond was significantly less in 1986 than it would be obviously at
maturity. So that is the other mitigating factor that was in the cir-
cumstances once you made that decision.

Senator CHAFEE. And I can think of a point here, that originally
this started out getting the treatment at the 28 percent and then
going, the compromise, if you would, is to go to the 29.1 percent,
which, percentage-wise, is a pretty good increase. And absent that,
what would be the percentage, 31.6?

Mr. VAN FosSAN. 31.6 is the proposal in the technical correction
bill, Senator.

Senator CHAFEE. Yes.
So I hope we could straighten this out in this Technical Correc-

tions Act and to try to do so.
Mr. VAN FosSAN. We thank you for your consideration, sir.
Senator CHAFEE. And as for the meals situation, Mr. Park, I

must say, I was reading over your statement and it is pretty clear
that the master goes to jail if he does not provide the proper meals
for the crew.

Mr. PARK. That is true. However, I don't know of any circum-
stance recently where that has happened, I mean, where he has
failed to provide the meals. But it illustrates the point.

Senator CHAFEE. But I mean that indicates pretty clearly that
they are meant to provide meals.

Mr. PARK. Yes, sir.
Senator CHAFEE. So I think the situation is a little different. Now

did you say, is there an exception in the meals situation as it per-
tains to meals provided by restaurants and caterers are fully de-
ductible? You indicate that in your statement.

Mr. PARK. Senator, I have a statement that I would like to read
in that connection. It says "Section 142 of the Act contains several
exceptions."
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For instance, "The expenses of food and beverages incurred as an
integral part of a convention, seminar, or other qualified meeting
are fully deductible." And it cites the Code.

"The percentage reduction rule also does not apply to a restau-
rant or a catering firm which may deduct 100 percent of its costs
for food and beverage items purchased in connection with prepar-
ing and providing meals to its paying customers that are consumed
at the work site by employees of the restaurant or caterer." So I
believe that that answers it.

Senator CHAFEE. Well that is nice helpful information to have on
your side.

Mr. Merski, I think one of the good points you make is when you
refer to the international competitiveness situation, how it affects
you folks that way. So we will do our best to straighten these out. I
want to thank each of you for coming.

Mr. MERSKI. We appreciate your consideration.
Mr. PARK. Mr. Chairman, may I add one statement in connection

with your question to me about firemen? I am slow on my feet, but
it occurs to me that with minor exceptions, firemen are public em-
ployees and, therefore, profit and loss is not a factor and income
tax statements are not made.

Senator CHAFEE. Also, firemen can go down the street. An em-
ployee on a drilling barge has to really be a water walker to find a
nearby restaurant.

Senator BAUCUS. Thank you all very much. You have been very
helpful and we will make all the changes we can. Thank you. The
committee is adjourned.

[Whereupon, at 12:14 p.m., the hearing was concluded.]
[By direction of the chairman the following communications were

made a part of the hearing record:]
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STATEMENT OF SENATOR DENNIS DECONCINI

BEFORE

THE SENATE FIhANCE COMMITTEE

Mr. Chairman, I want to thank you for the opportunity to

present testimony to this Committee on S. 1350, The Technical

Corrections Act of 1987.

I want to bring to your attention a matter that became

apparent only after the Conference Report on last year's tax bill

was filed. That matter has nct been dealt with in The Technical

Corrections Act, but it needs to be addressed. It relates to the

effective date of the new installment sales provision adopted in

the Tax Reform Act of 1986.

Section 811 of the Tax Reform Act amended Section 453C of

the Internal Revenue Code and created a new disproportionate

disallowance rule for installment sales. The Senate provision

for this new rule was adopted in the Conference Report. As

stated in the Conference Report: "The conferc.ce agreement

generally follows the Senate amendment with certain modifica-

tions." (Tax Reform Act of 1986, H.Report 99-341, Vol. II,

p. 297.)

Each of the modifications made by the conferees to the

Senate provision was specified in the Conference Report. None

related to the effective date. The Senate provision was
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unequivocal in stating that the new installment sales rule would

have an effective date of taxable years "beginning after December

31, 1986." However, in the final language of the Conference

Report to the 1986 Act, the effective date for that new provision

was changed to "taxable years ending after December 31, 1986."

(Section 811 (c) (I))

It is my understanding that this word change was made at the

eleventh hour by staff without consultation or discussion.

Further, it is my understanding that the change was made because

of a previous error in calculating the original revenue estimates

of the Senate installment sales provision.

Mr. Chairman, this Committee and the entire Congress was

clearly very concerned with the revenue considerations associated

with all tax legislation. However, we cannot allow those

considerations to take precedence over regular legislative

procedure and fairness--particularly in such cases as this one in

which the revenue implications are relatively minor.

In my view, the change made in the effective date is

inequitable. I therefore have introduced S. 1197, which would

reinstate the original wordIng.

The substitution of the word "ending" for "beginning" in the

effective date significantly changed the operation of the new

installment sales provision on fiscal year taxpayers. I have
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been advised by a number of taxpayers who happen to have a

taxable year other than a calendar year that the new rule will

affect them in a much different, and far more adverse, way than

on calendar year taxpayers.

In a colloquy I had with Senator Packwood during the floor

debate on the Conference Report on the Tax Reform Act, he

affirmed that there was no intention or explicit decision by the

conferees to treat certain taxpayers differently under this new

rule simply because they were not calendar year taxpayers. A

copy of that colloquy is attached.

Moreover, there was concern raised by the conferees

regarding the immediate impact that the new installment sales

rule would have on many taxpayers. The conferees therefore

adopted a transition rule which was specifically designed to

allow those taxpayers who had been using the installment sales

method, particularly bomebuilders, time to adjust to the new

rule.

The word change I have noted in the effective date went

directly against the intent of this transition rule, since it

accelerated by up to a year the date on which the new rule would

apply to fiscal year taxpayers. For example, the word change

meant that the new provision began acting on a taxpayer with a

fiscal year ending January 31, nearly ten months before the Tax

Reform Act was even signed into law.

I would therefore urge that S. 1350 be amended to reinstate

the effective date of the new installment sales provision enacted

in the 1986 Tax Reform Act to fiscal years beginning after

December 31, 1986. That was the date that was included in the

Senate bill, and that I believe Lhe conferees had intended to be

included in the final Conference Report.
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GORDON J. HUMPHREY commius
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STATIENT OF SENATOR GORDON J. HUMPHREY
01 3.13500 THE TECHNICAL CORRECTIONS ACT OF 1987

ADOPTION 3RPS33 TRANSITION PERIOD SHOULD BE INCLUDED IN
THE TECHNICAL CORRECTIONS BILL

MR. CHAIRMAN, ONE OF THE GREAT ACCOMPLISHMENTS OF THE
99TH CONGRESS WAS THE TAX REFORM BILL. I STRONGLY SUPPORTED
TAX REFORM. HOWEVER, I HAVE SERIOUS CONCERNS ABOUT ONE
PROVISION WHICH, IF NOT ADDRESSED, WILL ADVERSELY AFFECT
ADOPTIVE PARENTS AND THE MOVEMENT OF CHILDREN OUT OF THE
FOSTER CARE SYSTEM AND INTO PERMANENT HOMES.

ACCORDING TO THE DEPARTMENT OF HEALTH AND HUMAN
SERIVCES, AN ESTIMATED 276,000 CHILDREN ARE IN FOSTER CARE,
AT LEAST 36,000 OF WHOM ARE LEGALLY FREE AND WAITING FOR
ADOPTIVE HOMES. MANY ARE CHILDREN WITH SPECIAL NEEDS, THAT
IS, CHILDREN WHO ARE OLDER, IN SIBLING GROUPS, PHYSICALLY OR
EMOTIONALLY DISABLED, OR MEMBERS OF MINORITY GROUPS.

COVIRESS HAS RECOGNIZED THE NEED TO ENCOURAGE AND REDUCE
THE FINANCIAL BURDEN ASSOCIATED WITH THE ADOPTION OF CHILDREN
WITH SPECIAL NEEDS. UNTIL JANUARY OF THIS YEAR, THAT WAS
ACCOMPLISHED, IN PART, THROUGH A MODEST $1500 TAX DEDUCTION.
THE TAX REFORM ACT OF 1986 REPEALED THIS DEDUCTION AND
REPLACED IT WITH A NEW ENTITLEMENT PROGRAM UNDER TITLE IV-E
OF THE SOCIAL SECURITY ACT, WHICH WOULD ALLOW STATES TO
REIMBURSE DIRECTLY FAMILIES WHO ADOPT THESE CHILDREN FOR SOME
OR ALL OF THEIR EXPENSES.

UNFORTUNATELY, WHILE ADOPTIVE PARENTS HAVE LOST THE TAX
DEDUCTION, THE NEW REIMBURSEMENT SYSTEM IS A LONG WAY FROM
BEING IN PLACE. IT IS NOT CLEAR WHEN HHS WILL PROMULGATE THE
FINAL REGULATIONS. UNFORTUNATELY, THE TAX REFORM ACT
CONTAINED NO PROVISION FOR A TRANSITIONAL PERIOD TO ALLOW THE
FEDERAL GOVERNMENT, STATE TITLE IV-E ADOPTION AGENCIES, AND
PRIVATE ADOPTION AGENCIES TIME TO WORK OUT PROCEDURES TO
IMPLEMENT THE DIRECT PAY SYSTEM.

THE DELAYS IN IMPLEMENTING THIS PROGRAM MIGHT PREVENT
ELIGIBLE PARENTS FROM RECEIVING THE BENEFITS THEY NEED IN A
TIMELY FASHION, AND THUS DISCOURAGE ADOPTION. I FEEL WE NEED
TO AVOID THIS. ON THE FIRST DAY OF THIS CONGRESS, I
INTRODUCED S. 270, TO PROVIDE FOR A TRANSITION PERIOD FOR THE
DIRECT REIMBURSEMENT PROGRAM. THIS MEASURE READS SIMPLY:

"THE AMENDMENTS MADE BY SECTION 135 SHALL APPLY TO
TAXABLE YEARS BEGINNING AFTER DECEMBER 31 OF THE CALENDAR
YEAR IN WHICH FINAL REGULATIONS ARE ISSUED TO IMPLEMENT THE
REIMBURSEMENT OF NONRECURRING ADOPTION EXPENSES UNDER ANY
ADOPTION ASSISTANCE AGREEMENT UNDER SUBTITLE E OF THE TITLE
IV OF THE SOCIAL SECURITY ACT.

Cv 4 14 4 033*1 aft.1 44 03120
60"4324 300 414 7-30
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NO DEDUCTION SHALL BE ALLOWED WITH RESPECT TO AMOUNTS
PAID FOR ADOPTION EXPENSES DIRECTLY RELATED TO THELEGAL
ADOPTION OF A CHILD WITH SPECIAL NEEDS UNDER SECTION 222 OF
THE INTERNAL REVENUE CODE OF 1986 TO ANY TAXPAYER RECEIVING
REIMBURSEMENT FOR SUCH AMOUNTS UNDER ANY ADOPTION ASSISTANCE
AGREEMENT UNDER SUBTITLE E OF TITLE IV OF THE SOCIAL SECURITY
ACT."

THE ADOPTIVE PARENTS ENTITLED TO THIS REIMBURSEMENT ARE
THE INDIVIDUALS AND COUPLES WHO GIVE PERMANENT HOMES TO
CHILDREN WHO NEED IT THE MOST. THEY ARE PEOPLE WHO ARE
WILLING TO TAKE ON LARGE RESPONSIBILITIES IN ORDER TO BUILD A
FAMILY AND BRING JOY TO A CHILD WHO NEEDS A HOME.

MR. CHAIRMAN, I KNOW OF YOUR SPECIAL COMMITMENT TO THE
PROMOTION OF ADOPTION. I URGE YOU AND THE COMMITTEE TO
ASSIST SPECIAL NEEDS ADOPTIONS BY ADDING THE TEXT OF S. 270
TO S. 1350.
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100T11 CONGRESS
1ST SE88ION 2

To provide a transition period for the full implementation of the nonrecurring
adoption expenses reimbursement program.

IN THE SENATE OF THE UNITED STATES

JANUARY 6, 1987
Mr. HUMPHREY introduced the following bill; which was read twice and referred

to the Committee on Finance

A BILL
To provide a transition period for the full implementation of the

nonrecurring adoption expenses reimbursement program.

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

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

3 SECTION 1. TRANSITION PERIOD FOR FULL IMPLEMENTA-

4 TION OF NONRECURRING ADOPTION EXPENSES

5 REIMBURSEMENT PROGRAM.

6 (a) IN GENERAL.-Section 151 of the Tax Reform Act

7 of 1986 (relating to effective dates) is amended by adding at

8 the end thereof the following new subsection:

9 "(f ADOPTION EXPENSES.-
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Abright College

Gentlemen Planned Giving July07,1987

On behalf of Albright College in Reading, Pennsylvania,
I am writing to express my deep concern over learning that
the Tax Reform Act of 1986 may have inadvertently or
otherwise placed in jeopardy the charitable gift annuity as a
valid instrument of charitable giving, as opposed to a form
of commercial-type insurance.

Albright College is a 131 year old liberal arts college
founded by the Methodist Church, which until the 1950's
included a seminary for post graduate ministerial students.
Traditionally, our older alumni became ministers, social
workers, or educators. As a result, our alumni do not boast
great wealth, but they have a true dedication to the
principles embodied in the education they received at
Albright.

The charitable gift annuity has been an extremely
important vehicle whereby they could give in support of the
institution they valued, but without risking the loss of
needed income from limited resources at a time in their lives
when the future constantly poses risks to their well-being.
These people do not enter into an annuity agreement with
Albright because they are seeking commercial-type insurance;
they enter into a charitable gift which gives them great
satisfaction while they are still living but which addresses
their vulnerability.

At Albright we allow several members of one family, for
instance, to purchase gift annuities and we then "pool" their
remainder interests to create a current scholarship. The
scholarship money is actually coming from our own unfunded
student aid, but we simply put a name around a certain
portion of it until the family members die, at which time
their scholarship becomes funded by their gift avinuity
remainders and becomes part of the permanent endowment of the
college.

I can't tell you how much it has meant to alumni who
have only 5 or $10,000 to part with to see it create
scholarship assistance while they are living to studeiits they
can meet at the annual donor/student dinner. These small
gift annuities are essential for enabling small doors to
experience the satisfaction of charitable giving. They are
no different technically than the arrangement with a large
aonor for a charitable annuity trust, except that they are
more protective of the small donor by being backed by the
assets of the college.

I urae You to Dlease amend the Technical Corrections Act
of 1987 (H.R. 2636) to clarify that charitable gift annuities
issued by IRC Sec.501(c)(3) organizations are no
"commercial-tvpe insurance" under IRC Sec.5l0(m).

Please do not take away an important source of funds for
institutions such as Albright and many others who rely on the
charitable giving of small donors but dedicated ones, who can
enjoy the sense of philanthropy and stewardship of their
money made available through charitable gift annuities.

Sincerely,

Patricia N. Moulton
Director of Planned Giving
Albright College
P.O.Box 15234
Reading, PA 19612-5234
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AKIN, GUMP, STRAUSS. HAUER & FELD-
ATTORNEYS AT LAW

DALLAS OFrICE AUSTIN OrriCE
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(703) 876-5060

William Wilkins -
Chief Counsel
Committee on Finance
United States Senate
205 Dirksen Building
Washington, D.C. 20515

Re: Technical Corrections Act of 1987

Dear Bill:

We appreciate the opportunity to provide our comments on
the Technical Corrections Act of 1987. We are commenting on
the proposed corrections to sections 501(c)(25) and 514(c)(9)
contained in the Technical Corrections Act of 1987 (H.2636,
S.1350).

As more fully discussed in the enclosed summaries, the
technical corrections as proposed would virtually repeal the
Congressional intent to extend the benefits of the section 514(c)(9)
exemption from the debt financed property rules to tax-exempt
section 501(c)(3) organizations that invest through section
501(c)(25) entities and would impose an unduly narrow definition
of the class of property a Section 501(c)(25) entity may hold.
In addition, the proposed technical corrections would impose
a substantive change by extending a special provision relating
to the tax treatment of mortgages held by partnerships to all
exemptions under the debt financed property rules.

We welcome the opportunity to discuss this issue with your
staff.

Very ruly yours,

David W. Hardee, P.C.
Lawrence J. Hass

THE TECHNICAL CORRECTIONS ACT SHOULD NOT
NEGATE THE PURPOSE OF SECTION 501(eX2S)

The Tax Reform Act of 1986 added section 501(c)(25) to the Code. Section
501(cX25) describes a new category of tax-exempt corporations or trusts organized for
the exclusive purposes of acquiring and holding title to real property, and collecting and
remitting the income (less expenses) from such property to their shareholders or
beneficiaries. The Act also added section 501(c)(25) entities to the list of section
514(c)(9) qualified organizations entitled to acquire debt-financed real property without
subjecting themselves to the unrelated business Income tax.

Section 501(c)(25) was added to the Code in 1986 in order to permit pension funds
and tax-exempt educational Institutions to Invest Indirectly In interests In real property
through a title-holding corporation under the same terms as they could Invest directly.
Under certain circumstances, these entities could already pool their Investments and
obtain the same benefits under section 514(cX9) as if they had Invested directly. Section
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501(eX25) provides a safe harbor with the additional benefit of limited liability. Unlike
section 501(cX2) title-holding entitles, a section 501(c)(25) entity permits pooling of
Investments by unrelated parties and an exemption from taxation of leveraged Invest-
ments.

In addition, section 501(c)(25) permits certain organizatUbns to do Indirectly what
they cannot do directly. Thus, under section 501(c)(25), tax-exempt foundations and
other section 501(c)(3) organizations may indirectly Invest in leveraged real estate
without deriving taxable debt-financed Income. If they were to acquire leveraged real
property directly, however, their Income would be partly taxable. Prior to the 1986 Act,
foundations had certain distinct disadvantages vis-a-vis pension funds, colleges and
universities. First, foundations generally have smaller Investment portfolios and are
unable to make large real estate Investments on their own while prudently diversifying
their portfolio. Second, since foundations are unable to make leveraged acquisitions of
real property without incurring an income tax, they are often unable to compete with
pension funds, collages and universities In bidding for property, especially that which Is
already subject to debt. Third, this differing tax treatment means that foundations and
pension funds generally are unable to pool their Investments. The addition of section
501(c)(25) of the Code and its Inclusion in the list of organizations entitled to exemptions
from the debt financed property rules under section 514(c)(9) of the 1986 Act was
designed to rectify these problems.

Section 116 of the Technical Corrections Act of 1987 (S. 1350, H. 2636) ("TCA")
would for all practical purposes repeal Code section 501(c)(25). Three changes proposed
by the TCA would eliminate the advantages that Congress, after careful consideration,
provided in the form of section 501(c)(25) organizations:

1. The TCA would impose an unduly narrow definition of the clase of property a
section 501(c)(25) entity may hold. Not only would it exclude direct interests In real
property (such as tenancies in common), and interests in other section 501(c)(25) entities,
it would also exclude almost all Indirect investments, such as interests in joint ventures,
that hold only real property. A primary purpose of section 501(c)(25) was to permit
eligible entities to do Indirectly what they already could do directly. Accordingly, rather
than restricting the class of investments that may be made, the definition of interests in
real property under section 501(c)(25) should be made consistent with the definition
utilized by REITs, thereby including Joint ventures (if the property held by such venture
qualifies), certain leases, mortgages, and temporary investments of cash after received
from shareholders, and prior to their investment. The narrow definition of real property
in the TCA makes a section 501(c)(25) entity unworkaole such as when the entity
diversifies its portfolio through joint venture investments or when it sells one of its
properties by providing seller financing; removing mortgages from the class of eligible
real property precludes providing seller financing with a favorable return. Potential
abuse situations may be prohibited within the context of technical amendments.

2. Contrary to a primary purpose of the statute, the TCA would eliminate the
exemption under section 514(c)(9) for tax-exempt foundations by treating a section
501(c)(25) entity as a pass-through entity under the debt-financed property rules. This is
contrary to Congress' decision to permit such entities to Invest indirectly in a manner
they are not permitted to do directly. This amendment would prevent foundations from
Investing with pension funds, colleges and universities due to the differing abilities of
each type of organization to utilize leverage in real estate investments. Those entities
eligible to make leveraged investments will invest through joint ventures rather than
subject themselves to the additional restrictions Imposed by section 501(c)(25).

3. The TCA would extend a special provision relating to the tax treatment of
mortgages held by partnerships to all of the exemptions under the debt-financed property
rules. This mortgage exception was enacted for a limited purpose and should not be
blindly extended without further consideration of the consequences, especially since
other real estate entities under the Code, such as REITs and REMICs, classify mortgages
as interests in real. property. Such an amendment constitutes a substantive change that
should not be enacted without full analysis and discussion of the consequences.

SECTION $01(cX25) ENTITIES SHOULD BE PERMITTED
TO HOLD DIRECT AND INDIRECT INTERESTS IN

REAL PROPERTY

Section 501(c)(2) of the Code has long provided a tax exemption for a corporation
organized to hold title to property, and to distribute the income therefrom to one or
more related tax exempt organizations. However, the IRS did not permit such a title-
holding company to be exempt If two or more of its parent organizations were
unrelated. The Tax Reform Act of 1986 added a new category of exempt organizations
under section 501(c)(25) to permit certain unrelated exempt organizations to jointly
utilize one title-holding company for real property Investments. The primary purpose of
the legislation was to permit pension funds and certain tax-exempt educational institu-
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tions to do Indirectly what they could do directly, along with permitting other section
501(cX3) organizations to do Indirectly what they could not do directly. These joint
Investment vehicles provide the advantages of Investment diversification and economies
of scale for each of the parent tax-exempt organizations that are unavailable in direct
unilateral property Investments.

The amendments to section 501(c)(25) proposed by section 116 of the Technical
Corrections Act of 1987 ("TCA) would negate the Congressional purpose underlying
section 501(c)(25Y by placing unnecessary restrictions on the type of real property
investments that such an entity can hold. These amendments are also Inconsistent with
the class of real property Investments Congress permitted for other entitles, such as
REITs and REMICs, and which tax-exempt organizations currently may hold directly.
For example, the TCA would not permit ownership of property by tenancy In common (or
similar interest), or through such intermediary investment vehicles as partnerships,
trusts, or even another 501(c)(25) entity, even if that entity holds only fee simple
interests in real property. Finally, pension trusts presently can make such Indirect
pooled Investments through group trusts under Revenue Ruling 81-100, 1981-1 C.B. 326,
without losing the advantages of Section 514(c)(9) or the ability to invest In joint
ventures.

These prohibitions proposed by the TCA are unnecessary and Inconsistent with the
purpose of section 501(c)(25). First, a tenancy in common is a direct interest In real
property. Second, permitting a 501(c)(25) entity to hold Interests In another 501(c)(25)
entity fulfills the policy goal of permitting the tax-exempt beneficial owners to pool
their dollars and diversify their risk, while limiting the class of Investors to tax-exempt
entities. This tiering of 501(c)(25) entities should be permitted, probably with a limit of
35 on the number of ultimate beneficial owners of all section 501(c)(25) entities with an
equity interest in the property.

Since section 501(c)(25) was intended to expand the availability of a section
501(c)(2)-type entity for real property investments by exempt organizations, it should
incorporate as its definition of "real property" the class of "real estate" assets set forth
in section 856(c)(6)(B) of the Code. The term "real estate assets" such as fee and co-
ownership of land or Improvements, leaseholds and options on land and improvements,
and Interests in other REITs or in REMICs, and certain temporary investment income for
up to one year prior to Its Investment In real property, includes interests in mortgages on
real property. Section 1.856-3(g) of the Treasury Regulations provides that partnership
assets flow through, thereby enabling a REIT to hold partnership interests if the partner-
ship holds permissible assets. Similarly, Code section 512(c) and the Treasury regulations
promulgated thereunder provide that In determining the unrelated business taxable
income of a tax-exempt partner, the partner's pro rata share of the partnership's items
flow through as if held directly. These provisions should apply to section 501(c)(25)
entities to create consistency In the law.

PRESERVE THE ABILITY OF 501(cX3) ENTITIES
TO MAKE LEVERAGED REAL PROPERTY INVESTMENTS

THROUGH 501(cX25) ENTITIES

The Tax Reform Act of 1986 added section 501(c)(25) to the Code. Section
501(c)(25) describes a new category of tax-exempt corporations or trusts organized for
the exclusive purposes of acquiring and holding title to real property, and collecting and
remitting the income (less expenses) from such property to their shareholders or
beneficiaries. The Act also added section 501(c)(25) entities to the list of section
514(c)(9) qualified organizations entitled to acquire debt-financed real property without
deriving unrelated business taxable income.

Under the Act, only governments, governmental and qualified pension plans,
section 501(c)(3) organizations and other 501(c)(25) entities may be shareholders or
beneficiaries of a section 501(c)(25) entity. Of these entities, only section 501(c)(3)
organizations (with the exception of exempt educational institutions) would have taxable
debt-financed income under section 514 if they acquired real property with debt
financing. Thus, section 501(c)(25) permits these entities to invest indirectly in real
property in a more advantageous manner than they can directly, provided they abide by
the other restrictions of section 501(c)(25).

Section 116 of the Technical Corrections Act of 1987 would treat section
501(c)(25) organizations as pass-through entities for purposes of the section 514(c)(9)
exemption to the debt-financed property rules. As a result, section 501(c)(3)
organizations (other than educational institutions) investing in a section 501(c)(25) entity
would have taxable income if the 501(c)(25) entity makes leveraged real property
investments.
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The proposed amendment would emasculate section 501(c)(25) and contradict its
reason for being. In their introductory statements, the sponsors of the section 501(c)(25)
provisions, Senator Wallop and Representative Matsui, both made clear that their
legislation would permit private foundations and charities to invest indirectly in
leveraged real property through a section 501(c)(25) entity without being liable for
taxes. in addition to permitting qualified pension plans and certain tax-exempt
educational Institutions to invest indirectly under terms comparable to a direct
investment, Congress wanted to permit section 501(c)(3) tax-exempt organizations to be
able to participate In real estate investment opportunities jointly with pension funds. In
testimony before the House Ways and Means Select Revenue Measures Subcommittee,
the Treasury Department acknowledged and supported this goal of the legislation. In
fact, to promote consistency, Treasury recommended permitting section 501(c)(3)
entities to invest in leveraged real property on the same terms as pension funds without
an intervening section 501(c)(25) entity. Congress, recognizing this disparity, nonetheless
decided to limit the exemption for leveraged real property investments by a section
501(c)(3) entity to those investments made thorugh a section 501(c)(25) entity.

Were this amendment to be adopted, most section 501(c)(3) entities would again be
unfairly disadvantaged in investing their endowments in interests in real properties.
When Treasury and both tax writing committees have acknowledged and endorsed a
policy which is clearly reflected in the statute, it should not be undone by a provision
buried in the Technical Corrections Act. Although consistency of treatment for direct
and indirect investments may be a laudable goal, Congress consciously decided to permit
section 501(c)(3) entities to invest in leveraged real property without deriving taxable
income only if they invest through a section 501(c)(25) entity. Congress should delete
this Amendment.

SECTION 514(cX9) SHOULD NOT BE AMENDED TO
PREVENT TREATMENT OF AN INTEREST IN A

MORTGAGE AS REAL PROPERTY

Section 514(c)(9) generally exempts from the definition of acquisition indebted-
ness, indebtedness incurred by certain tax-exempt "qualified organizations" (pension
plans, educational institutions and section 501(c)(25) entities) from their real property
investments. When the leveraged property is held by a partnership composed of both"qualified organizations" and organizations that are not qualified, however, the section
514(c)(9) exemption does not apply if the principal purpose of any allocation of
partnership Items is the avoidance of federal income tax. Section 514(c)(9)(B)(vi).

The Tax Reform Act of 1986 amended section 514(c)(9)(B)(vi) by adding the
"principal purpose" test for partnerships that include nonqualified organizations, and
including the sentence "an interest in a mortgage shall In no event be treated as real
property". The principal purpose test was added because the qualified allocation
requirement of prior law section 168(JX9) sometimes conflicted with the "substantial
economic effect" requirement of Code section 704(b).

Section 116(a)(6) of the recently introduced Technical Corrections Act of 1987
(the "TCA") would extend this new provision in section 5 14(c)(9)(B)(vi) prohibiting the
treatment of an Interest in a mortgage as real property, to all of section 514(c)(9), not
merely to clause (vi) of subparagraph (B). No explanation has been offered for making
this change.

This change would have a number of deleterious substantive effects. First, Itwould tend to negate the ability to use section 501(c)(25) organizations. For example, a
section 501(c)(25) entity may have been created as a ten-year closed-end fund. If the
organization sells one of its properties in year five and takes back a note secured by ashort-term mortgage on the property, the section 501(c)(25) entity would be disqualified
because it held a mortgage and, therefore, did not exclusively hold real property. These
consequences would result even if the seller financing represents the most advantageous
sale terms available and payments on the note would be reinvested in other real
property. This would again have the effect of forcing the use of group trusts or other
forms of Investment besides section 501(c)(25) entities, with discriminatory effects as to
which type of qualified organizations can pool their funds in making real estate
Investments.

The term "real property" has well-understood meanings, which often Include
Interests in mortgages secured by real property. For example, the REIT provisions of the
Code (section 856 et Mg.) Include mortgages in the definition of "interests in realproperty" under section 856(c). Given the specific concern underlying this limited
"mortgage as real property" provision, and the broad definition of real property
elsewhere in the Code, section 116(a)(6) of the TCA should not be adopted as a mere
technical correction.
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David M fomw Htcdquorles0lf1c1 Allonce of Americon Insurers
Vice Pic.'J.ni - Federol Affairs101 Woodfield Rood, Suite 400 West

Schaumburg. Illinois 601 95-4980 1629 K Sreet, Norlhwest, Sulle 1010
Woshinglon, DC. 20008

202-822.8811

July 16, 1987

Mr. Robert J. Leonard
Chief Counsel
Committee on Ways and Means
1111 Longworth House Office Building
Washington, D.C. 20515

Re: Technical Corrections Bill - H.R. 2636 - S. 1350
Related Person Insurance Income - Election

Dear Mr. Leonard:

The Alliance of American Insurers believes that Section
112(h)(1) of H.R. 2636 misconstrues the intent of Congress with
respect to the election provided in section 953(c)(3)(C) of the
Internal Revenue Code. The Alliance is a trade association of
over 175 property/casualt; insurance companies that do business
in all 50 states and the District of Columbia. We urge that
section 112(h)(1) be revised to provide that this election is
available with respect to U.S. shareholders to whom subpart F
income is attributed solely because of the revisions to section
953 in the 1986 Tax Reform Act.

The 1986 Act expanded the definition of "U.S. shareholder" with
respect to offshore insurance companies to Include any U.S.
person own ing any stock in an offshore insurer (or, In the case
of mutual companies, any U.S. policyholder with the right to
vote). The definition of "controlled foreign corporation"
("CFC") was also revised so that, if such an offshore insurer
is 25% or more owned by U.S. shareholders, subpart F income is
attributed to such shareholders in the taxable year in which it
is earned by the company. In section 953(c)(3)(C), Congress
provided an election to mitigate the harshness of this rule.
If the offshore insurer elects to treat all of Its insurance
income as effectively connected with a U.S. business, It is
taxed as though that income was U.S. income and subpart F
income is not attributed to the U.S. shareholders. There is no
requirement in the 1986 Act or the conference report on H.R.
3636 that the offshore insurer must not be a CFC without
application of the 1986 Act's provisions In order to be
eligible for this election.

Section 112(h)(1) of H.R. 2636 would deny this election to an
offshore insurer that was or becomes In the future a CFC under
the rules prior to the 1986 Act. The Joint Committee on
Taxation's staff explained that this provision Is

"to make it clear that the election Is not available to a
corporation that is a controlled foreign corporation
without applying the special subpart F rules for captive
insurance companies... Thus, the bill clarifies that the
election is available only in situations where a foreign
corporation and Its shareholders are subject to subpar F
treatment by virtue of the Act's special captive insurance
rules, and not where subpart F treatment results from
application of the rules that are generally applicable
outside the captive insurance context." Description of the
Technical Corrections Act of 1986, Joint Comittee on
Taxation, June 15, 19870 pp. 198-199 (emphasis added).

It would appear that Congress intended to allow the election
with respect to shareholders who would not be subject to
subpart F treatment under prior law, while denying it to those
who would be subject to subpart F.
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Unfortunately, section 112(h)(1) does not conform to this
intent in the case where an offshore insurer was a CFC under
pre-1986 Act rules but most of the U.S. participants were not
U.S. shareholders" subject to subpart F attribution. For

instance, at least one U.S. insurer has arranged for the
establishment of an offshore mutual insurance company. This
U.S. insurer holds reserve certificates that entitle it to 40%
of the voting power of the offshore company with the remaining
60% divided among the offshore company's policyholders, which
are U.S. persons but who were not U.S. shareholders"-under the
old rules. Subpart F income was and is attributed to the U.S.
insurer, which has always been a "U.S. shareholder". Under the
1986 Act, however, the U.S. policyholders also become "U.S.
shareholders", and subpart F income is attributed to them as
well. Since, as the Joint Committee staff stated, it was the
intent of Congress to provide the section 953(c)(3)(C) election
to shareholders of a foreign corporation who were not subject
to the subpart F rules under prior law, we believe that
election ought to be available with respect to those U.S.
shareholders.

We believe that section 112(h)(1)(A) should be deleted and
replaced with the following language:

"Any election under this subparagraph shall not apply to
related person insurance income which (determined without
reference to this subsection) constitutes insurance income
includable in the gross income of one or more United States
shareholders under sections 951(a)(1)(A)(1) and 952(a)(1)."

This language denies the benefit of the election to any person
to whom subpart F income was attributed before the 1986 Act
revisions (including the U.S. insurer in the example above),
while providing the election with respect to persons who would
not be U.S. shareholders without the application of the 1986
Act. Section 112(h)(1)(B) of H.R. 2636 would then be
unnecessary, and should also be deleted.

We believe that these changes are non-controversial
clarifications of the Congress' intent, and we urge their
adoption in H.R. 2636 and S. 1350.

Since ely,

*Sen Counsel- Taxation and Finance
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American Association
of Equipment Lessors

July 25, 1987

Mary McAuliffe, Esquire
Minority Chief of Staff
Senate Finance Committee HAND DELIVERED
Senate Dirksen Office Building

Room 205
Washington, D.C. 20510

Re: Technical Corrections Act S102(c)(2)
mid-quarter convention- operation of 40% test

Dear Ms. McAuliffe:

Taxpayers including several equipment lessors already
have placed certain property in service early in 1987 so as to
avoid the operation of the mid-quarter convention for deprecia-
tion. The Technical Corrections Act S102(c)(2) would radically
alter the operation of the 40% test that triggers application
of the mid-quarter convention. We respectfully request that
S102(c)(2) of the bill be deleted or modified, as explained in
the attached memorandum, to avoid unfairness to these taxpayers
and prevent disruption of the business community.

Thank you for considering our views on this important
technical issue.

Yours very truly,

Michael J. Fleming

President, AAEL

MEMORANDUM

Re: Technical Corrections Act of 1987 S102(c)(2):
mid-quarter convention- operation of 40% test

Technical Corrections Act S102(c)(2) (H.R.2636 and
S.1350), if enacted, would radically alter the operation of the
40 percent test that triggers application of the mid-quarter
convention in the depreciation rules. This memorandum by the
American Association of Equipment Lessors (AAEL) respectfully
requests that proposed S102(c)(2) be modified or deleted.

Ordinarily, under the Tax Reform Act of 1986, a half-
year convention applies to first year and last-year allowances
for depreciable personal property. Yet under Code S168(d)(3),
if a taxpayer in any taxable year places more than 40% of its
applicable property in service in the last quarter, a mid-
quarter convention will apply to determine the cost-recovery
allowances for all such property. This mid-quarter convention
treats all property placed in service during any quarter of a
taxable year as placed in service on the midpoint of such
quarter. Section 203(d)(3) of the 1986 Act contains a special
rule that requires the taxpayer to take transition ACRS
property into account in applying the 40% test. If the mid-
quarter convention applies, however, it applies only with
respect to new law property. The mid-quarter convention does
not apply to reduce the depreciation on transition ACRS
property. See H.R.(Conf) Rept.99-841 p.II-47 (1986).
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The technical correction proposed in S102(c)(2) of the
bill would eliminate transition ACRS property from the 40%
calculation for taxable years beginning on or after January 1,
1987. The statutory language from S203(d) of the Tax Reform
Act of 1986, with underscored language showing the proposed
technical amendment, is this:

"(d) MID-QUARTER CONVENTION.-- In the case of any
taxable year beginning before 1987 in which property to
which the amendments made by section 201 do not apply is
placed in service, such property shall be taken into
account in determining whether section 168(d)(3) of the
Internal Revenue Code of 1986 (as amended by section
201) applies for such taxable year to property to which
such amendments apply. The preceding sentence shall
apply only to property which would be taken into account
if such amendments did apply."

The only purpose of this proposed technical amendment, appar-
ently, is to clarify the application of the mid-quarter
convention to certain elective property placed in service
during the last 5 months of 1986. See Joint Committee on
Taxation's "Description of the Technical Corrections Act of
1987" p.12 (June 15, 1987). But the proposed technical
amendment also has other harsh (and possibly unintended)
effects.

Two examples illustrate the impact of the proposed
technical amendment that concerns us.

Example 1. A calendar year taxpayer places $70 of
transition ACRS property in service in January 1987 and
places $30 of new law property in service in November
1987. Under existing law the mid-quarter convention
does not apply to any of this property. Technical
Corrections Act S102(c)(2) would cause the mid-quarter
convention to apply to the new law property.

Example 2. A calendar year taxpayer places $30 of new
law property in service in January 1987 and places $70
of transition ACRS property in service in November 1987.
Under existing law the mid-quarter convention applies to
the new law property. Technical Correction Act S102(c)-
(2) would cause the mid-quarter convention to be
inapplicable.

The outcome illustrated by Example 1, under the proposed
technical amendment, would unfairly penalize taxpayers (includ-
ing several equipment leasing companies) who already have
placed transition ACRS property in service. Relying on current
law, these taxpayers placed such property in service early in
1987, and made commitments and plans to place some new property
in service late in 1987, with the reasonable expectation of
avoiding the mid-quarter convention. The outcome illustrated by
Example 2 also penalizes the taxpayer who made deliveries,
commitments and plans for placed-in-service dates in reasonable
reliance on current law, since depreciation on the new law
property already placed in service in January 1987 (which would
qualify for 10i months depreciation under existing law) would
be cut back to 6 months under the proposed technical amendment.
Moreover, as illustrated by both Example 1 and Example 2, the
change of law threatened by the technical amendment (and the
uncertainty created by this threatened change) are disruptive
to reasonable tax planning by businessmen.

To avoid this sort cf unfairness and disruption, AAEL
suggests that S102(c)(2) of the technical corrections bill be
deleted. Alternatively, proposed S102(c)(2) might to changed
so that it applied only in "the case of any taxable year
beginning before 1989" (instead of 1987), so as to give
taxpayers time toia-3ust their scheduled placed-in-service
dates to the new proposed law.

July 25, 1987
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STATEMENT
OF THE

AMERICAN BANKERS ASSOCIATION
TRUST DIVISION

-A. Section 108(e) of the Bill; Common Trust Funds

and Taxable Years

As stated in the Joint Committee on Taxation De-

scription of H.R. 2636, the Tax Reform Act of 1986 did not

change the taxable year to be used by a common trust fund

taxed under IRC Sec. 584. Section 106(e) would amend IRC

Sec. 584 by adding a new subsection (h) requiring that the

taxable year of such a fund be the calendar year and mak-

ing this change effective for 1987. The ABA urges that

this change not be made effective until 1988. Certain

steps are required in order for a common trust fund to

change its reporting period, including (1) securing the

approval of the bank's board of directors, (2) securing

the approval of the Comptroller of the Currency, (3)

securing the approval of the Internal Revenue Service and

(4) giving notice of the change to co-fiduciaries and oth-

ers at least a stated period before its effective date.

Also, computer programs for common trust funds must be

changed for 1987 and this cannot be done in a short period

of time. The Act will in all likelihood not be passed be-

fore October 1987. The time remaining in 1987 to complete

the actions required to change common trust funds from

fiscal years to a calendar year will not be sufficient to

get the job done in 1987.

Congress should not pass laws which cannot be

complied with in the time period given. Further, the ABA

does not believe any revenue loss would result from delay-

ing the change until 1988 because it believes the revenue

estimates for 1987 did not include any amount for

requiring a common trust fund to use a calendar year.
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B. Section 101(e) of the Bill; Deductions for Costs
of Administration of Trusts and Estates

This provision would amend the last sentence of

IRC Sec. 67(c) to authorize regulations whereby deductions

of a trust or an estate will not be taken out of the 2

percent floor rule. The present last sentence of IRC Sec.

67(c) does not authorize such regulations and would there-

fore not disallow any indirect deduction through a trust

or an estate. The Description prepared by the Staff of

the Joint Committee on Taxation in explaining the change

states (p. 7) that regulations could "apply the 2 percent

floor at the beneficiary level rather than at the entity

level, to the extent that income is distributed to benefi-

ciaries." The ABA believes the change is not clarifying

but rather is substantive and, as such, does not belong in

a technical amendments act.

C. Section 1llA(f) of the Bill; Tax on Excess

Retirement Accumulation

An election would be provided to permit a spouse

of an individual who "is the beneficiary of all of the in-

terests" in qualified plans to have the excess distribu-

tion rule apply instead of having a supplemental estate

tax imposed on the excess retirement accumulation. The

statutory language is unclear whether the election may be

made when the beneficiary is a trust but the spouse is the

sole beneficiary of the trust, as would be the case with

an IRC Sec. 2056(b)(5) trust. The ABA recommends that the

statutory language be changed to clarify that an election

be made when the spouse is the sole beneficiary of a trust

named to receive the plan proceeds.

D. Section 114(b) of the Bill; Special Rule for
Reversionary-Interest

IRC Sec. 673 would be amended by the addition of

a new subsection (c) stating that for purposes of

78-959 0 - 8 - 8
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subsection (a)the value of the grantor's reversionary in-

terest shall be determined by assuming the maximum exer-

cise of discretion by the fiduciary in favor of the grant-

or. This is a substantive change which should be

effective only for transfers made after June 10, 1987.

E. Section 114(f) and (g) of the Bill; the GST Tax

In general, the ABA believes the proposed

changes relating to the generation-skipping transfer tax

imposed by Chapter 13 of the Code are helpful. However,

as discussed below, (1) two of these changes (see items 2b

and 5) are not designed to "correct or clarify" but rather

are substantive changes which as such should be rejected

as being inconsistent with the purpose of a Technical Cor-

rections Act, (2) one change (item 3) is uncertain in

meaning and may be read to produce one, two or three

undesirable results which complicate the operation of the

GST tax, (3) one change (item 4) has technical problems

that need to be corrected, and (4) one change (item 2a) is

unnecessary and is based upon an incorrect interpretation

of current law.

1. Direct Skips and Taxable Terminations

IRC Sec. 2612(a) would be amended to add a new

paragraph (3) stating that the term "taxable termination"

shall not include a "direct skip." This paragraph should

be modified to add after the words "direct skip" "deter-

mined without regard to (the $2 million grandchild exemp-

tion) and section 2612(c)(2)."

2. Charitable Transfers

a. Deduction

A new section (IRC Sec. 2625) would be added al-

lowing a charitable deduction. The purpose of the section

is explained in the Description of the Technical Correc-

tions Act of 1987 prepared by the Joint Committee on Taxa-

tion as follows (page 262):
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For example, where property is placed in a trust
which is to pay an annuity to the transferor's child
for life, then an annuity to the transferor's grand-
child for life with the remainder to go to charity at
the grandchild's death, the amount subject to the
generation-skipping transfer tax at the child's death
is reduced by the value of the charitable remainder
interest determined as of the child's death.

A charitable deduction is not needed in this case because

no GST tax is imposed at the child's death. IRC Sec.

2652(c)(1) provides that charity is deemed to have an in-

terest in a charitable remainder trust and, therefore, a

taxable termination cannot occur with such a trust.

IRC Sec. 2625 is unnecessary and confusing and

should not be added to Chapter 13.

b. Inclusion Ratio

A "related" change would amend IRC Sec.

2642(a)(2)(B)(ii) to remove the reference to any charita-

ble deduction allowed by IRC Sec. 2055 or 2522 in

computing the "applicable fraction" and the "inclusion

ratio' of a trust. The fact that this change is substan-

tive and not clarifying is made clear by applying it only

to transfers made after June 10, 1987.

The determination to permit the value of a char-

itable transfer to be subtracted in computing the inclu-

sion ratio of a trust was deliberate and had its genesis

in the Treasury simplification proposal (H.R. 6260). The

ABA participated with the Treasury in the development of

its proposal, which involved compromises of conflicting

views. Permitting the charitable deduction to be sub-

tracted in computing the inclusion ratio was "offset" by

making the termination of the interest of charity in a

charitable lead trust a taxable termination rather than a

direct skip to the extent trust property passed to grand-

children of the transferor. If the computation of the in-

clusion ratio is changed, the taxable termination result

should also be changed. Nevertheless, the ABA submits

neither change should be made and current law should be

continued.
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3. Separate Share Rule

A sentence would be added to IRC Sec. 2654(b) to

state:

Except as provided in the preceding sentence, nothing
in this chapter shall be construed as authorizing a
single trust to be treated as 2 or more trusts.

The Joint Committee Description is not helpful in de-

termining what is intended by the sentence. Read literal-

ly, it does nothing because no provision in Chapter 13 au-

thorizes a single trust to be treated as 2 or more trusts,

except the first sentence of IRC Sec. 2654(b). However,

an Undisclosed" meaning could be given to the proposed

new sentence in one or more of three areas with

undesirable results.

If the sentence is intended to prevent a trustee

from dividing a trust that has an inclusion ratio of nei-

ther 1 nor zero into two trusts, one with an inclusion

ratio of 1 and the other with an inclusion ratio of zero,

we believe the change should not be made because it puts

an emphasis on draftsmanship that is undesirable and will

increase the expenses of administering trusts. Clearly,

the draftsperson can accomplish the desired objective by

providing that to the extent property added to a trust

would cause the trust to have an inclusion ratio of more

than zero such property shall not be added but rather

shall be held as a separate trust upon the same terms as

the *other" trust. Also, the one trust or two trust issue

was addressed in the proposed regulations under IRC Sec.

2056(b)(7), which permit the division of a single marital

deduction-credit shelter trust portion into two trusts,

one not qualifying for the deduction and the other con-

sisting of the marital deduction portion. See prop. Reg.

S20.2056(b)-7(e), Example (11). The policy considerations

are the same for each case and therefore the result should

be the same - a division of a single trust into two trusts

should be *permitted."
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The change in the separate share rule might also

be interpreted to prevent the use of a single QTIP trust

and an allocation of the creator's GST exemption o a part

of the trust. To illustrate, suppose T has an estate of

$2 million and creates a credit shelter trust of $600,000

and a QTIP trust of the balance of his estate. The execu-

tor desires to make an election under IRC Sec. 2652(a)(3)

as to $400,000 (4/14ths) of the trust. The surviving

spouse's executor would then allocate her GST exemption to

the balance of the trust property after her death.

Arguably, the proposed new sentence is intended not to

permit partial elections as to a QTIP trust. We disagree

with such a result and do not understand why the creation

of two trusts should be required in order to permit GST

exemptions to be allocated thereto by each spouse.

The sentence could also justify a wrong result

in allocating the GST exemption. Assume T creates a mari-

tal deduction QTIP trust which provides that upon the

death of T's spouse the trust property is to be divided

into two equal shares. The first share continues in trust

for T's son. The second share continues in trust for T's

descendants, and a Chapter 13 transfer as to this share

would occur at the death of T's spouse. T's executor de-

sires to make an election pursuant to IRC Sec. 2652(a)(3)

and then to allocate T's GST exemption only to the second

share. This result could be accomplished by creating two

equal QTIP trusts. It should also be permitted with a

single QTIP trust.

The ABA recommends no change be made in section

2654(b).

4. Use of GST Exemption for Certain Inter

Vivos Transfers

A new subsection (e) would be added to IRC Sec.

2642. This subsection contains special rules concerning

the inclusion ratio for a trust, and the allocation of the
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GST exemption to the trust, where an inter vivos transfer

is made and the property transferred would be includible

in the gross estate of the individual making the transfer

(other than by reason of IRC Sec. 2035) if he died immedi-

ately after making the transfer. Paragraph (3) directs

that if there is a distribution to a skip person before

the death of such individual "such distribution shall be

treated as a direct skip." This result seems inappropri-

ate in some cases. To illustrate, assume that T creates a

trust for his grandchild who is to receive the income for

2 years after which the trust property is to return to T.

The first issue is whether subection (e) would apply. An

inter vivos transfer is made, but immediately after the

transfer only a part but not all of the property trans-

ferred would be included in T's estate. Does this mean

the subsection does not apply or that it applies only to

the actuarial value of T's retained interest? The second

issue is whether a distribution to the grandchild is a

"distribution to a skip person." The transfer is a direct

skip in an amount equal to the value of a 2 year income

interest. Does this cause the transferor to change for

purposes of determining whether there is a "distribution

to a skip person"?

Suppose T creates an IRC Sec. 2503(c) trust for

his grandchild and acts as trustee of the trust. The

transfer to the trust is a completed gift for gift tax

purposes in an amount equal to the full value of the trust

property and a direct skip. T should be able to allocate

his GST exemption to the trust property. However, this

could not be done because the trust property would be in-

cluded in his gross estate under IRC Sec. 2038 if he died

immediately after the transfer.

Subsection (e)(3)(B) states that if a distribu-

tion from the trust is a direct skip the transferor "may

allocate a portion of his GST exemption to such distribu-
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tion.' This is inconsistent with the deemed allocation

during life rule of IRC Sec. 2632(b), which provides that

an allocation of the exemption shall be made to lifetime

transfers unless the transferor elects out of this rule.

5. Effective Date Rules

a. *Gallo* $2 Million Exemption

Current law creates this exemption for transfers

"to* a grandchild of the transferor that are made before

January 1, 1990. The exemption would be modified by

substituting a new section 1433(b)(3) which restricts its

availability for a transfer in trust to a case where the

income of the trust must be distributed at least annually

to the grandchild after he or she attains age 21. This

additional requirement is inconsistent with the instruc-

tions for the gift tax return (Form 709 (Rev. January

1987)) which require only that the trust property be vest-

ed in the grandchild for estate tax purposes. We know of

cases where trusts for a grandchild were created in reli-

ance on these instructions. It is unfair to disallow the

exemption in such cases.

Furthermore, we believe mandating a current dis-

tribution of income is wrong. The reason for creating the

trust may be to provide flexibility that can be achieved

only through a trust and granting the trustee discretion-

ary powers regarding the distribution of income or princi-

pal. This would be particularly important where the

grandchild has a mental or physical illness.

If the income distribution requirement is re-

tained the legislative history should state that in de-

termining whether this requirement is met shall be deter-

mined in accordance with the regulations under IRC Sec.

2056(b)(5).

b. Mental Disability

The date for determining whether the decedent

was under a mental disability would be changed from the



222

date of enactment, October 22, 1986, to September 25,

1985. This means that if a decedent's mental disability

commenced between these two dates property included in his

gross estate would be subject to Chapter 13. We believe

this result is bad policy. Such a person should be

treated no less favorably than an individual who died be-

fore October 23, 1986 since mental disability is the same

as death in terms of changing the disposition of property.

6. Omissions

a. Previously Taxed Property Credit

Chapter 13 is deficient in failing to provide

relief similar to IRC Sec. 2013 when (1) a taxable termi-

nation occurs within 10 years of the creation of a trust

with property included in a decedent's gross estate, (2) a

taxable termination occurs within 10 years of a prior tax-

able termination regarding the same trust property or (3)

a beneficiary receiving property after a taxable termina-

tion dies within 10 years of such termination. IRC Sec.

2611(b)(3) may have been intended to provide relief but it

is of very limited scope and is not consistent vith the

approach of IRC Sec. 2013.

The need for relief may be illustrated by a sim-

ple case. T creates a trust of property included in his

gross estate for his child C who dies 2 years after T's

death and the trust property passes to C's surviving

issue. Under current law, the trust property is subject

to a Chapter 13 tax and the actuarial value of C's inter-

ests are eligible for the IRC Sec. 2013 credit in C's es-

tate. Instead, the credit should be allowed to the trust

and not to C in computing his estate tax. Also, the na-

ture of C's interests in the trust should be immaterial in

determining the amount of the credit.
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b. Other items

The ABA submitted a memorandum dated December

22, 1986 to staff regarding changes needed in Chapter 13.

Changes suggested in items 4 (relating to the relationship

between IRC Se-s. 2611(b)(1) and 2652(a)(1)) and item 6

(relating to IRC Sec. 2612(a)(2)) are not dealt with in

the Act. The ABA believes these matters should be ad-

dressed. Copies of these items are'attached to this

statement.
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Statement of the
American Bankers Association

Submitted to the
Committee on Finance
United States Senate

July 16, 1987

The American Bankers Association (ABA) is pleased to
submit comments on S. 1350, The Technical Corrections Act of
1987. The ABA is the national trade and professional
association for America's commercial banks of all sizes and
types. Assets of ABA member banks are about 95 percent of
the industry total.

Non-resident Alien Deposits

The ABA fully supports the language of Section
112(f)(4) of the bill which clarifies that the Tax Reform
Act of 1986 (TRA'86) provision on the source of income rules
for certain interest on deposits was not intended to change
the treatment of those deposits for estate tax purposes.
The tax code has long excluded from tax interest on deposits
held for non-resident aliens. The TRA'86 simply changed the
nature of this exclusion from a source rule exclusion to the
specific exemption from the U.S. withholding tax. However,
once the source rule was changed, bank deposits held by NRAs
were inadvertently treated as U.S. property for purposes of
the U.S. estate tax.

The clarification effectively incorporates the
withholding tax exemption into the estate tax provision and
applies as of the date that the withholding tax exemption
was enacted. Thus, no federal estate tax would be applied
against the deposits in a U.S. bank held by a non-resident
alien even if the non-resident alien died after the date of
the TRA'86 but before the date of enactment of the Technical
Corrections bill.

In addition, the ABA urges the Committee to clarify
that the change in the form of the exemption for interest
paid to non-resident alien depositors was not intended to
result in any additional information reporting with respect
to those accounts. Both the Form.1099 reporting
requirements under Section 6049 and the Form 1042S reporting
requirement under the Section 1461 regulations already
contain authority to exempt from reporting payments of
interest to foreign depositors. There is no record of abuse
that would justify imposing new reporting regulations on
these accounts at this time. Moreover, U.S. banks should
not be required to report about non-resident alien
depositors who rely on the confidentiality of their banking
relationship in the U.S. If that confidentiality were
breached because of an IRS reporting requirement, those
depositors might be in jeopardy of legal or extra-legal
sanctions in their home country. It should be clear that
the imposition of information reporting on non-resident
alien depositors would likely force those depositors to
withdraw their funds from U.S. banks and thereby undercut
the purpose of the Section 871 and Section 881 exemptions
from tax for deposit interest.
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Accrual of Income on Short-term Obligations

The ABA believes that the change included in Section
118(d) of the bill needs to be expanded to include
provisions similar to those contained in S. 1239.

The rRA'86 expanded the scope of Internal Revenue Code
(IRC) Section 1281 to require all banks, regardless of their
method of accounting, to accrue income on short-term
obligations acquired after September 27, 1985. The
Technical Corrections bill changes the effective date to
obligations acquired after December 31, 1985. This change
should eliminate the need for banks on the cash method,
mostly smaller institutions located in the Midwest and Wesv,
to file amended returns for 1985. Many banks, however, have
already filed their returns for 1986, not realizing this
provision was included in the TRA'86.

Section 1281 was enacted as part of the Deficit
Reduction Act of 1984 (DRA'34) and required banks to include
in income currently the acquisition discount on short-term
obligations. The Committee reports accompanying the DRA '84
indicate clearly that the rationale for the change was to
discourage the leveraged acquisition of Treasury bills and
other discounted obligations. There was no indication at
that time that the provision was intended to cover short-
term loans made by banks. The change to Section 1281
included in the Technical Correction section of the TRA '86,
which expanded its application to loans made in the ordinary
course of a trade or business, went largely unnoticed.

In addition, the broad question of whether a
corporation can use the cash method of accounting was fully
debated during consideration of the TRA'86. As a result
corporations will be required to use the accrual method of
accounting for tax purposes after December 31, 1986, with an
exception for small businesses with gross receipts of $5
million or less. moreover, the Senate provision limiting
cash accounting, which would have applied to all banks, whs
dropped in conference in favor of the $5 million rule.
Therefore, application of Section 1281 to loans made in tiae
ordinary course of a trade or business undermines both the
policy decision and the effective date decision made with
respect to the general provision on cash accounting.

The ABA recommends that the revision of Section 1281 be
made-effective for obligations acquired after December 31,
1986, coincident with the change for cash accounting and
that there be an exception to the application of Section
1281 to short-term loans made in the ordinary course of a
trade or business by small banks on the cash inetnod of
accounting similar to the provisions contained in S. 1239.

Carryover of Pre-1987 Foreign Tax Credits by Financial
Institutions.

The ABA recommends that the Technical Corrections Act
address an inequitable and possibly unintended consequence
in the IRC Section 904 transition rules enacted last year
concerning the carryover of foreign withholding taxes
incurred in pre-1987 years. The ABA recommends that foreign
taxes paid prior to 1987 by banks and other taxpayers
predominantly engaged in the banking business should be
carried forward to the financial services income basket.
This rule should apply both to income taxes on financial
services income and withholding taxes on cross-border loan
income to the 33 countries listed in the transition rule.
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The general intent of the conferees was to permit
taxpayers to carryforward pre-1987 unused credits without
penalty. Indeed the conferees specifically adopted a Senate
provision for taxpayers predominantly engaged in the active
conduct of banking, financing, or similar business under
which "pre-effective date excess credits for taxes on
overall limitation income can be carried to post-effective
date years to reduce the U.S. tax on financial services
income" (Conference Report 11-585). The Secretary was given
specific authority under Section 904 (d)(2)(I)(ii)(II) to
provide that for taxpayers engaged in the active conduct of
banking, financing or similar business all taxes paid or
accrued with respect to income subject to the pre-1987
overall limitation would be treated for carryforward
purposes as paid or accrued with respect to financial
services income.

Any proposals to have pre-1987 credits put in the
overall basket or the high withholding basket would give the
TRA'86 a serious retroactive effect. At the time these
loans were made, all banking income was in a single basket
for foreign tax credit purposes. The conferees' action to
grandfather certain existing loans from the high withholding
tax basket argues against any retroactive treatment. All
banks and other similarly situated taxpayers should be able
to carryforward these credits to the financial services
basket because any other rule will undermine the grandfather
rule. It would create the rather illogical situation of
permitting foreign taxes on certain cross-border loans to be
included in the financial services basket during the 1987-
1989 period and partially during the 1990-1994 phase out
period, but that foreign taxes from the same loans earned in
prior years would be subject to the new high withholding tax
regime immediately.

Net Operating Losses

Section 903(a) of the TRA '86 amended Internal Revenue
Code Section 172 to provide that commercial banks will be
subject to the same net operating loss carryback and
carryover rules as other corporation i.e. 3 years back and
15 years forward. Section 903(b) of the TRA '86 also
amended IRC Section 172 to provide an exception to this
general rule. If a commercial bank incurs a net operating
loss for a taxable year beginning before January 1, 1994
which is attributable to a bad debt deduction allowed under
the specific charge-off method, the loss shall be carried
back 10 years and carried forward 5 years.

The ABA recommends that the statute allow the bank the
option of using either the general corporate rules for the
entire net operating loss or the bad debt exception.

The bad debt exception is a relief provision which was
included in the TRA '86 to alleviate to a certain extent the
repeal of the bad debt -reserve method and its negative
impact on the deferred tax accounts that commercial banks
are required to maintain for financial and regulatory
accounting purposes. It also appears that the exception was
intended to provide relief for those banks which are
incurring economic losses attributable to loan problems
which could benefit from the retention of the 10 year
carryback provision.



227

Many institutions which are having loan problems have
already incurred large economic losses and have used up the
ability to carry net operating losses back. These
institutions, which are truly in need of a relief provision,
should not be forced to use the bad debt exception when they
would benefit most from being allowed to use the general
rule providing a longer carryforward period in which to use
these losses. If the bad debt exception was intended in
part to provide relief for these institutions with bad debt
problems then the purpose would be better served by allowing
flexibility in the use of the provision.

Alternative Minimum Tax

The ABA recommends that the Committee consider a
revision to address a possibly unintended gap in the
effectiveness of the alternative minimum tax credit.
Section 701 of the TRA '86 amended Internal Revenue Code
Section 55 to impose an alternative minimum tax on
corporations as well as other non-corporate taxpayers. New
IRC Section 53 was also enacted to allow a credit for a
prior year minimum tax liability. When a taxpayer pays
alternative minimum tax, this tax generally is allowed as a
credit against the regular tax liability of the taxpayer in
a subsequent year. The minimum tax credit is allowed only
with respect to the net minimum tax liability arising as a
result of deferral adjustments and preferences and cannot be
used to reduce minimum tax liability in subsequent years.

It appears that the minimum tax credit was enacted to
ensure that the same amount of income would not be taxed
under both the regular tax system and cne alternative
minimum tax system. In fact the credit appears to work well
when a corporation claims a deduction on its tax return in
one year and an expense on its financial statements in a
subsequent year. It does not work as well when an expense
is shown on the financial statement in one year but is not
deductible for tax purposes until a subsequent year.

Attached are two examples which show the inequity of
the situation. In Example 1 the corporation has a $200
expense for book purposes in 1987 which cannot be deducted
for tax purposes until 1988. In Example 2 a corporation has
a $200 deduction for tax purposes in 1987 which is not
expensed for book purposes until 1988. At the endi of 1988
in both examples, the two year cumulative book income amount
is $50 and the two year cumulative taxable income amount is
$50. In Example 1 the corporation has paid $27 in tax on
$50 of (book and tax) income while in Example 2 the
corporation has paid $17 of tax on the same amount of
income. In these simplified examples, if there are no
differences between book and taxable income in 1989, the
discrepancy is resolved.

Congress has recognized in recent tax legislation that
the time value of money is important. Therefore, it does
not seem fair to have two corporations with the same amount
of total income paying different amounts of tax. It appears
that one possible-solution to this situation would be to
provide a carryback mechanism for the AMT credit. The
carryback could be limited to allow a refund only to the
extent that the AMT is attributable to deferral items.
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Premium Amortization

Section 643 of TRA '86 amended IRC Section 171 to state
that except as otherwise provided in regulations the
deduction for amortizable bond premium is treated as
interest expense. The ABA recommends that an exception be
included in the statute that the amortizable bond premium
not be considered interest expense for purposes of IRC
Section 291(e)(1)(B)(iii) and Section 265(b)(4)(A).

Premiums paid on bonds represent an adjustment to the
coupon rate on the bond. When this premium is paid on a
taxable obligation it is a direct expense of acquiring the
obligation and should be reflected as an offset to the
income generated by such obligation. If the premium
amortization is called interest expense for a financial
institution, it may be considered part of the total interst
expense subject to disallowance for purchasing or carrying
tax exempt obligations. As noted above, premium
amortization on a taxable obligation is a direct expense of
acquiring a taxable obligation. It appears from the
Conference Report and from discussions with the Joint
Committee staff that the provision wa.-imcluded in the
TRA'86 in order to make the deduction subject to the
investment interest limitation for individuals and was not
intended to cover financial institutions.

Although the statute does allow regulatory flexibility
with respect to exceptions to this rule, a regulation
project on this issue does not appear to be a priority for
the Internal Revenue Service anytime in the near future.
Therefore, the ABA recommends that the statute be amended to
provide that premium amortization on taxable bonds not be
considered interest expense for purposes of determining
interest expense attributable to the purchase of tax exempt
obligations.

* * * * *

Our Association appreciates the opportunity to comment
on the Technical Corrections legislation. Additional
information may be obtained from Henry Ruempler, Tax
Counsel, American Bankers Association, 1120 Connecticut
Avenue, N.W., Washington, D.C., 20036, (202) 663-5317.

American Bankers Association
Statement on S. 1350, Technical Corrections Act of 1987

Attachment

Summary - Example 1

Current
Book Income (Loss) Tax Liability

1987 (100) 34
1988 150 (7)
1989 200 58

Total 250 85
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Example 1

Assumptions: 1) 1987 is the corporation's first year
operations

2) Loan Loss provision is the only difference
between book income and regular taxable
income.

3) Loan loss provision expensed for books in
1987, is deducted on the tax return in
1988.

4) Maximum corporate income tax rate is 34%
for all years.

1987

REGULAR
BOOK TAX AMT

Net Income Before Tax

and Loan Loss Prov. 100 100

Loan Loss Prov. (200) -

Tax Income (100) 100 100

Tax 34 20

1988

REGULAR
BOOK TAX AMT

Net Income Before Tax

and Loan Loss Prov. 150 150

Loan Loss Prov. - (200)

Tax Income 150 (50) (50)

Book Income Adj. 100

Amt Income 50

Tax 10

NOL Carryback-Refund (17)

1989

REGULAR
BOOK TAX AMT

Net Income Before Tax

and Loan Loss Prov. 200 200

Loan Loss Prov. - -

Tax Income 200 200 200

Book Income Adj. __-

AMT Income 200

Tax Before Credit 68 40

AMT Credit (10)

Tax 58
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Summary - Example 2

1987
1988
1989

Total

Example 2

Assumptions: 1)

2)

3)

4)

1987

Book Income (Loss)

-- 100
(50)
200

250

Current
Tax Liability

-0-
17
68

85

1987 is the corporation's first year of
operation.
Loan Loss Provision is the only difference
between book income and regular taxable
income.
Loan Loss Provision deducted on 1987 return
is expensed on the books in 1988.
Maximum Corporate income tax rate is 34%
for all years.

Net Income Before Tax

and Loan Loss Prov.

Loan Loss Provision

Tax Income

Book Income Adj.

AMT Income

Tax

1988

BOOK

Net Income Before Tax
and Loan Loss Prov.

Loan Loss Provision
NOL Carryforward

Tax Income

Tax

1989

Net Income Before Tax
and Loan Loss Prov.

Loan Loss Prov.

Tax Income

Tax

BOOK

100

100

REGULAR
TAX

100

(200)

(I100)

-0-

(NOL Cfwd)

REGULAR
TAX

150

(100)

50

17

REGULAR
TAX

200

-0-

200

68

AMT

(100)

100

-0-

-0-

AMT

50

10

AMT

200

40

150

(200)

-(50)

BOOK

200

-0-

200
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STATEMENT ON S. 1350,

THE TECHNICAL CORRECTIONS ACT OF 1987

BY THE

AMERICAN COUNCIL ON EDUCATION

BEFORE THE

COMMITTEE ON FINANCE

UNITED STATES SENATE

ON BEHALF OF:

American Asso(:kation of Community and Junior Colleges
American Association of State Colleges and Universities

Association of American Universities
Association of Catholic Colleges and Universities
Association of Jesuit Colleges and Universities

Association of Urban Universities
Council of Independent Colleges

National Association for Equal Opportunity in Higher Education
National Association of College and University Business Officers
National Association of Independent Colleges and Universities

National Association of Schools and Colleges of the United Methodist Church
National Association of State Universities and Land-Grant Colleges

On behalf of the American Council on Education, representing over
1,500 colleges and universities, and the associations listed on the
cover sheet we wish to submit our comments on S 1350, the Technical
Corrections Act of 1987, as it relates to Section 457 of the Internal
Revenue Code.

Section 1107 of the Tax Reform Act of 1986 extended Internal
Revenue Code Section 457, which previously only applied to state and
local governments, to certain deferred compensation plans of tax-exempt
employers.

Although the 1986 Act expanded the group of employers subject to
Section 457, there was no indication by Congress that the substantive
scope of Section 457 had been changed. Nevertheless, the Internal
Revenue Service has taken an initial public position that the types and
nature of deferred compensation plans governed by Section 457 include
nonelective deferred benefit plans (e , vacation pay plans, severance
pay plans and nonelective retirement pay plans) which heretofore
generally had been thoughV to be outside the scope of the Section 457
rules.

A clear statement through the Technical Corrections Act of 1987 (S
1350) is required to negate the overbroad interpretation by the IRS and
to reaffirm that Section 457 does not extend to nonelective deferred
comensation of tax-exempt organizations and state and local government
employers.
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AMERICAN BAR ASSOCIATION Section of Real Property,
Probate and Trust Law
750 Noth Lake Shore Drive
Chicago. Illinois 60611
(312)988-5000
ABA/net: ABA215

Reply to: Pam H. Schneider
1100 PNB Building
Philadelphia, PA 19107
(215) 988-2771

July 21, 1987

Ms. Laura Wilcox
Hearing Administrator
Committee on Finance
United States Senate
205 Dirksen Senate Office Building
Washington, DC 20510

Ms. Mary McAuliffe
Minority Chief of Staff
Committee on Finance
United States Senate
608 Dirksen Senate Office Building
Washington, DC 20510

Dear Ms. Wilcox and Ms. McAuliffe:

Enclosed, for each of you, are five (5) copies of an
individual submission of comments with regard to the genera-
tion-skipping transfer tax provisions of the proposed Techni-
cal Corrections Act of 1987.

As the covering memorandum indicates, although this
submission was developed by the appropriate committee of the
Real Property Probate and Trust Law Section of the American
Bar Association, it has undergone no formal review
and evaluation process and should be taken as a submission by
the named individuals only.

Very truly yours,

Pam H. Schneider

SUBMISSION TO THE STAFFS OF THE COMMITTEE
ON WAYS AND MEANS OF THE U.S. HOUSE OF

REPRESENTATIVES AND THE COMMITTEE ON FINANCE OF THE
U.S. SENATE WITH RESPECT TO THE PROVISIONS OF THE TECHNICAL

CORRECTIONS ACT OF 1987 (H.R. 2636 AND S 1360)
CONCERNING THE GENERATION-SKIPPING TRANSFER TAX

Attached are two sets of comments relating to the

generation-skipping transfer tax portions of the proposed

Technical Corrections Act of 1987. The first set of com-

ments deals with provisions in the Act; the second set deals

with additional areas that we believe need to be addressed.
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This material is being submitted by the undersigned

in their personal and individual capacities. Although each

holds officer and/or committee positions in the Real Proper-

ty Probate and Trust Law Section of the American Bar Associ-

ation, the materials have not received the approval of the

Council'of the Real Property Probate and Trust Law Section,

nor, of course, of the American Bar Association itself.

Therefore, the submission should not be taken as a submis-

sion of the American Bar Association or the Real Property

Probate and Trust Law Section, but rather the submission of

the individuals listed below.

This submission also incorporates the views of

various individual members of the Section of Taxation of the

American Bar Association. Ronald D. Aucutt, Chair of the

Committee on Estate and Gift Taxation of the Section of

Taxation advises us that for that reason, those views will

not be separately submitted by those members of the Section

of Taxation.

We hope you find the attached submission to be of

use.

Respectfully submitted,

Joseph Kartiganer
L. Henry Gissel, Jr.
John J. Lombard, Jr.
Pam H. Schneider
Lloyd Leva Plane
Mildred Kalik
Dave Cornfeld
Genevieve Lam Fraiman
Randall J. Gingiss
Carlyn McCaffrey
Jerry J. McCoy
Jeffrey N. Pennell
Regina 0. Thomas
W. Steven Woodward

Comments Concerning Provisions of the Technical
Corrections Act of 1987, S. 1350 and H.R. 2636, and the

Joint Committee On Taxation's Description of the Technical
Corrections Act of 1987 that Relate to the

Generation-Skipping Transfer Tax

1. Taxable Termination Does Not Include Direct Skip.

Section 114(f)(3) of the proposed Technical Correc-

tions Act of 1987 ("TCA-1987") would introduce new section

2612(a)(3) which provides that "the term 'taxable termination'

shall not include any transfer which is a direct skip." The
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provision should be modified so that it is clear that a trans-

fer will not be a taxable termination even if it would not be

treated as a direct skip because of the application of the

predeceased child exclusion of section 2612(c) or the $2 mil-

lion per grandchild exclusion of section 1433(b)(3) of the

Reform Act. One possible modification would involve deleting

the period after the words "direct skip" and adding the follow-

ing: "or which would have been a direct skip but for the ap-

plication of section 2612(c)(2) or section 1433(b)(3) of the

Tax Reform Act of 1986."

2. Deduction for Transfers for Public, Charitable

and Religious Uses.

Section 114(f)(4)(A) of TCA-1987 would add new section

2625 which is designed to provide a generation-skipping trans-

fer tax charitable deduction. Although a charitable deduction

does not appear to have any significance in the situation de-

scribed in The Joint Committee on Taxation's Description of the

Technical Corrections Act of 1987 ("Description") it appears to

be significant in other contexts.

The example in the Desc:iption appears to be incorrect

because it ignores the fact that the charity, a non-skip per-

son, would have an interest immediately after the death of the

child, so there would not be a taxable termination. This is

because a charity is considered to be in the generation of the

transferor under the provisions of 2651(e)(3), and a charitable

remainderman is considered to have an interest in a charitable

remainder trust under section 2652(c)(1).

There are other situations, however, where a charit-

able deduction is permitted for estate and gift tax purposes

but the charity would not be deemed to have an interest for

generation-skipping transfer tax purposes. In such circum-

stances, a generation-skipping transfer tax charitable deduc-

tion might be both significant and desirable even if the change

that would be made by Section 114(f)(4)(C) of TCA-1987 (dis-

cussed as item 3 below) is not made. For example, a transferor

could give a life estate in his farm to his grandchild with the

remainder passing to charity. The charity would not be deemed

to have an interest in the farm and thus, without this deduc-

tion, a direct skip tax would have to be paid on the full value
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of the transfer even though a gift or estate tax charitable

deduction would be permitted for the remainder interest.

This generation-skipping transfer tax charitable de-

duction would also be significant if section 2652(c)(1)(B) is

construed to mean that where a particular charity is not speci-

fied, no "charity" has an interest in the trust (as for example

where the trustee is directed to choose any section 170(c)

organization). Consider a trust providing as follows: annuity

to child for life then annuity to unspecified charity for 5

years then remainder to grandchild. On son's death, no person

would have an interest in the trust so a taxable termination

would occur and a charitable-deduction would be significant.

It is not clear, however, that this is what was intended by the

new provision.

3. Use of Charitable Deduction in Computing the

Applicable Fraction.

Section 114(f)(4)(C) of TCA-1987 would delete the

provision that permits a charitable deduction (if allowed under

section 2055 or 2522) in determining the denominator of the

applicable fraction. This proposed change goes beyond the

scope of technical corrections in that it does considerably

more than "correct, clarify or conform" the various provisions

of the Tax Reform Act of 1986. It is also inconsistent with

the legislative intent. It creates a substantial disincentive

to the use of charitable remainder trusts and charitable lead

trusts that benefit grandchildren. The definition of the ap-

plicable fraction should continue to permit the denominator of

the fraction to be reduced by the amount of any charitable

deduction.

In the case of a charitable remainder trust, the

change would mean that in order to exempt annual transfers to

grandchildren from the generation-skipping transfer tax, GST

exemption in the full amount of the trust principal must be

used,. For example, if a donor gives $100,000 to a charitable

remainder trust to pay $10,000 a year for five years to his

grandchild and then pay the principal to X charity, then, as-

suming the donor had already used his annual exclusion with

respect to the grandchild, the donor would have to allocate

$100,000 of GST exemption to avoid subjecting the five $10,000

annual payments to the generation-skipping transfer tax.
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In the case of a charitable lead trust, the change

would mean that a donor would be better off creating an accumu-

lation trust to which GST exemption is allocated for a grand-

child in an amount equal to the present value of the remainder

interest than creating a charitable lead trust. Although it is

true that permitting the charitable deduction to be deducted

from the denominator of the applicable fraction would to some

extent give an unintended benefit to a donor of a charitable

lead annuity trust if the investment performance of the trust

is better than that assumed by the I.R.S. tables, it is also

true that not permitting such a deduction "penalizes" the donor

of a charitable lead unitrust or the donor of a charitable lead

annuity trust that does not outperform the tables. For ex-

ample, under the Technical Corrections Act, if a donor creates

a $300,000 charitable lead trust that is to pay $30,000 to

charity each year for ten years, and then to pay the principal

to the donor's grandchild, the donor would have to allocate

$300,000 of GST exemption to the trust, so that, at the end of

the tenth year (when the trust would, according to the tables,

be worth $300,000) that full $300,000 would be exempt from the

generation-skipping transfer tax, whereas if instead $115,662

had been put into a ten-year accumulation trust for the grand-

child, then in 10 years, according to the 10% assumption of the

I.R.S. tables, the grandchild would receive $300,000, and only

$115,662 of GST exemption would have to have been allocated to

the trust at creation to exempt the full $300,000 from the

generation-skipping transfer tax.

A more thorough discussion of the reasons why present

law should be retained will be included in a separate submis-

sion.

If the proposed change is made, then given the special

nature of charities, if a charity has an interest and after the

interest of the charity property passes to a skip person, a

special rule should be added so that the transfer to the skip

person is a direct skip, not a taxable termination or a taxable

distribution. This rule would be similar to that provided in

section 2642(e)(3) as proposed by TCA-1987. Without it the

generation-skipping transfer tax that would be imposed at the

termination of the charity's interest would be significantly
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greater than the tax that would have been imposed had the

charity never had an interest.

If the provision in the Technical Corrections Act is

retained, a transition rule should be added to give people who

have charitable lead trusts in wills and revocable trusts time

to change their documents.

4. Special Rules for Certain Inter Vivos Transfers.

Section 114(f)(5)(A) of TCA-1987 would add new section

2642(e). This section appears to have several technical prob-

lems:

(a) It is unclear how section 2642(e) works when

property is transferred to a trust and immediately thereafter a

portion (but not all) of the trust is potentially includible in

the estate of the transferor. For example, if T transfers

$100,000 to a trust and retains the right to receive an annuity

of $6,000 a year, immediately after the transfer only $60,000

would be in it's gross estate. Does this mean the exemption

could be allocated to the other $40,000? If so, how would this

be done?

(b). Section 2642(e)(3) states that distributions

made to skip persons before the transferor's death would be

treated as a direct skip whether or not the transfer was sub-

ject to gift or estate tax. Further, it states that the trans-

feror may allocate a portion of his GST exemption to it. It is

not clear how this rule interacts with the automatic allocation

provisions of section 2632(b). Wouldn't they apply to the

transfer if it were a direct skip under this new provision?

(c) Perhaps most importantly, new section

2642(e) simply does not seem to work with respect to certain

transfers outside the scope of section 2036. For example, if a

transferor makes a taxable gift to a trust that is a skip per-

son and over which the transferor retains section 2038 powers

(which are not sufficient to prevent the transfer from being a

taxable gift), generation-skipping transfer tax may be due

prior to an effective allocation under section 2642(e) and

prior to the valuation date prescribed by section 2642(e).

This seems directly contrary to the deemed allocation rule of

section 2632(e) and the policy behind it unless somehow a

deemed allocation is treated as taking place outside of pro-
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posed 2642(e). A common example of a transfer that would have

this problem is a transfer to a discretionary section 2503(c)

trust for a grandchild with the transferor as the trustee.

Another common example is a Uniform Gift to Minors Act transfer

where the transferor is the custodian. If tax must be paid

upon the transfer to the trust (because no allocation of exemp-

tion is effective) and property is subsequently distributed

from the trust (or the Gift to Minors Act account), is the

"skip person" determined in light of section 2653(a)? Will

such a distribution be deemed a direct skip notwithstanding the

treatment of the original transfer?

5. Support Obligations.

Section 114(f)(7) of TCA-1987 would add new section

2652(c)(3). It is unclear how this provision would apply to a

trust that permits (but does not require) a trustee to use

trust property for specific purposes such as a beneficiary's

"health, support and education". The confusion arises from the

words "if such use is not expressly provided for in the trust

instrument". It would be more understandable if the provision

stated that,

"The fact that income or corpus of the
trust may be used to satisfy an obligation
of support arising under State law, shall
be disregarded in determining whether a
person has an interest in the trust unless
the trust specifically provides that trust
property shall be used to relieve another's
obligation of support."

Unless the section is changed, it will be very difficult to

draft a direct skip trust and still give guidance to the trus-

tee as to how to use the property. The fact that a trust

provides that a distribution may be made for a child's "sup-

port", "health", "education", etc., should not be treated as

giving the parent an interest. Such a distribution will not

necessarily "discharge" the obligation of support because the

trust or the beneficiary may very well have a right of contri-

bution against the parent. -.....

6. Transferor.

Section 114(f)(10) of TCA-1987 would change the basic

definition of the term "transferor" contained in section

2652(a)(1) by substituting the words "any property" for the

words "a transfer of a kind" and by adding the following sen-
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tence: "An individual shall be treated as transferring any

property with respect to which such individual is the trans-

feror." This change is not fully explained in the Descrip-

tion. There appear to be two possible clarifications made by

this change. It should be made clear if either or both were

intended.

First, under this provision it appears that upon the

lapse of a withdrawal power over a trust in an amount greater

than $5,000 or 5% of the value of the trust, the power holder

becomes the transferor to the extent of the excess and the

original transferor remains the transferor with respect to the

property up to the "five and five" amount. Thereafter, the

trust would presumably be treated for generation-skipping

transfer tax purposes as separate trusts with different trans-

ferors.

Second, the change in the definition of the term

"transferor" seems to clarify that immediately upon property

becoming subject to estate or gift tax with respect to an

individual (and before it is determined whether or not a

generation-skipping transfer has occurred), the individual

becomes the new transferor and the old transferor drops out.

This is consistent with the section 2652(a)(3) QTIP election.

However, it appears that section 2611(b)(1) may be without

significance.

The following example illustrates this last state-

ment. Assume that a trust is created by A in which A's daugh-

ter, B, has a general testamentary power of appointment and on

B's death the property passes to B's child (A's grandchild),

C. Under the proposed new definition of "transferor," it

seems clear that B is the transferor of the transfer to her

child, C. As a result, section 2611(b)(1) is not needed to

prevent the imposition of both a generation-skipping transfer

tax and an estate tax on B's death (as C is a non-skip person

with respect to B). If property instead passes to B's grand-

child (A's great-grandchild), there would be a direct skip on

B's death with or without section 2611(b)(1).
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7. Separate Share Treatment.

Section 114(f)(14) of TCA-1987 would change section

2654(b) to add a sentence that states that: "Except as pro-

vided in the preceding sentence, nothing in this chapter shall

be construed as authorizing a single trust to be treated as 2

or more trusts." It is not clear what was intended by this

additional sentence.

This provision may effect trusts with multiple trans-

ferors (such as a trust created with jointly held or community

property or a trust to which different individuals have made

transfers) by restricting the Treasury from promulgating regu-

lations to deal effectively with such trusts.

Multiple transferors can also result from a partial

section 2652(a)(3) election. we assume this provision was not

intended to prohibit such partial elections.

We also assume that this provision was not intended

to imply that a transferor cannot by formula create two iden-

tical trusts, or that an executor or trustee, if permitted to

do so by state law oL the governing instrument, cannot divide

a trust into two or more separate trusts. Allowing a taxpayer

to divide a trust into more than one trust will not lead to

abuse. Indeed, the purpose of the $1 million exemption was to

take certain trusts out of the system for administrative rea-

sons. Allowing trusts to be split into exempt and non-exempt

trusts simply helps to facilitate the efficient administration

of the generation-skipping transfer tax. Furthermore, as it

is always possible to create a separate exempt trust during

life or to create more than one trust in a testamentary docu-

ment, forbidding the division of trusts would merely operate

to the detriment of those who do not have sufficient assets to

give away $i million during life and result in a trap for

those who do not realize that separate trusts are sometimes

necessary to obtain the full benefit of the $1 million exemp-

tion or who do not anticipate that their assets will appreci-

ate to over $1 million at 'he date of death. Thus, a prohibi-

tion on splitting trusts with different inclusion ratios

would: (i) defeat the Congressional intent to give each tax-

payer the ability to make a full $1,000,000 of generation-

skipping transfers without generation-skipping transfer tax,
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(ii) cause many trusts to be partially taxable and partially

exempt, with the associated difficulties for those paying the

tax as well as for those'enforcing payment, and (iii) require

draftsmen to create multiple trusts to qualify for the full

$1,000,000 exemption, thus increasing technical difficulty to

no substantive end.

It should also be made clear, perhaps by regulation,

that a permissible division of a trust after the exemption is

allocated can result in separate trusts with different inclu-

sion ratios, if the trustee so designates, based on the fair

market value of the trust at the time of the division.

If a ne-f rule is adopted which would prevent such

divisions, a transitional rule should be added to give people

whose estate plans are premised on the ability to divide, time

to change their documents.

A more detailed discussion of this provision will be

sent as a separate submission.

8. Effective Date Provisions.

Section 114(g)(2)(D) of TCA-1987 would amend section

1433(c) of the Reform Act to change the determinative date of

incompetency from the date of enactment (October 22, 1986) to

September 25, 1985. This change is inappropriate for three

reasons. First, it is not a technical change but, rather, a

substantive one. Second, it is not consistent with the other

effective date and transition rule provisions included in the

Act. Third, it is a change from the comparable provision in

the House Bill (section 1223(b)(2)(B) of H.R. 3838), which was

reported by the House Ways and Means Committee on December 7,

1985.

The determinative date for mental incompetency should

be the same determinative date as that used for the transition

rule with respect to wills executed before a certain date.

Such a transition rule is intended to give individuals with

existing documents an opportunity, after the date of enact-

ment, to change those existing documents in order to take into

account the newly enacted provision. A person who is incompe-

tent on the date of enactment and thereafter until death has

no opportunity to change the existing documents in order to

take into account the new tax. Accordingly, just like the

person who dies before the grace period, the incompetent in-
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dividual should not be subject to the tax. Thus, as section

1433(c)(2)(B) provides that a transfer under a will in exis-

tence on October 22, 1986 is not subject to the tax if the

decedent dies before January 1, 1987, so should October 22,

1986 be the relevant date for incompetency even where the

decedent dies after January 1, 1987, provided that decedent

was not capable of changing the will or other testamentary

documents after that date.

While it is true that section 1433(c)(2)(A) of the

Reform Act subjects certain inter vivos transfers made after

September 25, 1985, to the tax, this is not the analogous

provision. Irrevocable inter vivos transfers are made with

the knowledge that the governing documents cannot be changed.

This is not the case with testamentary documents. Such docu-

ments are always written with the idea that they will be

changed to reflect changes in the law unless the person dies

prior to such a change. If such a document cannot be changed,

not by reason of death, but by reason of incompetency, the ap-

propriate transition rule to apply would be the same provi-

sions that would apply if the person had died on the date on

which the person became incompetent. Certainly one entering

incompetency after September 25, 1985, but before October 22,

1986, should not have been more alert to pending legislation

than one competent to execute his will during such period, but

who happens to die prior to January 1, 1987. Furthermore had

a future incompetent in 1985 been alert to legislation he or

she would have been alert to legislation that included a "date

of enactment" date for the transition rule relating to incom-

petency.

9. $2 Million per Grandchild Exclusion.

Section 114(g)(3) of TCA-1987 would add section

1433(b)(3) to the Reform Act. It provides that certain

transfers to a trust for a grandchild will qualify for the

grandchild exclusion. This provision gives rise to several

concerns:

(a) The requiLement that income be distributed

currently to the grandchild beginning at age twenty-one seems

unnecessarily restrictive, and often does not make sense from

a dispositive perspective. Such a requirement can be detri-
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mental in the case of a normal grandchild and certainly would

be detrimental in the case of a grandchild who is incapaci-

tated or disabled. If the marital deduction is deemed to be

an appropriate analog, the marital deduction estate trust

should be considered just as analogous as the QTIP." As long

as any undistributed income is includible in the gross estate

of the grandchild, it would be subject to estate tax at the

death of the grandchild and the transfer tax effect would be

no different.

Several questions arise by virtue of the re-

quirement that income be paid currently. For example, must

the transferred property be income producing consistent with

the requirement for the marital deduction? A more detailed

discussion of the problems with this provision will be in-

cluded in a separate submission.

If the current income requirement is retained it

should be given a later effective date and an appropriate

transition rule as it is inconsistent with the instructions to

the newly released Form 709. Some people may have created

irrevocable trusts and drafted wills or revocable trusts in

reliance on the instructions in the federal gift tax return.

(b) Some confusion is created by the clause

"(or for the benefit of)" in section 1433(b)(3)(B)(i) of the

Reform Act. It should be made clear that the mere possibility

that a distribution might be made that would satisfy someone's

obligation of support would not disqualify a trust for the

$2 million per grandchild exclusion. Certainly such a possi-

bility does not prevent a similar trust from qualifying for

the marital deduction. if a surviving spouse remarries and

the new spouse has a legal obligation to support the survivor,

the fact that trust property may be used to pay items of sup-

porL does not disturb the marital deduction.

(c) It is not clear whether the election under

section 1433(d) of the Reform Act for transfers made before

the date of enactment are subject to the new income require-

meitts of section 1433(b)(3)(B). If the new income requirement

is retained, the Technical Corrections Act should make it

clear that this requirement does not apply to determine eligi-

bility of a trust for an election under section 1433(d) of the

Reform Act.
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Additional Items for Technical
Corrections Act of 1987 to the

Generation-Skipping Transfer Tax

1. Credit for Property Previously Taxed. Chapter 13

does not contain any credit for property previously subject to

a GST tax or an estate tax under circumstances in which such

property would be entitled to a credit under 52013 if the

property were subject to estate tax rather than GST tax. It

appears that S2611(b)(3) may have been intended to provide

such a credit but it does not accomplish this result. The

absence of a "PPT" credit in Chapter 13 creates an incentive

to avoid the GST tax by incurring an estate tax even where for

other, non-tax reasons transferors do not want their benefi-

ciaries to have the control over the property to the extent

necessary to result in an estate tax. At least in the case of

taxable terminations occurring on and as a result of the death

of an individual this difference in treatment (between the

estate tax and GST tax) creates serious inequities.

We recommend modifying 52611(b)(3) so that it oper-

ates as a PPT credit analogous to S2013. A more far reaching

alternative (which we believe would be a substantial improve-

ment to the tax) would be an election that would permit a

trustee to avoid paying a GST tax on a taxable termination

that occurs on and by reason of the death of an individual by

agreeing to pay an estate tax on the trust property as if such

property were included in the individual's estate.

2. Computation of Inclusion Ratio and Annual Exclu-

sion Transfers. The computation of the inclusion ratio does

not seem to work properly in the case of certain transfers

that qualify for the annual exclusion. These problems do not

appear to be fixed by 5114(f)(12) of the Technical Corrections

Act. However, these problems would appear to be solved if,

instead of excluding annual exclusion transfers from the

denominator of the applicable fraction as is provided in

52642(c), and instead of not requiring arecomputation of the

inclusion ratio under 52642(d) on an annual exclusion addi-

tion, such transfers were included in both the numerator and

the denominator of the applicable fraction for purposes of

both 52642(a) and (d).
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Consider the following example: Assume a trust to

which $20,000 was transferred in 1988 of which $15,000 quali-

fied for the annual exclusion. Assume further that in 1989

another $20,000 is transferred to the trust and again $15,000

qualifies for the annual exclusion. Also assume that immedi-

ately before the 1989 transfer the trust had a value of

20,000. 1

(a) If in 1988 no part of any GST Exemption was

allocated to the trust (and the Applicable Fraction immedi-

ately before the second transfer was 0), and in 1989

5,000 of the GST Exemption is allocated to the new transfer,

the recomputed Applicable Fraction is:

5,000 + (20,000 x 0)
5,000 - 0+ 20,000

- 5,000 - 1 - 20%

25,00n "-S-

and the Inclusion Ratio is 80% (1-20%). Thus, tax due on the

entire trust is reduced by only 20% even though with respect

to transfers totalling $40,000, $35,000 qualified for either

the annual exclusion or were covered by GST exemption.

(b) If in 1988 $5,000 of the GST exemption was

allocated to the trust (so the applicable fraction immediately

before the second transfer was 1), and in 1989 no portion of

the exemption is allocated to the trust, then the recomputed

Applicable Fraction Is:

0 + (20,000 x 1)
5,000 - 0 + 20,000

20,000 - 4 - 80%
25,000 "S5

and the Inclusion Ratio is 20% (1-80%) and the tax rate to

which the trust is subject is reduced by 80%. Reversing the

time of the GST allocation from example (a) has had a dramatic

impact on the taxability of the trust even though nothing else

has changed. This does not seem to be an appropriate result.

If the statute were modified as suggested then the

results of the above examples would change as follows:

(i) In (a) above, the applicable fraction after

the 1988 transfer would be computed as follows:

15,000 - 3 - 75%
20,000 4
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and the Inclusion Ratio would be 25% (1-75%). After the 1989

transfer the recomputed Applicable Fraction would be

20,000+(20,000 x 75%)
20,000+20,000

- 35,000 - 87.5%40,000

and the Inclusion Ratio would be 12.5%

(ii) In (b) above, the Applicable Fraction

after the 1988 transfer would be computed as follows:

20,000 - 1
20,000

and the Inclusion Ratio would be 0. After the 1989 transfer

the recomputed Applicable Fraction would be

15,000+(20,000 x 1)
40,000

- 35,000 - 87.5%40,00'0

and the Inclusion Ratio would be 12.5% -- the same as (i).

Certainly the more rational result is that, where values don't

change, the timing of the allocation of the exemption does not

affect the inclusion ratio.

3. Deemed Allocations to Lifetime Direct Skips. The

general rule is that, unless the individual elects otherwise,

the "unused portion" of an individual's $1 million GST exemp-

tion is deemed allocated to each lifetime direct skip of the

individual in order of occurrence. 52632(b)(1). However,

there appears to be a typographical error in the definition of

the "unused portion". As written, it is defined as that

portion that has not previously been allocated with respect to

a prior direct skip. 52632(b)(2). Thus, it is arguable that

a failure to elect out of this provision can undo a prior

allocation to property in a trust that is not a Skip Person,

because the transfer to the trust was not a direct skip.

However, this problem evaporates if the close parenthesis in

52632(b)(2) is moved to the end of the sentence rather than

after "(M)."
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AMERICAN BAR ASSOCIATION Section of Real Property
Probate and Trust Law
750 North Lake Shore Drive
Chicago, Illinois 60611
(312)988-5000
ABA/net: ABA2 15

August 31, 1987

Ms. Laura Wilcox
Hearing Administrator
Committee on Finance
United States Senate
205 Dirksen Senate Office Building
Washington, DC 20510

Ms. Mary McAuliffe
Minority Chief of Staff
Committee on Finance
United States Senate
608 Dirksen Senate Office Building
Washington, DC 20510

Dear Ms. Wilcox and Ms. McAuliffe:

On behalf of the individual members of the Real
Property, Probate and Trust Law Section of the American Bar
Association whose names are reflected below my name, we
hereby indicate our agreement with the submission made by
individual members of the Section of Taxation of the American
Bar Association dealing with Proposed Technical Corrections
to Sections 2035 and 2038 (relating to gifts within three
years before death). A copy of that submission is attached.
Although neither Section 2035 nor Section 2038 is otherwise
addressed in the Technical Corrections Act, I believe you are
already aware of the technical problems that are identified
in the attached submission.

Consistent with the attached submission, this
letter represents the individual views of the members of the
Real Property, Probate and Trust Section whose names are
listed below my name and does not purport to state the
position of the American Bar Association or the Real
Property, Probate and Trust Section of the American Bar
Association. However, it should be noted that a
substantially identical legislative recommendation (ABA
Proposal 106A enclosed) was adopted by the House of Delegates
of the American Bar Association at its August 1.983 annual
meeting.

Sincerely,

FRK:vm Frederick R. Keydel
0461R(11)(b)-02 Liaison to Section of Taxation
Enclosures Jonathan G. Blattmachr

James L. Boring
Dave L. Cornfeld
L. Henry Gissel, Jr.
Philip J. Hirsch
Joseph Kartiganer
Lloyd Leva Plains
John A. Wallace

78-qcQ 0 - 88 - 9
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MERICAN1 BAR ASSOCIATION

SECT=O OF REAL PRCPERTY, PRCBATS AND TRUST LAW

REPORT TO THE HOUSE OF DELEGATES

F CO> :r?:DATIO .

BE IT RFSOLVED, That the .t*erican Sar Association supports
enactrent by C=nz:ess of -eni.:ents to Sections 2C35 an
2038 of the Internal Revenue Code of I154 along the 1ines
set forth in Exhit-t A, attachedi, to confcrm to the =rc-
visions of the Ec:=ni:c e:overy Tax Act of 1981 and the
Te:hnlcal Correct:ons Act of 1931.

The Section of Real Property, Prcbate and T:st Law has
Joint jurisdiction with the Section on Taxation over -a::e:s
relatino to the United States estate tax. This rezc ez:a:=:
was a==ro'.ed by the Co.nc of the Ser::cn of Real ?rzpe ,
rrctate and Tzs-: Law, ha'.'inq a-:hcrity to act fcr ne
Section, at its re uarl-se&uCe neet:no on A:"l 24,

1983, at Point Clear, Alabana. This record enfat::n was
approved by the Estate and Gift Tax Cc :ttee of tn e le:zn
on Taxation at its rieen- n as tnctcn, D.C. on :a" ,
1983, and will be cnsi:ered by the Cc¢ncil of the £e:: cz
on Taxation as an ex;e_;te ra:ter be :=e the A.:,st,
reetinc of the w:-se of Dele:3tes of : e .-.ercan ?ar
Associat1on.

In the Economic Recovery Tax Act of 1981 (ERTA) Ccnzress
amended Z.B.C. $2035 by addin; a new subsection (d). This

new subsection eliminates most intervivos transfers fr:n a
decedent's gross estate. I.R.C. S2035 as amended by EATA
and the Technical Corrections Act of 1982 now provides:

1. The gross estate includes any gift taxes paid by a
decedent or his estate on any taxable gifts made within 3
years prior to death.

2. Except for transfers for full consideration, the crcss
estate includes any interest in property transferred w ihtin
3 years prior to death if such interest would have been
included in the decedent's gross estate under I.R.C. 5$2:36,
2037, 2030 or 2042 had it been retained by the decedent.

3. For purposes of I.R.C. $303(b) (distributions in
redemption of stock to pay death taxes), S2032A (special
valuation of certain farns, etc., real property), 56166 a)
(extension of tine to pay estate tax) , and subchapter C of
Chap=ter 64 (lien for estate tax), the old rules of I.P.C.
S2035 apply, i.e. . all transfers within 3 years of dean are
include in n' gr=ss estate except those for full consid-.
eration and those small encucn to come within the annual
gift tax exclusion so that no ;if: tax return was requi:ed
to be filed.

; ,-ever, as presently drafted I.R.C. 52035(a) states the
former general rule: the value of a decedent's gross

estate includes the value of all property to the extent cf
any interest therein which the decedent transferred d=r:nz
the 3-year period endin; en his death. Subsections (b) a..
(d) now set forth exceptions that render the former general

rule meanin;Iess, except f-r transfers under (b) (2) (witn

respect to a life insurance policy) , (d) (2) withinn the
sccpe of I.R.C. 552036, 2037, 2038 and 2042), and except fzr
the special rules of I.R.C. S5303(b), 2032A, 6166, and

su;chapter C of Chapter 64 that are referred to in subse:ticns
(d)(3) and (4).
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The ;r::=sed rewrite of I.R.C. 52C35 is not intendedd tochange existing law u to be a nnsubstantive rewrite
making the sect:icn mcre c:n-rehensible. However, the last
sentence of ;r: osed s sectionn (a) has Seen added to-c:::e::
a potential bu iunintended tra; in the present sta::'.
lar.;uace: AIl gifts front a revocable trust, made b."
beha.'f of its settlor, nay technically be includable nzer
I.R.C. 52C35(d) (2) since an -such transferred pro;er:i..
ot er--.:se have beern. ludd : the settlor's gross es::e
unde: I.P.C. SSZ036, 2:37 or 2^38, and not under I.P.C.
S2333. H-:e'.e, such a :ransaction Is analytically a
distr:bution t :-,e :!.stee to the settlor, followed "a
if: y the se:tl r to the oznee, and should be sube::e c

the sane rules as a:plv to tne set:tlr's donations as an

As a corollary, all gifts from a revocable trust within 3
years of the settlor's death would apparently also be ca,,cht
by I.R.C. S2038(a)(I) and (2), as any such transfer could be
construed as a relin-uishment of a power to "alter, amend or
revoke" during "the 3 year period ending on the date of the
decedent's death". See Cremer, The 1981 Act and Section 2C35:
Problems and Possibilities. 35 The Tax Lawyer 369, 353-4
(1962). In order to cure this problem and to let Section
2035 set the operative rules, it is recommended that I.R.C.
52038 be amended by adding at the end of I.R.C. S2028(a) (1)
and at the end of the first sentence of I.R.C. S2038 (a) (2)
the following:

"(except when such relincuishnent results from a
transfer front a trust as to which trust the se:t:c:
has reserved a right of revocation).-

Respectfully s...ted.

I /i

Malcol A. X:re, Chair-an

EXX!BIT A

PROPOSED R-VISION OF INTr?.NM. ?'IEP.JE CODE 92035

SEC. 2035. ADJUSTMENTS FOR GIFTS MADE WITHIN 3 YEARS OF
DECEDENT'S DEATH.

(a) INCLUSION Or CERTAIN TRANSFERS IN GROSS ESTATE - The
value of the gross estate shall include the value'of all
property to the extent of any interest therein of which the
decedent has made a transfer, by trust or otherwise, during
the 3-year period ending on the date of the decedent's
death, if such transferred interest would have been included
in the decedent's gross estate under Sec:ions 2036, 2037,
2038 or 2042, had such transferred interest been retained by
the decedent on the date of his death. The provisions of
this subsection (a) shall not apply to any transfer front a
trust as to which trust the settlor has reserved a right of
revocation unless such transfer, if made directly by the
settlor, would be a transfer to which this subsection (a)
would apply.

(b) INCLU£SZN OF G:FT TAX ON G:YTS ZE D.'RNG 3 YE
BEFORE DEZEENTS EAT - The ;. unt of tne gross estate
(dete=.-.ned witno1t regard to this subsection) shall be
increased by the amount of any tax paid under chapter 12
the decedent or his estate on any gift made by the decedent
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or his *pcuse after rece:n.er 31, 1976. and during the 3-year
period ending on the date of the decedent's death.

(c) INCLU.*S1ON OF TRA;SrEP.S W17HIN THREE YEARS OF DEATH
FOR CMTAIN P.' 6SMS.

(1) Fr purposes of Section 303(b) (relating to
distributions in reden-tion of stock to pay death taxes),
Section 2032A (relating to special valuation of certain
farms, etc., real property), and subcna;ter C of Chapter 64
(relating to lien for taxes), the value of the gross estate
shall include the value of all property to the extent of
any interest therein of which the decedent has at any time
made a transfer, by trust or otherwise, during the 3-year
period endin; on the date of the decedent's death.

(2) An estate shall be treated as meeting the 35-
percent of adjusted gross estate requirement of SectIcn
6166(a)(1) only if the estate meets the requirement beth
with and w:i-n-t including in the value of the gross estate
the value of all property to the extent of any interest
t heren of which the decedent has at any time made a transfer,
by t:ust or otherwise, during the 3-year period ending; on
the date of the decedent's death.

(3) The provisions of (1) and (2) above Of this
subsection c) shall not apply to any transfer (Other than
any transfer with respect to a life insurance policy) made
during a calendar year if the decedent was not required by
Section 6019 (other than by reason of Section 6019(a) (2) to
file any gift tax return for such year with respect to such
transfer.

Cd) DEFINITION - For purposes of this section, the term
transfer shall not apply to any bona fide sale for an

adequate and full consideration in money or money's wcrth.

PROPOSED REVISION OF I:NTEMAL REVENUE CODE 02038

SEC. 2038. REVOCABLE TRANSFERS.

(a) 1N GE*EPAL. - The value of the gross estate shall
inclu theivalue of all property--

(l) TMANSFERS ArFER JUNE 22, 1936..- To the extent
of any interest therein of which the decedent has at any
time made a transfer (except in case of a bona fide sale
for an adeq-t'e and full consideration in money or money's
worth), by trust or otherwise, where the enjoyment thereof
was s'bject at the date of his death ':o any change through
the exercise of a powev (in whatever capacity exercisable)
by the decedent alone o: by the decedent in conjunction
with any other person (without regard to when or from what
source the decedent acquired such power), to alter, amend,
revoke, or terminate, or where any such power is relinquished
during the 3-year period ending on the date of the decedent's
death (except when such relincuishment results from a
transfer from a trust as Wto which trust tne settlor nas
reserved a riaht of revccat :cn).

I TRNSFEP. ON OR BEFORE JUN 22, 1936. - To the extent
of any interest therein of which the decedent has at any
time made a transfer (except in case of a bona fide sale
for an adequate and full consideration in money or money's
worth), by trust or otherwise, where the enjoyment thereof
was subject at the date of his death to any change th:u;h
the exercise of a power, either by the decedent alone or
in conjunction-with any person, to alter, amend, or revoke,
or where the decedent relinquished any such power during
the 3-year period ending on the date of the decedent's
death exceptt when such relinzuishment results from a
transfer from a trust as to whicn trust tne settlor has
reserved a ri:ht of revocation). Except in the case of
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transfers made after June 22, 1936. no interest of the
decedent of which he has made a transfer shall be included
in the gross estate under paragraph (1) unless it is
includible under this paragra;z.

SECTION OF TAXATION
AMERICAN BAR ASSOCIATION

PROPOSED TECHNICAL CORRECTIONS TO SECTION 2035
(RELATING TO GIFTS WITHIN THREE YEARS BEFORE DEATH)

The folIowinc comments are the ,ndividjal v ews of

members of the Sec:ir.: of Taxation who prepared them inri do not
represent the posltron of the Amerlcan Bar Associaticn or the
Section of Taxation.

This re.o--t was prepared by me .r c.: t:. -
on Estate and Gift Taxes. Members who part
preparation of the r ort are BeverlvR R. ,W.
Stukenberg, Shirley E. Peterson, and Ronad 2.

A PROPOSAL TO REMOVE A TRAP INADVERTENTLY CREATED
BY THE WORDING OF SECTION 2035, AND TO SIMPLIFY

SECTION 2035 BY THE REMOVAL OF "DEADWOOD"

BACKGROUND

1. Statutory History

Prior to the Tax Reform Act of 1976, Section 2035 provided

that, except in the case of a bona fide sale for an adequate and

full consideration in money or money's worth, transfers made "in

contemplation of death" would be included in the gross estate of

the decedent. Transfers made within the three-year period ending

on the decedent's were presumed to have been made in contempla-

tion of death; while transfers made prior to the three-year per-

iod were conclusively determined not to have been made in con-

templation of death.

The 1976 Act modified Section 2035 by -. opting a rule which

provided that all gifts made by a decedent v.-thin the three-year

period prior to death Are included in the d-esedent's gross estate,

with an exception for gifts which did not re:uire the filing of a

gift tax return. Thus, gifts within the anr.al exclusion amount

would not be irc~uded in the decedent's gross estate.
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In 1981 Congress revised Section 2035 by eliminating the
general rule that gifts made within the three-year period ending
on the date of the decedent's death would be included in the dece-
dent's gross estate. This change was a reflection of the 1976
unification of the federal gift and estate tax systems. In gene-
ral, under the unified system, property which is gifted is :axei
in the same manner as property which is in luded in the decedent's
gross estate, except that property which is gifted is valued as
of the date of the gift, rather than the date of death. Thus,
the elimination of the general rule of Section 2035 simply allcwed
gifts which were made within the three-year period prior to the
decedent's death to be valued in the transfer tax base as of the
date of the gift (rather than as of the date of death).

While the general rule of Section 2035 nas been eliminated,
Section 2035(d)(2) retains the three-year rule with respect to
"a transfer of an in:er. st which is included in the gross estate
under Sections 2036, 2-37, 203S or 2C42 or would have been
included under any of such sections if such interest h:d been
retained by the decedent." Thus, for example, if a decedent who
has transferred property and retained a life estate in the trans-
ferred property released his life estate within the three-year
period prior to his death, the gross estate would include the
value of the transferred property at the time of death. The
apparent statutory intent of the Section 2035(d)(2) exception
is to prevent decedents from making deathbed transfers or releases
of reversionary interests, life estates, incidents of ownership
in insurance policies, or other powers of revocation, control
or ownership in gifted property which would have a small gift
tax value compared to the estate tax value (if the decedent died
possessing the power or interest).

2. TAM 8609005

In TAM 8609005 the decedent created a revocable trust. The
trustees had the power to distribute up to $10,000 a year to each
of the decedent's children. The trustees exercised this power at
the decedent's request, making gifts equal to the annual exclu-
sion amount in each of the three years prior to the decedent's
death. The Service ruled that since the distributed property
would have been included in the decedent's gross estate under
Section 2038 had the distributions not been made, the transfers
were included in the decedent's gross estate under Section 2035(d)(2).

PROPOSALS FOR TECHNICAL CORRECTION

1. Reversal of TAM 8609005

The intent of Section 2035(d)(2) is to avoid the erosion of
the transfer tax base by including in the gross estate property
which was transferred within the three-year period prior to death
wh~r3 the gift tax value of the transfer is less tharn the estate
tax value would have been had the transfer not been made. TypicaA.
examples are transfers of a retained life estate or transfers of
policies of insurance on the life of the decedent. No purpose
of *the tax system is served by including in the gross estate trans-
fers that are made from a trust which, had they been made directly
by the decedent, would not have been included in the gross estate.

Section 2035(d)(2) presently is a trap for those unaware of
what almost certainly is an unintended consequence of Section
2035(d)(2). Those aware of the consequence will structure their
transfers in a manner which will avoid the undesired tax result,
but this may involve unnecessary inconvenience.

While the situation set forth in TAM 9609005 (the revocable
trust) is probably the most common situation which creates an
inequitable result under Section 2035(d)(2), it is not the only
one.
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EXAMPLE: A creates in irrevccable trust for the benefit
of her issue, retaining the right to determine what dis-
tributions are to be made. In 1988 A directs the trustee
to make distributions of $10,000 to each of her two child-
ren and four grandchildren.

In the foregoing example, as in the situation in TAM 8609005, had
the transfers been made directly by the decedent, they would not
have been included in the decedent's gross estate. No tax policy
is served by treating the transfers differently because they were
made from a trust. Attached hereto, as Exhibit "A," is a draft
of Section 2035(d)(2), revised to eliminate from its scope trans-
fers which do not fall within the tax purpo-ses of Section 2035.
Attached hereto, as Exhibit "A-I," is a draft of Section 2038,
revised in a manner corresponding to the- revision of Section
2035(d)(2).

2. Simplification of Section 2035

As a result of the various amendments to Section 2035, the
structuring of that section is needlessly complex. The general
rule of Section 2035 is set forth in Section 2035(d)(1), while
Section 2035(a) was effectively revoked by Congress in 19S1.
Because of this ordering, anyone unfamiliar with Section 2035
will have difficulty in -nderstanz:ng its intent. Attached
hereto, as Exhibit "B," is a draft of Section 2035, revised to
(a) rewrite the section to elin-nat,2 the "dead.'cod" and (b) ake
the same revision as "ade :n E:xnbit "A."

EXHIBIT "A"

PROPOSED REVISION OF INTERNAL REVENUE CODE SECTION 2035

SEC. 2035. ADJUSTMENTS FOR GIFTS M.ADE WITHIN THREE YEARS
OF DECEDENT'S DEATH.

(2) EXCEPTION FOR CERTAIN TRANSFERS. Paragraph (1) of this
subsection and paragraph (2) of subsection (b) shall not apply
to a transfer of an interest in property which is included in
the value of the gross estate under section 2036, 2037, 2038
or 2042 or would have been included under any of such sections
if such interest had been retained by the decedent. The pre-
ceding sentence shall not apply to any transfer from a trust
unless such transfer, if made first :o the decedent (whether
or ,.ot this is oermissible under the tr'st :-.strument) and
then by the decedent, would be a transfer t- which the preceJ-
ino sentence would apply.

EXHIBIT "A-l"

PROPOSED REVISION OF INTERNAL REVENUE CODE §2038

SEC. 2038. REVOCABLE TRANSFERS

(a) IN GENERAL - The value of the gross estate shall inc'.ude
the value of all property--
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(1) TRANSFERS AFTER JUNE 22, 1936 - To the extent of any
interest therein of which the decedent has at any time made a
transfer (except in case of a bona fide sale for an adequate
and full consideration in money or money's worth), by trust or
otherwise, where the enjoyment thereof was subject at the date
of his death to any change through the exercise of a power (in
whatever capacity exercisable) by the decedent alone or by the
decedent in conjunction with any other person (without regard
to when or from what source the decedent acquired such power),
to alter, amend, revoke, or terminate, or where any such power
is relinquished during the three-year period ending on the date
of the decedent's death (except when such r-linquishment results
from a transfer from a trust and the transfer would not require
inclusion in the decedent's gross estate un.er Section 2035).

C2) tRANSFERS ON OR BEFORE JUNE 22, 1936 - To the extent
of any interest therein of which the decedent has at any time
made a transfer (except in case of a bora fide sale for 3n
adequate and 'ull consideration in money or money's worth), by
trust or otherwise, where the enjoyment thereof was subject at
the date of his death to any change through the exercise of a
power, either by the decedent alone or in conjunction with any
person, to alter, amend, or revoke, or where the decedent re-
linquished any such power during the three-year period endig
on the date of the decedent's death exceptt when such relin-
cuishment results from a transfer from a trust and the trans-
fer would not require inclusion in the decedent's cross estate
under Section 2035). Except in the case of transfers ma'ie
after June 22, 1936, no . :rest of the deceden: cf w~nh he
has made a transfer shall be included in the gross estate u-nder
paragraph (1) unless :t .sncludible under his :ara r h-

EXH' !T "3"

PROPOSED REVISION OF INTERNAL PEWENUE CODE SECTION 2035

(a) INCLUSION OF CERTAIN TRANSFERS IN GROSS ESTATE The value
of the gross estate shall include the value of all property to
the extent of any interest therein of which the decedent has
made a transfer, by trust or otherwise, during the three-year
period ending on the date of the decedent's death, if such
transferred interest would have been included in the decedent's
gross estate under section 2036, 2037, 2038 or 2042, had such
transferred interest been retained by the decedent on the date
of his death. The preceding sentence shall not apply to any
transfer from a trust unless such transfer, if made first to
the decedent (whether or not this is permissible under the
trust instrument) and then by the decedent, would be a transfer
to which the preceding sentence would apply.

(b) INCLUSION OF GIFT TAX ON GIFTS MADE DURING THREE YEARS
BEFORE DECEDENT'S DEATH - The amount of the gross estate
(determined without regard to this subsection) shall be
increased by the amount of any tax paid under Chapter 12 by
the decedent or his estate on any gift made by the decedent
or his spouse after December 31, 1976, and during the three-
year period ending on the date of the decedent's death.

(c) INCLUSION OF TRANSFERS WITHIN THREE YEARS OF DEATH FOR
CERTAIN PURPOSES.

(1) For purposes of Section 303(b) (relating to distri-
butions in redemption of stock to pay death taxes), Section
2032A (relating to special valuation of certain farms, etc.,
real property), and subchapter C of Chapter 64 (relating to
lien for taxes), the value of the gross estate shall include
the value of all property to the extent of any interest therein
of which the decedent has at any time made a transfer- by trust
or otherwise, during the three-year period ending or the date
of the decedent's death.
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(2) An estate shall be treated as meeting the thirty-five
percent of adjusted gross estate requirement of Section 6166(a)
(1) only if the estate meets the requirement both with and
without including in the value of the gross ettate'the value
of all property to the extent of any interest therein of which
the decedent has at any time made a transfer, by trust or other-
wise, during the three-year period ending on the date of the
decedent's death.

(3) The provisions of (I) and (2) above of this subsection
(c) shall not apply to any transfer (other than any transfer
with respect to a life insurance policy) mide during a calendar
year if the decedent was not required by Section 6019 (other
than by reason of Section 6019(a)(2)) to file any gift tax
return for such year with respect to such transfer.

(d) DEFINITION - For purposes of this section, the term "trans-
fer" shall not apply to any bona fide sale for an adequate and
full consideration in money or money's worth.

AMERICAN BAR ASSOCIATION Section of Real Property,
Probate and Trust Law
750 North Lake Shore Drive

October 1, 1987 Chicago, lllinois60611
(312) 988-5000
ABA/net: ABA2 15

BY MESSENGER

Mr. Robert J. Leonard
Chief Counsel
Committee on Ways and Means
1102 Longworth Office Building
Washington, D.C. 20515

Dear Mr. Leonard:

I am enclosing an individual submission with
regard to the provisions of the Technical Corrections Act
of 1987 (to be redesignated Section 4980A) dealing with
Section 4981A of the Internal Revenue Code. Although the
submission was developed by individual members of the Real
Property, Probate and Trust Law Section of the American
Bar Association, it has not received the approval of the
Council of the Real Property, Probate and Trust Law Section,
nor, of course, of the American Bar Association itself.
Therefore, the submission should not be taken as a submis-
sion of the American Bar Association or the Real Property,
Probate and Trust Law Section, but rather the submission
of the named individuals only.

Sincerely,

Lloyd Leva Plaine

Comments on Section 4981A
(Redesignated as Section 4980A by the

Proposed Technical Corrections Act of 1987)

1. As a policy matter, Section 4981A may be

criticized for imposing a heavier tax burden on the estates

of employees who die before withdrawing their excess benefits

than on those who withdraw the excess benefits before

death. The death of an employee who dies before withdrawal
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not only accelerates the tax, but also causes his or her estate

to be taxed more heavily because the supplemental estate tax

is not deductible in computing the employee's regular estate

tax. Had the excise tax been imposed during the lifetime of

the employee, the excise tax payment would be excludable from

the employee's estate (or deductible if the tax is accrued but

unpaid). While there is a similar result with respect to the

income tax on plan distributions, in the case of the income

tax, the tax is not due until distributions are made. That

is, the tax is not accelerated at death. To prevent the

employee's death from creating an increased tax burden, the

supplemental estate tax imposed by Section 4981A should be

either ded- ctible in computing the regular estate tax or

deferred until distributions are made.

The supplemental e ate--ax imposed by Section

4981A may be higher than thefexcise tax for which it

substitutes because an employee who withdraws plan benefits

during his or her lifetime may effectively double the

exemption amount by (1) withdrawing a lump sum from one

retirement plan in one year, and (2) making withdrawals from

another retirement plan in the form of an annuity commencing

in a year subsequent to the lump sum withdrawal. The

lifetime lump sum and annuity distributions are not

aggregated for purposes of determining the amount that is

exempted from the excise tax. The plans are aggregated for

purposes of determining the amount exempted from the

supplemental estate tax.

2. The statute fails to address the issue of who

pays the tax. There may be cases in which the excess

benefits are paid to persons who are not beneficiaries of the

deceased employee's probate estate.. There should be a

federal apportionment law which permits the executor to

collect the 15 percent tax from the persons to whom amounts

are distributable from the benefit plans. A federal

apportionment law is required to eliminate any question as to

whether the Retirement Equity Act prevents apportionment of

y
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the tax under state apportionment laws or the decedent's will

to the beneficiary of the plan where the beneficiary is the

employee's spouse.

3. The exclusion of death benefits from the 15

percent tax made by the proposed Technical Corrections Act of

1987 will create an incentive to invest overfunded plans in

life insurance. A statutory rule may be useful to determine

how much life insurance may be permitted under the incidental

death benefit rule.

4. The propu6Ad Technical Corrections Act of 1987

permits a spouse to avoid or postpone the new 15 percent

supplemental estate tax by electing to be treated as if the

spouse were the employee. This election would permit the

spouse to postpone the tax either by rolling over the

benefits to an IRA or by postponing distributions from the

plan. The legislative language is unclear as to whether a

partial election is allowed. If a partial election is

allowed, the spouse may elect to be treated as the employee

only to the extent of the amount which would otherwise be

subject to the 15 percent estate tax. A partial election

would permit the spouses to use two exemption amounts in a

manner analogous to the way spouses may double the benefit

afforded by the unified credit and the exemption from

generation skipping tax.

5. The election referred to in Comment 4 is only

available if the spouse is the beneficiary of all but a de

minimis portion of the plan benefit(s). It should be

clarified that amounts payable under a QDRO are disregarded

for purposes of determining whether the spouse is the

beneficiary of all but a de minimis portion of the benefits,

enabling the spouse to make the election to be taxed as if

the spouse were the employee.

6. The 15 percent estate tax may be imposed with

respect to plans that are payable only in the form of an

annuity. The tax on such an annuity may exceed the -ash

distributable before the tax due date, thereby creating, or

worsening, a liquidity problem for an estate. The statute

should incorporate provisions for deferred payment of the tax
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where the plan benefits are not payable in a lump sum and the

tax is apportioned to the beneficiary of the plan. One way to

do this would be to extend the election allowed to spouses to

other beneficiaries. Alternatively, Section 6166 should be

extended or construed to cover the newly imposed estate tax.

7. The Technical Corrections Act should clarify

the application of Section 691(c) to the new estate tax, as

was the intent according to the General Explanation of the

Tax Reform Act ("Blue Book").

8. The time within which to make an election to

apply the grandfather rules for benefits accrued prior to

August 1, 1986 should be extended to give taxpayers more time

to study and understand the new law. Moreover, the

determination whether to elect grandfathering depends in part

upon the discount factors used to value annuities, which have

not yet been determined. The time to make the election

should not pass before the discount factors are published.

Clarification of the procedure for making the

election is needed. Is the election made on an income tax

return or an excise tax return? If the employee dies prior

to making the election, is the election made by his or her

executor on the decedent's estate tax return? If an employee

lives in a community property jurisdiction, is the election

made only by the employee or must the employee's spouse join

in the election?

9. The statute defines "qualified employer plan"

as including any plan or contract which "at any time" was

determined to be qualified. Therefore, distributions from

plans which have lost their status as qualified plans are

subject to Section 4981A. The statute should exempt from

excise tax (and the supplemental estate tax) distributions

from plans to the extent that the amounts distributed were

previously includable in the employee's gross income. For

example, amounts that were taxed as constructively received

in a prior year should not be subject to the excise tax under
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Section 4981A in the year in which the amounts were actually

received or subject to the supplemental estate tax if the

amounts were not actually distributed prior to death.

10. If the spouse of the employee predeceases the

employee, are the spouse's interests under the community

property laws or under the Retirement Equity Act subject to

the supplemental estate tax? If the employee predeceases his

or her spouse, the proposed Technical Corrections Act

clarifies that the value of the decedent's interest in his or

her plans is determined without regard to community property

laws, but the proposed statute does not address the issue of

whether the value of the surviving spouse's rights under the

Retirement Equity Act may be subtracted in determining the

value of the decedent's interest in the plan.

11. The statute should prevent multiple

application of the supplemental estate tax to the same plan.

If an employee dies and the supplemental estate tax is

imposed, the supplemental estate tax should not again be

imposed if the beneficiary of the plan dies prior to

withdrawing the plan benefits. If the tax is imposed again,

a credit should be allowed.

12. The Joint Committee's Description of the

Technical Corrections Bill of 1987 at page 135 states:

Under the bill, the operation of community
property laws is disregarded in determining the
amount of aggregate annual distributions subject to
the excise tax. Thus, just as a nonemployee
spouse's interest in an employee spouse's pension
benefit is not taken into account in determining
the taxable income of an employee upon distribution
from or under a qualified plan, a nonemployee
spouse's interest in such distributions is also
disregarded in determining aggregate annual
retirement distributions subject to the excise tax.

The premise stated in the second sentence is not correct.

The non-employee spouse in a community property jurisdiction

would be taxable for income tax purposes on his or her

community property share of retirement plan distributions.

Notwithstanding this fact, the aggregation rule is necessary

to avoid inequitable treatment of taxpayers in common law

jurisdiction&.
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13. Since it is the policy of the Retirement

Equity Act to encourage joint and survivor annuities, the

supplemental estate tax should be imposed only on the excess

of the value of the plan benefits over the value of a joint

and survivor annuity rather than a single life annuity.

14. The decedent's estate is not required to file

an estate tax return if the estate does not exceed $600,000. A

supplemental estate tax might nevertheless be due. The statute

does not address the return filing requirements to report this

tax.

15. While some of the significant problems with the

original grandfather rule have been reduced by the provisions

of the Bill, we continue to question the wisdom of an election,

both as to excess retirement distributions and excess retirement

accumulations. The grandfather rule should be nonelective. The

election is still required to be made on a return with respect

to a year before 1989. This appears to impose undue hardship

on the electing taxpayer for the following reasons: (a) he

has no way of appreciating the influence of the investment

experience of the funds relating to his benefit; (b) there is

no provision for adjusting the grandfather amount on account

of a benefit reduction after the election is made; (c) the elec-

tion will have an effect upon retirement benefits that may be

added after the election is made; and (d) the election mechanism

adds elements of complexity to an effort supposedly intended

to simplify the tax laws.

16. The many objections that have been expressed

as to using August 1, 1986 as the effective date of the grand-

father provision have not been answered by the provisions of

the Bill. In the case of a defined contribution plan, there

will have to be a special valuation of the assets and account

will have to be taken of the allocations of earnings and forfei-

tures accruable as of the valuation date. In the case of a

defined benefit plan, an actuarial computation will be

required. If a protective election is made or the computational
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basis for the election is questioned, it may be several years

after 1986, when the record is obscured by age, that the computa-

tions will need to be checked. We should favor the last day

of the plan year that occurs on or after July 31, 1986 as the

accrued benefit date.

17. The addition of new Section 4980A(d)(5) is an

improvement, but introduces some problems as it is presently

drafted. The provision for the surviving spouse to make the

election should be changed to require the executor to make the

election when directed by the surviving spouse to do so. Also,

it is not clear that the benefit of the decedent's grandfathered

amount inures to the surviving spouse when an election has been

made. In addition, "as if such interests were the spouse's"

in new Section 4980A(d)(5)(A)(ii) is not fully explained.

Finally, if a portion of the benefit with respect to which a

spousal election has been made is grandfathered, there is no

provision for allocating the grandfathered amount to the de

minimis share.

Respectfully submitted,

Ellen K. Harrison, Esq.
Cecil A. Ray, Jr., Esq.
Daniel C. Knickerbocker, Esq.
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COMMENTS OF AMERICAN COLLEGE OF PROBATE COUNSEL,
ESTATE and GIFT TAX COMMITTEE, and July 20, 1987
EMPLOYEE BENEFITS in ESTATE PLANNING COMMITTEE,
WITH RESPECT TO THE PROPOSED
TECHNICAL CORRECTIONS ACT OF 1987 -- S. 1350

I. Section 111B(g), Amendments related to Section 1172 of
the Reform Act -- Section 2057 of the 1986 Code.

The enactment of section 2057 of the Internal Revenue Code
of 1986 providing for an estate tax deduction with respect to
the sale of employer securities by the executor of an estate to
an employee stock ownership plan ("ESOP") or an eligible
worker-owned cooperative ("EWOC") creates unwarranted
complexity in the administration of decedents' estates. The
availability of such a deduction is difficult to justify on tax
policy grounds. If Congress desires to encourage the
establishment and growth of ESOPs and EWOCs there should be
better methods than tinkering with the estate tax system. The
Committee recommends that section 2057 be repealed
prospectively only because the Committee believes that even
though the section should not have been enacted in the first
place, any change in a provision of the transfer tax laws on
which taxpayers may have relied should not be repealed or
altered retroactively to the disadvantage of the taxpayer.
This position is based not only on Constitutional grounds but
also on grounds of simple fairness. This recommendation of the
Committee was approved by the Board of Regents of the American
College of Probate Counsel at its annual meeting in February of
1987.

II. Section 1llA(g) -- Section 1133 of the Reform Act --
Section 4980A (as redesignated by the Bill) of the
1986 Code.

Without intending to comment on the desirability or
undesirability of the enactment of an excise tax on "excess
distributions from qualified retirement plans," it is clear
that section 4980A, as enacted by section 1133 of the Reform
Act, requires considerable technical correction, especially
with respect to the operation of the additional estate tax
provided under section 4980A(d) if the tax is to be
administerable. While many of the problems have been corrected
under the Technical Corrictions Bill, not all have and we
believe that some of the amendments made by the Bill require
clarification or correction as follows:

1. Mitigation of Double Taxation -- The regular estate
tax provisions should be amended to provide for a deduction
from the gross estate for the amount of any additional tax
imposed by section 4980A(d). If the decedent had received all
of his distributions during his lifetime, the amount of the 15%
excise tax on such distributions would have resulted in the
reduction of the taxpayer's gross estate as a result of such
tax payments or the existence of a liability therefor on date
of death. Since the obvious purpose of the additional estate
tax under section 4980A(d) is to equalize the liability with
respect to a taxpayer who dies before receiving all of the
excess distribUtions, equal treatment requires the allowance of
a deduction of the excise tax for regular estate tax purposes.
The allowance of such a deduction under section 2053 would
appear to be a more appropriate provision for the mitigation of
double taxation than the allowance of a deduction for income
tax purposes under section 691(c) as indicated by the Joint
Committee on Taxation explanation of the Reform Act.
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2. Spousal Election -- The provisions of section
111A(g)(5) permitting a spousal beneficiary to defer the
imposition of the additional estate tax by treating the
decedent's interests and any retirement distribution
attributable to such interests as if such interests were the
spouse's is a great improvement, eliminating a number ol: the
cash flow and marital deduction problems created by. the section
as originally enacted. However, the requirement that no one
other than the spouse receive more than a de minimis portion of
the interests (with the term "de minimis" meaning one percent
according to the Joint Committee Staff explanation), may create
an unnecessary trap for the unwary. The interests of the
Treasury would appear to be equally served by imposing the
additional estate tax on any amounts, however large, received
by persons other than the spouse. To accomplish this, it would
be only necessary to subtract (i) the amount of tax which would
be imposed if the deferred excess retirement accumulation had
been taxed as the sole excess retirement accumulation from (ii)
the tax which would be imposed if there were no deferral.
Thus, the government would be receiving the incremental tax
which would be caused by the portion going to persons other
than the spouse, and would later receive the balance of the tax
if, as and when the spouse received distributions or died.

3. Date of Grandfathering -- The use of August 1, 1986 as
the grandfathering date will raise administrative problems for
many plans. In order to apply the grandfathering election, as
the statute is currently worded, affected plans will have to be
valued, and allocation procedures followed with respect to the
accrued benefits of plan participants, as of August 1, 1986.
In the experience of the members of the committee, very few,
plans are likely to have procedures established for valuing
plan assets and making allocations as of that date, thus
requiring a plan fiduciary to institute a special valuation and
allocation procedure simply for purposes of the grandfathering
election. Such special procedures may, in many instances, be
burdensome and expensive to implement as compared with using
the normal valuation date for the plan, or at least a valuation
date which is likely to coincide with that followed by many
plans or to be relatively convenient to implement. To this
end, amending the Code to provide a base date for the
grandfathering election of December 31, 1986, would be much
more consistent with the accounting and valuation procedures
followed by most plans. A possible convenient administrative
alternative might be to permit an election to use the closest
normal valuation date utilized by the plan for normal
administrative purposes. Any potential for abuse which may
have been perceived at the time this provision was initially
considered has, of course, been eliminated by the passage of
time.

4. Qualified Domestic Relations Orders -- Further
clarification is needed with respect to the interplay of the
grandfather election rule with qualified domestic relations
orders. Is the grandfathered amount required to be allocated
between the participant and his or her spouse on some
proportionate basis, or could, for example, all of the
grandfathered portion be awarded to the spouse?

III. Section 114(f) -- Amendments related to Section 1431
of the Reform Act -- Chapter 13 of the 1986 Code.

Again, without commenting on the desirability as a matter
of tax policy of the enactment of chapter 13 of the Internal
Revenue Code, it is the opinion of our Committee that assuming
the desirability of such enactment there is great need for
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technical correction of the provisions as enacted by the 1986
Reform Act, and further technical correction with respect to
the provisions contained in H.R. 2636, although it is also the
opinion of our Committee that H.R. 2636 has made a number of
needed corrections. A number of the members of our Committee
are also members of committees of the Section of Taxation and
of the Section of Real Property, Probate and Trust Law of the
American Bar Association, which committees are also submitting
comments. To the extent that those comments are not
inconsistent with the separate specific comments made herein,
we would endorse the comments of-those committees. The fact
that these comments do not specifically address any issue under
chapter 13 of the Internal Revenue Code should not be construed
as an indication that our Committee endorses the existing
provisions.

1. Support Obligations -- The provision of section
114(f)(7) of the Bill adding section 2652(c)(3) to the 1986
Code is desirable. However, if it is intended to avoid
creation of a trap for the unwary in the drafting of
instruments, it may not achieve its intended result. It is
subject to the interpretation that a broad encroachment
provision in a trust instrument permitting use of trust funds
for the "health, education, support or maintenance of a
beneficiary" would constitute an express provision for
satisfaction of the obligation of support, even though the
possibility of the use of the funds to satisfy such obligation
would be so remote as to be negligible. A better solution
might be to have the consequence depend upon actual use of
funds of the trust for the proscribed purpose.

. 2. Gifts to Existing Trusts -- Clarification is needed in
the computation of the applicable fraction where a partially
non-taxable gift is made to an existing trust. While the
proper interpretation of the provisions of section 2642(d)
should be to include in the denominator of the fraction only
the taxable portion of the gift, "any possible contrary
interpretation could easily be eliminated by amending section
2642(c)(2)(A) adding at the end thereof the words "or
subsection (d)(2)(B)."

3. Payment of Estate Tax with respect to Elective QTIP --
The Technical Corrections Act of 1987 does not deal with a
question that has been bothering a substantial number of estate
planners with respect to what constitutes an addition to an
exempt trust for generation-skipping transfer tax purposes.
The precise situation arises where an allocation of a portion
of the generation-skipping transfer tax exemption is made to a
qualified terminable interest property trust and provision is
made to pay the federal estate tax attributable to the
qualified terminable interest property trust being included in
the estate of the surviving spouse from the surviving spouse's
other assets so as to preserve the generation-skipping transfer
tax exemption to the extent that it has been allocated to the
"QTIP trust." The payment of the federal estate tax
attributable to the qualified terminable interest property
trust should not constitute a constructive addition to the
trust which is otherwise exempt from generation-skipping
transfer tax.

4. Single Trust not to be treated as Multiple Trusts --
The effect of the addition by section 114(f)(15) of the new
sentence (which is arguably more than a technical correction)
at the end of Section 2654(b) is of much broader scope than the
annual exclusion problem addressed by the Joint Committee Staff
in its description of this provision. Not only will this
require grandparents to establish separate trusts for their
annual exclusion gifts and strictly limit the value of the
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gifts to the exclusionary amount, but it will in many cases
require the creation of multiple testamentary trusts for
purposes of an effective allocation of the $1 million
exemption. The result may be to preclude authorization for the
subdivision of generation-skipping trusts and the allocation of
the exemption so as to produce one wholly exempt trust and one
wholly taxable trust, thereby putting a premium on complicated
drafting and increasing administration costs through the use of
multiple trusts of a smaller size. On the other hand, if the
donor or testator chooses not to use multiple trusts, this
provision will create administrative nightmares for the trustee.

IV. Section 114(g) -- Amendments related to Section 1433
of the Reform Act.

1. Effective Date Changes -- Our Committee strongly
opposes the provision of section 114(g)(2)(D) which
retroactively changes the effective date insofar as persons who
were competent on September 25, 1985 but became incompetent
prior to October 22, 1986. The provision of the Tax Reform Act
of 1986 was perfectly clear that a person who had executed a
Will prior to the date of enactment and was incompetent to
change the same on the date of enactment and at all times
thereafter would not be subject to the tax by reason of
provisions in such Will. This provision was included in the
original Bill, H.R. 3636, so that any individual knowledgable
about the provisions of the Bill would have been lead to
believe that he would have until the date of enactment to
change the provisions so as to avoid the imposition of the
generation-skipping tax. Changing the words "on the date of
enactment" to "September 25, 1985," in paragraph (2) of
§1433(b) is extremely inequitable since, as a practical matter,
no one could know for certain what would happen in the
generation-skipping transfer tax area until the statute was
actually enacted. A person who was not incompetent on
September 25, 1985, but became incompetent before the date of
enactment on October 22, 1986, would be penalized for not
revising a Will or a funded revocable trust in anticipation of
legislation which might not have ever been enacted had the
Senate version of the Tax Reform Act of 1986 been adopted. The
retroactive effect of such a provision is of questionable
constitutionality. In addition, there seems to be no
justification for the disparity in treatment in this regard, of
persons who died before January 1, 1987, even if they changed
their Wills between September 25, 1985 and October 22, 1986,
and those who were incompetent but had the misfortune of living
beyond January 1, 1987, notwithstanding that such person's
incompetency occurred after September 25, 1985 and before
October 22, 1986.

2. Grandchild Exemption -- In section 114(g)(3) of the
Bill, dealing with the $2 Million Grandchild Exemption the Bill
would provide three statutory standards to qualify a trust for
the benefit of a grandchild as a transfer "to" such
grandchild. One of the standards -- the requirement that,
after the grandchild reaches age 21, the trust must pay all
income currently to the grandchild -- seems unnecessary from
the point of view of giving the grandchild a vested interest
and undesirable from the point of view of limiting a
grandparent's legitimate planning objective to give the trustee
discretion over distributions of income and principal to the
grandchild during the continuance of the trust. The two other
statutory requirements -providing that the grandchild be the
exclusive beneficiary and that trust assets be estate tax
includible -- should be sufficient. Especially in the
establishment of trusts for beneficiaries of tender years,
sound policy would dictate that income distributions be left to
the determination of a trusted person that the beneficiary is
sufficiently mature to handle the funds. Such maturity may not
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be reached at age 21 in many cases. With the compression of
income tax rates for trusts under the Reform Act, there is
already a tax incentive to make income distributions. The
decision of the grandfather or grandmother to postpone income
distributions will be non-tax oriented.

If the income distribution requirement is retained, it
should be retained only for transfers after the date of
enactment of the Bill. It should be noted that the
Instructions to the Form 709 United States Gift (and
Generation-Skipping Transfer! Tax Return Rev. January 1987),
issued by the Department of the Treasury, Internal Revenue
Service, contained the following instruction which is
inconsistent with this requirement and which might well have
misled taxpayers:

"If you transferred real property to your
grandchild in trust, you may only claim a
grandchild exclusion if the property transferred
will be included in the grandchild's gross estate
for Federal estate tax purposes. For example,
this requirement is satisfied if you gave your
grandchild a general power of appointment over
the property transferred to a trust."

3. Grandfathered Instruments -- Section 114(g)(2) of the
Bill would properly equate a revocable trust to a Will by
grandfathering "transfers under" either form of instrument
executed before date of enactment if the decedent died before
January 1, 1987. The Bill still does not adequately deal with
the situation where the decedent created a QTIP trust under
either a Will or revocable trust signed before date of
enactment but died prior to January 1 leaving a surviving
spouse. The Bill should be further clarified to provide that
the QTIP (including one over which the surviving spouse has a
limited testamentary power of appointment) will be treated as a
grandfathered "transfer under" either form of instrument. In
the absence of clarification, there would be considerable
uncertainty as to the application of the various Chapter 13
rules regarding the identity of the transferor (e.g., Section
2652(a) of the Code, Section 114(f)(10) of the Bill), valuation
(e.g., Section 2642(b)(4) of the Code) and partial
grandfathering of trust assets (Section 114(g)(3) of the Bill
adding Section 1433(b)(4)). If there is no clarification on
the point, the decedent's personal representative would seem to
be in the anomalous position of deciding whether it is
necessary to make an election under Section 2652(a)(3) -- an
election which arguably should not be available to him by
reason of the wording of Section 1433 -- to treat the decedent
as the transferor of the QTIP for grandfathering purposes.

4. Definitions for Section 1433(b)(3) of the Reform
Act -- Our committee believes that the new Section 1433(b)(3)
proposed by Section 114(g)( ) of the Bill should be changed by
changing the semi-colon to a period and deleting the portion
thereafter. There is no reason why the definition of a
grandchild of the transferor, for purposes of the predeceased
child exception for purposes of Section 1433(b)(3) should not
be identical. Transfers to the grandchildren of the
transferor's spouse or former spouse should be included as
those eligible for the application of Section 1433(b)(3)
particularly in view of the fact that the provision sunsets on
January 1, 1990.
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V. Additional Technical Corrections in The Treatment of
Transfers of Plan Benefits Between Spouses.

A. The law should be clarified or amended to permit an
effective "Transfer" of an Employee's interest in Plan
Benefits for State Law purposes

1. The Problem. Section 401(a)(13) and the
Retirement Equity Act inhibit the ability of a
spouse (particularly a nonemployee spouse in a
community property state) to transfer an interest
in qualified plan benefits in a manner which is
effective for state property law purposes. Both
provisions contain exceptions for transfers which
are made pursuant to qualified domestic relations
orders ("QDROS"), defined under Section 414(p).

2. QDRO Definition. Section 414(p) defines the
terms "domestic relations order" and "qualified
domestic relations order" in such a way as to
make it unclear whether a probate order otherwise
meeting the requirements of Section 414(p)
constitutes a QDRO. The section should be
amended to make it clear that such probate orders
do, in fact, constitute QDROs so that upon the
death of a spouse it would be clear that the
spouse could transfer his or her interest in plan
benefits in the same manner that other property
is transferred.

3. The QDRO rules prohibiting cashouts of over
$3,500 should be relaxed for probate QDROs, so
that the beneficiary of a deceased nonemployee
spouse's estate can elect to receive whatever
benefit is allowed under the employee spouse's
plan following the nonemployee spouse's death in
a community property state.

B. The Marital Deduction

Section 2056 should be amended to make it clear that
any benefit under a qualified or nonqualified plan,
IRA or other retirement arrangement may qualify for
the federal estate marital deduction treatment.
Furthermore, Section 2056 should be amended to make it
clear that an interest in such benefits passing
(presumably pursuant to the type of probate QDRO
discussed in the proceeding paragraph) from one spouse
to another will qualify in full for the deduction at
the first spouse's death, and that any residual amount
remaining in the plan or IRA at the surviving spouse's
death will be included in such spouse's estate in the
same manner as is currently provided with respect to
qualified terminable interest property under Sections
2056(b)(7)(B) and 2044. Amendments to this effect
would probably be required in both Sections 2056 and
2044. Such clarification should also address the
valuation of the marital deduction at the first
spouses death. For example, the Internal Revenue
Service currently uses a 10% discount rate for valuing
benefits paid in annuity form, based on the amount of
the initial payment, so that; if payments increase over
time, the full marital deduction may not be available
to the first spouse's estate. This is particularly
true since a surviving spouse is not required to begin
receiving payments until age 70-.1/2 under Sections
401(a)(9)(b)(iv) and 408(d)(3), may elect to receive
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payments over his or her life expectancy (recalculatij
annually), and will in most cases have a relatively
long life expectancy. Under the Proposed Regulations
S20.2056(b)-7(c)(2) and 7(e), Examples 8-10 and 12-14,
certain types of distribution arrangements to a
surviving spouse will not qualify in full for the
marital deduction. In short, the calculations made
with respect to the marital deduction under Section
2056 should be made on the same basis as the income
tax requirements under the other sections of the
Code. Finally, Section 2056 should be clarified to
the effect that an interest in qualified or
nonqualified plan benefits, or an IRA, passing to a
surviving spouse will not be deemed a terminable
interest, regardless of the form of benefits elected.
If for example, in a community property state, the
interest of a nonemployee spouse were to pass to the
employee spouse under a probate QDRO, it should be
clear that the interest will not be a non-qualifying
terminable interest even though the interest may be
subject to, e.g., the rights of a surviving second
spouse under the Retirement Equity Act.

C. Gift Tax Issues

The Tax Reform Act of 1988 repealed Section 2517 and
enacted Section 2503(f), both of which dealt with the
gift tax implications of benefit payments from
qualified plans. The Retirement Equity Act of 1984
had previously imposed a requirement that most
retirement plans provide for a joint and survivor
annuity form of benefit for any married participant.
The participant may have the ability to waive such
joint and survivor annuity, as long as the
participant's spouse consents to the waiver. Section
2503(f), added by the Tax Reform Act of 1986,
clarifies that such a waiver, and in particular the
consent to such a waiver by the nonemployee spouse,
will not constitute a transfer for gift tax purposes.
Unfortunately, this section does not address the
reverse situation--what happens when a participant
retires and does not waive the joint and survivor
annuity Lequirement (or the spouse does not consent)?
Prior to the Tax Reform Act of 1986, Section 2517 made
it clear that where a participant receives a smaller
annuity during his lifetime to enable his spouse to
receive a survivor annuity, the election to do so
would not, in general, constitute a gift. The repeal
of Section 2517 causes the surviving spouse's interest
in a joint and survivor annuity from a qualified plan
to be a taxable gift. The internal Revenue Service
has iisued a number of rulings in a similar context
dealing with the Civil Service Retirement Spouse
Equity Act of 1984, including private letter rulings
8639075, 8647004 and 8708008. In each instance, thE
Service has taken the position that the "gift" of the
value of the survivor annuity did not qualify for
either the annual exclusion or the marital deduction.

The anomalous result produced by the repeal of Section
2517 and the enactment of Section 2503(f) is that,
from a tax standpoint, married participants will be
encouraged to waive the joint and survivor annuity and
to persuade their spouses to consent to such waivers,
in order to avoid making a transfer subject to the
gift tax at retirement. In all likelihood, this is
precisely the opposite result from that which was
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intended by Congress in enacting the Retirement Equity
Act of 1984 and Section 2503(f). This matter should
be corrected so that, at a minimum, the "gift" which
occurs when a participant does not waive the joint and
survivor annuity (or the nonemployee spouse declines
to consent) qualifies in full for the marital
deduction. This is a matter which probably should be
addressed in connection with Section 2523, dealing
with the gift tax marital deduction.. The College
would suggest that a provision be added similar to
that now found in Section 2523(d) dealing with the
creation of joint interests, to the effect that any
retained interest of the donor in the joint and
survivor annuity which exists by virtue of the fact
that the donor's spouse (the participant) may survive
the donee spouse will not be deemed to be an interest
retained by the donor for himself.

VI. Technical Correction of Sections 2035 and 2038 of
1986 Code to clarify Congressional intent as contrary
to result of Technical Advice Memorandum ("TAM")
8609005.

In 1986, while the Reform Act was pending, the Service
issued a TAM holding that a gift made from a lifetime revocable
trust within three years would be brought back under section
2035 into the grantor's estate for estate tax purposes even
though a similar gift made by the grantor directly would not --
a triumph of form over substance. A revocable trust is merely
an alter ego for the grantor. It normally is and hould be
treated no differently for income, gift and estate tax purposes
than if the assets of the trust were owned outright by the
grantor without any trust. It is only a method of providing
for convenient management of property during life and as a
substitute for probate. TAM 8609005 should be overruled
legislatively. The correction could be made simply by adding
the following parenthetical clause at the end of section
2035(d)(2) of the 1986 Code:

"(except under sections 2036, 2037 and 2038 with
respect to a transfer from or a release of any interest in
or power over a revocable trust)."

with a corresponding modification adding at the end of the
first sentence of each of Sections 2038(a)(1) and (2)the
following:

"(except a transfer from or a release of any interest in or
power over a revocable trust)."

A more detailed memorandum of the problem created by the TAM
8609005 and the proposed solutions is available on request.

The American College of Probate Counsel
Fiduciary Income Tax Committee

Summarzy

The following is a summary of comments made by the
Fiduciary Income Tax Committee of the American College of
Probate Counsel (the "Committee") with respect to S.1350, the
Technical Corrections Act of 1987:

A. The Committee supports the amendment of Code §67(e) with
respect to the determination of adjusted gross income in
the case of estates and trusts,
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B. The Committee recommends clarification of Code §674(c)
where the grantor's spouse is a co-trustee with an
independent trustee,

C. The Committee recommends an amendment to Code §163(h)(2)
to permit the interest on the delayed payment of
pecuniary bequests to be deductible,

D. The Committee recommends an amendment to Code §67(b) to
clarify the treatment of Code §67 deductions in the hands
of beneficiaries who succeed to such deductions under
Code §642(h),

E. The Committee recommends an amendment to Code §642(h) to
permit beneficiaries succeeding to the property of a
terminated estate or trust to succeed to suspended
passive activity losses and credits,

F. The Committee recommends an amendment to Code §6654(1) to
make the treatment of revocable trusts consistent with
the treatment of estates with respect to estimated taxes,

G. The Committee recommends an amendment to Code §643(g) (1)
and (2) to permit the election with respect to payments
of estimated tax treated as paid by the beneficiary to be
made on a timely filed return and to permit an estate to
make such election also.

Comments With Respect To
S. 1350, The Technical Corrections Act Of 1987

A. Section 10i(fI(3); amendment-ofS-ection_67(e.

The Fiduciary Income Tax Committee of the ACPC

supports this section of the Bill. We understand that the

section has given rise to some controversy, and, therefore,

believe it is useful to articulate our support of the

provision.

Section 67 of the 1986 Code provides that

miscellaneous itemized deductions are subject to a floor of

2% of adjusted gross income. The rule also applies to

estates and trusts, although subject to a special exception

for certain administrative expenses.

Under the existing law, if both the estate or trust

and a beneficiary to whom distributions are being made have

miscellaneous itemized deductions of the type subject to the

2% floor, the disallowance under Section 67 will be greater

than the disallowance would have been if the income and

deductions of the estate or trust and the beneficiary had all
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belonged to a single taxpayer. The reason for this result is

that where distributions are made to a beneficiary, the

adjusted gross income of the estate or trust which is taken

into account in applying the 2% floor at the fiduciary level

is, with minor adjustments, also taken into account in

determining the beneficiary's 2% floor, since the beneficiary

will include in his gross income under Section 652 or

Section 662 of the 1986 Code distributions of estate or trust

income.

Section 101(f)(3) of the Bill Cures this problem by

amending Section 67(e) of the 1986 Code to provide that the

distributions deduction under Section 651 and Section 661 of

the 1986 Code will be applied in determining the adjusted

gross income of an estate or trust. Accordingly, to the

extent that a distributions deduction is available under

Section 651 or Section 661, the income which is passed out to

the beneficiary will not be taken into account in determining

the 2% floor at the estate or trust level.

This is a very practical solution to the potential

double disallowance problem.

To the extent that any questions may arise with

respect to the allocation of miscellaneous itemized

deductions between a beneficiary and an estate or trust, it

is to be noted that Section 101(f)(4) of the Bill amends

Section 67(c) of the 1986 Code by granting the Secretary of

the Treasury regulatory authority which appears to be broad

enough to permit allocation of such deductions among estates

and trusts and their beneficiaries.

B. Clarification of Section 674_cj.

Section 674(a) of the 1986 Code provides that the

grantor shall be treated as the owner of any portion of a
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trust in respect of which the beneficial enjoyment of the

corpus of the income therefrom is subject to a power of

disposition, exercisable by the grantor or a non-adverse

party, or both, without the approval or consent of any

adverse party.

Section 674(c) of the 1986 Code provides an

exception to Section 674(a) with respect to "... a power

solely exercisable (without the approval or consent of any

other person) by a trustee or trustees, none of whom is the

grantor, and no more than half of whom are related or

subordinate parties who are subservient to the wishes of the

grantor - [to make certain distribution s and payments].....

(Emphasis added.)

For purposes of applying Section 674(c), it is not

clear whether the exception applies where the spouse of the

grantor is a co-trustee with an independent trustee. It

would appear that atechnical correction is necessary to

clarify that "none of whom is the grantor" should be

construed to include "none of whom is the grantor's spouse."

It is to be noted that Section 114(a)(2) of the Bill

would amend Section 675 of the 1986 Code to clarify that a

loan to a grantor's spouse would be treated as a loan to the

grantor. The absence of a similar technical correction with

respect to Section 674(c) might give rise to a negative

implication that having the spouse of a grantor act as

trustee was not intended to be the equivalent of the grantor

acting as trustee.

In order to be consistent with the apparent

intention of Congress that a grantor's spouse will be treated

as the grantor for all purposes connected with Subpart E, it

is recommended that Section 674(c) of the 1986 Code be

amended to add the words "or the grantor's spouse (within the

meaning of Section 672(e)(2))" after the words "'... none of

whom is the grantor."
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C. Interest on pecuniary bequests.

In general, income earned on assets of an estate or

trust is taxable only once. If no distributions (other than

distributions subject to the exclusions of Section 663(a) of

the 1986 Code) are made from an estate or complex trust to

beneficiaries during the taxable year, such income is taxable

to such estate or trust. To the extent distributions are

made to beneficiaries during the taxable year, such estate or

trust is entitled to a distributions deduction under Section

661 and the beneficiary takes in income under Section 662 of

the 1986 Code. In effect, the taxable income is allocated

between the taxpayers but is taxed only once.

Where payment of a pecuniary bequest is delayed, the

laws of some states provide that the legatee is entitled to

"interest" on the delayed payment. In Rev. Rul. 73-322,

1973-2 CB 44, the Service ruled that such statutory interest

was truly interest and was not subject to the application of

the distributions deduction under Section 661. This result

had limited economic effect in 1973, since the estate was

entitled to an interest deduction which compensated for its

loss of a distributions deduction.

- However, with the advent of limitations to the

deductibility of interest under the Tax Reform Act of 1986,

late payment of pecuniary legacies may result in double

taxation of income if relief is not provided by technical

corrections.

The income earned on the assets which are the

subject of the pecuniary legacy will be taxable to the

estate, but the estate will receive no interest deduction for

the payment of such "interest" to the legatee, unless such

interest can be characterized as "investment interest" under

Section 163(h)(2)(B) of the 1986 Code er some other exception

to the definition of "Personal Interest" under Section
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163(h)(2) of the 1986 Code. Nevertheless, the legatee will

pay tax on the "interest" received.

Since late payment of pecuniary legacies is often

necessary (e.g_., because of open estate tax issues), estates

with pecuniary bequests may be subject to higher iPcome taxes

than estates limited to residuary bequests, and the

deductibility of payments will vary state to state depending

upon whether, and the extent to which, such statutory

interest is imposed.

A similar result might obtain in the case of a

revocable trust which is used as a will equivalent, or in the

case of some other form of trust, such as a QTIP trust, which

is required to make pecuniary distributions on the death of

the decedent or the decedent's spouse.

To correct this problem, it is recommended that a

new subparagraph (F) be added to Section 163(h)(2) of the

1986 Code, to read as follows:

"(F) any amount payable as interest by an
estate or trust by reason of delayed payment of any
bequest, legacy, or other required distribution."

D. Treatment ofSection 67 upontermination of estates and

trusts.

During the administration of an estate or trust,

deductions for costs which are paid or incurred in connection

with the administration of the estate or trust, and would not

have been incurred if the property were not held in such

estate or trust, are deductible from gross income in

computing adjusted gross income pursuant to Section 67(e) of

the 1986 Code. These costs are accordingly not subject to

the 2% floor on miscellaneous itemized deductions.

On termination of an estate or trust, to the extent

that deductions (with minor exceptions) for thu last- taxable

year of the estate or trust exceed gross income, such excess

is allowed as a deduction to the beneficiaries succeeding to

the property of the estate or trust pursuant to Section

642(h) of the 1986 Code.
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While there appears to be no reason for such excess

deductions to be treated differently in the hands of

beneficiaries thanl in the hands of the estate or trust, there

is need for clarification with respect to Section 67

treatment of such deductions in the hands of beneficiaries

who succeed to such deductions under Section 642(h).

It should be noted that if relief is not provided by

technical corrections, executors may be forced to match these

costs against estate or trust income by prepaying fees or

commissions in years prior to termination or by extending the

period of administration in order to maximize estate or trust

income. One result may be an increase in controversies over

whether administration of an estate has been u'cduly prolonged

(See Regs. § 1.641(b)-3(a)).

It is recommended that a new subparagraph (14) be

added to Section 67(b) of the 1986 Code, to read as follows:

"(14) the deduction under section 642(h)
(relating to excess deductions on termination of an
estate or trust) to the extent that excess
deductions allowable to beneficiaries under that
section

(i) consist of deductions for costs which
are paid or incurred in connection with the
administration of the estate or trust and would
not have been incurred if the property were not
held in such estate or trust, or

(ii) consist of deductions excepted from
the definition of "miscellaneous itemized
deductions" under subparagraphs (1) through
(13) of this section 67(b)."

E. Unused passive activity osse§_and credits on termination

of estates and trusts.

Section 642(h) of the 1986 Code allows beneficiaries

succeeding to the property of a terminated estate or trust to

succeed to unused loss carryovers and excess deductions. It

would seem appropriate and consistent with the legislative

history to have the same treatment apply with respect to

suspended passive activity losses and credits.
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It is recommended that Section 642(h) be amended by

adding the word "or" at the end of clause (2), deleting the

balance of such subsection and substituting therefor the

following:

"(3) for the last taxable year of the

estate or trust disallowed passive activity
loss or passive activity credit under
subsections (a) or (b) of section 469,

then such carryover or such excess or such
disallowed passive activity loss or passive activity
credit shall be allowed as a deduction or passive
activity loss or passive activity credit, in
accordance with regulations prescribed by the
Secretary, to the beneficiaries succeeding to the
property of the estate or trust."

F. Treatment of revocable trusts and estates withresp ect to

estimated taxes.

For state law and other administrative reasons, many

practitioners use revocable trusts as "will equivalents" in

estate planning. Where a trust is fully revocable by the

grantor at the time of his death, there appears to be no

policy reason to treat the revocable trust differently than

an estate after the grantor's death with respect to estimated

taxes.

It is recommended that Section 6654(I) of the 1986

Code be amended to read as follows:

"(1) Estates and Trusts. -- This section shall
apply to --

(1) any trust other than a trust, after
the death of the grantor, which was revocable
by the grantor at the time of his death, and

(2) any estate, and any trust, after the
death of the grantor, which was revocable by
the grantor at the time of his death, with
respect to any taxable year ending 2 or more
years after the date of the decedent's or the
grantor's death."

G. Section 114Cd)_C31; amendment of Section 643(g).

Section 643(g)(2) of the 1986 Code provides that the

election of a fiduciary to treat excess estimated tax

payments as being made by the beneficiary must be made on a

return filed on or before the 65th day after the close of the

taxable year.
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Section 1l4(d)(3) of the Bill amends Section

643(g)(2) to provide that the election must be made on or

before the 65th day after the close of the'taxable year, but

not necessarily on a tax return.

The proposed technical correction fails to address

the major problem of the statute, namely that 65 days will

often not be enough time for the fiduciary to analyze

whether, and to what extent, an election should be made.

While it is true that 65 days is the time provided

by statute for making distributions which may be considered

as having been made on tha last day of the preceding taxable

year under Section 663(b) of the 1986 Code, it is not a

sufficient time for a fiduciary to finalize the fiduciary

income tax computations necessary to make an intelligent

election under Section 643(g) of the 1986 Code. The Section

663(b) election is based primarily on a comp-itation of

income, which should be easily determinable within the time

frame. The Section 643(g) election, on the other hand,

requires a final computation of the fiduciary income tax,

which will include consideration of such complex issues as

alternative minimum tax, income and deductions with respect

to passive investments, and income and deductions with

respect to partnerships and other entities which may not have

provided the estate or trust with sufficient tax information

within the time frame.

It is recommended that in lieu of the amendment

proposed in the Bill, Section 643(g)(2) of the 1986 Code be

amended to read as follows:

"(2) TIME FOR MAKING ELECTION. -- An election
under paragraph (1) shall be made only on a timely
filed return of the tax imposed by this chapter for
the taxable year."



Further, there seems to be no reason why an estate

should not be entitled to use Section 643(g) once it is

subject to payment of estimated taxes.

It is recommended that Section 643(g)(1) of the 1986

Code be amended to read:

"(1) IN GENERAL. -- In the case of a trust, or
in the case of an estate with respect to any taxable
year ending two or more years after the date of the
decedent's death -- "

Conforming amendments should be made to substitute

"trustee or executor" wherever "trustee" appears.

In the event that the Code is amended to provide

that revocable trusts will be treated in the same manner as

estates in that they will be subject to estimated taxes only

with respect to taxable years ending two or more years after

the grantor's death, further conforming amendments should be

made.

THE ACPC FIDUCIARY
INCOME TAX COMMITTFE
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STATEMENT OF
THE AMERICAN COUNCIL OF LIFE INSURANCE

ON THE PROVISIONS OF
S. 1350, THE TECHNICAL CORRECTIONS ACT OF 1987

JULY 21, 1987

The American Council of Life Insurance urges that the
following three issues be resolved in the technical corrections to
the Tax Reform Act of 1986:

1. Transition rule for market discount bonds. S. 1350 would
revise the capital gains transition rule for market discount
bonds held by life insurance companies to make it applicable
to all life insurance companies at a 31.6% tax rate. The ACLI
strongly supports adoption of the generic approach to a
transition rule but urges that the tax rate be lowered to
29.1%.

2. Alternative minimum tax. It is urged that a technical
correction be made to the corporate alternative minimum tax
provisions to clarify that certain exceptions applicable under
the normal income tax computation as respects corporate-owned
annuities also apply in computing the adjusted current
earnings preference.

3. Non-discrimination requirements for group-term life insurance
plans. It is urged that a technical correction be added, if
deemed necessary, to make clear that the two long standing
methods for structuring employee contributions to group-term
life insurance plans will continue to qualify under the new
non-discrimination rules for these plans in Section 89.

In each case, a supporting memorandum is attached.

GENERIC CAPITAL GAINS GRANDFATHER CLAUSE
FOR MARKET DISCOUNT BONDS HELD BY

LIFE INSURANCE COMPANIES--
TAX RATE SHOULD BE NO HIGHER THAN 29.1%

Summary of
Proposal:

Background:

The technical corrections bill (S. 1350) would expand
the scope of the capital gains grandfather clause for
certain market discount bonds in the Tax Reform Act of
1986 to cover all life insurance companies, instead of
only a limited group of 15 companies.
(Section 110(a) (2) and (3)). However, the
grandfathered tax rate would be increased from 28% to
31.6%, on the grounds that this increase is necessary
to achieve revenue neutrality. In fact, the ta.x rate
for this expanded provision should be set no higher
than 29.1%, since at that rate, budget receipts and
deficits in the February baseline would be unaffected.
Thus, it is urged that the technical corrections bill
be amended to reduce the expanded capital gaTls
grandfather clause tax rate to 29.1%.

The Tax Reform Act of 1986 repealed the corporate
capital gains tax rate of 28% and subjected such gains
to tax at the new 34% corporate ordinary income tax
rate.

However, as part of its transition rules, Congress
decided to allocate amounts to a grandfather clause
with respect to the capital gains tax rate for market
discount on existing bond portfolios held by life
insurance companies (and previously grandfathered under
the 1984 legislation). At the time this transition
rule was being considered last fall, it was estimated
that the revenue cost of a full grandfather clause
(i.e., one preserving the prior 28% tax rate) for all
life insurance companies would significantly exceed the
amount that could be allocated to this rule. Thus, it

78-q;q n - RR - in
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was decided to enact a 28% provision applicable to only
15 life insurance companies.

It was estimated at that time that the cost of a
transition rule for those companies would equal
$120 million over the 5-year revenue estimating period.
Therefore, the grandfather provision was carried in the
Conference Report as a reduction of budget receipts of
$120 million over the 5-year period; and it continues
to be carried at that level in the February budget
baseline.

The revenue estimates used in connection with the
grandfather provision were, of necessity, made very
quickly and based on information hurriedly compiled by
a limited number of life insurance companies. In order
to update the revenue figures to reflect bond sales at
the end of the year and make them as accurate as
possible, the ACLI, early in 1987, conducted a special
survey of member companies requesting information as to
market discount in bond portfolios held on December 31,
1986. The results of this survey were given to the
staff of the Joint Committee on Taxation. On the basis
of this updated information and its own analysis, the
Joint Committee staff now estimates that the transition
rule, if applied on an industry-wide basis at a 28%
rate, involves a revenue loss of $146 million for the
relevant 5-year estimating period.

This revised estimate is only $26 million more than
the amount Congress originally agreed to spend on this
issue and the amount which is carried in the February
budget baseline. A generic transition rule at a 29.1%
rate would produce a revenue loss equal to the original
$120 million figure and would have no effect on budget
receipts and deficits using the February baseline.
This budget neutrality would only be threatened if the
Congressional Budget Office reflects a revised estimate
of the revenue cost of the grandfather provision when
it updates the budget baseline in August.

Position: On the basis of this updated information, the market
discount transition rule provided by the 1986 Tax
Reform Act should be corrected to apply on an
industry-wide basis at a 29.1% rate. The technical
corrections bill achieves such industry-wide
application but should be amended to lower the tax rate
to 29.1%.

Such a transition rule is important for all life
insurance companies holding market discount bonds. The
gain to be realized on a market discount bond is known
and fixed at the time of purchase. The after-tax value
of that gain is, in turn, often used by life insurance
companies in setting investment returns or in pricing
contracts it enters into with customers. A grandfather
provision is needed to protect existing market discount
bonds from a change in the tax rate which could
retroactively turn good business decisions into bad
decisions.

Moreover, an industry-wide provision at a 29.1% rate
would be consistent with the revenue and budget effects
of the 1986 Act. As indicated, Congress originally
allocated $120 million to a capital gains transition
rule for market discount bonds of life insurance
companies and this amount is reflected in the February
budget baseline. Based on current data, a 29.1%
generic provision conforms to the $120 million figure,
and, therefore, would have no additional impact on
budget receipts and deficits against this baseline.
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The Joint Committee staff estimate of $146 million
for a generic provision at 28% is made up of two
components: $59 million is attributable to maintaining
the current 15-company provision and $87 million is
attributable to expanding the grandfather clause to
apply to the remainder of the life insurance business.
It has been indicated by the Staff that, to achieve
revenue neutrality, the total revenue cost of a generic
rule must be limited to $59 million, the current
estimate of the cost for the 15 companies. According
to the Staff, this can only be accomplished, in the
context of a generic grandfather clause, by providing a
tax rate of 31.6%, instead of 28%. This undoubtedly is
the genesis of the provision in the technical
corrections bill.

What this analysis ignores is the budget effects of
the alternatives. As indicated, a 29.1% generic
grandfather tax rate would have no additional budget
impact over that presently included in the February
baseline for a capital gains grandfather provision.

Proposed
Amendment: In subparagraph (B) of Section 110(a) (2) of S. 1350,

strike out "31.6 percent" and insert in lieu thereof
"29.1 percent".

TAXATION OF INCOME ON CORPORATE-OWNED
ANNUITIES UNDER THE CORPORATE

ALTERNATIVE MINIMUM TAX

A new corporate alternative minimum tax was enacted as part
of the Tax Reform Act of 1986. A "business untaxed reported
profits" preference item was included to reach untaxed corporate
income. The preference consists of a book income adjustment for
taxable years beginning in 1987, 1988 and 1989 and of an adjusted
current earnings adjustment thereafter.

Section 56(g) (4) (B) (iii) of the Code relates to the
computation of adjusted current earnings. The provision includes
in adjusted current earnings the income build-up on annuity
contracts held by non-natural persons. The includible income is
determined under Section 72(u) (2).

Section 72(u), also enacted as part of the 1986 Act, includes
in the regular tax base the inside build-up on annuity contracts
held by non-natural persons. The primary target of this provision
was deferred compensation arrangements. To focus the legislation
Section 72(u) (3) contains five exceptions to the general rule.
These exceptions are for annuities held generally in a fiduciary
capacity for another, such as annuities to fund pension plans and
terminated pension plans. It was recognized that in such nominal
capacity the holder normally receives no gain other thai! any
otherwise taxable fee. (It is recognized that an immediate
annuity under Section 72(u) (3) (E) could involve relatively minor
amounts of economic income.)

As noted, Section 56(g) (4) (B) (iii) cross-references
Section 72(u) (2) concerning income determination. However, the
provision does not make clear that the exceptions in
Section 72(u)(3), mentioned above, should be taken into account
for adjusted current earnings purposes.

Accordingly, we urge inclusion of a technical correction to
make clear that the Section 72(u) (3) exceptions apply with respect
to the income to be included in adjusted current earnings under
Section 56(g) (4) (B) (iii). This could be accomplished by changing
the reference in Section 56(g) (4) (B) (iii) from Section 72(u)(2) to
Section 72(u) with appropriate Committee report language.
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The new corporate alternative minimum tax provisions were
clearly intended to impose a minimum tax only on economic gain --
on corporate income not otherwise taxed. The proposed Technical
Corrections Act of 1987 (S. 1350) already recognizes that the
income on annuities held by a corporate employer in a fiduciary
capacity for its employees should not be taxed to the employer
under Section 56(g)(4) (B) (iii). (Section 107(b) (12)). This
technical correction proposal applies to annuity contracts held by
a corporate employer under Section 403(a) plans and corresponds to
the part of the Section 72(u) (3) (B) regular tax exception that
concerns a corporate holder of an annuity.

Building on this provision, the rest of the Section 72(u) (3)
exceptions should also be excluded from the alternative minimum
tax base. The other annuity contracts in those exceptions either
do not involve a corporation holding an annuity
(Section 72(u) (3) (A)), concern an immediate rather than a deferred
annuity (Section 72 (u) (3) (D)), or involve a corporation holding an
annuity as a fiduciary. Those latter two exceptions are discussed
further below.

Section 72(u) (3) (D) provides an exception, similar to that in
Section 72(u) (3) (B) (iii), for deferred annuities held by the
employer for the employees' benefit where they are purchased to
fund the accrued obligations to employees under a terminated plan.
The trustee of the plan being terminated must provide for these
obligations of the plan. The purchase of dedicated deferred
annuity contracts is the presently required means of funding such
obligations. The existing contractual arrangements do not entitle
a company to recover, from any source in the transaction, income
tax it may be required to pay on the income on these annuities
held for the employees' benefit.

The income from a structured settlement annuity
(Section 72(u) (3) (C)) is also contractually dedicated to the
benefit of the injured party. In structured settlements all
distributions from the annuity received by the annuity holder
administering the settlement must be paid to the injured party.
Section 130, concerning such settlements, requires the payments
under the annuity contract to match the required payments to the
injured party.

We understand that the National Structured Settlement Trade
Association is requesting the same correction. The ACLI fully
supports their views that without clarification, injured parties
who enter into settlement arrangements will be adversely affected.

Quite clearly the corporate holder of these deferred
annuities does not share in or benefit from the income build-up on
the annuities that are held for others. If
Section 56(g) (a) (B) (iii) is not clarified, companies will revise
their contacts so that the burden of the tax will fall on the
benefitcial owners of the annuity contracts, that is, on the
employees or the injured parties.

The alternative minimum tax provisions are intended to
include in the base for the tax economic income not included in
the regular tax base. While somewhat ambiguous
Section 56(g) (4) (B) (iii) appears to include the income
attributable to contributions made to annuity contracts prior to
March 1, 1986. That income is excluded from the coverage of
Section 72(u). The income from the corporate-held annuities
included in the exceptions under Section 72(u) (3) are excluded
from the regular tax base. Since such income generally does not
represent economic income to the corporate holder, it should also
be excluded from the alternative minimum tax base.
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GROUP-TERM LIFE INSURANCE PLANS --
EMPLOYEE CONTRIBUTION FORMULAS

Summary of
Proposal: It should be made clear that the Section 89

non-discrimination testing rules, as added by the Tax
Reform Act of 1986, accommodate both of the common
contributory group-term life plan designs -- the
"flat-rate" plan and the age, or "step-rate", plan.

Problem:

There are two very common group-term life contributory plan
designs: (1) the age or "step" rated plan, where the rate of
employee contributions is tied to age related premium brackets; and
(2) the flat plan, where each employee pays the same amount per
thousand dollars of coverage. These formulas have been in existence
for many years, are widely used by emloyers, and were not in any
way developed to deal with the peculiarities of non-discrimination
testing for group-term life insurance. In this regard, it might be
noted that the Federal Government's plan uses the flat contribution
approach.

For reasons discussed in more detail below, each of these
contribution approaches is consistent with long standing life
insurance principles and neither should, in and of itself, cause a
group-term life insurance plan to fail the non-discrimination tests.
In order to assure that both approaches may pass the Section 89
non-discrimination requirements, it appears two aspects of the rules
need to be clarified:

(1) Under the "step-rate" plan, employee contributions vary
based on age. However, at each step, the employer is paying for the
same percentage of each dollar of coverage. Thus, each separate
contribution "step" should not be considered to give rise to a
separate plan -- with arbitrary and potentially adverse consequences
under the 50% eligibility test of Section 89(d) (1) (B) and its
alternative, Section 89(d)(2).

(2) The "flat-rate" plan, by contrast, involves employee
contributions that do not vary although the actual cost of the
insurance protection increases with age. This plan design also
should not be considered to give rise to a series of separate plans
even though the employer contribution at eaeh age level represents a
different percentage of the actual cost of the coverage. If
differing levels of employer provided benefit were assumed, a
flat-rate plan could face severe testing problems under not only the
50% eligibility test but also the 90/50 test of Section 89(d) (1)(A)
and the Section 89(e) benefits test as well.

Discussion:

Section 89 is designed to police benefit discrepancies that are
based on compensation status. The two contributory plan fLmats
described above are designed to deal with a factor that has nothing
to do with high- vs. low-pay status -- that is, "he increasing cost
of life insurance at older ages. Both formats deal with this factor
in accordance with traditional insurance principles.

in the flat plan an employee pays a level premium over the
duration of his or her coverage rather than bearing an increasingly
greater cost as that employee grows older. This follows the
traditional individual whole life insurance model. The step-rate
plan is more akin to the model of traditional individual term
insurance where the individual's cost increases with age. Both
designs represent. an acceptable way to provide for the increasing
cost of life insurance -- and both should be accommodated- in the
Section 89 testing scheme.
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In order for Section 89 to accommodate both approaches to
group-term life funding, two clarifications via technical
correction may be needed:

1. A first step would be to clarify that a plan involving
employee contributions that vary based on age will not, for
that reason alone, be disqualified for treatment as a "single
plan" for purposes of applying the Section 89 test.

2. A second step would be to clarify that the "employer provided
benefit" provided under each of the two common contributory
plans is to be measured in a manner that makes sense for that
plan. Thus, in the "step-rate" plan, where employee
contributions are based on actual cost, the portion of the
total benefit that is "employer provided" should also be
determined by looking at actual cost. In the "flat" plan,
where employee contributions are based on an averaged,
constant rate, the portion of the total benefit that is
"employer provided" should similarly be determined by looking
at an average, constant, cost -- for example, the Table I rate
at age 40.

These clarifications would result in both formats for
employee contributions being treated as a single plan. This would
permit the two common contributory plan designs to be tested under
Section 89 without distortions created by the chance dispersion of
high and low compensated at vevious age levels.
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Amnwk~1 i press Comipany
1020 Nineteenth Street, NW.
Washington, DC 20036
Telephone: (202) 822-6680

July 16, 1987

Bill Wilkins, Counsel
Committee on Finance
219 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Bill:

In response to your request for comments on the Technical
Corrections Act of 1987, I am enclosing for the Committee's
consideration a draft of a proposed technical amendment to
Section 1201 (e) of the Tax Reform Act of 1986. This
amendment addresses a problem that we have identified in the
current high withholding tax transition rule that discourages
debt-to-equity conversions of existing LDC loans.

From a Federal tax perspective, U.S. banks now find
themselves in a difficult position in electing between a
debt-equity conversion and full foreign tax credit
utilization. Specifically, if a U.S. bank does nothing,
interest on its existing debt has the benefit of the 1986
Act's transitional relief provision for high withholding tax
interest. This specifies that interest on loans to 33 listed
countries is includable in the financial service basket for 3
years and then phased out over the next five years.

A conversion of a qualifying loan from debt into an
equity investment, however, results in the loss of this
beneficial transitional rule and subjects the resulting income
to the new separate baskets limitation rules. Upon
conversion, a bank would be required to determine, on an
investment-by-investment basis, which foreign tax credit
basket to account for these equity investments. Under most
circumstances, it will be difficult to qualify income from
loan conversions as financial services income since the
underlying income of the new equity investment will generally
not be either passive income or income derived in the active
conduct of a banking, financing, or similar business.
Moreover, with most such equity conversions resulting in an
interest in the investee company of between 10% and 50% with
local entities holding the balance, the non-controlled Section
902 corporation basket is likely to apply.

Total local income taxes, plus withholding taxes on
distributions, will usually cause the effective foreign tax
rate on these investments to exceed significantly the U.S. tax
rate. Therefore, the loss of transitional relief and the
ability to average these excess credits with other financial
services income, coupled with the harsh effect of the joint
venture rules, can make debt-equity conversions unprofitable
on an after-tax basis.

To cure this problem and to promote debt-equity
conversions, it is recommended that a technical amendment be
adopted to clarify that income received following a
debt-equity conversion be situated in the same foreign tax
credit category as the interest from the debt that was
converted. (The proposed statutory language and a more
detailed technical explanation are enclosed.) In recognition
of revenue constraints, we have attempted to parallel the
seven-year period of application for the high withholding tax
interest transition rule and we propose that a taxpayer's
principal amount of qualified loans entitled to transitional
relief be reduced by the amount of any such loan conversion.
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We strongly believe that the Federal tax laws should not
inhibit debt-to-equity conversions. Such conversions are
especially attractive for lesser developed countries as they
provide one of the most viable means by Which'to reduce their
indebtedness to U.S. lenders. Secondly, loan workouts, by
means of conversions,, historically have permitted lenders to
recover on their original loan principal and, until payback is
achieved, to secure an adequate rate of return. In fact, the
Pre-1986 TRA Section 954-2(d) regulations expressly recognized
this well-established banking practice.

We look forward to working with the Committee on this
matter. American Express Bank Limited has been at the
forefront of such conversions and has the technical staff
available to respond to your inquiries.

Sincerely,

Denie G Feuson

Amendments to Section 1201(e) of the Tax Reform Act of 1906

I. Sec. (2)(F) is amended by the addition of a new paragraph

(iii):

(iii) The principal amount of qualified loans held by the

taxpayer on November 16, 1985 shall be reduced by the principal

amount of such loans which are the subject of a "debt-equity

conversion."

I. Sec. (2) is further amended by the addition of a new

paragraph (J).:

(J) For purposes of this subsection the term "debt-equity

conversion" means a transaction, pursuant to foreign law, whereby

one or more qualified loans held by the taxpayer or an affiliate

on November 16, 1985 are exchanged for, or otherwise converted

into, stock in a foreign corporation. In the case of a debt-

equity conversion involving debt. rnot exceeding 110 percent of a

qualified loan or loans so converted, dividends with respect to

such stock ard gains from the sale or exchange of such stock shall

be treated for purposes of section 904 as interest, but not as

high withholding tax interest. The preceding sentence shall cease

to apply after the end of the sixth taxable year of the taxpayer

following the year in which dividends are first paid by the

foreign corpotation and includible in the gross income of the

taxpayer or an affiliate after the debt-equity conversion.
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EXPLANATIQN OF AMENDMENTS TO SECTION 1201(,e.

OF THE TAX REFORM ACT OF 1986

The proposed amendments are intended to encourage the

conversion of certain developing country loans into stock

interests in corporations doing business in those countries.

Interest on such loans is, in general, subject to a foreign

withholding tax. However, such interest is not (for a specified

period and to a specified extent) high withholding tax interest by

reason of transition rules that were adopted in section 1201(c. ) ()f

the Tax Reform Act.

Conversion of such loans into stock is, under present

law, disadvantageous because dividends and gains from the i;alc of

stock do not qualify for the high withholding tax transition

rules. Thus, as matters stand today, the rules regulating th.,

foreign tax credit limitation actually discourage debt-equity

conversions.

The proposed statutory amendments are intended to rronmily

that situation. As a technical atter, they are cast as

amendments to the transition rules for high withholding tax

interest and are intended to parallel those rules.

The first amendment provides that any qualifie(i loo n

held by the taxpayer on November 16, 1985 which is the subject ,i.

a debt-equity conversion will reduce the "principal amount of

qualified loans held by the taxpayer on November 16, 1985."- 'his

amount is a crucial component of the "applicable credit limit"

used to compute high withholding tax interest transit ion 1,ml i.l

The amendment will prevent taxpayers from achieving a double

benefit -- one in the special rule for debt-equity conversions

(discussed below), and another in transition relief for the amount

of the debt that is thus converted.

The second amendment is a special rule for income

resulting from a debt-equity conversion. As noted above, this

income will be in the form of dividends from stock and gains from

the sale or exchange of stock. rhe special rule provides that

such dividends and gains will be treated for purposes of the

-. foreign tax credit limitation as interest, but not as high

withholding tax interest. The rule will have the effect of
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situating income received following a debt-equity conversion in

the'same foreign tax credit category as interest from the debt

that was converted.

Dividends and gains following a debt-equity conversion

will be interest, under the special rule, only for purposes of the

foreign tax credit limitation. Thus, dividends with respect to

stock received as a result of a debt-equity conversion, and gains

from the sale or exchange of such stock, will be eligible for the

deemed paid foreign tax credit under section 902, 960, ot 1248.

However, for purposes of section 904, all such income will be

treated as interest.

For taxpayers who are predominantly engaged Ln a

banking, financing, or similar business, such interest will be

financial services income. For other taxpayers, the interest will

be passive income.

The special rule for debt-equity conversions will apply

regardless of whether the stock interest in the foreign

corporation is a majority interest and regardless of whether the

entity that holds the stock interest is the original lender or an

affiliate. That is, the benefits of the rule will not be affected

by the section 904 rules relating to noncontrolled section 902

corporations and to the "look-through" rules applicable to

controlled foreign corporations. It is expected that debt-equity

conversions will generally result in minority stock interests,

over time if not initially. Furthermore, it is anticipated that,

in certain cases, the foreign tax cost of a stock investment can

be reduced by holding the interest in a foreign corporation.

The benefits of the rule will be geared roughly to the

seven-year period of application of the high withholding tax

interest transition rules. However, in light of the fact that a

taxpayer's return following a debt-equity conversion may require a

lengthy pay-out period, the seven-year transition period is

proposed to begin only as of the first year in which the

investment begins to pay dividends to the taxpayer or an affiliate

after the conversion.

Finally, the special rule for debt-equity conversions

applies not only to loans held on November 16, 1985 but to an

amount of up to 10 percent of other loans as well. The purpose of

the rule is to encourage conversions, and a narrow limitation to

debt held on November- 16, 1985 could unnecessarily frustrate that

purpose.
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American Farm Bureau Federation
WASHINGTON OFfICE
00 MARYLANO AV.. G.W.

July 23, 1987 WA uINT eDC0014
IAN" 00DI06 3444ll2

The Honorable Lloyd Bentsen
Chairman
Committee on Finance
United States Senate
Washington, D. C. 20210

Dear Senator Bentsen:

In response to the Committee's request for comments on S. 1350,
the Technical Corrections Act of 1987, Farm Bureau appreciates the
opportunity to discuss two issues which are raised with regard to
the technical corrections package. While these points do not relate
directly to the provisions of the bill, they do relate to the Tax
Reform Act of 1986. We believe that they warrant the Committee's
examination, particularly since there may be no other appropriate
forum for their consideration in this session of Congress.

PREPRODUCTIVE PERIOD EXPENSING

The Tax Reform Act of 1986 made a major change in the way
expenses are recovered for producers who raise replacement stock for
their livestock herds. Under the old law, producers could expense
the costs of raising such livestock in the year the expenses were
incurred. The new law requires that these expenses be capitalized if
the preproductive period is two years or longer. An election can be
made to use expensing, but all assets used in the farming operation
must use straight line depreciation rather than more favorable
depreciation methods and expensed costs must be recaptured upon
disposition of the animal.

We believe that the new capitalization and election provisions
are unworkable. The record keeping associated with allocation of
the expenses of raised livestock are unwieldy as producers attempt
to separate the costs of raising livestock (some of which will be
replacement animals) from the allocation of expenses for other animals
which will not be placed in the herd.

Another major question for which no answer seems to exist is
the length of the preproductive period. How is it determined? From
conception until a heifer is placed in the breeding herd? From
the birth of the animal until placement in the breeding herd? In
addition, we question whether the recapture associated with the
expensing election is necessary particularly since capital gains
treatment is no longer permitted.
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The Honorable Lloyd Bentsen
July 23, 1987
Page 2

We call your attention to S. 1353, introduced by Senator Kasten
(R-WI) and Senator Quayle (R-IN), which would repeal the requirement
that farmers capitalize the expense of raising their livestock.
This legislation is supported by Farm Bureau policy and we urge
the Committee to consider it during the mark up of the technical
corrections package.

DEDUCTIBILITY OF HEALTH INSURANCE COSTS OF THE SELF-EMPLOYED

The Tax Reform Act of 1986 allows a 25 percent deduction for
health insurance premiums of self-employed taxpayers between 1987-89.
The deduction will be allowed only if the coverage is provided under
one or more plans meeting the new fringe benefit nondiscrimination
rules. As a result, it appears that employees will have to be covered
under an employer-provided health insurance plan.

As written, this provision causes problems because it is doubtful
that many self-employed taxpayers, especially farmers, furnish health
insurance to their employees. The cost of such employee benefit
plans is prohibitive to many farmers, particularly since many farmers
themselves do not carry health insurance because of extremely high
premiums.

In fact, we have reservations about the move in Congress to
mandate certain employee benefits. The costs of these programs could
push even more farmers over the brink by increasing casts associated
with farm labor.

While the dialogue of mandated benefits will be lengthy, we
urge the Committee to look specifically at this time at the health
insurance deduction for self-employed taxpayers and to remove the
restrictions that will discourage its use by self-employed farmers
and ranchers. We remind the Committee that the provision, which
originated as a 50 percent deduction with no time limit, was watered
down significantly in conference to 25 percent over a three-year
period. In fact, Farm Bureau supports a deduction for the full cost
of health insurance premiums as a business expense.

We appreciate the Committee's consideration of our comments about
the need for annual expensing of preproduction period costs rather
than capitalization, and a workable and expanded deduction for the
health insurance costs of self-employed taxpayers. We would be
pleased to provide you with other information should you desire it.

; 
erel

cutive Director

Washington Office

JCD/lh
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Statement of Herbert J. Lerner

on Behalf of the

American Institute of Certified Public Accountantd

Introduction

Mr. Chairman and Members of the Subcommittee, I am Herbert J.
Lerner, Chairman of the Federal Taxation Executive Committee,
testifying today on behalf of the American Institute of Certified
Public Accountants and its nearly 250,000 CPA members. Joining
me today is Donald H. Skadden, AICPA Vice President - Taxation.
We appreciate the opportunity to present our views on an issue of
concern to tax practitioners and small businesses throughout the
country.

Mr. Chairman, we are here today to discuss legislation you and
your colleague, Senator Heinz, have introduced which, if enacted,
would remedy many of the problems and complications created by
Section 806 of the Tax Reform Act of 1986. Section 806 mandated
that most partnerships, S corporations, and personal, service
corporations conform their tax years to the tax years of their
owners. Section 806 was enacted to address a perceived'problem
of tax deferral arising from non-conforming years and to raise
additional revenues. It will impose a significant burden on
small business, on the accounting profession, and on the IRS.

Mr. Skadden and I, along with other members of the AICPA,
appreciate the opportunity we have had to work closely with your
staff, as well as the staff of the Joint Committee on Taxation,
in developing a solution to the problems created by Section 806.
We are grateful to you, Mr. Chairman, to Senator Heinz, and to
your staffs for the significant effort put forth and for your
leadership in supporting a viable solution to this real and
serious problem.

Consistent with the political and economic realities at this
time, this proposed legislation has been crafted to derive
essentially the same amount of revenue from the same group of
taxpayers as under the Tax Reform Act of 1986. However, it does
so by addressing the issue of tax deferral and tax payments in a
unique manner which- avoids the administrative problems of
shifting most affected taxpayers to the same calendar year end.

A companion bill has been introduced in the House of
Representatives by Congressman Ronnie Flippo, who is a CPA and a
member of the House Ways and Means Committee. Since the proposal
is essentially revenue neutral in relation to the Tax Reform Act
of 1986, we suggest that this--legislation could appropriately be
included in the Technical Correction Act of 1987 (S. 1350 and
H... 2636).
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Let me state at the outset, from a tax policy standpoint, that
your legislation wos not the AICPA's desired solution to the
problem. We would hove preferred outright repeal of the year end
conformity requirement. However, given the need for a revenue
neutral alternative and the belief that tax deferral was a
serious problem which should be addressed, in our opinion your
legislation is the most viable alternative to the year end
conformity requirement.

History of the Year End Conformity Reauirement

First, I would like to present some background on the year end
conformity requirement and explain how Section 806 became part of
the Tax Reform Act of 1986 (H.R. 3838).

The year end conformity requirement was not part of the Treasury
Department proposal released in December 1984; it was not part of
the President's proposal released in May 1985; and it was not
part of H.R. 3838 as passed by the House of Representatives in
December 1985. During 1985, the Senate Finance and House Ways
and Means Committees held 36 days of hearings on tax reform, and
at no time was this provision discussed. A less stringent
version of the tax year requirement was added to thd Senate
Finance Committee package. This Finance Committee version would
have continued to allow fiscal years ending in September,
October, or November.

An amendment was added on the floor of the Senate during the
final hours of debate on tax reform which compounded the problem
by mandating the December 31st year end for most partnerships, S
corporations, and PSCs. 1 We believe that members of the Senate
did not fully understand the many problems this requirement would
cause for small business owners, for CPAs, and for the IRS.
Section 806 was advanced to keep the Tax Reform Act of 1986
revenue neutral, rather than for sound tax policy reasons.

Impact of the Year End Conformity Reuirement on Small Business.
the Accounting Profession. and Administration of the Tax System

In the past, sound tax policy permitted the use of fiscal tax
years which resulted in staggered tax return filing dates to
allow the IRS, taxpayers, and tax practitioners to better meet
tax filing requirements. The Tax Reform Act of 1986 failed to
recognize that there are many legitimate business reasons for
selecting a fiscal year. Fiscal years are ordinarily chosen to
coincide with the "natural business year" of an entity, and as a
consequence Section 806 will cause tax requirements to interfere
with business operations.

Section 806 will place an undue burden on the tax system.
Taxpayers and return preparers will have difficulty completing
the returns of affected entities in sufficient time to allow
partners and shareholders to file their individual tax returns by
the original due date. This will necessitate costly and
inconvenient extensions of time to file returns. Further, it
will be difficult to obtain the information necessary to estimate
the tax liability of owners in order to apply for an extension
without undue risk of penalties. Encouraging the extended filing
of tax returns is inconsistent with the efficient operation of
our self-assessment system.

1 As a practical matter, a fiscal year conformity
requirement affects most partnerships, S corporations and PSCs
with tax years other than the calendar year, since most of the
owners of these closely-held entities are individuals on the
calendar tax year.
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Section 806 will impose other costs and administrative burdens on
small businesses. Affected entities would be required to close
their books twice and file two sets of tax returns (both federal
and state) in calendar year 1987 in order to change their tax
years. Because Section 806 applies to existing as well as newly
formed entities, businesses which have used a fiscal year for
many years will now have to amend contracts, compensation
arrangements, and retirement and employee benefit plans as a
result of this provision.

Section 806 will also create significant workload problems for
CPA firms which will be required to compress tax return
preparation, financial reporting, and auditing work into a

shortened time period. A survey of AICPA Tax Division members
revealed that more than 60 percent of their annual workload will
now fall in a three-and-a-half month period as a result of the
year end requirement. Even if the extension requirements are
liberalized, not enough of this work could be spread throughout
the year since the accounting and financial reporting needs can
not, as a practical matter, be extended much beyond the close of
the reporting year.

A further concern is the possibility that, Sections 441 and 442
of the Internal Revenue Code may be interpreted by the IRS to
require the financial statement year end to conform to the tax
year end for entities subject to Section 806. We understand that
the IRS has under consideration the possibility that the
financial statement conformity requirement for voluntary year end
changes would also apply to mandatory year end changes.

In summary, this requirement of the Tax Reform Act of 1986 will
place administrative and financial hardships on small businesses
and CPA firms.

AICPA Endorses Baucus-Heinz Legislative Proposal

The AICPA strongly supports your legislative proposal, Mr.
Chairman, as it would resolve the fiscal year issue -- on an
essentially revenue neutral basis -- without mandating changes in
the tax reporting periods of partnerships, S corporations, and
PSCs. We suggest that your legislation be incorporated into the
Technical Corrections Act of 1987, with an effective date of
January 1, 1987.

Your legislation would allow entities which are affected- by
Section 806 to elect to retain their fiscal years. This optional
election would be made at the entity level, not by the individual
owners.
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Under the provisions of your legislation, owners of electing
partnerships and S corporations would be required to make
enhanced estimated tax payments determined with reference to the
amount of tax deferral based on the entity's preceding fiscal
year return. Thus, affected entities could retain the fiscal
year that suits their business needs, while making enhanced
estimated tax payments in lieu of actual tax payments.

Owners would be required to increase either of the two estimated
tax payment safe-harbors (100 percent of prior year's tAx or 90
percent of current year's tax) by a percentage of the prior
year's deferred income based on the length of the deferral
period. The enhanced estimated tax would be calculated at a rate
of 35 percent for 1987 and at the highest individual marginal
rate in the following years. There is a four-year phase-in of
the enhanced estimated tax payments which corresponds to the
four-year income spread in the Tax Reform Act of 1986.

For personal service corporations your legislation would postpone
the corporate level deduction for salary and other payments to
owners if ratable payments have not been made prior, to December
31. The safe-harbors for determining whether a deduction is
allowed would be based on experience from the prior corporate
year, in order to avoid the necessity of predicting income, or
actual payments made for the remainder of the current year.

Any entity which is subject to Section 806, and which newly
elects or changes its fiscal year, must select a year ending no
earlier than September 30. Included in this option are C
corporations which elected S corporation status and as a
consequence were required to change to a calendar year.

Your legislation also provides a de minimis exclusion whereby
taxpayers with aggregate enhanced estimated tax of $200 or less
with respect to electing partnerships and S corporations are
exempt from this requirement.

It is recognized that retention of fiscal years could create an
abusive situation where tiered ownership structures are used. To
avoid this, your legislation provides that a partnership, S
corporation, or PSC which receives a major part of its gross
income from a partnership or S corporation and which has a
different tax year from the related entity, is not allowed to
retain its fiscal year. This prohibition is not intended to
apply to nonabusive situations, such as where the entity has an
equity interest in -another entity which is not substantial in
relation to the owning entity's entire activity.

Your legislation does not provide a tax solution to certain
tiered structure situations, such as where a fiscal year PSC owns
an interest in a calendar year partnership corresponding to the
interest previously owned by the PSC's sole stockholder who is an
individual on a calendar tax year. Although we have not
developed a solution to this problem, we would support any
reasonable proposal which is essentially revenue neutral based on
the tax liabilities of the affected class of taxpayers.
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It is important to remember thott those entities rhich would be
allowed to remain on or to adopt a natural business year under
the Tax Reform Act of 1986, could still do so without being
subject to the requirements of this legislation. Thus, an
entity which is otherwise entitled to use a fiscal year based on
a business purpose which satisfies IRS established criteria
(including those reflected in Revenue Procedure 87-32 and Revenue
Ruling 87-57) will be able to do so without being subject to the
requirements of this legislation.

Conclusion
we strongly support your solution to the problems resulting from
the year end conformity requirement of the Tax Reform Act of
1986. The AICPA believes it offers an alternative, for those
entities which wish to elect it, that is both responsible and
effective, and that it merits careful-consideration by your
Committee. We stand ready to continue to work with you and your
staff in the enactment of this much needed correction to the Tax
Reform Act of 1986.

Mr. Chairman, this concludes our statement. We will now gladly
answer any questions that you or Members of the Subcommittee may
have.
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STATEMENT OF RICHARD MERSKI
AMERICAN INTERNATIONAL GROUP, INC.

on
S.1350, the Technical Corrections Act of 1987

before
The Senate Finance Committee

Subcommittee on Taxation and Debt Management
July 22, 1987

Mr. Chairman and members of the Committee, my name

is Richard Merski. I am the Director of Government Affairs

of the Washington office of American International Group,

Inc. ("AIG"), which through its subsidiaries is primarily
engaged in a broad range of insurance and insurance-related

activities in the United States and abroad. AIG appreciates

the opportunity to present its views on proposed corrections

to the Tax Reform Act of 1986 (the "Reform Act") being made
by S.1350, the Technical Corrections Act of 1967. In par-

ticular, I wish to focus on a matter which, though technical

in nature, is of great importance to AIG -- the treatment of

investment income attributable to insurance of risks within

the same country of incorporation of a controlled foreign

corporation ("CFC").

Current Law

The Reform Act expanded the definition of Subpart

F income by defining "insurance income" under Section 953(a)

to include any income derived from the insurance or reinsur-

ance of risks in connection with property located in, liabil-

ity arising out of activity in, or in connection with the

lives or health of residents of a country other than the

country in which the CFC is incorporated. The Reform Act

was intended to apply to insurance income earned on CFC

insurance risks outside the country in which the corporation

is organized. AIG does not believe it was Congress' intent

to apply to underwriting and investment income attributable

to insurance of risks within the same country in which the

corporation is incorporated or where it is conducting an

active business in such fashion so that the income cannot be

manipulated from a high tax jurisdiction to a low tax juris-

diction. This interpretation is consistent with the state-

ment in the House report that investment income taken into

account under Section 953 of the Code is not treated as

foreign personal holding company income under Section 954 of

the Code:
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"Second, income of any kind received by an
offshore insurance company, including income
derived from its investments of funds, will
generally be subject to taxation under Sec-
tion 953, as described below. Regulations
under present law specify that taxation of an
insurance company's income under Section 953
takes precedence over its treatment as foreign
personal holding company income. Thus, divi-
dends, interest, and gains derived by a con-
trolled foreign insurance company will not
generally be treated as foreign personal
holding company income in any event, if they
are instead taken into account under Section
953." H.R. Rep. No. 99-426, 99th Cong. 1st
Sess. at p. 399 (December 7, 1985).

Issues

The removal of the exclusion previously contained

in Section 954(c) (2) of the pre-Reform Act Code to Subpart F

for investment income derived from the necessary reserves of

an insurance company or its necessary surplus is inconsistent

with the retention of the same country exception for insur-

ance income as provided in Section 953 and inconsistent with

the long established concept in the Code that investment

income generated on insurance reserves, unearned premiums,

and necessary surplus should be considered insurance income.

For example, investment income attributable to insurance of

related party risks is subject to the new Subpart F pro-

visions relating to captive insurance companies. Deductions

for reserves allowed under Subchapter L are also adjusted

under the Reform Act to reflect in part the time value of

money and tax exempt interest on investments of reserves.

The Tax Reform Act of 1984 also required that the source of

insurance income (underwriting and investment income)

derived by a CFC from insurance of U.S. risks be determined

by reference to the risks insured.

The absence of an explicit exclusion for invest-

ment income attributable to insurance of risks within the

country of incorporation is also inconsistent with the

general treatment of non-financial companies. The whole

concept of Subpart F income and the term "foreign base

company" reflects the concept that United States share-

holders should be taxed only on income which is passive in

nature or income diverted from a related person in one

jurisdiction to a CFC organized in a different foreign

country. This is clearly reflected in the definitions of

the various items which constitute foreign base company

income and the specific exclusions for income from the same

country of incorporation. Congress has never consciously
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extended the scope of Subpart F to include income derived

from the active conduct of a trade or business in the same

country in which the CFC which earns it is organized, in

part because extension of that principle would force U.S.

controlled business to bear higher rates of tax than foreign

competitors.

In the absence of a technical amendment to the

Reform Act a CFC which is an insurance company will be

subject to significant overtaxation on its true taxable

income because its taxable foreign personal holding company

income will not take account of the deductions which would

otherwise be allowed against underwriting and investment

income if it were a domestic corporation. This can best be

understood in the case of a controlled foreign life insur-

ance company, where practically all of such a company's

"taxable income" under Subpart F is attributable to the

investment income which will be returned to policyholders.

A domestic life insurance company is allowed a current

deduction against all of its gross income under Section

805(a) of the Code for the net increase in its reserves,

policyholder dividends, and other specified amounts, but no

such deduction would reduce foreign personal holding company

income under Subpart F. Under Section 954(b) (5) of the

Code, foreign personal holding company income and other

foreign base company income are reduced, under regulations,

by deductions properly allocable to such income. Under

current Treasury regulations, however, deductions allowed to

a controlled foreign life insurance company reduce "gain

from operations", i.e., underwriting income taken into

account under Section 953, and not foreign personal holding

company income. Treas. Reg. § 1.954-1(c), § 1.952-2(b) (2)

and § 1.953-4.

Recommendation

The Technical Corrections Act should amend Section

954(c) of the Code to exclude from the definition of a

foreign personal holding income, income derived by an insur-

ance company from the investment of:

(i) unearned premiums or reserves
ordinary and necessary for the
proper conduct of its insurance
but,.ress,

(ii) an amount of its assets equal to
one-third of its premiums earned on
insurance contracts (other than
life insurance and annuity
contracts), and
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(iii) in the case of a life insurance
company, an allocable portion of
surplus determined under principles
analogous to those under Section
813 of the Code, in each case
attributable to the insurance (or
reinsurance) of risks arising in
the country in which the insurer
(or reinsurer) is organized.

For purposes of (i), (ii), (iii), and Section 953(a), a

branch of a foreign corporation licensed and predominantly

engaged in the insurance business in a foreign country shall

be treated as a separate foreign corporation created under

the laws of the country in which the branch is licensed.

Explanation

The exclusion allowed by the proposed amendment

would be available only to an "insurance company", i.e., a

corporation which would be taxable under Subchapter L if it

were a domestic corporation. This will require that the

corporation's primary and predominant business activity

during the taxable year be the issuance of insurance or

annuity contracts or the reinsuring of risks underwritten by

insurance companies. Treas. Reg. S 1.801-3. Amounts not

excluded would be subject to tax under Section 953 or other

provisions of Section 954.

The amount of the exclusion under the proposed

amendment can be objectively determined by a limiting

mathematical calculation which is a function of the premiums

produced and retained by the CFC if principles analogous to

those in Treas. Reg. S 1.954-2(d) (3) are applied. Thus,

unlike the situation of CFCs engaged in the conduct of the

banking business which lost deferral on interest income in

the Reform Act, there would be a strict and objective

determination made.

Branches would also be treated as separate

corporations under the proposed amendment for purposes of

determining Subpart F insurance income consistent with

Section 954(d) (3) of the Code, which now treats such a

branch as a wholly owned subsidiary corporation for purposes

of determining its foreign base company sales income. Such

treatment is also consistent with the rules provided in

Section 814 of the Code and its predecessors relating to

U.S. life insurance companies operating in Canada or Mexico

in branch form.*

For background information, see S.Rep. No. 94-938

(Part 1), 94th Cong. 2d Sess. at pp. 271-5 (1976),
reproduced in 1976-3 C.B. (Vol. 3) at pp. 309-13.
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COMMENT OF
AMERICAN LAND TITLE ASSOCIATION

TO THE
COMMITTEE ON FINANCE
UNITED STATES SENATE

REGARDING
TECHNICAL CORRECTIONS ACT OF 1987

July 24, 1987

Description of Section 115(e)(2)

1. Section 115(e)(2) of S. 1350 would add new paragraph (3) to
section 6045(e) of the Internal Revenue Code of 1986.

.2. Section 115(e)(2) would prohibit the settlement agent from
separately stating to any customer the cost of reporting the
transaction.

Arguments Supporting the Deletion of Section 115(e)(2)

1. The provision is not a technical correction but a substantive
change in the law. Therefore, it is not appropriate to
include it in technical correction legislation.

2. Section 115(e)(2) was introduced before Congress had the
opportunity to observe information reporting on real estate
transactions. The ALTA believes that, at the very least, the
cost data should be available before a provision is enacted
regulating how settlement agents may treat these amounts.

3. Settlement agents should not be regulated with respect to how
they may advertise or price their services. The business of
closing real estate transactions is highly competitive and the
market will force settlement agents to charge reasonable
rates.

4. Settlement agents should not be singled-out for this type of
treatment. No other industry is regulated in this manner.
Settlement agents have a unique one-time relationship with
their customers. Other reporters may recover reporting costs
over a number of transactions. Settlement agents must recover
these costs, if at all, in one transaction.

5. The Real Estate Settlement Procedures Act (RESPA) requires the
settlement agent to itemize the costs associated with closing
if the settlement involves a Federal related mortgage loan.
Section 115(e)(2) would require the agent to hide a cost from
the customer.

The American Land Title Association (ALTA) wishes to thank the
Committee on Finance for the invitation to comment on S. 1350,
the Technical Corrections Act of 1987. The ALTA takes this
opportunity to respectfully request that section 115(e)(2) be
deleted from S. 1350. This statement is submitted to the
Committee on Finance by the ALTA on behalf of our members.

A. Description of the Association

The ALTA, founded in 1907, is the trade association representing
2,300 abstracters and agents, title insurance companies and
associated members. The ALTA members directly employ more than
100,000 people and engage thousands of independent attorneys as
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agents. The ALTA was organized to promote the safe and efficient
transfer of ownership of real property. To this end, the ALTA
endeavors to provide information and education to consumers and
to those who regulate, supervise or enact legislation affecting
the land title industry.

B. Description of Section 115(e)(2)

Section 115(e)(2) of S. 1350 would add new paragraph (3) to
section 6045(e) of the Internal Revenue Code of 1986. The Tax
Reform Act of 1986 amended section 6045 to require a "real estate
broker" to file information returns with respect to certain
transactions in real estate. In most cases, the person
responsible for reporting the transaction is the settlement
agent. Section 115(e)(2) would prohibit the settlement agent
from separately stating to any customer the cost of reporting the
transaction. The ALTA believes that this provision is not -

appropriate for technical corrections legislation because it
represents a substantive change in the law. We further believe
that legislation of this nature is premature, represents
unnecessary and inequitable regulation of the real estate
settlement industry and is contrary to sound tax policy.

C. Arguments Supporting the Deletion of Section 115(e)(2)

Section 115(e)(2) is not a technical correction but a substantive
change in the law. The scope of the Technical Corrections Act
should be limited to fine-tuning new provisions and correcting
mistakes that were made in the Tax Reform Act of 1986. Section
115(e)(2) is much more than a minor adjustment. There are
considerable policy implications associated with using the tax
code to regulate how an industry may price and advertise its
product. This alone should suggest that S. 1350 is not the
proper legislative vehicle for thiR provision. Legislation of
this nature should be the topic of extensive public comment and
debate. It should not be included in a technical corrections
bill.

Section 115(e)(2) was introduced before Congress had the
opportunity to observe information reporting on real estate
transactions in practice. Real estate reporting had beey
required for only one month at the time S. 1350 was introduced.
Settlement agents have not had the chance to determine what the
additional cost will be, much less whether the cost should be
absorbed by the agent or passed on to the seller. Our members
anticipate that the bulk of the cost of information reporting
will be incurred during the initial years. New computer
equipment will have to be purchased and systems to accommodate
reporting must be designed. The cost of reporting should taper
off significantly after the initial investment is made. Our
members believe that, at the very least, the cost data should be
available before a provision is enacted regulating how the
settlement agents may treat these amounts.

Even after the necessary cost data becomes available, settlement
agents should not be regulated as to how they may advertise or
price their services. The business of closing real estate
transactions is a highly competitive one. The ALTA alone
represents thousands of settlement agents, all competing with
each other for business. Settlement agents are not in position
to force consumers to pay additional costs. The free market will
inevitably shake-out any agents attempting to gouge the consumer
with excessive fees.

Like any other business confronted with the additional cost of
information reporting to the IRS, settlement agents must decide
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whether to absorb the cost or pass it on to the customer.
Section 115(e)(2) would treat settlement agents unfairly in this
respect. No other information reporter is restricted with
respect to how such costs are handled. Most information
reporters have an ongoing relationship with their customers.
Thus' they are able to recover the cost of information reporting
over time in small increments. Settlement agents, on the
otherhand, are unique in that they have a one-time relationship
with their customers. Costs that are not recovered up front will
never be recovered. By interfering with their ability to recover
these costs, section 115(e)(2) places settlement agents at a
disadvantage with respect to other information reporters.

A real estate closing can be a very confusing event for the
typical buyer or seller. Without adequate disclosure it would be
very difficult to keep track of all the closing costs. To
relieve some of this confusion, the Real Estate Settlement
Procedures Act (RESPA) requires settlement agents conducting
settlements involving any Federal related mortgage loan to
prepare a HUD-1 Settlement Statement. The HUD-1 itemizes the
costs associated with the closing and discloses how the costs are
allocated between the buyer and the seller. In this manner, the
parties to a transaction know exactly what the costs are and who
is responsible for them. This policy of disclosure promotes
understanding of the closing process and enhances the credibility
of the real estate industry. However, section 115(e)(2) runs
completely contrary to this policy. It would, in effect, require
the agent to withhold certain cost information from the customer.
It is not good tax policy to enact a provision that requires a
taxpayer to conceal price information from its customer.

The ALTA believes that its members should be allowed to price
their services (and communicate those prices to the customer) in
a manner that is free from government regulation. Furthermore,
buyers and sellers of real estate have a right to know exactly
what they are paying for. We, therefore, urge the Committee to
delete section 115(e)(2) from the S. 1350.

1 Real estate information reporting technically is required for
transactions closed after December 31, 1986. However, Temporary
Treasury Regulation Section 1.6045-3T(p) provides that no
penalty will be imposed with respect to a transaction closed
before May 4, 1987. The TCB was introduced on June 10, 1987.
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John R. Sams, President
Willam R. Davies, Vice President
Dr. Felton Ross, Medical Director

Robert m. Bradburn, Director of Development

June 26, 1987

Laura Wilcox
U. S. Senate Committee on Finance SD.
Washington, DC 20510

To the Members of the Senate Finance Committee:

We in charitable organizations depend upon charitable lead trusts
to help raise funds for the various projects that we are involved
in. When a consideration by the Senate Finance Committee to
appeal the charitable deduction as an offset against a
generation-skipping tax on charitable lead trust, donors instead
of continuing to give hold back their gifts. If we cannot
continue to count upon the charitable gifts of Americans than
either one, we would need to call upon government to make it a
part of our taxes or two, aberrant our responsibilities in the
privileges that God has given us and let those who are unable to
help themselves suffer even more.

Therefore I urge you to reconsider the repeal of the charitable
deduction as an offset against the generation-skipping tax on
charitable lead truat.

Thank you.

Sincerely,

Richard R. Hamilton, Jr.
Vice President of Development

RRH:fh

A CARING MINISTRY SINCE 1906
Cobe Akkess: AMISLEP Elmwood Pork. New Jersey, U.S.A.
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STATEMENT OF THE

AMERICAN PETROLEUM INSTITUTE

REGARDING

THE TECHNICAL CORRECTIONS ACT OF 1987
H.R. 2636

The American Petroleum Institute is a trade association

representing all segments of the petroleum industry. In

anticipation of technical corrections to the 1986 Tax Reform Act,

API recommended that section 263A of the Code, added by section

803 of the 1986 TRA, be amended to exclude foreign intangible

drilling costs (IDCs) described in section 263(i) of the Code and

amounts described in section 291(b) of the Code from the uniform

capitalization rules. IDCs described in section 263(c) are

excepted from the capitalization rules by section 263A(c)(3).

Section 108(b) of the Technical Corrections Act adds section

291(b) to the list of costs excepted under section 263A(c), but

fails to address section 263(i) foreign IDCs. Apparently, the

omission of 263(i) was inadvertant. It is recommended that

263A(c)(3) be amended to specifically except IDCs described in

section 263(i).
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STATEMENT BY HELEN MARCUS, PRESIDENT OF THE

AMERICAN SOCIETY OF MAGAZINE PHOTOGRAPHERS

ON THE

TECHNICAL CORRECTIONS ACT OF 1987

(H.R. 2636 AND S. 1350)

July 31, 1987

Helen Marcus, President of the American Society of Magazine

Photographers (ASMP), respectfully submits the following

statement concerning the Technical Corrections Act of 1987 for

consideration by the U.S. House of Representatives Ways and Means

Committee and the U.S. Senate Finance Committee. Founded in

1944, ASMP is the leading voice of the photography industry in

the United States and abroad. In addition to the national office

located in New York City, there are 29 local chapters throughout

the country. Its membership consists of over 5,000 professional

photographers. The members work in every area from advertising

and industrial/corporate to documentary and photo journalism - in

print, tape, and related visual media.

ASMP is an organization of individuals. ASMP Vice President

Michel Heron, in a July 13, 1987 article in The Wall Stree

Journal concerning federal tax law, described a typical

professional photographer as "the smallest of the small

businesses." Very few professional free-lance photographers have

available to them the special legal and accounting tax services

which would be necessary to comply with complicated accounting

and recordkeeping procedures. With that in mind, it is easy to

understand the concern and confusion which ASMP members felt when

confronted with the 1985 Internal Revenue Service contemporaneous

recordkeeping requirements for their equipment.

It is that same sense of confusion and concern which the

ASMP membership felt as it considered the possible consequences

of a footnote in the Conference Committee Report in the Tax

Reform Act of 1986. The footnote is contained in Title VIII,

Section D, page 11-308.
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The House and Senate conferees had agreed to limit the

application of Section 263A uniform capitalization rules to

tangible property, thereby excluding intangible property. A

footnote was inserted, however, which said that for the purposes

of Section 263A, "tangible property includes films, sound

recordings, video tapes, books, and other similar property

embodying words, ideas, concepts, images, or sounds, by the

creators thereof." The footnote was recently referred to in a

case decided on May 19, 1987, by the United States Court of

Appeals for the Second Circuit, Hadley and Bryant v. Commissioner

of Internal Revenue and Garrison v. Commissioner of Internal

Revenue, Docket Nos. 86-4148, 4153. In that case, Judge Oakes

speculated in dictum that authors of books are now required to

follow the uniform capitalization rules. There is great

uncertainty among professional photographers as to the effect of

the footnote and whether they come within its reach.

ASMP would argue that current expensing of the costs of

creating photographs is entirely consistent with the cash method

of accounting traditionally permitted for free-lance creators of

all kinds. A photographer may shoot thousands of images on a

project and perhaps only two or three (or none) will generate any

income. When would the appropriate time be to write off a

product when it appears it will never sell? Consider also that

some images may not generate income for decades, perhaps not even

until after the death of the photographer. Since the income

stream is difficult, if not impossible, to predict current

expensing is the most appropriate method of accounting in the

case of photographers.

Furthermore, ASMP believes that the costs which would be

required of its members to comply with uniform capitalization

rules would be entirely inconsistent with the revenue which can

be expected from thiu provision. The additional costs and lost

productivity, with the inevitable reduction in taxable income,

would more than offset any expected revenue gains resulting from

the capitalization requirements.
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Serious ambiguity arises when one considers the previously

mentioned footnote. The footnote says that tangible property

which must be capitalized includes "films ..... and other similar

property embodying.... images." Does that refer to the magazine

in which the photograph is published, or is it the photograph
itself? In Hadley, Judge Oakes ruled that the word "production"

in the now-repealed Section 280 was descriptive of what is done

by the publisher of the book, not by the author of the

manuscript. ASMP would argue it is the producer of the book, the

magazine, the advertisement, or any other work embodying the
photograph, not the photographer, who was likewise covered by

Section 280.

By the same token, the word "produced" in Section 263A is no

more descriptive of what a photographer engages in than the word

"production" was in Section 280.

Professional photographers pay taxes on their income as they

receive it. They are not entities formed for tax shelter

purposes. They are individual artists, technicians, and

entrepreneurs who contribute to the creative spirit of American
society. Just as Cortgress saw fit to relieve these men and women

of the contemporaneous record keeping requirements in 1985, it
should remove any confusion regarding Section 263A and expressly

exclude photographs, images and similar property from the

definition of tangible property. One way to achieve that result

and remain consistent with other provisions of the Internal

Revenue Code would be to exempt from Section 263A(b) property

defined in Section 1221(3). Capitalization rules apply to

capital assets, items with a useful life beyond the year in which

they are produced. Section 1221(3) expressly states that the

term "capital asset":

"does not include a copyright, a literary, musical orartistic composition, a letter or memorandum, or similar property,held by - (A) a taxpayer whose personal efforts created suchproperty, (B) in the case of a letter, memorandum, or similar
property, a taxpayer for whom such property was prepared orproduced, or (C) a taxpayer in wlose hands the basis of such
property is determined, for purposes of determining gain from asale or exchange, in whole or part by reference to the basis ofsuch property in the hands of a taxpayer described in subparagraph
(A) or (B),"



316

ASMP respectfully suggests that an amendment to the Technical

Corrections Act of 1987 which would exempt property defined in

Section 1221(3) from coverage under Section 263A would clarify the

confusion surrounding this issue. It would provide a consistency

between Sections 1221(3) and 263A. Such an.amendment would also

further Congress' tax reform goals of simplifying the tax code and

improving taxpayer compliance.

For all of the foregoing reasons, ASMP urges adoption of the

corrections described above. ASMP appreciates this opportunity to

convey its views regarding Section 263A, and to submit its

testimony at this time.
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AMERICAN SOCIETY OF PENSION ACTUARIES

IouardM PUlMl. Chairman
Governw Affair Committet
60 Rotte 46 E"t
Fairfiel, New Jmy 07007
41011 57S-100

July 23, 1987

The Honorable Lloyd Bentsen
Chairman, Cmmittee on Finance
United States Senate
205 Dirksen Building
Washington, D. C. 20510

Dear Senator Bentsen:

The American Society of Pension Actuaries represents more than 2,000
actuaries and consultants who represent clients who sponsor a signif-
icant percentage of the private retirement plans in the United
States. ASPA is pleased to provide you with cements you seek on
S. 1350, the Technical Corrections Act of 1987. our comments will
include technical corrections which are needed to the Technical
Corrections Bill, and will include our suggestions for items needing
clarification or change in connection with the retirement provisions
of the Tax Reform Act of 1986. These suggestions involve areas which
we believe were overlooked in preparing the retirnent plan portion
of the Technical Corrections Act of 1987, and should be addressed if
the pension camrunity is to understand how to operate under the Tax
Reform Act of 1986.

I have separated the lists into two parts. One member of ASPA is
responsible for each part, and will be available to you if further
discussion is needed on any one of the item in either of the parts.
The contact for Part I is:

Mr. Edward E. Burws
PEYTAD
360 Bear Hill Road
Waltham, Massachusetts 02154

(617) 890-1780

The contact for Part II is:

Mrs. Marjorie Martin
Noble Lowrnes Becker
33 Evergreen Place
East Orange, New Jersey 07018

(201) 675-8900

ASPA is pleased to have this opportunity to provide these ocmrents
and suggestions to you. If I can assist you in any other way in this
regard, please contact me.

Sincerely,

Howard M. Phillips, F.S.A., M.S.P.A.
Chairman

Enc.



318

-FSOP Il L OI E fBlL

PAWTI

SW. 111(c)

- This first item refers to adjustments of refunded excess deferrals, excess
contributions and excess aggregate contributions to reflect investment
results. Apparently, the intent is to require adjustments which reflect the
period between the end of the year of reference and the date of distribu-
tion.

If this approach must be taken, it seems urgent that a rough justice method
be mandated. one such method would be to determine investment results for
the year of reference and then extrapolate these results to the date of
distribution. It would have to be provided that the method will not serve
to reduce the account balance below zero.

- Clarify that unless a contribution which matches a refunded excess contribu-
ticn is removed, the result violates 401(a) (4).

SEC. 131 (d)

- Delete the proposed provision precluding the actuary from anticipating
inflationary changes in the $200,000 limitation.

- Provide that a contribution which is necessary under 412 but non-deductible
because of 404 (a) (8) is exempt from the non-deductible contribution excise
tax of 4972.

- Incorporate a similar provision exempting a contribution which is required
under 412 but not currently deductible because of 263A.

- This next item involves the process of measuring years of participation for
purposes of 415(b)(5) and 415(e). There has been great consternation and
uncertainty over this issue.

Current thinking seems to be that participation in a DC prior to participa-
tion in a DB will not count either for 415(b) or for 415(e).

Current thinking seems to be that participation in a DC following participa-
tion in a DB will count for 415(e). However, years of DC participation will
be factored in year by year. In contrasts, where the individual remains a
participant in a non-terminated MS, it is permissible to project future
participation.

We are all coming to the realization that nobody had ever given adequate
thought to the question of projecting service after service had terminated.
However, it appears to have been conventional practice not to change the DB
fraction merely because service had terminated. The analogue, now that
participation is what counts, is that the fraction should not be changed
merely because participation has terminated.

The objective, in changing frame service to participation, seems wrth
restating. It was to prevent entrepreneurs from waiting to install plans
until they themselves were almost ready to retire. There was concern that
plans were being established for just a brief window period until the
entrepreneur retired. In light of this objective we suggest these changes:

a) Count participation in a DC prior to participation in a DB for both
415(b) and 415(e).

b) i) Clarify that, in general, the DB fraction is not affected by
cessation of service or participation, or, if this is impossi-
ble, _

ii) Count participation in a DC following participation in a DB for
415(e) purposes and permit the sae approach to projection that
is permitted during DS participation.

c) Permit the sponsor to establish Participation retroactively,
provided the approach is taken consistently and former employees
are included.
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This last proposal is admittedly not new. We made it originally a year ago.
Nevertheless, we are hopeful that with all the'consternation which haq
accompanied the change from service to participation, there will be a
receptiveness to proposals for modification.

SEC. 1l1()

- Revise 401 (1) so that for offset plans the key factor is the Primary Insur-
ance Amount calculated under reasonable rules incorporated in the plan,
rather than "Final Average Ccmpensaticr".

- Restore the former decree of permitted disparity for Sc~aia Security inte-
gration purposes, but restore the rcquirement that adjustments be made for
ancillary benefits. Restoration of the former degree of penitted dispea-ity
would require increasing each .75 factor to abcut 1.07. The current fonrat
of 4C1 (1) encourages plan design which incorporates rich ancillaries.

SMX. 111(h)

- This item deals with 401 (a) (26). We beli.-ve this section has demonstrated
itself to have more extensive impact than was originally contemplated. We
continue to believe that 401 (a) (26) is not good policy and should be re-
pealed. Short of that, many problem could be avoided by supplemental
legislative history. This would reverse the legislative history which is
there now, and establish that a single plan involving multiple benefit
formulas may be treated as a single plan.

The definition of a single plan would involve the concept that there is no
partitioning of fund assets. That is, all assets would be available to meet
liabilities respecting all groups of participants under the plan.

SEC. 111(j)

- Establish a single definition of family member status. The new one proposed
for utilization with the $200,000 limitation of 401(a) (17) and 404(1), would
seem totally satisfactory as the only one for all purposes.

SEC. 111(m)

- Clarify that a plan is not required to specify how qualified matching and
qualified non-elective contributions will be assigned between (k) (3) and
(m) (2) tests. That is, the plan sponsor may dictate assignment frcm year to
year.

The resultant discretion is merely analogous to the discretion involved in
assigning deductible contributions under 404(a) (7).

SEC. 111(B)

- Delete the proposed 89 change respecting the rule permitting application of
the 50/90 test separately to dependent coverage, ignoring erployees without
dependents.

Under the proposed change, separate testing would be precluded, but employ-
ees without dependents could be treated as if they had dependents and
dependent coverage. This change would require imposition of a discretionary
test. While the illustration at Page 145 of the Joint Ccmuittee descrip-
tion seems clear, there will be many borderline cases. The thrust has been
in the direction of bright line tests. There seems to be no reason why this
thrust should be abandoned, here.

We are not impressed by the proposition that the change would relieve
employers of nuch of a burden. An employer these days who does not keep
records on employee family status is courting trouble. However, if .are
folks disagree with us, it might make sense if utilization of the prpcsed
change were available on an optional basis.

78-959 0 - 88 - 11
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- Under 89, change the definition of employer financed benefit associated with
definitions of cmparable plans for purposes of. the 80% test. Provide that
salary reduction contributions are treated as employee contributions. This
change would accommodate employers who have been satisfying the HMO Act by
establishing a fixed employer contribution and varying employee contribu-
tions. At present, these employers will probably be able to satisfy the 80%
test if employee contributions are accepted on an after-tax basis. But they
may have trouble if they have utilized 125 to accept employee contributions
on a before-tax basis.

Provide a mandate that benefit valuation rules under 89 be consistent with
rules for determining compliance with the HMO Act. We are concerned that 89
benefit valuation procedures may be adopted which ignore the question of
whether coverage is through an HMO). This could lead to a situation where
compliance with the HMO Act will make it difficult to satisfy 89.

PROPOSED CMIGES IN TECHNICAL CORRTTIONS BILL

PART Ii

SC. 111(d)

Code Section 415(e): If these overly complex rules are to be retained,
additional transtonal rules should be provided. The calculation of the
defined contribution fraction involves a great deal of historical data which
in many cases has not been retained because it was clear, based on the prior
limitations, that the restrictions would not apply. As a result of the
significantly reduced defined benefit limit, many more individuals are poten-
tially affected by the dual plan limits. This will undoubtedly generate
significant administrative and auditing costs.

OIA on $200,000 Cnizsation Limit: The explanation to the proposed Techni-
cal Corrections Act indicates that this CCLA starts in 1990 for post-1988
increases. However, Oode Section 401(a) (17) indicates that this COLA is to be
adjusted at the same time and in the same manner as under Section 415(d) which
in turn provides for rest-1987 increases.

SDC. 111(g)

social security Retirement Age: The definition of the Social Securit, Retire-
ment Age to be used for Code Section 415 is fashioned by reference to the
Social Security Act "without regard to the age increase factors". This trans-
lates to truncating the Social Security Petirement Ages to the next lowest
full year. This is contrary to the ages specified in the Senate Finance
Committee explanation which apparently were intended according to Congression-
al staffers.

SEC. 111(h)

Miniair' Farticipzaticr. Rule: Code Section 401 (a) (26) provides that the new
irinim n participation rule must be satisfied on each day of the Plan Year.
This is difficult to test from the plan ackn-iistrator's point of view as ell
as difficult for the IPS to audit. Satisfaction of the rule cr the first
and/or last day of the Plan Year should be sufficient.

Miniun Participation Rule - Terminations .rd Mergers: Guidance is requested
regarding the applicability of the "eligible amoTnt" in the context of a plan
merger in response to the minimum participation rule where two or more defined
benefit plans are merged. _Funds are not earmarked or distributed to plan
participants in any way, nor are excess assets refunded to the employer.
Unless a plan termination is undertaken in conjunction with a merger, it would
seem that the reversion penalty and "eligible amount" restrictions are not
relevant. As a result there is no need to reference mergers in the statute.

With respect to the actual determination of the present value, the rule should
be clarified due to the change in the rate under Code Sections 401(a) (11) and
417. Plans which used the PBGX immediate annuity interest rate in accordance
with IRS regulations and subsequently changed to the PBGC deferred annuity
interest rate to conform to the 1986 Tax Reform Act should not be viewed as
having changed their rate after August 16, 1986.
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SEC. 111 (j)

$200,000 Ccz station Limitation: The proposed Technical Corrections Act
clarifies the application of the $200,000 compensation limitation for purposes
of the family member aggregation rules with respect to Plan Years beginning
after December 31, 1988. A similar clarification is needed for applying the
$200,000 cap for purposes of the 401(k) and 401(m) testing of top-heavy plans
for 1987 and 1988 Plan Years.

$200,000 Camensation Limitation - Integration Rule: Guidance should be
provided regarding the allocationof compensation in excess of the family
group's aggregated integration level. The proposed Technical Corrections Act
explains how the family mwbers are added together, but does not explain how
the resulting contribution/benefit (individually limited to $30,000/$90,000)
is apportioned to the individuals.

SBC. 111(1)

Withdrawals from 401(k) Principal: Given that hardship withdrawals are
limited to 401 (k) contributicrs and not the investment experience attributable
such contributions, compter systems must be modified to accumulate such
amounts. It uvid be helpful if the acccuit balance prior to the effective
date of the new rile were grandfathered so that administrators need not
reconstruct the information with respect to prior Plan Years.

SEC. 111(m)

Determination of Highly Copesated Ehplq'ees: Unlike the determination of
key ciployees under the top-heavy rules where individuals are identified as of
the last day of the preceding Plan Year, the Highly Ccq-ensated Fployee
determination cannot be finalized until the -nd of the Plan Year for which the
discriruinatior'. and coverage test are to be applied due to new hires,
temrdnees, pa- raises and bcruses. This is a significant stumbling block to
attempts to Tonitor te C1 (k) and 4C m) tests so as to avoid the need to
rmeke refunds and pay the 10% penalty. Adoption of the top-heavy approach,
usirc tic tto Plan Ytrs precedno.g the Plan Ycar to be tested, would alleviate
this problem for administrators.

7,000 Deferral Limit: Although plans are not required to make refunds as
remcsted by employees, some practitioners believe there may be a fiduciary
duty to do so. How-ver, other rules may make it impossible to provide the
refund even if the employer is willing to do so. For example, since the
refund is deemed to come from the first contributions of the calendar year
(typically), a refund to a non-highly compensated employee could reduce the
average deferral/percentage for highly compensated employees with respect to a
Plan Year which has already ended. A refund to a highly compensated employee
will apparently require the forfeiture of the match which has already, been
allocated and comnunicated with respect to a prior Plan Year. These problems
would be alleviated if the plan is permitted to treat the distribution as an
in-service withdrawal and is not required to adjust prior valuations in any
way.

SBC. 111l(A) (b)

Partial Rollover Ile: In redrafting this rule under Code Section 402(a) (5)
to reference the "lump sum distribution" under 402(e), language dealing with
the balance at the time of the distribution was dropped. Was this intended?
Frequently we see benefits distributed in two payments which often straddle
two calendar years. A terminee is permitted to draw down his fixed income
account, for example, but must wait until after the end of the valuation
perJod to be paid his equity account. It would seem to further portability
objectives to permit the rollover of both payments, but this is not clear from
the statute.
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SBC. 111 (A) (f)

Tax on Excess Distributions: A clarification would be appreciated regarding
the kq)osition of the Section 4981A tax on investment experience attributable
to a participant's August 1, 1986, accrued benefit or account balance. If an
individual has no additional benefit accrual or contribution after August 1,
1986, is the distribution of the entire benefit or account balance at a later
date exempt or are the investment earnings subject to the tax?

SE)c. 118 (q)

Retirement Eguity Act Technical Corrections: The five year repayment period
was a welcmIed clarification. However, the IRS apparently interprets Code
Section 411 as requiring a cash-out or a five year break-in-service prior to
the forfeiture of a terminated employee's forfeitable benefit. In most cases
terminees are not rehired by the sane employer. As a result the only way to
access a forfeitable benefit is to cash-out the nonforfeitable benefit. This
runs contrary to the objective of retaining the benefits for retirement
purposes. Employers should be permitted to retain the nonforfeitable benefit
in the plan while using the forfeitable portion for reallocation or the
reduction of the required employer ccntributicrn as long as arrangements are
rade for restoring the forfeiture in the unlikely event the individual re-
turns. Note that the irmediate use of such forfeitures will have a favorable
intact on the budget to the extent used. to reduce current eWT.over contribu-
tions.



323

SUMMARY OF PROPOSED TECHNICAL CORRECTION OF SECTION 1317
(27)(I) OF THE TAX REFORM ACT OF 1986 FOR THE TOWN HALL OF

ANDOVER, MASSACHUSETTS

The Town of AndoverL Massachusetts received a transition rule
under Section 1317(27)(I) from the Tax Reform Act of 1986 to
assist in the restoration and rehabilitation of the Andover Town
Hall built in 1858.

The transition rule provided for an exemption from Section
149(b) of the 1986 Code relating to federally guaranteed obligations
but did not exempt the project from Section 144 regarding the $10
million capital expenditure limitation for small issue bonds
in a municipality by a "principal user*. The Town of Andover is
the location for the Internal Revenue Regional Service facility
which has capital expenditures in excess of $10 million in the
six year period examined for determining the aggregate amount of
capital expenditures by a principal user in a municipality. The
U.S. government will be a principal user because a portion of
the project will be used for a U.S. Post Office. The anticipated
$2.6 million bond issue for the rehabilitation of the Town Hall,
when aggregated with the capital expenditures by the federal
government with respect to the IRS service center and possible
other federal facilities, would exceed the $10 million limit and
thus would disqualify the bonds from tax exempt status. Although
a technical correction was proposed in Section 113(g)(27) of S. 1350
to exclude the Internal Revenue Service facility, other federal
facilities may have capital expenditures or other tax exempt
facility-related bonds allocable to the United States Government
which may affect the tax exempt status.

I

The technical correction is necessary to exempt the $2.6
million bond issuance by the Town of Andover. The technical
correction will not result in a revenue loss to the government
but will merely enable the Town to accomplish what was originally
intended.

The following technical correction is proposed with the new
language underlined.

Proposed Amendment to Section 113(g)(27) of the S. 1350:

(27) Subparagraph (1) of section 1317(27) of
the Reform Act is amended by adding at the end
thereof the following: "For purposes of deter-
mining whether any bond to which this subparagraph
applies is a qualified small issue bond, there
shall not be taken into account under section
144(a) of the 1986 Code capital expenditures
with respect to any 4nterne r evenue service
eenter facilities of the United States government
and all other tax exempt facility-related bonds
allocable to the United States government."

Proposed Technical Correction For The Andover,
Massachusetts Town Hall in Regard To Section 1317

(27)(I) Of The 1986 Tax Reform Act And The Technical
Correction Contained In Section 113(f)(27) of

S. 1350

The Town of Andover, Massachusetts greatly appreciates the

efforts of the United States Congress in providing a transition

rule for the purpose of providing tax exempt bond financing for

the restoration and rehabilitation of its Town Hall which was

built in 1858. The Town of Andover received a transition rule

in Section 1317(27)(I) of the Tax Reform Act of 1986 to provide

for tax exempt bonds to assist in restoration and rehabilitation
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of this historic facility. A copy of the transition rule is

attached. When the transition rule was obtained no one foresaw

the capital expenditure limitation for small issue bonds as a

problem because of the uniqueness of the project.

After the citizens of Andover approved the bonds for the

project, it became apparent that a technical correction was

necessary. Bond counsel and the Internal Revenue Service believed

the provision would not fully exempt the facility from certain

limitations which apply to qualified small issue bonds.

The principal user of the rehabilitated Town Hall will be

the federal government because the United States Post Office will

be the major tenant of the restored building. The post office

was one of the original tenants in 1858. Because the Town Hall

will be used by the Federal government (which is a non-exempt

person for purposes of the Internal Revenue Code of 1986 (the

*Code*)), the bonds issued to finance the project must be issued

as "qualified small issue bonds" under Section 144(a) ot the

Code. It is necessary under Section 144(a) to calculate capital

expenditures with respect to all other facilities located in the

same municipality the principal user of which is or will be the

same as the principal user of the bond-financed facilities, over

a six year period beginning three years before the date of the

bond issue and ending three years after such date. The face

amount of the qualified small issue bonds, together with all such

capital expenditures, cannot exceed $10,000,000. Therefore, all

capital expenditures with respect to other facilities of the

federal government located in Andover must be examined because

they must be aggregated with the principal amount of the bonds.

The technical correction as introduced in S. 1350 Section

113(f)(27), as discussed below, provides for a technical correc-

tion which exempts the capital expenditures related to the

Internal Revenue Service Regional Service Center located in

Andover from the capital expenditure limitation. Andover had

requested in letters to members of the Massachusetts delegation

that Section 144(a) relating to qualified small issue bonds not

apply to the project because Andover knew that the federal

government probably spent in excess of $10,000,000 on the Regional

Service Center. A copy of the proposed language as contained in
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the summary to the delegation is attached which was submitted to

Senators Kennedy and Kerry and Congressmen Atkins, Conte and

Donnelly.

Andover's bond counsel is concerned that other federal

facilities or projects may also have capital expenditures that

will count towards the $10,000,000 capital expenditure limitation.

The other facilities in Andover in which the federal government

has incurred or will incur capital expenditures are the present

post office on Main Street and two post office substations in

Shawsheen and Ballardvale, and a new replacement postal tacility

presently under construction. In addition, the published and

private rulings by the Internal Revenue Service define the term

"capital expenditures" so broadly that many other expenditures

by the federal government may have to be taken into account.

In qeneral, the term "capital expenditures" includes all

costs which are or might be capitalized under any accounting

theory or tax provision. Thus, in determining whether the

$10,000,000 limit is exceeded, the Town might have to include not

only expenditures with respect to offices and other facilities ot

any other federal agencies located in Andover, but also federal

funds for the interstate highways located in Andover, all federal

grants and loans made with respect to facilities or other projects

or undertakings in Andover, and possibly even federal contracts

awarded to government contractors located in Andover. It would

be difficult enough to try to calculate the amount of all such

expenditures by the federal government in Andover over the past

three years. It will be impossible to keep track of, and restrict,

if necessary, the amount of such expenditures by the federal

government over the next three years, in order to make sure that

the aggregate of such expenditures, when taken together with the

principal amount of the bonds, does not exceed $10,000,000. If

the federal government were to incur additional capital expenditures

with respect to other facilities in Andover during the three

year period after the bond issue, causing the $10,000,000 limit

to be exceeded, the single bond issue for the Town Hall would

automatically lose its tax-exempt status at that point. Since

the Town of Andover cannot control, and would not want to limit,

future capital expenditures by the federal governMent in Andover,
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the only solution that would assure continued tax exemption tor

the bonds would be to exclude all such capital expenditures by

the federal government from the $10,000,000 limit.

However, we are deeply concerned that the term "capital

expenditures" may be broadly defined by the Internal Revenue

Service to include all federal funds spent in Andover and possibly

prohibit tax exempt financing for the Town Hall.

In addition, under Code Section 144(a)(l0) a $40,000,000

limit is imposed on all other tax exempt bonds issued to finance

other facilities owned or used by the same principal user, in

this case the federal government. Such other bonds will have to

be aggragated with these bonds and would have to be less than

the $40,000,000 limit for these bonds to remain tax exempt.

Accordingly, the technical correction must also exclude such

other tax exempt bonds allocable to the federal government.

Andover respectfully requests that the technical correction

as contained in Section 113(f)(27) of S. 1350 be amended to read

as follows:

(27) Subparagraph (I) of section 1317(27) of
the Reform Act is amrended by adding at the end
thereof the following: "For purposes of deter-
mining whether any bond to which this subparagraph
applies is a qualified small issue bond, there
shall not be taken into account under section
144(a) of the 1986 Code capital expenditures
with respect to any tntermal reeme serviee
eenter facilities of the United States government
and all other tax exempt tacility-related bonds
allocable to the United States government."

This proposed technical correction would eliminate any

concern in the future for expenditures that may be undertaken by

the federal government in Andover or tax exempt bonds that may be

issued for facilities that may be used by the federal government

that might affect the tax exempt status of the bonds.

Andover is not requesting any additional funds but is only

reqkiesting that Congress' intent to provide tax exempt funding

for tnis small but important restoration project be fulfilled.

Respectfully submitted,

Of Counsel: k -- , )
DanielJ.Pili ero II

Daniel J. Piliero II TIGHE, CURHAN & PILIERO
Mark K. Stephens 1750 Pennsylvania Avenue, N.W.
Pamela J. Mazza Washington, D.C. 20006

(202) 628-0300

Counsel for Andover, Mass.
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EXCERPT FROM CONFERENCE REPORT 99-841
TO ACCOMPANY H.R. 3838

[-652

The aggregate fa/e amount of obligations to which this sub.
paragraph applies shall not exced $8,500,000.

•, t[a A4 atw /Aw4 r~ UtVIUAn.
do ver 40lahue t & The 'prouisonsofsecitiA14Rb)of theS1Y86P.Code rlitg to': fLedrolly guaranteeed igations)
shaIfnot. pi aob igio nto . . s. p .ject'solely
a.I .,u.tJ41o4e,:ocupation"6fa' i ion 6f sich building
by a United ,Stes Post Off'ict .

(J) A facility is described in this subparagraph if it is the
Central Bank Building renovation project in Grand
Rapids, Michigan. The aggregate face amount of obliga.
tions to which this subparagraph applies shall not exceed
S .000000.

(28) CERTAIN PRIVATE LOANS NOT TAKEN IfTO AXXo CIvT.-For
purposes of determining whether any bond is a private activity
bond. an amount of loans (but not in excess of $75.000.000)pro-
vided from the proceeds of I or more issues shall not be taken
into account if such loans are provided in furtherance of-

(A) a city Emergency Conservation Plan as set forth in an
ordinance adopted by the city council of such city on Febru.
ary 17, 198J. or

(B) a reolution adopted by the city council of such city
on March 10. 198J, committing such city to a goal of reduc.
ing the peak load of such city s electric generation and dis.
tribution system by 553 megawatts in 15 years-.

(29) CERTAIN PRIVATE BUSINESS USE NOT TAKEN INTO AC.
COUNT.

(A) The nonqualified amount of the proceeds of an issue
shall not be taken into account under section 141(bXS) of
the 1.986 Code or in determining whether a bond described
in subpa aph (B) (which is par of such issue) is a pri.

vate activity bond for purposes of section 10J and part IV
of subchapter B of chapterI of the 1986 Cood

(B) A bond is describedin hissubparagraph if-
(i) such bond is issued before January 1, IYJU. by a

State admitted to the Union on June 14. 1776, and.
60 such bond is issued pursuant to a resolution of

the State Bond Commission adopted before September
26, 1285.

(C) The nonqualified amount to which this paragraph
applies shall not exceed $14,000,000.

(D) For purposes of this paragraph, the term "nonqual.
ified amount has the meaning givn such term by section
141(b)8) of the 1986 Code, except that such term shall in.
clude the amount of the net proceeds of an issue which is to
be used (directly or indirectly) to make or finance loans
(other than loans decried in section 141(c)(1) of the 1286
Code) to persons other than governmental units.

(30) VOLUME CAP Nor O APPLr TO CERTAiN fACiLit7icS.-For
purposes of section 146 of the 1986 Code any exempt facility
bond for the following facility shall not be taken into account:
The facility is a facility for the furnishing of water which was
authorized under Public Law 9 -537 of the United States if-
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PROPOSED TECHNICAL CORRECTION OF Section 1317 (27)(I) THE TAX
REFORM ACT OF 1986

The Town of Andover, Massachusetts received a transition tule
under Section 1317 (27) (1) from the Tax Reform Act of 1986 to
assist in the restoration and rehabilitation of the Andover Town
Hall built in 1858. The rehabilitation is to retain the integrity
of design, materials, workmanship, and setting of the old town
hall and to utilize the facility as a post office.

The transition rule provided for an exemption from Section
149(b) of the 1986 Code relating to federally guaranteed obligations
but did not exempt the project from Section 144 regarding the $10
million on capital expenditures limitation for small issue bonds
in a municipality by a "principal user*. The Town of Andover is
the location for the Internal Revenue Service facility which has
capital expenditures in excess of $10 million in the six year
period examined for determining the aggregate amount of capital
expenditures by a principal user in a municipality. The U.S.
government will be a principal user because a portion of the
project will be used for a U.S. Post Office. The anticipated
$2.6 million bond issue for the rehabilitation of the town hall,
when aggregated with the capital expenditures by the federal
government with respect to the IRS service center, would exceed
the $10 million limit and thus would disqualify the bonds from
tax exempt status.

The technical correction is necessary to exempt the $2.6
million bond issuance by the Town of Andover. The technical
correction will not result in a revenue loss to the government
but will merely enable the Town to accomplish what was originally
intended.

A specific exception to the statewide volume cap limitation
is also necessary to insure the availability of funding.

The following technical correction is proposed with the new
language underlined.

Proposed-Amendment to Section 1317 (27)(I) of the Tax Reform
Act of 1986:

(I) A facility is described in this subparagraph if it
consists of the rehabilitation of the Andover Town Hall
in Andover, Massachusetts. The provisions of Sections
144(a) and 146 (relating to qualified small issue bonds
and volume cap respectively) shall not apply to obligations
to finance such project for any purpose. The provisions of
149(b) of the 1986 Code (relating to federally guaranteed
obligations) shall not apply to obligations to finance
such projects solely as a result of the occupation of a
portion of such building by the United States Post Office.
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STATEMENT TO THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
OF THE COMMITTEE ON FINANCE OF THE UNITED STATES SENATE

REQUESTING THE INCLUSION OF RULES CONCERNING
ANNUITY AND LIFE INSURANCE CONTRACTS WITH MARKET VALUE

ADJUSTMENT PROVISIONS IN S. 1350,
THE PROPOSED TECHNICAL CORRECTIONS ACT OF 987

On behalf of an ad hoc committee of 13 life insurance
companies concerned with the Federal income tax treatment of
insurers issuing annuity and life insurance contracts with market
value adjustment provisions, we appreciate the opportunity to
submit this statement for inclusion in the record of the
Subcommittee's July 22, 1987 hearing on S. 1350, the proposed
Technical Corrections Act of 1987. As detailed below, we request
that the Committee on Finance, in connection with its considera-
tion of S. 1350, include as technical changes to part I of
subchapter L, chapter 1, of the Internal Revenue Code of 1986 (the
"Code") certain rules that we believe to be needed in order to
assure a rational tax treatment of life insurance companies with
respect to certain annuity contracts that they issue (as well as
life insurance contracts that they may issue) that contain market
value adjustment provisions. A list of the member companies of
the ad hoc committee accompanies this statement.

I. Introduction: The "MGA" and State Regulation

As enacted in 1984, section 807(d)(1) of the Code
provides that the amount of the life insurance reserve for any
contract is the greater of the contract's "net surrender value" or
its reserve computed under the so-called "Federally prescribed
reserve" rules of section 807(d)(2). Further, if the contract
requires a "market value adjustment" of its cash -alue if
surrendered prior to maturity, section 807(e)(1) of the Code
provides that its net surrender value for this purpose is
determined without regard to any such adjustment. The amount of
the reserve as so determined is sometimes referred to as the "tax
reserve." This tax reserve amount for any contract is further
limited, under the last sentence of section 807(d)(1), to the
contract's "statutory" or annual statement reserve. However, for
reasons noted below, the reserve rules as enacted in 1984 failed
to exclude the effect of a market value adjustment from this
annual statement limitation.

A. The Contracts

In keeping with the development that led to inclusion of
the market value adjustment rule in section 807(e)(1), insurers
have begin to issue both individual and group annuity contracts,
based on market-valued separate accounts established under state
law, that combine guaranteed features with market value adjustment
provisions. This type of contract, referred to as the "Modified
Guaranteed Annuity" or "MGA" in accordance with the name of one of
the product's prototypes, provides at maturity the typical
guarantees of principal and interest earnings found in individual
or group deferred annuity contracts written through an insurer's
general account. In addition, as a feature that is generally new
for such contracts, a market value adjustment is included, that
is, the contract's cash value on surrender prior to its maturity
date is adjusted to reflect market fluctuations. (It would be
possible, of course, to design a life insurance contract with such
a market value adjustment feature, although, to the knowledge of
the members of the ad hoc committee, to date no insurer has issued
such a contract.)

Unlike variable contracts written though an insurer's
separate account, direct linkage of market value fluctuations in
separate account assets to benefits under MGA contracts is not
contemplated, nor is reflection of the earnings on specific assets
even attempted (the interest earnings under MGA contracts are
guaranteed). Rather, by means of a contractual formula that
relates current market interest rates (at the time of a pre-
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maturity surrender) to the rates guaranteed under the MGA
contract, the cash surrender value is adjusted upward or downward,
much like the change that occurs in the principal value of a
marketable bond as interest rates change. More precisely, as
defined in a New York Department of Insurance regulation relating
to market value adjustments under deferred annuities, such a
formula "is described in the contract for increasing and de-
creasing the actual accumulation amount (the premiums accumulated
with interest and any dividends, less certain charges under the
contract) in order to determine cash surrender benefits and which
takes into account (1) changes in interest rates on publicly-
traded obligations or other investments or in interest rates
provided in, or declared pursuant to, contracts of the same class
as the contract being surrendered and (2) the length of time
between the date on which the contract is surrendered and the next
date on which the contract would have provided cash surrender
benefits determined without the use of any market-value adjustment
formula."

Thus, an MGA contract with a guaranteed interest rate
that is higher than the current market rate for "similar"
investments (i.e., similar to those described in the adjustment
formula) can have an immediate cash surrender value higher than
the contract's accumulated value on its guarantees alone. On
maturity of the contract, however, only the guaranteed value is
provided, regardless of the then market value of the insurer's
assets. Moreover, the closer one moves toward the contract's
maturity date, the more limited will be the impact of the cash
value adjustment.

B. NAIC Model Regulation

In June, 1985, the NAIC adopted a model regulation
governing MGA contracts which directs that a portion of the assets
of an insurer issuing MGAs be placed in a separate account. Under
the regulation, the assets in the separate account are valued at
market rather than at amortized cost (or "book"), unrealized gains
and losses on the separate account assets are included in
determining the insurer's statement gain or loss from operations,
and the reserves relating to the MGAs are required to be
calculated such that they reflect the market value of the
liabilities under the contracts. This was done, in part, to
provide insurers issuing such contracts a means of avoiding
potential surplus strain. Such strain would result, in the case
of guaranteed contracts (with or without market value adjustment
provisions) accounted for in an insurer's general account, from
the fact that at a time of rising interest rates, the insurer's
assets are nonetheless valued at book and its liabilities for
those contracts are valued on the usual statutory basis.

This model regulation is currently under consideration
in various States. While the regulation itself has not yet been
adopted by any State, New York has enacted legislation, and
Connecticut has adopted a regulation, permitting the assets and
reserves for MGAs to be accorded separate account treatment, with
market valuation of assets and reserves. A similar model
regulation has been adopted by the NAIC, and corresponding
legislation has been enacted in New York, relating to life
insurance contracts with market value adjustment provisions,
although, as indicated above, it appears that no such contracts
have yet been issued.

II. Problems and Proposed Solutions

The separate account approach taken by the NAIC model
regulation (and in the versions of the model adopted in New York
and Connecticut) poses several significant tax problems for
insurers issuing MGAs. Specifically, problems arise with respect
to (1) the reserve rules under section 807(d), (2) the computation
of the "equity base" under section 809(b), and (3) the determina-
tion of the "statement gain or loss from operations" under section
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8094g)(1). Similar problems would arise in the case of life
insurance contracts with market value adjustment features
avcountvd for in a separate account. Each of these is discussed
below, together with a proposed solution.

A. Reserves

1. Problem

Adhering to the approach of the model regulation would
mean, first of all, that lie tax reserves for an MGA contract
would potentially be limited to an amount that is less than the
contract's guaranteed value without regard to the market value
adjustment. This stems f':om the twin facts that (1) the model
regulation permits annual statement reserves for MGAs to be as low
as the market-adjusted surrender value, even when that value
reflects unrealized lot.ses due to depressed market values gener-
ally, and (2) section 807(d)(1) restricts the amount of the tax
reserves to the amounL reported on the annual statement. Thus,
due to a decr-ease in market values and a corresponding decrease in
the MGA separate account's annual statement reserves, an insurer's
tax reserves may also decrease -- even though its liability on the
contract's maturity remains unchanged -- and the net result is
"income" to the insurer for tax purposes.

An example may help to illustrate the source and nature
of this problem. Assume that an insurer issued an MGA contract on
January 1 of a given year in consideration of a $100 premium, and
that by December 31 the market value adjustment formula in the
contract required a downward adjustment of $10. Disregarding any
reserve increase attributable to interest credits (the income and
deductions for which are offsetting amounts), the insurer's year-
end liability for the contract's maturity value, discounted to
present value without regard to the market value adjustment (i.e.,
using a general account approach), would be $100. Under the mo--el
regulation, however, its required annual statement reserve would
be reduced by $10 to only $90. Hence, while the insurer would
have taxable income with respect to the contract of $100 (in
premium) and while its deduction for the net surrender value
without regard to the market value adjustment (under section
807(d) and (e)) would otherwise be an offsetting $100, that
deduction would in fact be restricted to $90 by virtue of the
annual statement reserve limitation imposed by the last sentence
of section 807(d)(1). As a result, even though it earned nothing
from the transaction, the insurer would show taxable income of
$10.

Such a result runs contrary to the thrust of the 1984
life company tax legislation, which endeavored to minimize tax
accounting distortions. For general account contracts in
particular, section 807(e)(1) sought to minimize distortions due
to pre-maturity surrender value fluctuations by requiring that
surrender values, for tax reserve purposes, be determined without
regard to market value adjustments. In the case of a pension plan
contract, section 807(e)(1)(B) expressly states that the net
surrender value deductible for tax purposes -- which it declares
to be the policyholder's fund for such a contract -- is to be
determined "without regard to any market value adjustment", and
for all other types of contracts section 807(e)(1)(A)(ii) provides
a parallel rule. The purpose of these provisions is clear: to
provide reserve deductions for contracts with market value
adjustments in a manner that recognizes the essential character of
the contracts as guaranteed.

Thus, while the tax treatment of the life insurer
issuing an MGA type of contract through its general account was
fully and adequately addressed in the provisions of section 807 as
revised in 1984, those provisions (as well as the section 809
rules) do not assure a sensible treatment of the life insurer
issuing such a contract through one of its separate accounts.
Indeed, because the MGA is essentially a guaranteed contract and
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does not promise the policyholder a cash value or other benefits
reflecting market fluctuations of, or earnings on, the separate
account asset values, the variable contract separate account rules
of section 817 of the Code (which otherwise deal with tax
accounting distortions) by their terms do not apply. Hence, there
is no assurance that when pre-maturity fluctuations in the MGA
separate account's market-valued reserves and assets result in
additional income or deductions under the section 807 (or section
809) rules, a sensible matching of revenues and expenses will
occur. In the case of section 807 in particular, the potentially
disLorted treatment arises from the failure to extend the section
807(e)(1) concept to the determination of the annual statement
reserve limitation imposed by the last sentence of section
807(d)(1). At the time of the 1984 legislation, of course, there
was no known need for such an extension.

No insurer can afford to issue a significant volume of
business the tax treatment of which is so unpredictable and
arbitrary. Moreover, from a standpoint of sound tax policy, it is
at least questionable whether potential variations in separate
account reserves for MGAs from company to company, and from State
to State, should be reflected without modification in the tax
reserve computations. Such variations could appear, for example,
due to the absence of a uniform method of valuing liabilities "at
market" or to the fact that some States may adopt, and others may
not adopt, either the NAIC model regulation approach or some
modification of it. Such variations would seem most troubling in
light of the principal thrust of the section 807(d) rules to
provide a more uniform treatment of reserves for tax purposes.

2. Proposed Solution

This situation can be remedied by changing the rule set
forth in the last sentence of section 807(d)(1), to modify it in a
manner that implements the concept of section 807(e)(1). It would
certainly make sense to extend that concept to the section
807(d)(1) rule, particularly sin, ., in the case of an MGA with
separate account reserves, failure to do so would nullify the
intent underlying section 807(e)(1) to permit a reserve deduction
measured in part by a contract's surrender value before
application of any market value adjustment. More to the point,
without such a conforming change, the tax treatment of MGAs (and
of life insurance contracts similarly accounted for) decidedly
will not make sense, giving rise to anomalies in company taxation.

Accordingly, the reference to "statutory reserves" found
in section 807(d)(1), which imposes the annual statement
limitation on the amount of the tax reserves, should be amended to
specify that, in the case of MGAs and life insurance contracts
with market value adjustment features accounted for in a separate
account, this limiting reserve amount is to be determined as if
the reserve were held in the general account. Thus, the rule
should provide that where an insurance or annuity contract is
based on a separate account under State law or regulation, but is
not a variable contract described in section 817(d), the reference
to statutory reserves will be taken to mean the reserves that
would be held for the contract in the general account (as if the
contract contained no market value adjustment features). This
would mean, employing the same illustration used above, that the
annual statement reserve (as a limit) would be deemed to be $100
at year-end, providing a proper tax accounting for the contract:
$100 of income, $100 of reserve deductions, and no resulting
taxable income (since there was no real gain to the insurer)
arising out of accounting distortions.

It should be noted that this proposed solution in no way
detracts from the constraints on tax reserves adopted in the 1984
legislation. Under the proposal, the standards of section 807 and
section 811(d) (relating to reserves for contracts with excess
interest guaranteed beyond the end of the taxable year) are
readily applied to determine the amount of the tax reserve,
without regard to the annual statement limit before it is re-
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determined on a general account basis. All that the proposal does
is to free the tax treatment from a "limit" which is depressed by
unrealized losses and which, without the proposed change, would
restrict the tax reserve to an amount less than that needed to
mature the contract as guaranteed. In this connection, it is
noteworthy that when market values rise, there is no corresponding
increase in the tax reserve because, under section 807(e)(1), the
net surrender value of a contract is computed without regard to
any market value adjustment. The proposal thus would carry out
the recognition, otherwise found in the rules of section 807(d)
and (e), that the amount of an insurer's obligation is correctly
measured for tax purposes by disregarding market value
adjustments, positive or negative.

It should also be noted that the "limit" under the
proposal, like any annual statement reserve for an insurance or
annuity contract issued through the general account, would be the
greater of the present value of the future benefits or the
surrender value of the contract. For this purpose, the new
reserve "limit" would be determined under the normal rules,
regulations, and actuarial principles applicable to the
calculation of annual statement reserves (e.g., state law and
regulations, NAIC rules, separate account 'ui--s, etc.). In the
case of the typical MGA contract, under those rules the surrender
value of the contract, if issued through the general account,
would be determined without regard to any market value adjustment,
and thus, effectively, the limit under the proposal would equal
the contract's discounted future benefits. In the case of other
separate account contracts not described in section 817(d),
however, the surrender values could be greater than the present
value of the future benefits. This might be true, for example, in
the case of a variable life insurance contract which (for some
reason) fails to qualify under the section 817(d) definition. In
such a case, the total general account reserve for the contract
(and, accordingly, the new limit under the proposal) would be the
greater surrender value, in accordance with applicable NAIC
general account reserve requirements, together with any actual
general account reserves associated with the contract (due to the
insufficiency of separate account assets to satisfy contractual
guarantees).

As a final point, a-requirement similar to that found in
new section 846(b)(2) of the Code (relating to undiscounted unpaid
losses) could be added to the foregoing proposal, if considered
helpful. Such a requirement would stipulate that, for any amount
of a reserve beyond that appearing in the separate account to be
recognized for tax purposes, it must be shown in a note in or
accompanying the annual statement.

B. Equity Base

1. Problem

Use of the separate account approach under the NAIC
model regulation, in that it takes market fluctuations into
account in valuing liabilities and assets, would also pose two
problems in determining the "equity base" under section 809(b).
The equity base consists of a company's surplus and capital, with
certain adjustments, valued as provided on the company's annual
statement.

First, assets held in the general account of the company
.generally are valued at amortized cost or "book," disregarding
market fluctuations, and this treatment is applied in determining
the equity base for purposes of section 809. However, assets held
in separate accounts under the model regulation will be valued at
market. Thus, because of the model regulation's approach, the
equity base of a company issuing MGAs would also tend to vary in
value, reflecting unrealized appreciation or depreciation in asset
values even though this would not be reflected in the equity base
if the assets were held in the general account.
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The distorting effect that this would have on the equity
base computatiorr can be illustrated by expanding the prior
example. Assume that the $100 premium received by the insurer on
January 1 was invested in separate account assets that depreciated
in value to $95 as of December 31. (Note that the change in the
value of the assets may not mirror the change in the reserves.)
As a result, the amount of the insurer's equity base under section
809 would decrease by $5. This would be an unrealized $5 loss,
however, and would not decrease the equity base if the assets were
held in the insurer's general account.

A second equity base concern relates to the treatment of
reserves. Under current law, if annual statement reserves exceed
tax reserves, this excess is added to the equity base. In this
manner, the equity base is calculated using tax reserves rather
than statutory reserves. There is, however, no corresponding rule
permitting the equity base to be reduced when the contrary is
true, i.e., to decrease the equity base by any excess of tax
reserves over annual statement reserves. This situation could
arise, of course, in light of the amendment needed in the reserve
rules as described in 1. above. Therefore, in the prior example,
unless current law is changed, equity would be overstated by $10,
in that statutory reserves would be only $90 whereas tax reserves
would be $100.

2. Proposed Solution

The concept of according general account treatment to
the tax accounting for contracts (whether annuity or life
insurance contarcts) with market value adjustments, disregarding
unrealized fluctuations in values, should also apply for purposes
of section 809. This would avoid the distorting effects just

described and give full effect to the intent of Congress when it
made use of that concept in crafting the section 807(e)(1) rule.
Accordingly, section 809(b) should be amended in two respects.
First, a provision should be added directing that the amount of a
company's surplus and capital be adjusted to remove any
appreciation or depreciation in its non-section 817 separate
account assets that would not be included in the surplus and
capital if those assets were held in the company's general
account. This would provide the authority needed to add back the
unrealized $5 to the equity base in the example above. Second,
section 809(b)(4), which currently includes in the equity base the
excess of statutory reserves over tax reserves, should be
broadened to cover the contrary situation -- reducing the equity
base by the excess of tax reserves over statutory reserves --
where non-section 817 separate account contracts are involved.
This would provide the authority to use tax reserves ($100)
instead of statutory reserves ($90) in computing the equity base.

C. Statement Gain

1. Problem

Another problem arising from the model regulation's
separate account treatment relates to the determination of the
"statement gain or loss from operations" as defined in section
809(g)(1). The source of this problem is similar to that already
described, namely, the annual statement's reflection of unrealized
gains and losses in valuing assets for this type of contract.
Thus, departing from the usual general account treatment, the
model regulation would require the reflection of all gains and
losses, whether or not realized, in computing annual statement
gain or loss from operations.

As should be evident from the foregoing discussion,
this, too, would produce distorted and illogical results if given
effect for tax purposes. It would mean, using the same example as
above, that the $5 in unrealized loss would decrease the statement
gain figure under section 809(g)(1), despite its lack of
realization by the company, or, correspondingly, that the
statement gain would be increased for the amount of any unrealized
gains.
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2. Proposed Solution

As is the case with the definition of the equity base,
the appropriate solution to this aspect of the problem would be to
restate the statement gain or loss from operations utilizing the
general account approach. Thus, with reference to non-section 817
separate accounts, section 809(g)(1) should be amended to require
the determination of statement gain without regard to any
unrealized appreciation or depreciation in the separate account
assets that would not be included in statement gain if those
assets were held in the general account.

III. Suggested Statutory Language

To implement.the foregoing proposed solutions:

(1) The following sentence should be added at the end of section
807(d)(1) --

"For purposes of the preceding sentence, in the case of
an insurance or annuity contract based on an account
which, pursuant to State law or regulation, is
segregated from the general asset accounts of the
company but which contract is not described in section
817(d), the statutory reserve shall be determined as if
such reserve were held in the general asset accounts."

(2) A new paragraph (7) should be added at the end of section
809(b), as follows:

"(7) ADJUSTMENT FOR APPRECIATION OR DEPRECIATION IN
ASSETS OF CERTAIN STATE LAW SEPARATE ACCOUNTS. -- The
amount of the surplus and capital shall be adjusted to
remove any appreciation or depreciation in the assets
held in an account which, pursuant to State law or
regulation, is segregated from the general asset
accounts of the company (other than an account all or
part of the assets of which are accounted for as
provided in section 817) which would not be included in
the value of such assets if they were not segregated
from the general asset accounts."

(3) Section 809(b)(4) should be amended to read as follows (re-
lettering existing subparagraph (B) as "(C)"):

"(4) ADJUSTMENT FOR DIFFERENCE BETWEEN STATUTORY
RESERVES AND TAX RESERVES. --

"(A) IN GENERAL. -- If the aggregate amount of
statutory reserves exceeds the aggregate amount of
tax reserves, the amount of the surplus and capital
shall be increased by the amount of such excess.

"(B) SPECIAL RULE FOR CERTAIN STATE LAW
SEPARATE ACCOUNT CONTRACTS. -- If the aggregate
amount of statutory reserves is less than the
aggregate amount of tax reserves, the amount of the
surplus and capital shall be reduced by the amount
of such deficit. The reduction under this
subparagraph shall not exceed the amount by which

"(i) the aggregate amount of tax reserves
for insurance or annuity contracts based on
accounts which, pursuant to State law or
regulation, are segregated from the general
asset accounts of the company but which
contracts are not described in section 817(d),
exceeds

"(ii) the aggregate amount of statutory
reserves for such contracts."
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(4) A new subparagraph (D) should be added at the end of section
809(g)(1), as follows:

"(D) in the case of assets held in an account
which, pursuant to State law or regulation, is
segregated from the general asset accounts of the
company (other than an account all or part of the assets
of which are accounted for as provided in section 817),
determined without regard to any unrealized appreciation
or depreciation in such assets which would not be
included in statement gain or loss from operations if
such assets were not segregated from the general asset
accounts."

IV. Effective Date

In general, the foregoing amendments should be made
effective for contracts iiued after December 31, 1986. However,
several companies are already issuing a modest amount of MGAs, and
it would be appropriate to accord them the ability to use the tax
accounting rules provided under the amendments in order to avoid
the distortions described above. Hence, the amendments should
also apply to contracts issued before January 1, 1987, where the
treatment of such contracts on any issuing company's tax return
makes use of the amendments' rules.

V. Revenue Effect

Since life insurance companies cannot afford to issue
any significant volume of these contracts without the proposed
amendments to the Code, enactment of the amendments should have no
significant revenue impact.

VI. Conclusion

For the foregi ,g reasons, we respectfully request the
Committee on Finance to incorporate the indicated amendments into
S. 1350, the proposed Technical Corrections Act of 1987, when it
considers that legislation.

Theodore R. Groom William B. Harman, Jr.
Groom and Nordberg Davis & Harman
1701 Pennsylvania Avenue, N.W. 1455 Pennsylvania Avenue, N.W.
Washington, D.C. 20006 Washington, D.C. 20004
(202) 857-0620 (202) 347-2230

July 24, 1987
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Senate Finance Subcommittie on
Taxation and Debt Management
July 22, 1987

SUMMARY OF TESTIMONY

NICHOLAS A. VELIOTES, PRESIDENT
ASSOCIATION OF AMERICAN PUBLISHERS, INC.

1. New section 263A contains an ambiguity that the Treasury
interprets as denying book publishers a section 174 deduction for
its prepublication "research or experimental" expenses ("R&D") in
developing instructional, reference and professional materials.
The TCA should amend section 174 to make it clear that book pub-
lishers, like other American businesses, are eligible to deduct
these R&D costs.

2. The activity of book publishers in creating new instruc-
tional, reference, and professional works, involves efforts that,
by their nature, clearly constitute R&D and that, for any other
industry, would qualify for deduction under section 174. Under a
vague regulation and a specific ruling, however, the IRS has at-
tempted to deny these deductions to the book publishing industry.

3. In 1976 Congress enacted legislation (section 2119 of
the 1976 Tax Reform Act) that blocked IRS' efforts to deny these
deductions. The effect of the 1976 legislation has been to allow
book publishers to deduct, as current expenses, their editorial
and similar costs incurred in the process of developing new books,
thereby maintaining equality with other industries.

4. Based on a footnote in the 1986 Conference Report, the
Treasury now takes the position that the 1986 Act, by implication,
repealed the 1976 protective statute (section 2119). It further
insists that costs of developing printed materials are automati-
cally excluded from section 174 treatment, regardless of the
character of the materials or the development process involved.

5.' Treasury's interpretation of section 263A singles out
and discriminates against the publishing industry. For virtually
all other industries, costs of developing new products can still
be deducted currently as R&D costs under section 174. Book
publishers, practically alone, would be denied these current
deductions.

6. AAP, the major national association of book publishers
whose members publish about 70% of the books sold in the United
States, submits that Treasury's position (embodied in its tempo-
rary and proposed regulations) is inconsistent with the terms of
both the 1986 Act and the 1976 legislation, as well as grossly
unfair and contrary to sensible national policies and priorities.

7. AAP requests that the TCA include a provision clarifying
that book publishers' R&D costs for instructional, reference, and
professional materials are eligible for treatment as R&D costs
under section 174. The clarification would apply only to these
limited classes of publications. Further, it would be confined
only to costs that clearly constitute R&D. Not within the purview
of section 174, but instead subject to capitalization, would be
the followings Advance royalty payments to authors and costs of
actual manufacture of the books or other products, including
platemaking costs (material, typesetting, film making and labor),
as well as production costs (paper, ink, binding, jackets and
labor).
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Statement by

NICHOLAS A. VELIOTES
Association of American Publishers, Inc.

Washington, D.C.

HEARINGS BEFORE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
COMMITTEE ON FINANCE
UNITED STATES SENATE

Room SD-215, Dirksen Senate Office Building
930 a.m., Wednesday, July 22, 1987

My name is Nicholas A. Veliotes, and I am President of the
Association of American Publishers ("AAP"), the major national
association of book publishers whose members publish about 70% of
the books sold in the United States. I am accompanied by AAP's
counsel, Mortimer Caplin, of the Washington law firm of Caplin &
Drysdale.

Let me first summarize the views of the AAP on an issue of
vital importance to the book publishing industry of this country:

1. New section 263A contains an ambiguity that the Treasury
interprets as denying book publishers a section 174 deduction for
its prepublication "research or experimental" expenses ("R&D") in
developing instructional, reference and professional materials.
The TCA should amend section 174 to make it clear that book pub-
lishers, like other American businesses, are elicible.to deduct
these R&D costs.

2. The activity of book publishers in creating new instruc-
tional, reference, and professional works, involves efforts that,
by their nature, clearly constitute R&D and that, for any other
industry, would qualify for deduction under section 174. However,
Treasury Regulations S 1.174-2(a)(1)--for some vague and unex-
plained reason--generally denies section 174 deductions for
expenditures for "research in connection with literary, histori-
cal, or similar projects." And the Internal Revenue Service, in
Revenue Ruling 73-395 (1973-2 C.B. 87), specifically rejected the
book publishers' plea for equal treatment when it pronounced that
"costs incurred in the writing, editing, design and art work
directly attributable to the development of the textbooks and
visual aids do not constitute research and experimental expendi-
tures under Section 174."

3. In 1976 Congress enacted legislation (section 2119 of
the 1976 Tax Reform Act) that blocked the IRS' efforts to deny
these deductions. The effect of the 1976 leqislation has been to
allow book publishers to deduct, as current expenses, their
editorial and similar costs incurred in the process of developing
new-books, thereby maintaining equality with other industries.

4. Based on a footnote-in the 1986 Conferefice Report, the
Treasury now takes the position that the 1986 Act, by implication,
repealed the 1976 protective statute (section 2119). It further
insists that costs of developing printed materials are automati-
cally excluded from section 174 treatment, regardless of the
character of the materials or the development process involved.

5. Treasury's interpretation of section 263A singles out
and discriminates against the book publishing industry. For
virtually all other industries, costs of developing new products
can still be deducted currently as R&D costs under section 174.
Book publishers, practically alone, would be denied these current
deductions.



339

6. AAP submits that Treasury's position (embodied in its
temporary and proposed regulations) is inconsistent with the terms
of both the 1986 Act and the 1976 legislation, as well as grossly
unfair and contrary to sensible national policies and priorities.

7. AAP requests that the TCA include a provision clarifying
that book publishers' R&D costs for instructional, reference, and
professional materials are eligible for treatment as R&D costs
under section 174. The clarification would apply only to these
limited classes of publications. Further, it would be confined
only to costs that clearly constitute R&D. Not within the purview
of section 174, but instead subject to capitalization, would be
the following: Advance royalty payments to authors and costs of
actual manufacture of the books or other products, including
platemaking costs (material, typesetting, film making and labor),
as well as production costs (paper, ink, binding, jackets and
labor).

R&D EXPENDITURES BY PUBLISHERS

The activities of a book publisher in preparing instruc-
tional, reference, or professional materials involve work that
qualifies as "research or experimental" ("R&D") by any reasonable
standard. We have submitted, for the information of the Com-
mittee, a detailed description of how a book publisher develops an
elementary textbook system. Publishers of materials for use at
other educational levels, as standard reference works, or for
home-study or professional development follow similar procedures.

In general, the process begins with careful research into the
need for a new or improved product, followed by preliminary test-
ing and definition of pedagogical and substantive approaches and
concepts. This phase features extensive review of the latest
pedagogical data and analysis, as well as interacting with
teachers, academics and school administrators. Thereafter, the
publisher's staff, in collaboration with the author or team of
authors selected to carry out the project, defines the general
specifications for the product. Based on these specifications,
the publisher and author team work together to create one or more
prototypes of the new product.

These prototypes are then tested and evaluated by the pub-
lisher's staff, working in classroom settings with teachers and
students and with experts in the field, to develop highly detailed
specifications. These specifications function as blueprints for
the authorship team in preparing the first full manuscript. The
authors then prepare successive drafts, which are reviewed by the
publisher's staff for conformity to the specifications, and
subjected to further field testing and evaluations.

Throughout the process, the publisher is continually and
closely involved in classroom testing and in expert evaluation to
determine if the product will function properly in the intended
educational setting. Based on this trial-and-error approach, the
product is modified until a final version is ready to be prepared
for printing and mass production. In some cases, particularly in
the case of elementary and secondary school textbooks subject to a
governmentally operated "adoption" procedure, the process of
testing and modification continues even after the materials are
initially prepared-for printing and manufacture.

The process of developing instructional, reference, and
professional material is characterized by heavy involvement of the
publisher's staff, not merely in revising an author-submitted
manuscript, but in conceptualizing the product, developing
detailed plans, and working with potential users and substantive
and instructional experts in testing and evaluating preliminary
outlines and drafts. In response to these tests and evaluations,
the product under development is continually modified and adjusted
as the development process goes on.
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In all instances, this preproduction development process for
instructional, reference, and professional materials is not what
is normally thought of as "editing." It is a radically more
complex, sophisticated and intense process. It considers not only
the order and organization of the words used, but the whole format
for presenting the material, including the scope of the subject
covered, the order of presenting subjects, the relation of
graphics and illustrations to the educational objectives of the
publication, and the effectiveness of particular methods of
presenting the material. It embodies classroom field tests and
expert evaluations of preliminary designs and prototypes that feed
back into the process.

In many cases, the product resulting from these R&D efforts
comprises several interrelated elements to be used in conjunction
with each other. For example, in the case of elementary school
instructional materials, the product developed by this process of
research, experimentation and testing, with modifications based on
results at earlier stages, is not a single textbook, but a whole
system of teaching aids (such as filmstrips, overhead ttansparen-
cies, demonstration materials, and computer software), teacher
manuals and special teacher editions of the text, student work-
books, and testing materials.

The instructional publisher's systematic planning, testing,
and evaluation throughout a product development process, feeding
back into continual modifications of the emerging product to
insure effective application of knowledge and techniques to a
final product, is exactly analogous to the R&D process of other
industries which apply technology and the results of experimenta-
tion to the development of new products.

There is no sound reason to deny publishers of instructional,
reference, and professional materials the same tax treatment for
R&D costs that manufacturers of other products enjoy. Indeed, the
critical social importance of quality educational materials makes
it especially appropriate to allow current deduction treatment in
these cases.

LEGISLATIVE AND REGULATORY BACKGROUND

Since 1954--and, in practice, before that--costs of research
and development of new products have generally been allowed as a
current deduction under section 174, even if those costs would
otherwise have to be capitalized. In 1986, Congress adhered to
the consistent practice of favoring new product development by
creating a major statutory exception to the new uniform capi-
talization rule--section 263A(c)(2), which specifically preserves
the section 174 deduction for "research or experimental" expendi-
tures ("R&D"). Consequently, most industries will gain
significant relief by being able to continue to deduct costs of
product R&D.

Barred from this relief, however, is the book publishing
industry, which has been disqualified from using section 174 by
the Treasury's erroneous reading of section 263A. As a result,
book publishers will be subject to the full rigor of section 263A,
even for R&D devoted to the creation of "intangible" assets in the
form of copyrights--despite the fact that section 263A specifi-
cally applies to real property and only "tangible" personal
property.

Treasury Regulations S 1.174-2(a)(1)

Section 174 was included in the 1954 Act as originally
enacted to--in the words of the reports in both Houses of
Congress--"encourage taxpayers to carry on research and experi-
mentation." H.R. Rep. No. 1337, 83d Cong. 2d Sess. 28 (1954); S.
Rep. No. 1622, 83d Cong. 2d Sess. 33 (1954). Section 174 does not
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discriminate among different kinds of products, and there was no
discussion of any such limitation when it was enacted.

At the outset, the regulations under section 174 interpret
its scope very broadly to include "all ... costs incident to the
development of ... a product." Treas. Reg. S 1.174-2(a)(1). In
practice, the cases, published revenue rulings, and internal IRS
pronouncements reflect this broad view and permit almost all
industries to elect under section 174 to deduct their product
development costs. In many cases, neither the products nor the
process have the high degree of technical content manifested in
the development of instructional, reference, and professional
publications.

Treasury has, however, resisted application of section 174
deductions to any printed product, regardless of its character.
Reg. S 1.174-2(a)(1) (originally adopted in 1957) has provided
that "research or experimental expenditures" do not include
"expenditures paid or incurred for research in connection with
literary, historical, or similar projects." Although this could
reasonably be read only as preventing amateur writers from
attempting to deduct the costs of their "research hobbies,"
Treasury has read it as barring R&D treatment for any product
embodied in print, even highly technical material or material
developed on the basis of a process of analysis and experimenta-
tion that would clearly qualify as R&D in any other context.

The discrimination against book publishers is put into sharp
focus when one recalls that in 1983 Treasury spokesmen recognized
that R&D deductions are claimed by taxpayers in such varying
business lines as fast food restaurants, baked goods, home build-
ing, banking, stock brokerage and the like. Even more startling,
computer software products--commonly produced by book publishers,
and marketed and inventoried side-by-side with books containing
identical information--are given generous R&D deduction treatment
by the IRS. It is anomalous to permit R&D deductions for one type
of intellectual product while denying it to another similar
product.1

Revenue Ruling 73-395 and Conciressional Criticism

Prior to 1973, most book publishers followed their consistent
practice (for book and tax purposes) of deducting preproduction
editorial and similar costs without disruption by the IRS. In
1973, however, the Internal Revenue Service issued Rev. Rul.
73-395, 1973-2 C.B. 87, expressing the IRS position that prepro-
duction editorial costs must be capitalized as part of the cost of
the book copyright and are not deductible under section 174 on the
ground that "costs incurred in the writing, editing, design and
art work directly attributable to the development of the textbooks
and visual aids do not constitute research and experimental
expenditures under section 174."

This proposed treatment for the book publishing industry was
strongly criticized as discriminatory and unjustified, and
corrective legislation was introduced on a number of occasions.
In 1974, for example, Congressman Dan Rostenkowski co-sponsored
legislation to this end and, in doing so, referred back to the
1954 enactment of section 174, stating:

1 In practice, more and more instructional, reference, and

professional materials are appearing in both computer and print
form, leading to the anomalous situation in which the costs of
creating and developing a printed mathematics workbook, for

" example, are not eligible for the dec4 ction, but the cost of
developing a program for presenting the same information on a
computer screen would be eligible.
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"There is no suggestion in these reports that
section 174 would not apply to the costs of
research and experimentation necessary to
develop products of book publishers, such as
textbooks, reference books, visual aids, and
other teaching aids, merely because the tax-
payer's business is publishing or because the
teaching aid or other product of a publisher
is in the form of a printed book rather than
in the form of a mechanical device. Section
174 should not be interpreted to discriminate
against book publishers in the business of
developing or in improving reference books,
teaching aids.or other products."

Further criticizing IRS' interpretation of the Reg.
S 1.174-2(a)(1) disqualification of "research in connection with
literary, historical, or similar projects," Mr. Rostenkowski urged
that "this regulatory exclusion should be confined to its proper
scope, for example, to preclude the amateur novelist from
deducting his essentially personal expenses in the guise of
business research expenses."

Section 2119 (Revenue Act of 1976

In 1976, Congress responded to these criticisms of Treasury's
position by enacting section 2119 of the Revenue Act of 1976 to
block IRS' use of Revenue Ruling 73-395 and to allow publishers to
continue to treat their editorial and other "prepublication
expenditures" "in the manner ... applied consistently by the
taxpayer to such expenditures before the date or issuance of such
revenue ruling." Congress further cautioned IRS that any future
regulations relating to this issue "shall apply only with respect
to taxable years beginning after the date on which such
regulations are issued."

No action has been taken by Treasury to date to comply with
this Congressional direction. Consequently, the effect of the
1976 law was to maintain de facto parity between publishing and
other industries.

This detailed and specific congressional directive concerning
prepublication expenses of book publishers was never mentioned in
the extensive legislative history of the uniform cost capitaliza-
tion rules that became section 263A in the 1986 Act. No reference
to section 2119 appears anywhere in the text or legislative
history of the 1986 Tax Reform Act. No hearings were held on this
issue, and no opportunity was given to the publishing industry to
present its-views.

Temporary and Proposed Section 263A Regulations

However, Treasury's temporary and proposed section 263A
regulations now take the position that section 2119 of the 1976
Act was in essence repealed by section 263A, and that all book
publisher's product development costs must be capitalized under
section 263A and cannot be deducted under section 174. This
position is inconsistent both with the 1986 legislation and with
basic principles of statutory construction.

Repeal by implication, says the classic maxim of statutory
interpretation, is generally disfavored. Further, as a matter of
substance, a very general later law should not be viewed as
repealing a highly specific earlier one.

Even if section 263A did override the 1976 provision,
capitalization of the publishers' costs at issue is not neces-
sarily required. For section 263A states that the new rules apply
only to real property and "tangible" personal property. In turn,
the latter term is statutorily defined as including "a film, sound
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recording, video tape, book, or similar property." As to the book
publishing industry, this would appear to mean the costs of the
actual tangible product--platemaking, printing, as well as other
production costs.

1986 Conference Report

The Conference Report repeats that "application of the
uniform capitalization rules with respect to production activities
is limited to tangible property." But in a last-minute footnote
added to Conference Report (11-308), the term "tangible property"
is broadly expanded to include a number of intangible items:

films, sound recordings, video tapes,
books, and other similar property embodying
words, ideas, concepts, images, or sounds, by
the creator thereof. Thus, for example, the
uniform capitalization rules apply to the
costs of producing a motion picture or
researching and writing a book."

Despite this murky 1986 legislative background, the proposed
section 263A regulations elevate the Conference Report footnote to
a statutory level. They declare that section 263A, ae a new Code
section, is not included within the coverage of section 2119 and
that, in any case, section 263A repeals section 2119. They do so
by denying section 174 treatment for, and flatly requiring
capitalization of, "prepublication expenditures incurred by pub-
lishers of books and other similar property, including payments
made to authors of literary works, as well as costs incurred by
such publishers in the writing, editing, compiling, illustrating,
designing and development of books or similar property."

This Treasury position may aptly be described as legislation
by footnote.

In light of the strained regulatory position taken by the
Treasury--over the strong objections of the industry and expres-
sions of concern by many members of Congress--on the meaning of
section 263A, the only feasible solution for book publishers is to
seek corrective legislation, to clarify that section 174 provides
them with equivalent product development deductions comparable to
those given to other businesses.

PROPOSED CORRECTION

The AAP urges that the appropriate resolution of this issue
is to afford publishers of instructional, reference, and profes--
sional materials the same treatment for their R&D costs as is
afforded other businesses. Such action would be fully consistent
with the terms and purposes of the 1986 Act and would prevent the
severe adverse impacts that would flow from Treasury's misreading
of the 1986 Act as applied to publishers' R&D costs.

Request for Parallel Tax Treatment

The book publishing industry is not asking for special treat-
ment, but only for equal treatment with other industries.

Under the correction we propose, section 174 would explicitly
be declared applicable to research and development expenditures of
a publisher of "instructional materials." Qualification as
'instructional materials" would be expressly limited to materials
prepared for publication with the principal purpose of use in
systematic instructional activities in elementary, secondary, or
vocational schools, or in post-secondary schools; as reference
works or technical materials for use by persons in the conduct of
their professions; or as instructional reference works, i.e,
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materials published for self-instructional activities ir) the
liberal arts, the sciences, or similar disciplines and standard
reference works such as encyclopedias, dictionaries, and
thesauruses. Publications not coming within these definitions of
"instructional materials" would not be covered.

Further, even for the limited category of publications
covered, only those prepublication costs that qualify as R&D costs
would be eligible. As explained above, for the publishing
industry, those qualifying costs are the costs of identifying the
need for a new or improved product, of gathering laboratory data
related to it, of conceptualizing the product, of developing and
field testing prototypes, of developing the manuscript, of
designing and field testing the final layouts, of making content
and design changes as a result of such field testing, and of pilot
testing and adoption procedures. Not within the purview of
section 174, but instead subject to capitalization, would be the
following: Advance royalty payments to authors and costs of
actual manufacture of the books or other products, including
platemaking costs (material, typesetting, film making and labor),
as well as production costs (paper, ink, binding, jackets and
labor).

In sum, this committee's adoption of the proposed amendment

would:

-- Correct an improper interpretation of the 1986 Act,

-- Eliminate the unjustified discrimination produced by
Treasury's interpretation,

-- Foster innovation and creativity by educational book
publishers,

Support their efforts to improve and modernize teaching,
reference, and professional materials, and

Serve the public interest by strengthening sensible
national educational policies and priorities.

Association of American Publishers

Washington, D.C.
July 22, 1987



345

EXHIBIT TO

STATEMENT OF ASSOCIATION OF AMERICAN PUBLISHERS, INC.

PUBLISHING AN ELEMENTARY SCHOOL TEXTBOOK SYSTEM

The publishing of educational materials for elementary

schools is a complex process that involves extensive planning and

research, and usually requires three and one-half to eiqht years to

complete from inception to final product. The final product is not

simply a textbook. The final product is an entire instructional

system that consists of teaching aids (such as film strips, overhead

transparencies, and computer software), as well as the pupil and

teacher editions of textbooks, testing materials, etc. The

educational textbook system will provide instructional materials for

teaching a particular subject in each of the grade levels in which

the subject is taught in elementary school. Some.prograps, such as

mathematics and reading, which are taught from kinderqarien through

grade 6 or 8, may consist of as many as 200-300 components, all of

which mbst be developed simultaneously.

The educational publisher is the creative force in the

development of each new textbook system. The publisher researches

the need for a new product, and researches, tests, and develops the

pedagogical and philosophical concerts of the new product. The

publisher, in collaboration with a team of authors selected by the

publisher, creates the general specifications for the entire system

including all the elements mentioned above. Based on these

specifications, the publisher and authorship team will create one or

more prototypes of the various components of the new system.

Through extensive testing and evaluation of these orototypes, the

publisher will develop detailed specifications for the new system,

which will serve as a blueprint for the authorship team in writing

the first full manuscript. Throughout the process of developinq the

manuscript and the other components of the educational textbook

system, the publisher is continually involved in field testinq the

various components of the system to determine if the product will

function ina classroom setting and meet .the demands of the
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educational marketplace. This stage of the editorial process also

involves, for example, developing appropriate illustrations, charts,

graphs, etc. for inclusion in the textbook or other comoonents. It

is this involvement in the process of testing and development,

involving sizable editorial and research staff, that makes the

educational publisher unique in the publishing industry.

To help you understand the complexity of educational

publishing more fully, the followinq overview of the developmental

and production stages of elementary textbook publishing is presented.

1. Identify Need for Product (6 to 12 months)

The development of an elementary textbook system typically

begins when a publisher recognizes the potential need for a new

product in the educational marketplace. Sometimes this happens

when, for example, a state announces that it will buy elementary

mathematics books in 1991. Sometimes the idea of a potential need

for a new product may come to a publisher as a result of the

publisher's study of trends in education. The need for a new

educational textbook system may arise as a result of new

developments in the subject matter, in teaching techniques or

theories, or in instructional technology. For example, based on

discussions with a few key educators, the oublisher may decide there

could be a need for a new spelling series.

Based on the idea .that there could be a need for a new

product, the publisher will engage in extensive research that

enables the publisher to understand the market more clearly. This

research includes a detailed study of issues and trends, involvinq

professional and scientific seminars and symposia, as well as

constant review of current literature. The publisher will survey

teachers and other education professionals to helo identify

pedagogical needs in the subject area. The publisher will seek to

determine what educational materials and teaching techniques are

currently being used, what aspects of the base curriculum are beinq

emphasized or should be emphasized in a new product, and what types

of systems have been utilized in the past (e.q., video tapes'and

computer programs). The entire fact-qathering process concludes

with, careful analysis of the data. At this point the publisher

targets a potential market. It might be determined, for example,
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that there is, in fact, a need for a new spelling series. On the

other hand, the preliminary research step might indicate that the

market for such a series is too small to be profitable.

2. Gather Laboratory Data (9 to 12 months)

To an educational publisher, the laboratory in which

products are tested is the same place in which the products will

eventually be used--the classroom. It is to this laboratory that

the publisher first turns to begin to develop the concept of a new

product.

Educators at all levels--from the college researcher to the

superintendent and classroom teacher--are consulted to find out

about specific requirements for the product. For example, should

-word problems be included in each grade of the mathematics series?

Should the reading program be phonics-based or vocabulary-based?

How much of a science program should include science experiments?

To what extent should map skills be taught in a social studies

program? In what way should writing be taught in an Enolish

program? How should students' mastery of a particular subject or

skill be tested 'and evaluated?

These educators are also consulted about the various forms

that different components should take. For example, a given system

usually includes ancillary printed materials, such as workbooks, in

addition to software, video tapes, records, and filmstrips. The use

of new forms of technology, such as videodiscs, is also explored.

Further information is gleaned from meetinqs with focus

groups, which are made up of approximately twelve to fifteen

educators. In these focus group meetings, the publisher is able to

have a face-to-face discussion with educators in different Parts of

the country and in different teaching situations. The educators are

often given opportunities to react to some of the publisher's

preliminary plans.

Classroom visitS, in which the publisher observes lessons

being taught in the classroom, enable the publisher to observe

first-hand how subjects are actually being taught in the classroom.

These observations help the publisher learn how the most current

teaching philosophies are actually implemented in the real world.

Follow-up discussions with the teacher allow the publisher to find
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out about the teacher's pedagogical concerns and to obtain reactions

to more of the preliminary project plans. Discipline specialists

are consulted'to help complete the picture of the needs of the

market and the feasibility of a new product.

3. Conceotualize Product (6 to 12 months)

It is at this point that the concept of a new textbook

system begins to crystallize. The publisher takes the information

that has been gathered concerning the size and description of the

market, the pedagogical needs of the customers, and the latest

research, and makes a preliminary decision whether to proceed with

the project. This decision is usually made by a "publishinq

council,".made up of key publishing house executives. If it is

decided there is no need for a new product, or if it is decided

there is not a profitable tiarket for a new product, the project ends

here. If it is determined that more information is needed before a

decision can be made, more research is requested. If it is decided

to continue the project, work begins on the process of developing

the specific philosophy and framework of the new system.

During the period of preliminary research and concept

development, an author search begins. The publisher looks for

educators who specialize in a particular field to become author

candidates. As part of the search, candidates are usually asked to

submit writing samples and to participate in an interview with the

editorial team. By the time preliminary approval of the project is

granted by the publishing council, this search is nearly completed.

Unlike other types of authors, textbook authors are

approached by the publisher. Customarily, the team of authors

assigned to a project divides a royalty of aporoximately'5 percent.

This low royalty rate reflects the major role the publisher plays in

the creation of a system. It is the textbook publisher, not the

author, who performs most of the research for, and development of,

an educational textbook system. Typically, royalty advances are

made to the authorship team only to the extent needed to cover their

out-of-pocket expenses for the project (including, for example,

amounts to cover salaries lost because an author must take a leave

of absence to work on the project). *
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4. Develop and Field-Test Prototyoe (6 to 12 months)

Together with the authorship team, the publishing house

editorial team begins to develop the general)outline of the new

system, called the'"scope and sequence.* The *scope" of the system

defines the boundaries of the subject area to be covered. The

"sequence" of the system defines the order in which.the various

parts of the subject area will be presented in the new system. The

sequence will reflect the pedagogical plan developed by the

publisher, incorporating, for'example, the method and order in which

new'skills will be introduced*to the students in successive grade

levels. Developing the scoperand sequence will even involve

determining the number of chapters that will be in each textbook in

the series, the subject matter of each chapter, and the number of

pages each chapter should contain. Input from the market and

additional research are used to constantly modify the scope and

sequence until, finally, there is agreement that it meets the needs

of the market and is pedagogically sound.

Prototypes of key components of the system are written,

based on this scope and sequence. The prototype materials are

reviewed by educators, both those hired as consultants and those who

participate in focus groups. Samples of these prototype

materials--lessons, investigations, activities, and arts of

chapters or units--are duplicated in suitable formats for testinq in

the laboratory, the classrooms across the country. The samples are

provided to selected schools, and with the guidance of editors and

researchers, the teachers and students use the sample materials in a

classroom setting to evaluate how well each of the components, and

the system as a whole, work. Throughout this careful field-testinq

and evaluation procedure, the materials may be rewritten or

reformatted a number of times before teachers and students can

experience success with them. Sometimes two different models, for

example two different versions of the same chapter, are tested to

see which one is better. Data art continually gathered and analyzed

during this trial-and-error period and the field testing continues

until the publisher is fully satisfied that the sample materials

have been proved successful for classroom use.
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Only when all of these tasks have been satisfactorily

completed will the publishing council approve the development and

field-testing of the complete system in a format resembling the

final product. If these tasks have not been satisfactorily

accomplished, one of two things will occur. The system either will

be terminated at this point or the prototype materials will be

modified and tested further. One instance of a major modification

to a prototype system occurred with a new elementary school

mathematics program. This system was begun in the late 1970s. In

1984 the publisher decided to make major changes to the system

because the teaching philosophy in this subject area had begun to

change in the early 1980s. As a result, an additional tw.io years of

development and testing was required to complete the system.

5. Develop Manuscript (15 to 24 months)

After the prototype materials have been successfully

tested, detailed outlines, developed by the giblisher and based on

educational objectives, are provided to the authorship team to begin

writing the first full manuscript as it might appear in the final

product. This manuscript is edited and duplicated in a format that

will resemble the finished textbook series. Often, the manuscript

will be printed in the form of a photocopy or typeset copy of the

text without color illustrations or other graphics that would appear

in.the finished product. This manuscript is then sent out for field

testing and for review by consultants. In many subject areas, two

types of consultants are used--those that specialize in the given

subject, for example a biologist, and classroom teachers.

For field testing, a network'of at least ten schools is

established across the country. These sites always contain urban,

suburban, and rural schools with student populations of various

ability levels and socioeconomic and ethnic backgrounds. The entire

manuscript is field-tested at this time; it may take from six months

to a complete school year.

During the field testing, the trial-and-error process

continues. Data are constantly gathered by observations,

interviews, questionnaires, and tests. Teachers are interviewed and

solicited for ideas on how to improve the materials. Students are

interviewed, questioned, and tested. Editors and researchers
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analyze the data and also look for ways to improve the materials.

By the time the field testing is completed, much of the

instructional material has been rewritten and is now proved

effective for use by students. Often, field testing continues even

after the system is being published in final form. Changes

resulting from field testing may even occur between the first and

second printings of a textbook series.

Some of the time frames given for each developmental phase

will overlap, of course, but between three and one-half and six

years will have passed from the time of the project's inception

until the time the publisher feels that the product being developed

is one that is pedagogically sound and one that will meet the needs

of students and teachers around the nation. It will take still

another one to two years to go through the editorial process and

manufacturing phases.

6. Editorial Process (9 to 18 months)

This phase begins as manuscripts are finally completed. It

is the qtage where the creativity of the authors and editors is

interpreted visually--with type, photographs, illustrations, tables,

charts, graphs, and other graphic elements. The final manuscript of

the textbook is reviewed by copy-editors for proper grammar,

punctuation, syntax and paragraph structure. The manuscript will

then. be sent to a compositor (usually an outside vendor), who

produces a running galley (i.e., a galley without page breaks that

incorporates the type-size, the type of print, column width, and

other type-design specifications. This galley is produced by

computerized typographics. Copy-editors proofread the galley for

errors. The editor, together with a designer, will then determine

which parts of the text will be accompanied by graphics such as

illustrations, photographs, charts, maps, etc. The designer *lays

out* the pages i.e., breaks the galley into pages that are laid out

in the format of two facii~g pages and determines where the print and

the illustrations should be-located on each two-page spread. The

designer will incorporate graphics.into the galley, usually by

pencil sketches. The result is a design of how each two-paqe spread

will look to the reader as each page is turned. The editor reviews

the design to insure that the design optimizes the presentation of

78-959 0 - 88 - 12
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the subject area. For example, an individual reading lesson or

problem-solving lesson should be presented on a single two-page

spread if possible.

Once the size of each illustration is determinea, an artist

(usually an outside vendor) will produce the illustration to fit the

page. If photographs are to be included, a photo-research team

(either in-house or outside vendor) will obtain photographs from

various sources from which an appropriate photograph can be

selected. Because visual elements often are important to

understanding, evidence gathered from the laboratory and field

testing is used when final design decisions are made. For example,

careful selection of a photograph may clarify an idea that is

difficult to describe in words alone or color may be used to

highlight sections of a pupil edition or teacher edition to improve

reading ease, understanding, and enjoyment.

After the "lay out" is complete, the compositor will

produce a page galley that shows the printed text in the format

determined by the designer. The editor at this point will do only

fine-tuning to the text. At this stage, also, the product may be

field tested again.

After illustrations, photographs, and other graphics have

been selected and incorporated into the text, and the color, size,

and format of the printed text-has been determined, layouts and

dummies of the final design must be prepared in order to convey to

printers the information they need to print the books aria other

materials that reproduce the plans as the authors, editors, and

designers intended. Dummies may also be used for further field

testing!

7. Production and Manufacturing (3 to 6 montb)

The compositor produces film of the printed text in final

format. A proof of the film is sent to the publisher. This film

proof stage is the last stage before the product goes to the printer

in which the publisher has an opportunity to look at the composition

of the print. Changes can be made in the film proof, although they

are.more expensive than changes at earlier stages.

In addition, the publisher will send the four-color
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artwork, photographs, and other graphics it has developed for the

product to a "color separator, also typically an outside vendor.

The color separator produces a "color separation' for each graphip,

which means that the colors of the graphic are "separated' into four

colors and each of the four colors is captured on a separate film

negative. When the four color negatives are superiMosed on each

other they create a color negative that can be developed to

reproduce all the colors in the graphic.

The publisher sends the final film negative and color

separations to the printer. The printer then produces a plate from

each film negative for each different color through an impression

process, and these plates are used to Print all the colors on each

page. The final product is created when the pages are printed and

bond as books.

When the new textbook series finally rolls off the press,

it is a thoroughly comprehensive system, with student texts, teacher

editions, and an extensive array of ancillary materials.

Ancillaries may include workbooks, laboratory manuals, a variety of

duplicating masters (i.e., materials that the instructor can

photocopy) tests, posters, outline maps, color transparencies,

equipment packages, filmstrips, video tapes, phonograph records,

computer software, and so on, all of which the publisher will have

developed and tested before the production phase. The system will

meet all the needs of the most critical and demandinq educators.

8. Pilot Testing and the "Adoption" Process (6 to 12 months)

After a new textbook system has been published, testing of

the system does not stop. Samples of the system are extensively

pilot-tested in schools located in different parts of the United

States. The "pilot" schools selected for testing the published

edition are selected to insure the edition is used by a full

cross-section of the student population.

Providing these samples of the published edition may help

sell the product to a school system. Some school systems in the

market for a new textbook system will request samples from several

publishing houses for testing in different schools within their

system. This testing program also helps the Publisber verify that

the educational textbook system works and provides feedback that is

used to revise and perfect later editions.
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In addition to continued testing and marketing of the

published edition, educational publishing houses must deal with the

"adoption" process in approximately half of the 50 states. These

"adoption" states do not permit the sale of textbook systems within

their school districts until the program has been reviewed by the

state and "adopted." Very often the results of all the field testing

of a new textbook system, including field tests of the published

edition, are provided to the state education department in order to

demonstrate the effectiveness of the new system. in some cases, the

system must be pilot-tested in several schools within the state's

school system. The states also review the system to insure it meets

the state's requirements concerning subject content and pedaqogical

approach. In some states, there is public participation in the

adoption process, raising issues concerning the social or value

content of the textbook system. Revisions to an edition to meet

state adoption requirements are generally incorporated into the

edition that is spld nationally, although a publishing house may

decide that the peculiar requirements of a very populous state

justify a special edition to be sold only in that state. Revisions

to a published edition may be minor and straightforward, or may

involve changes that require further testing to verify that the

revised edition accomplishes the desired goals.
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COMMENTS BY ASSOCIATED FINANCIAL CORPORATION

ON

TECHNICAL CORRECTIONS ACT OF 1987

Amendments Related to Section 252 of the Reform Act
(H.R. 2636, S. 1350)

BACKGROUND STATEMENT

This paper proposes technical corrections and
substantive amendments to section 42 and related
provisions of the Internal Revenue Code of 1986 (the
"Code") dealing with the low-income housing credit. The
low-income housing credit, which was enacted as part of
the Tax Reform Act of 1986, was designed to replace the
multiple tax preferences for investment in low-income
housing that existed under prior law. Congress believed
that the credit was a more efficient mechanism for
encouraging private sector investment in low-income
housing projects.*

Unfortunately, a variety of problems with the
original statute have arisen, many of which will be
alleviated if the recently introduced technical
corrections bill (H.R. 2636; S. 1350) is enacted in its
present form. Particularly noteworthy in this regard are
those provisions of the bill which:

- Waive the "secured by the . . . building"
requirement of section 42(k)(2)(B) for otherwise
qualifying debt in situations where a security
interest in the building is not allowed by the
Federal agency holding or insuring the first mortgage
and the "proceeds" from the unsecured financing are
applied to acquire or improve the building (although
this provision should be amended to confirm that it
applies to purchase money and other acquisition
indebtedness).

- Allow taxpayers to elect to determine the
credit amount, based on interest rates existing at
the time of investment, before the building is placed
in service.

- Allow projects to be eligible for credits
allocated in the previous year if the project was
delayed "fox reasons unforeseen and beyond the
control of the taxpayer."

For legislative background of the provision, see:
H.R. 3838, as reported by the Senate Committee on
Finance on May 29, 1986, sec. 1413; S. Rep.
No. 99-313, pp 757-768; Senate Floor Amendment, 132
Cong. Rec. S8146-8158 (June 23, 1986); and H. Rep.
No. 99-841, Vol. II (Sept. 18, 1986), pp. 85-103
(Conference Report).
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- Provide exceptions, mainly in cases of
foreclosures and acquisitions by government and
qualified nonprofit entities, to the general rule
that buildings are not eligible for the credit if
they had previously been placed in service within ten
years of the acquisition date.

- Make partnerships, rather than individual
partners, subject to the recapture of credits so long
as 50% or more of the partnership is owned by at
least 35 natural persons or estates.

While we endorse and recommend the adoption of
the foregoing provisions, the technical corrections bill
still fails to address several significant statutory
deficiencies which, to date, have inhibited the effective
implementation of the credit program. The proposals
recommended below seek to remedy these statutory
deficiencies with the desired goal of making the credit
program more workable administratively, thus ensuring that
it will achieve its intended purpose of providing decent
and affordable housing to low and moderate income families.

PROPOSED STATUTORY AMENDMENTS AND REASONS THEREFOR

I. Section 708(b)(1)(B) Terminations

A. Statutory Change. To treat purchases of
partnership interests that cause section 708(b)(1)(B)
terminations as purchases of the underlying assets--

Subsection (d) of section 42 is amended by
adding to the end thereof the following paragraph:

(8) Certain Purchases of Partnership
Interests.--

(A) In General.--For purposes of
determining the eligible basis of an
existing building, the purchase by a person
or persons, in a single transaction or a
set of interdependent transactions, of the
capital and profits interest of a section
42 partnership sufficient to cause a
termination of such partnership pursuant to
section 708(b)(1)(B) shall be treated under
this section as a purchase by such
partnership of the assets held by such
partnership.

(B) Application of Paragraph
(2)(B).--In the event of a transaction or
set of transactions described in
subparagraph (A), the following will apply
in determining whether the requirements of
paragraph (2)(B) of this subsection have
been met--

(i) Section 179(d)(2).--For purposes
of applying section 179(d)(2)(A) and
(C), the person or persons acquiring



357

the interest in the section 42
partnership shall be treated as the
person acquiring the property and the
person or persons from whom the
interest in the section 42 partnership
is acquired shall be treated as the
person from whom the property is
acquired.

(ii) Previously Placed in
Service.--For purposes of applying
paragraph (2)(B)(ii) and (iii), the
person or persons acquiring the
interest in the section 42 partnership
shall be treated as the taxpayer.

(C) Limitation.--This paragraph shall
only apply to that portion of the
acquisition cost attributable to the
purchase described in subparagraph (A)
incurred by, and the benefits of this
section shall only be allocated to, those
persons who purchased an interest in the
section 42 partnership in a transaction
described in subparagraph (A) and whose
relationship to the person or persons from
whom such interest is acquired is not
described in section 179(d)(2)(A) (as
modified by paragraph (2)(D)(iii)(I) of
this subsection).

(D) Section 42 Partnership.--The term
"section 42 partnership" refers to any
partnership if, at the time of its
termination under section 708(b)(1)(B), 80%
or more of the gross value of its assets
consist of--

(i) a building or buildings
consisting of residential rental units,

(ii) money and other property
(including land) incidental to the
operation of the building or buildings
described in clause (i), and

(iii) investments in a section 42
partnership or partnerships. (held
directly or indirectly through a tiered
partnership arrangement).

B. Reason For Change. Section 901 of the Housing
and Urban Development Act of 1968, 82 Stat. 476, 507 (the
"1968 Act"), declares "that it is the policy of the United
States to encourage the widest possible participation of
private enterprise in the provision of housing for low or
moderate income families." To accomplish this task, the
1968 Act contemplated the formation of partnerships as the
preferred vehicle for facilitating private sector
investment in housing projects. See S. Rep. No. 1123,
90th Cong., 2d Sess. 85 (1968). See also 114 Cong. Rec.
14946, 15136 and 15241 (1968). While Congress was
cognizant of this fact when it enacted the low-income
housing credit provisions,* it failed to provide adequate
guidance as to the application of the credit in situations
where investments are made through partnerships or other
flow-through entities.
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In acquiring an interest in a low-income housing
building, there are oftentimes legitimate, non-tax reasons
for purchasing partnership interests rather than acquiring
a direct interest in the building itself. For example, a
direct transfer of the building may invoke a due-on-sale
provision under an existing mortgage or otherwise be
barred by contractual provisions requiring the consent of
an adverse partner often owning rights to only a small
portion of the building. In such cases, the investor
would typically purchase a majority position in the
partnership, thus resulting in a constructive termination
of the partnership under Code section 708(b)(1)(B).

See, e.g., Joint Committee on Taxation, General
Explanationof the Tax Reform Act of 1986, p.154, n.3.

Upon a section 708(b)(1)(B) termination, the
partnership is viewed as having made a constructive
liquidating distribution of its assets to the partners
(including the new investor), followed immediately
thereafter by a constructive contribution of the same
assets back to the partnership. This mechanized view of
the transaction permits the investor tc obtain a basis in
his share of the partnership's assets equal to the tax
basis of his newly acquired partnership interests. It is
clear that the intent behind a section 708(b)(1)(B)
termination is to treat the purchase of a majority
interest in a partnership as tantamount to a direct
purchase of a proportional interest in its assets. See,
e.g., McCaulsen v. Commissioner, 45 T.C. 588 (1966).'

The current operation of Code section 42(d)
casts serious doubts as to whether the credit is available
in situations where the acquisition involves the purchase
of a controlling partnership interest. For instance, the
following questions are raised by such a transaction:

a. Whether the "purchase" requirement of
section 42(d)(2)(B)(i) is satisfied insofar as
section 179(d)(2)(A) excludes from the
definition of "purchase" acquisitions from a
person who owns a 10 percent or greater interest
in the acquiring partnership and this
requirement would be technically violated upon
the partners' deemed contribution of the
building bdck to the partnership rpon its
constructive termination.

b. Whether the prohibition against
acquisitions from related parties contained in
section 42(d)(2)(B)(iii) will be contravened
since both the partnership and its partners may
be considered related at the time of the
partnership's constructive liquidation (i.e.,
the theoretical time in which the building is
placed in service by the partners).

c. Whether the building would be placed in
service by the partners (i.e., upon the
constructive liquidation of the partnership)
within the last ten years, thus running afoul of
the requirement in section 42(d)(2)(B)(ii).
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The proposed statutory changes would remove
these uncertainties, thus enabling investments in
qualifying projects to be made by way of a partnership
acquisition. The benefits to be derived from such an
acquisition would be allocated solely to the purchasing
entity rather than the existing partners. This would
alleviate what, for many existing projects, has been a
significant impediment to the attraction of badly needed
capital.

II. "Purchase" Reuirement -Determined t-LTime Building
Placedin Servi e

A. Statutory Change. To clarify that the
determination of whether a "purchase" has occurred should
take place at the time the building is acquired for
purposes of claiming the credit--

Subclause (I) of section 42(d)(2)(D)(iii) is
amended by inserting before the period "and the
determination under section 179(d)(2)(A) shall
be made at the time the building is acquired by
the taxpayer."

B. Reason For Change. For purposes of determining
whether a low-income building was acquired from a "related
person," section 42(d)(2)(D)(iii) should be amended to
make it clear that the 10% ownership rule is to be applied
at the time the building is acquired. As the statute now
reads, it is possible to interpret the 10% rule as
applying at any time during the 15-year compliance
period. Such a construction would create investor
uncertainty as to whether previously allocated credits
will be recaptured upon the acquisition by a "related
person" (through inadvertance or otherwise) of an
impermissible interest in an investment entity. This
uncertainty, in turn, could impact negatively on the
investor's willingness to participate in a low-income
housing program. --

III. At-Risk Rules

A(1) Statutory Change. To provide for consistency
between basis for section 42 and section 465 purposes--

Paragraph (6) of section 465(b) is amended by
adding to the end thereof the following new subparagraph:

(F) Qualified Nonprofit
Organizations.--To the extent nonrecourse
financing from a "qualified nonprofit
organization" (as defined in
section 42(h)(5)(C)) is taken into account
in computing the qualified basis (as
defined in section 42(c)(1)) of a
low-income building pursuant to the
provisions of section 42(k)(2)(A), such
financing shall be treated under this
section as qualified nonrecourse financing.
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B(M) Reason For Change. The at-risk rules, which
were extended to the activity of holding real property by
-the Tax Reform Act of 1986, generally preclude an investor
from deducting losses which exceed his at-risk investment
in the activity giving rise to the loss. These rules also
limit the amount of low-income housing credits that may be
claimed with respect to projects financed in whole or in
part with nonrecourse debt. Unfortunately, the rules do
not work in tandem with respect to seller financing that
is provided by certain nonprofit organizations whose
exempt purpose includes the "fostering of low income
housing." Such financing is included in basis for credit
purposes under section 42, but not for loss limitation
purposes under section 465.

This statutory dichotomy is apparently
inadvertant insofar as there is no logical support or
policy justification for the distinction. The proposed
amendment cures this inconsistency by harmonizing the two
basis rules, thereby permitting indebtedness qualifying
under the seller financing exception to be includible in
basis for both loss limitation and credit purposes.

A(2) Statutory Change. To provide that holding an
investment in a partnership which owns real property
constitutes the holding of real property--

Subparagraph (E) of section 465(b)(6) is amended
by adding at the end thereof the following new clause:

(iii) Holding Interests in Certain
Partnerships.--Holding an interest in a
partnership shall constitute the activity
of holding real property, provided that at
least 80 percent of the gross value of the
assets of such partnership consists of real
property.

B(2) Reason For Change. The proposed amendment
constitutes a long-overdue codification of an informal
rule which is implicit in the legislative history of the
Revenue Act of 1978 and which has been followed by the IRS
and most practitioners.

A(3) Statutory Change. To provide that a security
interest in a partnership interest will be treated as a
security interest in the qualified low-income building--

Subparagraph (B) of section 42(k)(2), as amended
by S. 1350 and H.R. 2636, taking into account
paragraph (8) of section 42(d) as added above, is amended
by adding a new sentence at the end thereof to read as
follows:

In the event of a transaction described in
paragraph (8)(A), a security interest in the
section 42 partnership interest shall be treated
as a security interest in the building.

B(3) Reason For Change. Government financing
agencies, particularly HUD, typically will not all'w a
junior lien to be placed on a building which is encumbered
by a mortgage which the agency holds or insures. As
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discussed above, the technical corrections bill recognizes
this fact and purports to waive the "secured by the
building" requirement of section 42(k)(2)(B) in situations
where the proceeds from the financing are applied to
acquire or improve the building. While we endorse this
amendment, we believe the at-risk rules should be
broadened to include purchase money indebtedness incurred
to acquire interests in partnerships owning existing
low-income housing projects. The business necessities and
rationale supporting this provision are discussed in I. B.
above in connection with the treatment ,of ehe acquisition
of partnership interests.

IV. Credit Recapture

A(l) Statutory Change. To provide more certainty as
to the allocation of credit recapture imong partners of
large partnerships--

Clause (iv) of section 42(j)(5)(M is amended by
striking "as such partnership's taxable Lncome for
such year is allocated among such partners" and
inserting in lieu thereof "as the tax credits giving
rise to such increase in tax were allocated among the
partners or their predecessors in interest."

B(1) Reason for Change. The proposed amendment
provides for a more rational and logical method of
allocating credit recapture among partners of large
partnerships, i.e., in the manner in which they previously
benefitted from the credits giving rise to the recapture.
The current provision is inadequate for various reasons,
not the least of which is the partnership may never
generate taxable income. In addition, the allocation of
taxable income may bear little relationship to the method
of allocating depreciation deductions, which in turn
governs the allocation of tax credits under the existing
section 704(b) regulations.

A(2) Statutory Change. To provide recapture rules
with respect to dispositions of partial interests in
partnerships other than those described in
section 42(j)(5)(B)--

Paragraph (5) of section 42(j) is amended by adding
to the end thereof the following subparagraph:

(D) Treatment of Other
Partnerships.--In the event a partnership
does not comply with clauses (i) and (ii)
of subparagraph (B), the disposition by a
partner of a partnership interest shall
result in recapture of the credit recapture
amount attributable to the interest
disposed of under the principles adopted by
section 47 and the regulations thereunder.

B(2) Reason For Change. The recapture rules set
forth in Section 42(j) provide no guidance as to the
consequences of a partial disposition of a partnership
interest where the partnership is not described in
section 42(j)(5)(B). There is also a question as to
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whether fluctuations in a partner's share of the
partnership's income may result in recapture and a
permanent loss of otherwise available credits. The
absence of any guidance in this regard produces investor
uncertainty and may discourage investment in low-income
housing projects.

There is, however, already in place a mechanism whereby
dispositions of partnership interests are analyzed in order to
determine whether the investment credit recapture rules should
apply. This mechanism is set forth in Treasury Regulations
section 1.47-6, and provides generally that a partner is
required to recapture investment tax credits, on a propor-
tional basis, when the partner's interest is reduced below 66-
2/3 percent of that partner's interest in the partnership as
it existed on the date the property was placed in service.
Section 42 should be amended to incorporate these rules (with
appropriate modification for factors unique to the low-income
housing credit), thereby lending definition to what is now a
muddled area.

V. Waiver of 10-Year Requirement

A. Statutory Change. To provide that HUD may waive the
10-year requirement of section 42(d)(2)(B)(ii)--

Subparagraph (A) of section 42(d)(6) is amended by
inserting the phrase "or and appropriate official from
the Department of Housing and Urban Development" after
the phrase "(after consultation with the appropriate
Federal official)", and by inserting "or such official
from the Department of Housing and Urban development"
before the word "determines", and by amending subpara-
graph (iii) thereof in its entirety to read as follows:

(iii) "by reason of other circumstances of
financial or physical distress which adversely
impacts upon the supply or quality of existing low-
income housing."

B. Reasons For Change. As section 42 now reads, the
Secretary of the Treasury has the sole authority (subject to a
consultation requirement) to waive the 10-year requirement.
In order to correct what may have been an oversight, the
amendment provides that the authority for waiver of the 10-
year requirement is extended to HUD, the agency most likely to
be familiar with the facts and circumstances warranting the
waiver. The conditions for the waiver essentially relate to
situations in which the property is in financial or physical
distress and any inhibition to the property's transfer could
result either in a drain on the financial resources of HUD or
the Federal mortgage insurance fund, or in a depletion in the
stock of low-income housing. These are basically housing
issues (not Treasury issues) as to which HUD is best equipped
to decide.

VI. Certification Standard - 60%/60% Requirement

A. Statutory Change. To provide for a more
workable administrative standard for certifying to the
Secretary that applicable income test has been met--

Paragraph (1) of section 42(g) is amended in its
entirety to read as follows:
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(1) In General--The term "qualified
low-income housing project" means any
project for residential rental property if
60 percent or more of the residential
rental units in such project at the end of
the taxable year are both rent-restricted
and occupied by individuals whose income is
60 percent or less of area median gross
income. For purposes of this paragraph,
any property shall not be treated as
failing to be residential rental property
merely because part of the building in
which such property is located is used for
purposes other than residential rental
purposes. [Conforming changes would also
be made to other provisions of section 42
affected by this amendment.]

B. Reason For Chanae. As Code sections 42(g)(4)
and 142(d) now read, the owner of a low-income building is
required to file annual certifications with the Secretary,
establishing that either the 20-50 or 40-60 tests have
been met. These rules apply for purposes of determining
whether the building qualifies as a low-income housing
project and whether any unit in the building is a
low-income unit. The determinations must be made on a
continuing basis, both with regard to the tenant's income
and the qualifying area income (rather than only on the
date the tenant initially occupies the unit).

The foregoing unit-by-unit analysis is endlessly
complex and creates a labyrinth of paperwork which
ultimately results in a huge divergence of time and energy
away from the task at hand, namely, the refurbishment and
rehabilitation of the available housing stock. Further,
by requiring that the credit be tied to a specific
percentage of the low-income housing units, which
percentage may fluctuate downward--thus causing
recapture--depending on such variables as tenant income
and turnover, investors are uncertain as to the amount of
credits that any particular investment will produce. In
other words, investors may be unwilling to invest in a
low-income housing project if minor changes in the income
status of renters have the possibility of affecting the
actual amount of credit allowable.

It suffices to say that the ends do not justify
the means. Where a taxpayer can certify that 60 percent
of a building's units satisfy the 60 percent income test,
there is little likelihood that there are a significant
number of units in the building held for rent to persons
other than those who meet the income tests. Therefore,
section 42 should provide a threshold certification
requirement: If 60 percent of the building is either
rented or irrevocably held out for rent to individuals
meeting the 60 percent income test, all units in the
low-income building should be deemed to qualify as
low-income units; conversely, if the building fails to
meet such threshold, no portion of the building should
qualify for the credit. By applying a "bright-line" test,
investors will have greater certainty as to the amount of
credits they will receive, and such certainty will impact
favorably on their willingness to commit investment
dollars to programs which, by their very nature, are
totally dependent on tax incentives. Further, rather than
being ensnarled in the mounds of red tape and the ensuing
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bureaucracy spawned by the current certification
provisions, the project operators and housing agencies can
more efficiently devote their time and energy to the needs
of the tenants.

VII. Limitations on High-Income Taxpayers

A(M) Statutory Change. To permit an investor to
offset any alternative minimum tax liability with the
allowable low-income housing credits--

(i) Paragraph (1) of section 38(c) is amended
by deleting the word "The" and by adding in lieu thereof
"Except as provided in paragraph (4)(E), the"; and

(ii) Paragraph (4) of section 38(c) is amended
by adding at the end thereof the following new
subparagraph:

(E) Special Rule for Low-Income Housing
Credit.--If after the application of the
credits allowed under paragraphs (1)
and (2) the taxpayer's unused credits
consist at least in part of the credit
described in subsection (b)(5) (assuming
that the credits described in
subsections (b)(1) through (b)(4) are
applied first), then

(i) the amount allowable under
paragraph (1) shall be increased by the
unused portion of such credit to the extent
of the taxpayer's tentative minimum tax (as
described in section .55(b)) for the taxable
year, and

(ii) the amount allowable under
paragraph (2) shall be increased by the
unused portion of such credit to the extent
of the amount described in section 55(a).

Any unused credit shall retain its separate
character for purposes of the carryforward
provisions set forth in section 39.

A(2) Statutory Change. To eliminate the
phase-out of the $25,000 allowance applicable to the
utilization of the low-income housing credit against
non-passive income--

Subparagraph (B) of section 469(i)(3) is
amended to read as follows:

(B) Special Rules for Low-Income
Housing and Rehabilitation Credits.--

(1) Low-Income Housing Credit. --
Subparagraph (A) shall not apply to the
extent that the passive activity credit for
a taxable year is attributable to any
credit to which paragraph (6)(B)(i) applies.
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(2) Rehabilitation Credit. - In
the case of any portion of the passive
activity credit for any taxable year which
is attributable to any credit to which
paragraph (6)(B)(ii) applies, subparagraph
(A) shall be applied by substituting
"$200,000" for "$100,000."

B. Reason For Change. The low-income housing
credit is currently subject to the limitations on the use
of the general business credits, including, most
significantly, the restriction which precludes an investor
from offsetting any alternative minimum tax. liability by
the allowable low-income housing credit. Due to the
changes brought about by the 1986 Act--i.e., the narrowing
of the tax rates between the regular and alternative
minimum tax, the expansion of the category of items
subject to the tax, and the phase-out of the
$40,000/$30,000 exemption-- significantly more taxpayers,
particularly those in the high income brackets, will
become subject to the alternative minimum tax. As a
result, both corporate and individual investors are
uncertain as to whether they can utilize the low-income
housing credits which are potentially available to them
over the 10-year period. This uncertainty has contributed
to the reluctance on the part of many investors to commit
capital to housing projects.

In addition, for purposes of the rules limiting
passive loss deductions, the credits (but not the losses)
from low-income housing projects are deemed attributable
to rental real estate activities in which the taxpayer
actively participates. The credits may be used to offset
tax on up to $25,000 of non-passive income, subject,
however, to a phase-out of the allowance between $200,000
and $250,000 of adjusted gross income (ignoring passive
losses).

Given'the importance of providing low-income
housing, there is no reason why the allowance should be
phased-out for individuals earning over $200,000. It
should make no difference whether the credits are used by
wealthy individuals or individuals with more modest
means. However, by combining the phase-out provision with
the rule barring use of the credit against the AMT,
Congress has, in effect, set up unintented roadblocks to
the implementation of the credit program.

It is evident that the credit is the "hook" that
attracts private sector capital to what would otherwise be
an unprofitable investment. By precluding high-income -
individuals from using the credit, Congress is alienating
the group which has traditionally possessed the funds and
the tax motivation to invest in low-income housing
projects. There is no reason to deny housing to the needy
because of some arbitrary decision to limit the
utilization of the credit by wealthy individuals.

The proposed amendments are modest attempts to
alleviate several of these obstacles by eliminating the
phase-out of the $25,000 allowance and permitting
investors to offset their AMT by the low-income housing
credit. The proposal would still leave intact the $25,000
limitation (which, after 1987, effectively caps the credit
at $7,000 in terms of its use against taxes on non-passive
income), as well as the other general business credit
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limitations. Moreover, the government's purse remains
adequately protected against wholesale use of the credit
by the rigid income targeting rules, the volume caps on
credit authority, and the limitations on carryovers of
unused credits which are currently contained in the Code.

VIII. Tax Shelter Provisions

A(1) Statutory Change. To assure taxpayers that
losses arising from an investment in a low-income housing
syndication will not be treated as hobby losses--

Subsection (c) of section 183 is amended by
adding at the end thereof the following sentence:
"Investment in an entity formed primarily for the
purpose of owning low-income housing in a manner that
will enable such entity (or its owners) to secure a
credit under section 42 shall constitute an activity
engaged in for profit."

A(2) Statutory Change. To provide that low-income
housing syndications will not be treated as "tax shelters"
for purposes of the substantial understatement penalty--

Clause (ii) of section 6661(b)(2)(C) is amended
by adding at the end thereof the following sentence:
"The term 'tax shelter' shall not include an entity
formed primarily for the purpose of owning low-income
housing in a manner that will enable such entity (or
its owners) to secure a credit under section 42."

B. Reason for Change. Any investment in an
activity qualifying for the low-income housing credit
should be exempt from the purview of Code section 183
(which prohibits the deduction of losses attributable to
investments not "engaged in for profit"), as well as the
more rigid standards which are applied under section
6661(b)(1) to understatements attributable to "tax
shelter" investments. Present practice assumes that
investors in low-income housing projects are exempt from
such rules, and the IRS' current ruling position is
consonant with this practice, at least insofar as it
applies to section 183. See Rev. Rul. 77-300, Priv. Ltr.
Rul. 8531065, and G.C.M. 38117. The proposed amendment,
therefore, represents a long-overdue codification of this
informal rule, and would remove any lingering doubt as to
the precise reach of the statutes in question.

IX. Allocation of Credit by Partnerships

A. S utory Chage . To allow for the allocation
of low-income housing credits among partners of a
partnership in accordance with the manner in which they
contributed the capital used to acquire or improve the
project--

Subsection (m) of section 42 shall be amended by
adding at the end thereof the following sentence:
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It is contemplated that the Secretary will amend the
regulations under section 704(b) to permit a
partnership, at its election, to allocate the credit
allowable under this section among its partners in
any manner which reasonably approximates the manner
in which the partners' respective capital
contributions were used to acquire the property or
fund the expenditures giving rise to the credit. In
addition, the regulations should provide that the
credit is to accrue ratably over the taxable year
from the date the credit is initially available to
the partnership, as determined under such monthly,
semi-monthly or daily convention as is permitted
under section 706 and the regulations thereunder.

B. Reason For Change. Section 42 provides no
guidance as to whether the low-income housing credit may
be specially allocated to those partners who funded the
expenditures giving rise to the credit. Under the section
704(b) regulations, it appears that the credit must be
allocated on a basis consistent with the allocation of the
partnership's depreciation deductions. Any such
requirement constitutes a major deficiency in the
statutory scheme insofar as it would impede a
partnership's ability to attract capital for urgently
needed rehabilitation expenditures.

The proposed amendment solves this problem
authorizing the Secretary to issue regulations which would
permit a partnership, at its election, to allocate credits
on a basis that is reasonably related to the funding of
the expenditures which gave rise to the credit. Such an
allocation scheme is more consonant with one of the
purposes of the statute, namely to provide tax incentives
solely to those investors who provide the capital needed
to acquire or renovate a project.

Section 42 should also make clear that the
credits are allocable on a monthly or more frequent basis
(i.e., daily basis), thus entitling new partners (or
existing partners making capital contributions) to an
allocation of credits commensurate with the amount of
their capital contributions and the dates they made such
contributions.

X. Transitional Rules

A(l) Statutory Change. To provide for a transitional
rule for binding contracts, entitling taxpayers to the
credit for the fourth quarter of 1987 and the first
quarter of 1988--

Subparagraph (B) of section 42(f)(2) is
redesignated as subparagraph (C), and the following
subparagraph is added after subparagraph-(A):

(B) Transitional Rule.--If--

(i) the taxpayer has entered into a
binding contract to purchase the
low-income building as of September 30,
1987,
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(ii) the taxpayer and the state where
the low-income building is located have
entered into an agreement described in
subsection (b)(2)(A)(ii)(I) [as added
by S. 1350 or H.R. 2636] on or before
December 31, 1987, and

(iii) the conveyance of the low-income
building occurs and all other
requirements of federal, state and
local governmental agencies relating to
such conveyance have been substantially
complied with by the due date of the
taxpayer's 1987 income tax return (not
taking into account any extension
period),

then, for purposes of this section, such
building will be treated as having been
placed in service during the period
beginning on October 1, 1987 and ending on
April 15, 1988 (or the date on which such
building is actually placed in service, if
earlier).

B(1) Reason For Change. The process of obtaining a
credit-under section 42 requires, in effect, approval of
two agencies. First, the transfer of the building must be
approved by HUD (or other appropriate agency), and,
second, the taxpayer must receive an allocation of credits
from the appropriate state agency. Significant delays are
inherent in such a process due to the complex regulatory
requirements and the fact that, for the most part, the
state agencies do not yet have the machinery in place to
implement the allocation program.

All of this has created investor uncertainty as
to whether credits will be available in 1987 (or indeed by
early to mid-1988). Such uncertainty has hampered current
efforts to raise capital, and it is suggested that this
problem could be alleviated, at least in part, by assuring
investors that if certain strict criteria are met they
will be entitled to some portion of the credit during 1987
and early 1988, notwithstanding that the project is not
placed in service until April 15, 1988.

A(2) Statutory Change. To provide for nonpassive
treatment of income and credits falling under the
transitional relief provision contained in section 502 of
the Tax Reform Act of 1986--

Subsection (a),of section 502 of the Tax Reform
Act of 1986 is amended by substituting "Any income,
loss, or credit (other than a credit determined under
section 42 of the Internal Revenue Code of 1986)" for
the phrase "Any loss" and by substituting the phrase
"income, loss, or credit" for the phrase "a loss".

B(2) Reason For Change. Section 502 of the 1986 Act
provides transitional relief for investors in low-income
housing projects which were placed in service prior to
1987 and which are therefore ineligible for the credit.
The transitional rule allows the investors to treat their
losses from such activities as nonpassive losses for a



369

specified period of time. However, in what was an
apparent oversight, the rule fails to provide similar
relief for the rehabilitation credit. The proposed
amendment seeks to rectify this omission.

(5067N)
(7/2/87)

PART XI

SUBJECT: Amendment of Section 1039 of the Internal
Revenue Code In Conjunction with Technical
Corrections to the Low Income Housing Credits
Provisions

The Tax Reform Act of 1986 recognized the importance of
continuing to use tax incentives to preserve the existing
inventory of low income housing. The 1986 Act enacted a new
program of "Low Income Housing Credits" to encourage the
private sector, through the use of tax credits, to acquire,
improve and maintain (for the benefit of low income tenants)
existing low income housing projects. Proposed technical
corrections to the 1986 Act, designed to make the credits
program more usable, evidence the continued commitment of the
Congress to encourage effective use of this tax credit program
as a tool to preserve and improve existing low income housing.

At the same time, legislation has been suggested as an
amendment to Section 1039 of the Internal Revenue Code, which
would limit the federal income tax incurred upon a disposition
of low income housing property to a tax only on the cash
received where the disposition is made under circumstances
which assure the continued long term use of the property as
low income housing. A copy of the suggested legislation and
the reasons favoring its enactment it attached.

It is proposed that the suggested amendment of Section 1039 be
considered as part of the Technical Corrections to the credits
program because:

(1) Both the Section 1039 Amendment and the Technical
Corrections to the credits program seek the same result -- the
preservation of our low income housing -- at a time when our
existing inventory of low income housing is threatened by
deterioration and by increased market pressure to convert the
existing stock to market rents, thereby displacing low income
tenants and exacerbating the homeless problem.

(2) Under present law, the federal income tax incurred
upon a disposition of low income housing is often a
significant obstacle to would-be private sector purchasers who
wish to make use of the Low Income Housing Credits program.
The need of sellers to get enough cash to pay their tax on
sale may either (a) completely frustrate an otherwise
desirable transfer to a new investment group motivated to
preserve and improve the housing, or (b) unnecessarily limit
the amount of private capital available to meet the needs of
the property. The Section 1039 Amendment would eliminate this
obstacle and encourage the intended and much-needed use of the
credits program.



370

(3) The need to preserve our low income housing is
urgent and the opportunity to amend Section 1039 now, in
conjunction with the Technical Corrections Act, represents a
real opportunity to make an immediate positive impact upon a
very real and pressing problem, an opportunity which should
not be missed.

(4) The proposed Section 1039 Amendment should have no
budget impact. The excused income tax on disposition would-
not have been realized anyway, because absent this legislative
inducement, the sellers would simply hold on to the property.
Any revenue loss incident to use of the Low Income Housing
Credits has already been taken into account and is subject to
the prevailing volume ceiling on use of the credits.

PRESERVATION Or AORDABLB HOUSING
A NATIONAL HOUSING POLICY

Despite massive programs legislated in the 60's and 70's, designed
to increase the supply of low and moderate income housing, we are today
faced with a housing crisis greater than at any time since WWII. We
have allocated hundreds of billions of dollars for interest and rent
subsidies to build a basic low income housing inventory, and we are
on the verge of seeing it move out of the reach of the tenants it was
built to serve. At a time when administration policies and budget
constraints have all but eliminated the availablity of funds to build
additional housing, we are ironically faced with the prospects of losing
much of what we have paid so much to build.

First and foremost, Congress must enunciate a clear mandate for
preservation of our existing housing stock as a national policy and
simultaneously enact the necessary legislation to assure that we start
to move in the direction of preserving housing as a national resource.

A national housing policy, with preservation as its cornerstone,
is not just an emergency measure designed to contain a few local brush
fires. It is an economical and practical approach to assuring an
adequate supply of affordable housing for all Americau families. It
will cost the government far less in the next decade to use our limited
resources to preserve what exists than it would cost to attempt to
build replacement housing.

A well designed preservation program will, in the long run,
increase the supply of affordable housing by arresting the eroding
influence of deterioration and abandonment which claims thousands of
rental units from our housing stock each year. Of even greater
importance, we must curtail the process of gentrification which wrests
existing housing from the reach of lower income families through
escalating rents and condiminium conversion to serve middle and upper
income families. The forces of deteriorization and marketization have
reduced our stock of affordable housing by far greater numbers than
all of the housing units we have built under Federal programs in the
past 20 years. By taking immediate action in the form of new legislation
we can arrest this accelerating trend toward a declining affordable
housing stock.

To effectively design the necessary legislative initiatives we
have to confront some of the realities of the present low and moderate
income housing stock. we tend to identify that stock as primarily
the rental housing built under one or more federal programs since the
late sixties and benefiting from some form of federal subsidy - interest
reduction or rent supplement. Though this constitutes the largest,
easiest indentifiable portion of the inventory, there is an even larger
inventory of rental units serving families with incomes below 80% of
the median.
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The targeted housing stock for preservation should be all of
the rental properties which today serve low and moderate income tenants.
To relate that to the simplicity of a month's rent, we must focus on
all rental housing with average rents at or below $400/month. We are
thereby defining. the housing needs of families with incomes in the
area of $20,000/year. In some areas with higher median income, top
rent, may be higher and in others with lower median incomes top rents
may be "low" $300/month. It is this rental housing, now able to
physically and economically function in these rental ranges, that we
must aim to preserve as affordable housing.

Most of this existing housing stock is owned by private investors
who, as in the case of the HUD financed stock, acquired their ownership
interest for a combination of tax incentives and longer term profit
potential. The primary investment incentive for the billions invested
by private owners in the HUD housing stock was clearly tax incentives.
In most cases, the limitations placed on rents and the incomes of tenants
effectively curtailed other economic benefits for twenty years from
the date the property was built. With their tax benefit virtually
exhausted by the length of time of ownership and by the 1986 tax law
changes, owners must find economically sound methods for disposing
of their investment. Two basic directions are available to all owners
of low and moderate income housing. The most desirable economic
direction for the private investor/owner is to "marketize" his property.
In effect, he must move toward market rents to increase the income
available for debt service and then either I) refinance the property
for more than the existing debt, or 2) sell the property to a buyer
based on its distributable cash flow. to illustrate:

Assume an existing 221 0-3 property built in 1968:
Size: 200 Units
Debt: $2,400,000 mortgage @ 3% interest
Debt Service: $120,000/year Principal & Interest
Current Rents average $375/mo or $4500/unit/year
Annual Rent Roll: $900,000
Operating Expenses: $755,000 (Approx. $3750/unit/year)
Net Dividend Distributable $25,000/year

Assume the median income for the area in which the property is
located is $25,000/year and the property could be marketed to families
with incomes in the $25,000 - $30,000 range with modest physical
upgrading at rents averaging $550/mo. or $6600/yr.

Rental Income: $1,320,000
Expenses: 800,000
Available for Debt Service: 520,000

Option 1. Obtain a new mortgage for $5,000,000 # 9%
Result: $2,600,000 cash to owners tax free

Option 2. Sell for $6,000,000 - based on net cash flow capitalized

Result: $3,600,000 cash to owners less tax due on sale.

The owner is clearly motivated to move in this direction in the
course of which he would be compelled to displace many of the existing
tenants. If their current rents are $375/mo., they would have to bear
a 50% rent increase to remain under the new rents. The property would
therefore be lost to the low income housing stock with all of the social
displacement and upheaval inherent in evicting 200 families.

If the owners can not see a way to marketize the project, they
will lose interest in the property and allow it to deteriorate. They
would have no incentive to invest additional dollars for maintenance
and physical upgrading and eventually the property will be lost as
safe, adequate housing for low income tenants - a pattern we have seen
all too often in the past.
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To avoid these paths toward housing loss, we must develop
alternative economic incentives for private owners to continue the
properties as affordable housing or to transfer ownership of the property
to new owners who are willing to provide the necessary resources to
preserve the property as low and moderate income housing.

No one form of incentive alone will serve to meet all of the
circumstances affecting the present housing stock. It is feasible
however, to evolve a number of different, but related elements which
individually and in combination begin the process of moving the existing
affordable housing inventory into ownership entities whose objective
is consistent with a national housing policy of preservation.

One of the most immediate threats to the housing stock are the
circumstances surrounding the existing HUD inventory eligible for
mortgage repayment in the next several years. The owners of many of
these properties are at this point realizing very little of tangible
economic value, however, they are faced with an overhanging liability
if they sell the property to a new entity. As an example:

Assume the owners of the property described above acquired it
in 1968 and invested a total of $500,000 of equity capital. During
the period they have owned the property, they have probably taken almost
$1,750,000 in tax deductions. In effect, they have recovered their
initial $500,000 investment plus a profit to date. Now, however, if
they sell the property, they will recognize a gain of approximately
$1,250,000 plus any cash they receive. If they were to receive $500,000
in cash, they would pay a tax of approximately $550,000 or $50,000
more than they received. This overhanging liability is of continuing
concern to these owners, first because it is doubtful they could find
a buyer for the property as low income housing and they are uncertain
as to their ability to marketize the property at a profit - the course
they will try to pursue if no other alternative is available.

It -iqnt ze pointed out at this tire that the original legislation
that created many of the incentives to attract private capital to build
this housing envisioned this problem in 1968-69. That legislation
created an exit program for some of the owners through Section 1039,
whereby the owners could convey the property to a suitable non-profit
or tenant group and reinvest the proceeds in another project, thereby
allowing the basis in the old property to carry over to the new.
Unfortunately, such reinvestment opportunities are virtually extinct
so that option has become of questionable value.

Reestablishing this incentive is one method for preserving some
of the low income housing stock that might otherwise be lost in the
next five to seven years. A legislative proposal to redefine the
original Section 1039 provision in the light of present day circumstances
and needs is attached as Exhibit A. This provision, when enacted,
will provide a positive incentive to existing owners of low income
housing projects to opt for selling them to new entities committed
to their maintenance as affordable housing.

From the point of view of many passive owners of HUD properties,
the uncertainty of the overhanging tax liability is cause enough to
accept an opportunity to sell the property to a new entity substantially
below market value - often for the mere assumption of the debt. The
very passive, uninvolved position of most investors will move them
to accept a known result and the elimination of pending future liability
versus the uncertainty of being able to marketize their property to
sell at a profit.

It is reasonable to assume that over half of the 'HUD projects
owned by limited partnerships would accept this option, particularly
if the legislation carried a "sunset" provision of three years from
date of enactment. Project owners who have five or more years remaining
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on their low income use restrictiions would be sorely pressed to act
now versus waiting for five or more years to determine market conditions
favorable for increasing rents and refinancing with relatively
insignificant current tax benefits. A significant segment of the HUD
stock would move to new owning entities of the type envisioned in the
legislative propoals.

The pervasive question of the loss of revenue to the Treasury
of this proposal is commented on in the attached exhibit. Current
owners will not sell their properties, thereby incurring taxable income,
unless the proceeds of sale are more than sufficient to cover their
taxliabilities. The result of most of such sales would be to remove
the housing from the low income inventory.

In fact, it could be suggested that the Treasury would gain revenue
in the near te five year period since owners exercising the option
of a revised Section 1039 sale would be foregoing additional passive
losses which might be offsetting some of their passive income or accruing
unused passive income to eventually offset the taxable effect of a
future more profitable sale. This proposed legislation should clearly
have no negative budget effect.

The proposed legislation recognizes at least three types of
prospective qualified purchasers, each meeting certain prescribed
circumstances which might prevail in the housing inventory as a whole.
The overriding consideration must be a clear binding obligation to
maintain the property for defined levels of low income use. A secondary
qualifying element for affecting this type of transaction is movement
in the direction of achieving ownership of the property by the tenants
themselves. This objective was apparent as national housing policy
in the 1,969 legislation, but is even more valid today. If, through
a new-defined national housing policy, we can enact the necessary
enablinglegislation to bring about large scale ownership of housing
by the te.nants - with clear enforceable requirements for continued
maintenance of the housing at affordable levels through any future
ownership changes, we will have completed the logical social and economic
cycle of placifig control of the housing directly in the hands of those
with the largest interest in its preservation.

However, the direct step to tenant ownership may not be realizable
today. Existing tenants, for the most part, are not organized and
trained to assume the burdens of ownership. Many of the properties
are older and need capital infusions for maintenance and upgrading.
Suitable financing mechanisms and enabling cooperative legislation,
both local and national, need study and revision. By qualifying
prospective buyers as private partnerships willing to provide the capital
and management resources and/or community non-profit housing corporation
with resources to meet property and tenant needs, a transitional
condition is created whereby we can facilitate the movement of property
from the ownership by existing investors who are not commited to
preservation for low income use, to new ownership with a clear mandate
and obligation to preserve the property as affordable housing. The
new resources provided by these new, qualified owning entities will
further assure property preservation and move in the direction of tenant
control.

Certainly all owners wil! not elect to take advantage of a modified
Section 1039 provision. This will be particularly true of owners of
property very favorably located in high median income areas where the
prospect of eliminating the low income tenant restrictions and bringing
the properties to market rents or converting to condominiums or
cooperatives is a very real and present prospect. It may not be possible
to intercept all of these flights from the inventory, but we might
achieve an effective compromise in at least many of these serious and
volatile situations.
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A LEGISLATIVE PROPOSAL FOR PRESERVATION
OF EXISTING LOW AND MODERATE INCOME HOUSING
BY DEFINING CERTAIN CONDITIONS & INCENTIVES

FOR CHANGES OF OWNERSHIP

Summary - Proposed Legislation

The proposed legislation is necessary to preserve existing low and
moderate income rental housing, and to assure its continued availability
as safe and sound housing for the families for which it was originally
built. General Accounting Office studies indicate that up to 500,000
units could be lost to the nation's low income housing inventory by
1995 through rent increases and condominium conversions. This legislation
provides a method for preserving this valuable housing stock by
encouraging a transfer of ownership to new entities who agree to extend
the life of the housing for low income tenants and develop methods for
bringing the housing within the control of its tenants.

Existing owners were encouraged to invest in the housing by tax
incentives. Having benefited by these incentives, most owners retain
ownership only -because of the tax liabilities of a sale. Section 1039
of the Tax Reform Act of 1969 provided a method to solve the problem.
A modification of that existing section of the -tax law combined with
clearly defined qualifying conditions will significantly strengthen
a national housing policy of housing preservation.

A. Definition of a "Qualified Housing Project"

1. Any project assisted under the 221(d) (3), 236 or FmHa
515 program, and any project where 50% or more of the tenants
receive Section 8 assistance.

2. Any other project insured or assisted by HUD!/ if, at the time of
the "approved disposition":

a. No less than 75% of the units are leased to tenants whose
incomes are at or below 80% of area median income, and

b. No less than 25% of such units are leased to tenants at or
below 50% of area median income, and

c. Rental charges for units occupied by such tenants do not exceed
30% of 50t of area median income, or, 80% of area median income.

B. Nonrecognition of Gain for Certain Approved Dispositions:

If a qualified housing project is sold or disposed of by a taxpayer in an
approved disposition, as defined below, then, at the election of the tax-
payer, and notwithstanding any other provision of federal law, gain from
the disposition shall be recognized only to the extent that and only in the

1/This would include, without limitation, projects insured under 207, 220,
221(d)(3)(Market), 221(d)(4), 223(f), 231 Elderly Market, 608 Veteran
Housing/803 Military and properties assisted under the 312 multifamily
housing program.

2. Is There ary Provision in E;istina Tax Lawr Sptcficc&lly to r -
the Type of Activity Being Proposed?

Yes. The Tax Reform Act of 1969 contained two distinct measures designed to
encourage s&le of properties to coops. First, Section 1039 provided for a
deferral of tax on gain when owners of 221(d) (3) and 236 projects sold their
projects to tenants or a nonprofit organization formed on behalf of the tenants.
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Sec. 1039 (1954 Code). (a) NONRECOGNITION OF GAIN.-if-
(1) a qualified housing project is sold or disposed

of by the taxpayer in an approved disposition, and

(2) within the reinvestment period the taxpayer
constructs, reconstructs or acquires another qualified
housing project,

then, at the election of the taxpayer, gain from such approved
disposition shall be recognized only to the extent that the net
amount realized on such approved disposition exceeds the cost
of such other qualified housing project. An election under this
subsection shall be made at such time and in such manner as the
Secretary prescribes by regulations.

Section 1039 requires the seller to reinvest in another 221(d) (3) or 236
project. This provision has rarely, if ever, been used because of the
carry-over basis and reinvestment requirements. A second but unrelated
provision in the 1969 tax legislation was Section 167(k), permitting five
year amortization of rehab expenses incurred on low-income units. Generally
only $20,000 per unit of rehab expenses qualified for five year amortization.
If, however, the rehabilitation was done under an approved government plan
and units were held for sale to the tenants, up to $40,000 per unit in
rehab expenses qualified. The special tenant disposition provision was
frequently used by nonprofit community development corporations. Section
167(k) expired on December 31, 1986 and was not renewed. Congress replaced
Section 167(k) with the new low-income housing tax credit prog;.jt but failed
to provide any comparable incentive for subsequent disposition to tenant
ownership.

3. What Revenue Loss Will Result from this Legislation?

There will be no reduction in current tax revenue to the government.
Existing owners of qualified projects will not sell their properties and incur
a tax liability. They will retain ownership of the properties and either a)
allow them to deteriorate, or b) attempt to raise rents in anticipation of
conversion to market rents or condominium conversion. In either case, the
government will receive no additional revenue, but could lose as many as 500,000
low income units from the national housing stock over the next ten years. The
cost of replacing these units or otherwise subsidizing the affected families
could eventually cost the government $25 billion.

4. Why will Otuan.rs of E-Jfr _qul).ied PoeiitJec AvaJ._Themselves

Because of the passive loss restrictions in the tax legislation,
most investors in ACPS depreciated properties have been stripped of the
benefit of their investment. The transition rule for low-income housing
does not cover many of these investors because in order to qualify the
investor must have madce his initial investment after December 31, 1983 and,
as of December 31, 1986, must have 50t or more of his total original
obligated investment outstanding. Over 901 of the existing assisted
inventory doe not qualify for this transition benefit, and investors in
such projects are relegated to the passive loss phase-out rules available
to all rental properties. Prepayments and rental subsidy contract can-
cellations *Jill bi exacerbated and accelerated because of the passive loss
restrictions and limited coverage of the low-income housing transition rule.

In effect, owners of existing HUD, State Agency, and FmHA projects have
little or no continuing economic benefit from ownership, but do have a
lingering potential tax liability. Their only recourse would be to try to
increase the market value by working toward taking their property out of
the low income housing stock, or availing themselves of this proposed sale
to a qualified purchaser and thereby eliminating their tax liability.
Preliminary analyses by private sector groups indicates that 50% - 70% of
existing assisted housing projects would take advantage of this qualified
sale transaction, thereby protecting the majority of the housing inventory.
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5. What is HUD's Policy on Transfer of Privately owned HUD-Assisted
Projects to Cooperatives or Nonprofit Ownershio?

HUD's Transfer of Physical Assets administrative policies contain special
requirements for transfers to cooperative and nonprofit ownership. The
question of mortgagee approval for coop conversions was litigated in the
Boston Five Cents Savings Bank v. Pierce case. HUD's TPA policies impose
far more onerous requirements on nonprofit transferees than profit-motivated
transferees. These requirements, formulated in 1984, virtually preclude
transfers from profit-motivated to nonprofit ownership. No legislation
exists on the Transfer of Physical Assets process for FmHA or HUD projects.
HUD has promulgated regulations with respect to a limited category of
transfers (nonprofit of profit-motivated ownership.) 24 C.P.R. Part 265.
This legislation establishes conditions for transfer of ownership consistent
with nationQl housing policy.

summary - Proposed Legislation

The proposed legislation is necessary to preserve existing low and
moderate income rental housing, and to assure its continued availability
as safe and sound housing for the families for which it was originally
built. General Accounting Office studies indicate that up to 500,000
units could be lost to the nation's low income housing inventory by
1995 through rent increases and condominium conversions. This legislation
provides a method for preserving -this valuable housing stock by
encouraging a transfer of ownership to new entities who agree to extend
the life of the housing for low income tenants and develop methods for
bringing the housing within the control of its tenants.

Existing owners were encouraged to invest in the housing by tax
incentives. Having benefited by these incentives, most owners retain
ownership only because of the tax liabilities of a sale. Section 1039
of the Tax Reform Act of 1969 provided a method to solve the problem.
A modification of that existing section of the tax law combined with
clearly defined qualifying conditions will significantly strengthen
a national housing policy of housing preservation.

A. Definition of a "Qualified Housing Project"

1. Any project assisted under the 221(d) (3), 236 or FmHa
515 program, and any project where 50% or more of the tenants
receive Section 8 assistance.

2. Any other project insured or assisted by HUDl/ if, at the time of
the "approved disposition":

a. No less than 75% of the units are leased to tenants whose
incomes are at or below 80% of area median income, and

b. No less than 25% of such units are leased to tenants at or
below 50% of area median income, and

c. Rental charges for units occupied by such tenants do not exceed
30% of 50% of area median income, or, 80% of area median income.

B. Nonrecognition of Gain for Certain Approved Dispositions:

If a qualified housing project is sold or disposed of by a taxpayer in an
approved disposition, as defined below, then, at the election of the tax-
payer, and notwithstanding any other provision of federal law, gain from
the disposition shall be recognized only to the extent that and only in the

1/This would include, without limitation, projects insured under 207, 220,
221(d)(3)(Market), 221(d)(4), 223(f), 231 Elderly Market, 608 Veteran
Housing/803 Military and properties assisted under the 312 multifamily
housing program.
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year or the years that the taxpayer receives money or other property from
such s5l& or other disposition.

C. erint..tio~l of AnpPovedDs~iin

The term wapprovad disposition* shall mean a sale or other disposition
(such as a charitable contribution) of a qualified housing project to:

a. A tenant cooperative, as defined, or

b. A 501(c)(3) or () (4) nonprotLit organization which has as one
of its purposes, the preservation and maintenance of housing
for low and moderate income people, or

c. An agency of a state or local government, including any non-
profit housing development corporation established by a state
or local government agency. (This would include, for example,
the Montgomery County Housing Opportunities Commission), or

d. A for-profit entity that, at the time of the approved disposition,
agrees to provide the capital necessary for needed repairs And
maintenance, and further agrees to develop and fund a suitable
tenant coop, or a non-profit organization formed solely for the
benefit of the tenants, and in turn sell the property to such
organization within ten years of the approved disposition, as
discussed herein.

In order to satisfy the requirement of an "approved disposition", the sale
or other disposition must be approved by the Secretary of the United States
Department of Housing and Urban Development, the Secretary of the Farmers'
Home Administration, in the case of FmHA assisted projects, or the appropriate
State Housing Finance Agency.

D. Criteria that the Secretary of HUD or FmHA Shall Follow in Approving
Such Disposition:

1. That the transferee satisfies one of the four definitions described above.

2. That within 24 months of the approved disposition (preliminary TPA approval)
the project will be in sound physical and financial condition.

3. That the purchase price of the project shall equal the remaining mortgage
debt or a price that does not exceed 80% of fair market value given the
restricted conditions of the regulated use of the property.

4. That the Regulatory Agreement and Deed of Trust contain provisions
requiring low and moderate income occupancy (50% of units occupied
by tenants at or below 801 of area median income; 25% of units occupied
by tenants at or below 25% of median income) at affordable rents in
perpetuity. The Regulatory Agreement and Deed shall further provide
that upon breach of the low income use restrictions the Secretary may
exercise any remedies, and that the Secretary and occupants of the
hollsinE aat.y britig suit for specific performance.

5. Tnat no tbttt,i. i (. c .1,,y ii. ti". timc oC dJtposition shall be evicted
except fu. cauct.

6. In the caso of disposition to a cooper~tive, that at least 50% of
the existing tenants have expressed an interest in cooperative
conversion.

E. Disposition to a For Profit Entity ht Agr.ec to Convey the Property
to the Tenants within Ten Years:

1. Such purchasers are eligible for the acquisition and rehabilitation
low income housing tax credit if they receive an allocation and

m
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credits and otherwise comply with the requirements of this program.
The provisions of Section 42 are modified as follows:

a. Secondary financing provided by Sellers of HUD and FmHA
assisted projects who elect to participate in approved dispo-
sitions shall be treated as "qualified nonrecourse debt" and
included in the eligible and qualified basis for purposes of
computing the acquisition tax credit. Further, the Seller shall
not be required to recognize as income accured but unpaid interest
on purchase money mortgages. (Exception to OD rules). (Section
42 (k) provides an exception to the at-risk rules only for
purchase money financing from a qualified nonprofit organization).

b. No bond shall be required at the time of conveyance of the project
to the tenants or a nonprofit.

2. The purchaser must assure the availability of the capital as determined
by HUD, FmHA, or the applicable State Housing Finance Agency
for repairing and maintaining the property as safe and decent housing
in accordance with all applicable regulations.

3. The potential purchaser must, as part of its proposal to the applicable
agency for approval of acquisition of the property, submit a detailed
plan for eventual conversion to tenant ownership which shall include
provision for funding education and training programs designed to
develop tenant skills in owning and operating the property.

F. Additional Assistanc@

HUD is authorized to provide Section 8 Loan Management assistance if this
will facilitate conversion to an eligible entity.

DRAFT
2/24/87

NONRECOGNITION OF GAIN ON CERTAIN SALES OF
LOW-INCOME HOUSING PROJECTS

PROPOSED AMENDMENTS CF THE INTERNAL
REVENUE CODE OF I486

Section 1039 (relating to er i of low-income housing

projects) is amended to read as fotlo<ws:

"SEC. 1039. CERTAIN SALES OF LOW-INCOME HOUSING

PROJECTS.

(a) Nonrecognition of Gain. -- If a qualified

housing project is sold or disposed of by the taxpayer

in an approved disposition, gain from such approved

disposition, at the election of the taxpayer, shall be

recognized only to the extent that the net amount

realized on such approved disposition exceeds the
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adjusted basis (provided in section 1011 for determining

gain) of such qualified housing project. An election

under this subsection shall be made at such time and in

such manner as the Secretary prescribes by regulations.

(b) Definitions. -- For purposes of this

section --

(1) Qualified Housing Project. -- The

term "qualified housing project" means --

(A) Any property described in

clause (i) or (iv) of section 1250(a)(1)(B) (relating to

low-income housing),

(B) any building described in

subparagraph (B) of section 167(k)(3) (relating to low-

income rental housing) if 50 percent or more of the

dwelling units in such building are held for occupancy

on a rental basis by families and individuals of low or

moderate income in accordance with the requirements of

such subparagraph (B),

(C) any project described in

subsection (g) of section 42 (relating to qualified

low-income housing projects), or

(D) any project assisted, financed,

or with respect to which a mortgage is insured, by the

U.S. Department of Housing and Urban Development if --

(1) 75 percent or more of

the dwelling units in such project is occupied by
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families or individuals whose income is 80 percent or

less of area median gross income,

(1i) 25 percent or more of

the dwelling units in such project is occupied by

families or individuals whose income is 50 percent or

less of area median gross income, and

(iii) Such dwelling units

are rent-restricted in accordance with rules similar to

the rules of section 42(g)(2).

(2) Approved Disposition. -- The term

"approved disposition" means a sale or other disposition

of a qualified housing project, which sale or disposi-

tion is approved by the Secretary of Housing and Urban

Development or the Administrator of the Farmers Home

Administration of the U.S. Department of Agriculture,

as appropriate, under [insert reference to proposed

legislation] or regulations issued thereunder. Evidence

of such approval shall be attached to any tax return or

statement in which an election under subsection (a) is

made.

(3) Net Amount Realized -- The net

amount realized on an approved disposition of a quali-

fied housing project is the amount realized reduced

by --

(A) the expenses paid or incurred

which are directly connected with such approved disposi-

tion, including any amount paid for repairs to such

qualified housing project required as a condition of

approval of the disposition,
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(B) the amount of taxes (other than

income taxes) paid or incurred which are attributable to

such approved disposition, and

(C) the excess of the amount of

liabilities from which the taxpayer is discharged as a

result of such approved disposition (to the extent such

liabilities are included in amount realized under sec-

tion 1001(b)) over the adjusted basis of such qualified

housing project.

(c) No Bargain Sale to a Charitable Organiza-

tion. -- If an election is made under subsection (a), no

deduction shall be allowed under section 170 (relating to

charitable contributions) by reason of an approved dis-

position."

Section 1245 (relating to gain from dispositions of certain

depreciable property) is amended by inserting at the end of

subsection (b) thereof a new paragraph (9) to read as follows:

"(9) Disposition of Qualified Housing

Project. -- If section 1245 property is disposed of and

gain (determined without regard to this section) is not

recognized in whole or in part under section 1039, the

amount of gain recognized by the transferor under subsec-

tion (a) shall not exceed the amount of gain recognized

on the disposition (determined without regard to this

section)."

Section 1250 (relating to gain from dispositions of certain

depreciable realty) is amended by striking out paragraph (8) of

subsection (d) thereof, and inserting in lieu thereof a new

paragraph (8) as follows:
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"(8) Disposition of Qualified Housing

Project. -- If section 1250 property is disposed of and

gain (determined without regard to this section) is not

recognized in whole or in part under section 1039, the

amount of gain recognized by the transferor under subsec-

tion (a) shall not exceed the amount of gain recognized

on the disposition (determined without regard to this

section)."

(4) Date of expiration. -- This provision

shall expire on December 31, 1989.
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Comments for

The Associated General Contractors of America

Comments on Technical Corrections
to the Tax Reform Act of 1986

The Associated General Contractors of America is a construction

trade association representing more than 32,500 firms, including 8,400

of America's leading general contracting construction firms. These

contractors perform more than 80 percent of America's contract

construction of commercial buildings, highways, industrial, and

municipal-utility facilities, and employ more than 3,400,000

individuals. AGC appreciates the opportunity to provide comments

prior to the Committee's consideration of the Technical Corrections

Act of 1987, H.R. 2636.

New Accounting Methods for Long-term Contracts Are Extremely Difficult

for Construction Firms to Administer

The Tax Reform Act of 1986 requires firms with more than $10

million in annual gross receipts to use one of two new accounting

methods for long-term contracts entered into after February 28, 1986.

One method, the percentage of completion method, recognizes income for

tax purposes according to the percentage of the contract completed

during the taxable year. The progress toward completion of the

contract must be calculated by comparing the costs incurred on the

project during the taxable year to the total estimated costs for the

contract.

The second allowable method is the percentage of completion-

capitalized cost method (40-60 method). Under this method 40 percent

of the contract items are accounted for using the percentage of

completion method and 60 percent of the items are accounted for under

the taxpayer's normal method, often the completed contract method of

accounting.

The percentage of completion method and the 40-60 method both

contain a provision called the "look-back" method to correct for

estimation errors. Due to the inherent difficulties in forecasting

the profit or loss on a contract, the Tax Reform Act of 1986 provides

a way for contractors to "look-back" after the completion of a

contract when actual costs and contract price are known.

78-959 0 - 88 - 13
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* The contractor recalculated all of the computations relating to

each contract based on actual figures and recomputes the tax owed in

each year of the contract. Interest would then be paid to the

contractor by the Treasury if overpayments were made during the life

of the contract, or the taxpayer would pay interest to the Treasury if

underpayments had been made in years prior to contract completion.

While the goal of the look-back method is admirable, many serious

problems remain in applying the method in the construction industry.

The problems, which at times seem insurmountable, include integrating

the look-back rule with the new alternative minimum tax and the

correct treatment of contract disputes and lawsuits.

Many construction industry taxpayers have a large number of

contracts; one AGC large regional construction firm had 770 contracts

last year, another contractor had 450, and a third construction firm

had 360 contracts. These firms are representative of large AGC

members, but they are not the largest.

Congress did exempt small construction contractors with less than

$10 million in average annual gross receipts from the new accounting

methods, retaining prior law for these firms. While AGC is most

appreciative and supportive of this carve-out, this exclusion did not

lessen the administrative burden on many firms with gross revenues

above the $10 million cut-off.

To illustrate, AGC asked a small contractor with $10.3 million in

volume last year to provide a profile of the firm. This contractor

had 25 contracts in process during the year ranging in value from $25

thousand to $3.9 million with contract durations of from one to

eighteen months. During the year the company employed 120 people

consisting of a general manager, two clerks, two estimators, and 115

field personnel.

The accounting, except for writing payroll checks and preparing

billings, was done by an outside firm as was the auditing and

preparation of tax returns. Another $12 million building contractor

is known to have 150 contracts, 50 of which may be open at the end of

a year, without any additional accounting staff.

The tax accounting changes brought about by the new law on

long-term contracts are both complex and difficult to administer. AGC

construction contractors are very concerned about the added paperwork
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and administrative costs which are-a direct result of the new law.

The construction industry does not believe that either added costs or

paperwork of this magnitude is in the best interest of the industry or

national policy. These added costs are non-productive and make the

industry less competitive.

An important consideration is that the industry does not believe

that the revenue gained by the Treasury, if any, from the lookback

provision as it now stands is a sufficient reason for burdening the

industry with tremendous added costs and paperwork.

AGC supports the provision included in H.R. 2636 which authorizes

the Secretary of the Treasury to simplify the allocation of costs to a

contract for purposes of applying the percentage of completion

method. However, serious paperwork and administrative problems have

not yet-been addressed. Therefore, the industry is proposing that

Congress consider several additional technical corrections to minimize

the burden without jeopardizing the intent of Congress with regard to

the accounting methods.

Proposed Technical Correction to Provide a De Minimus Rule for the

Lookback Method

AGC recommends that a de minimus rule be made available to

contractors to reduce the administrative burden of the look-back

method contained in section 460 (a) and (b). The proposed rule would

exempt contracts from the look-back method if the 1) contract price is

less than $1,000,000, 2) the contract is completed within two years,

and 3) the contract price is less than 1 percent of the taxpayer's

average gross receipts for the prior three years.

The sole purpose of this proposed provision is to minimize the

administrative burden of the lookback method. The provision should

not have a revenue impact on the Treasury, as the lookback method can

work to either the taxpayer's benefit or the Treasury's depending on

the direction of the estimation error.

As an additional safeguard for the Treasury, AGC calculated that

for the contractors using this rule almost all of their contract

revenue would be retained under the look-back method. Data provided

to the Joint Committee on Taxation by four large AGC members showed

that the proposed rule would retain subject to the look-back method 96

percent, 93 percent, 99.7 percent, and 95 percent of their contract
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revenue, respectively. The value of the rule is that while most of

the contract revenue was retained, the rule would minimize the

lookback paperwork by excluding 78 percent, 77 percent, 9 percent, and

94 percent of their contracts, respectively.

AGC strongly urges the Committee to adopt this provision during

consideration of the Technical Corrections measure to reduce the

intent of the new law.

Proposed Technical Correction to Allow Small Contractors to Use
Financial Statement Percentage of Completion to Calculate the AMT
Percentage of Completion Preference

The new corporate alternative minimum tax (AMT) requires the

taxable income of a taxpayer engaged in long-term contracts to be

computed using the new percentage of completion method as modified by

Section 460 (b). However, during the mark-up of the Tax Reform Act of

1986 in the Ways and Means Committee the Committee recognized that

many small construction contractors do not have sufficient resources

to comply with the new long-term contract accounting methods.

The Committee therefore adopted an exclusion from the new

long-term contract accounting methods for contractors with less than

$10 million in average annual gross receipts. These contractors are

allowed to continue using their normal method of accounting as under

prior law.

These contractors with receipts of less than $10 million would

therefore have no reason to compute the new, complicated percentage of

completion method except for the requirement that all contractors

compute it as the basis for the AMT calculation. AGC believes that

this is clearly contradictory, and urges the Congress to adopt another

acceptable method of computation of the AMT calculation for

contractors qualifying for the small contractor exclusion.

One proposal would allow contractors who construct or improve

real property and have less than $10 million in average annual gross

receipts to use the percentage of completion method that they compute

for their financial statements according to generally accepted

accounting principles as the basis for the AMT computation. Many

small contractors would have this available as the financial

statements are generally required by bonding companies or banks in the

normal course of business.
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This proposal would relieve a tremendous paperwork burden being

imposed on small contractors under the new law, with no identifiable

revenue impact. The financial statement percentage of completion is

unlikely to differ appreciably, except in computational difficulty,

from the computation required by the Tax Reform Act of 1986 for these

contractors.

Almost all contractors who qualify for the small contractor

exception do not have in-house accounting assistance, as described

above. Therefore, the new, more complicated tax method of percentage

of completion would have to be computed by an outside accounting firm,

at a substantial additional cost to the taxpayer. AGC strongly urges

the Committee to adopt this provision during the Committee's

consideration of the Technical Corrections bill.

Treatment of Recoveries from Contract Disputes and Lawsuits under the

Lookback Method

During Congressional consideration of the Tax Reform Act of 1986

the appropriate treatment of recoveries and awards received by a

contractor as a result of a contract dispute, arbitration, or lawsuit

was never explicitly considered. The construction industry believed

that current practice would be followed, and that recoveries received

as a result of the pursuit of a claim or lawsuit following contract

completion would be treated as a separate event under the percentage

of completion method. This would be entirely consistent with the tax

policy as applied to other accrual method taxpayers.

OnMay 4, 1987 the Joint Committee on Taxation released the

General Explanation of the Tax Reform Act of 1986, termed the "Blue

Book". The Blue Book stated for the first time that for purposes of

the look-back method as it applies to the new percentage of completion

method, the contract price shall reflect all amounts received under

the contract, including amounts received after the contract completion

date as a result of disputes, litigation, or settlements relating to

the contract.

This statement has significant consequences for the construction

industry. Lawsuits and disputes between construction contractors and

owners arise all too frequently. The usual situation is one in which

a contractor finds his company int a loss position as a result of one

or more of the following actions by the owner or the owner's
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agents: 1) delay adding time-related costs, 2) disruption, 3) changed

conditions from those known when the bid was made, 4) change in scope

of work, or 5) termination of the contract when the owner has

insufficient funds.

These events are beyond the construction contractor's control,

and result in events and costs not known when entering into the

contract. Therefore, the contractor will attempt to recover

additional costs from the owner after contract completion. During the

pursuit of a recovery, whether through negotiation, arbitration, or

legal means, the contractor will incur additional legal and

administrative costs. An important point to note is that because the

events and costs in dispute are beyond the scope of the original

contract, the contract does not give the contractor the right to a

recovery in the typical case. The item is in dispute, and only after

settlement is reached does the right to the income become fixed.

A simple example may clarify the significance of this one Blue

Book sentence to the industry. A contractor may incur unexpected

costs and be forced to pursue a lawsuit to recover his costs and

profit from the owner. Although the contract may have been completed

within two years, it may take an additional three, four, five, or more

years after contract completion to pursue the claim to a final

judgment.

Under the proposed application of the look-back method to this

situation, the contractor would have to keep the contract open for the

additional years required to pursue the lawsuit. Wbgn the lawsuit is

finally settled a number of years later, the contractor would be

required to add that amount to the contract price and allocate it back

to the two years during which the original scope of work was being

performed.

The contractor would not just be liable for taxes on the

recovery, which of course would be wholly appropriate, but would be

required to pay the Treasury interest on the taxes from the time the

work was being done until the lawsuit was settled. During this time

the contractor did not have the money, and did not even have the right

to receive it.

Given the compounding of interest, in only a few years the firm's

entire claim recovery could be absorbed by taxes and look-back
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interest, leaving the contractor without reimbursement for his cost

overruns.

A further example shows the inequity of the tax policy being

applied to construction contractors as compared to the tax treatment

applied to othev accrual taxpayers in similar situations. In an

actual case, an AGC member firm and a supplier of mechanical equipment

used in a building project jointly pursued a lawsuit against an

owner. After a number of years a judgment was awarded to both the

construction contractor and to the supplier.

Under the proposed interpretation of the treatment of claims and

recoveries under the look-back method, the construction contractor

would have to allocate his recovery back to the time when the work was

being done prior to contract completion, and pay taxes and look-back

interest on the recovered amount. The supplier, on the other hand,

would only be required to record the recovery as taxable income when

the lawsuit was settled and would not have to pay interest.

AGC strongly believes that this result would be inequitable. The

Committee is urged to incorporate language into the Technical

Corrections bill clarifying that Congressional intent was not to

include dispute resolutions, claims and lawsuit recoveries under the

look-back method.
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July 10, 1987

The Honorable Lloyd Bentsen
Chairman
Senate Committee on Finance
205 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Chairman:

The undersigned organizations, which'represent tenants,
state and local housing agencies, non-profit organizations,
developers, lenders, and equity investors, all of whom are deeply
involved in low-income housing production and preservation, are
pleased to submit the attached comments with respect to the
low-income housing tax credit provisions contained in the
Technical Corrections Act of 1987, S. 1350.

We commend you for including a number of provisions in the
bill which will greatly improve the workability of the low-income
housing tax credit. We deeply appreciate the time that you, your
staff, and the staff of the Joint Committee on Taxation have
taken to listen to the concerns which we have raised with respect
to this new program. We know that you have a very genuine
interest in assuring that the tax credit achieves its intended
purpose -- to provide decent housing for those least able to
afford it.

However, there are several provisions included in the bill
which we believe could use some further refinement or about which
we have deep concerns. In addition, there are several matters
which were not addressed in the bill which we believe are
necessary in order to resolve certain remaining problems with the
tax credit. These matters are discussed in detail, together with
a proposed solution with respect to each matter, in the attached
comments. We would very much appreciate your consideration of
these comments, and inclusion at the Committee's markup of
amendments reflecting the proposed solutions.

Once again, thank you for responding to our concerns. We
look forward to continuing to work with you and your staff as we
go forward in the legislative process.

Very truly yours,

Association of Local Housing Finance Agencies

Coalition for Low and Moderate Income Housing

Council for Rural Housing and Development

Council of State Housing Agencies

Enterprise Foundation

National Association of Home Builders

National Corporation for Housing Partnerships

National Housing and Rehabilitation Association

National Housing Conference

National Leased Housing Association

National Low Income Housing Coalition

Rural Housing Services, Inc.
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I. Carryover of Allocations

(Code Section 42(h)(6)(B); bill Section 102(l)(17)]

Issue: Section 42(h)(6)(B)(i) currently provides, in
effect, that if a building Is not completed and placed in service
in the year with respect to which an allocation has been made,
the allocation is lost -- both to the project and to the State.
The technical corrections bill would permit carry-forwards of
low-income tax credit allocations to the succeeding taxable year
if the Secretary determines (1) that it was reasonable to believe
that the building would be placed in service during the
allocation calendar year and (2) that the delay was caused
"solely" by "unforeseen conditions which were not within the
control of the taxpayer." This amendment falls substantially
short of what is needed to make the tax credit workable in a new
construction or substantial rehabilitation context, and is
considerably narrower than the rule contemplated at page 171 of
the Blue Book.

The development of multifamily housing projects is uniquely
vulnerable to delays resulting from material shortages, labor
disputes, problems with contractors and subcontractors, weather,
litigation, problems in obtaining construction or permanent
financing, difficulties in obtaining bonding, zoning or other
governmental approvals, etc. As a result, completion date
projections for multifamily projects are highly speculative, and
may easily be off by twelve months or more. Thus, it is routine
to see developers which have two to three year financing
commitments request extensions of those commitments because of
delays. No developer can afford to risk the amount of money
necessary to commence construction or rehabilitation of a housing
project if any significant construction delay will result in the
loss of the tax incentives for that project.

Although intended to address the question of delays, the
technical amendment contemplated by Section 105(l)(17) is simply
inadequate to solve the problem. It would require Treasury to
determine, on a case-by-case basis, long after construction had
begun, whether any delays were "unforeseen" and "not within the
control of the taxpayer", and further, whether the initially
anticipated completion date was "reasonable." With delays so
common an occurrence in multifamily development, it is
unreasonable to expect developers to risk their investments and
housing credit agencies to risk the scarce allocations to their
States in the hope that, if the anticipated completion date is
not met, this heavy burden of proof, relying upon subjective
criteria and generalized standards, can be met before the
Treasury Department.

Proposed Solution: The Technical Amendments legislation
should provide a safe harbor, permitting carryovers for buildings
receiving allocations of low-income housing tax credits for years
after 1987 where (1) at least 50 percent of total costs of a
building have been expended by the end of the allocation year and
(2) the project is placed in service no later than the close of
the subsequent calendar year.

In addition, projects which do not meet the safe harbor
timing and expenditure tests should be permitted to seek a
determination that the construction delay has been caused by
"reasons beyond the control of the taxpayer," which was the
standard suggested by the Blue Book. This is a far more useful
criterion, because it is based on an objective test, than the one
proposed in section 102(l)(17) of the bill. However, contrary to
the process outlined in the Technical Corrections bill as
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introduced, this determination should not be made by the Treasury
Department, which has neither the manpower nor the experience to
make detailed case-by-case reviews of construction, financing,
and other delays, but rather, by the housing credit agency. Such
an approach would help to strengten the hand of the agencies in
monitoring the development process, while not penalizing either
the agencies or developers for delays which are genuinely beyond
their control.

If carryovers are allowed only with respect to credits
allocated after 1987, as provided in he bill, the budgetary
impact of this safe harbor rule will be negligible while a
substantial incentive will be provided for the development of new
low-income projects.

II. Waiver of 10-Year Requirement for Federally-Assisted

Projects

(Code Section 42(d)(6); bill Section 102(l)(7)]

Issue: Projects which have been placed in service within
the preceding ten-year period are not eligible for the four
percent credit with respect to acquisition costs. The Code
provides an exception for certain Federally-assisted projects if
a waiver is necessary to avoid an assignment of the mortgage to
HUD or the Farmers Home Administration or to prevent a claim
against a federal mortgage insurance fund or "by reason of other
circumstances of financing distress". The bill deletes the
quoted language, clearly precluding the availability of a waiver
for a Federally-assigned project which is State-or locally-
financed but whose mortgage is not Federally insured. Thus, this
"technical correction" actually worsens the rules for the low-
income housing credit and makes it unavailable as a tool for
preserving nearly half of the older Federally-assisted low-income
housing projects.

The preservation of the existing low-income housing stock is
the most economical way of maintaining an adequate supply of
housing for low-income tenants. Without additional incentives,
such as the availability of the low-income housing tax credit,
much of the existing low-income housing inventory will be lost
either through conversions or abandonment, exacerbating housing
shortgages for the very poorest Americans. Hundreds of thousands
of units of Federally-assisted housing are reaching a point over
the next several years at which conversions to non-low-income use
will be permissible. -The lo'-income tax credit can provide the
incentive to preserve such r )jects for low-income tenants.

Proposed Solution: Instead of narrowing the availability of
waivers,the statute should be broadened in several ways. First,
waivers should be permitted for all distressed projects
(including single family homes) which are either Federally-
assisted, Federally-financed Or Federally-insured or which have
been acquired by the Federal government. This will provide
broader protection for the Federal government~in its mortgage
insurance funds, and expand protection to all threatened
Federally-assisted projects.

Second, the bill should provide that waivers will be granted
automatically (i) upon the certification of HUD or FmHA that the
necessary circumstances of distress exist, in the case of
Federally-insured projects or projects which are Federally-
assisted and not financed by a State or local housing agency, or
(ii) upon the certification of the State or local housing finance
agency in the case of Federally-assisted projects which are
financed by such agency.

-3-
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Third, the bill should retain the authorization currently in
the Code to Treasury to grant waivers to Federally-assisted
projects for reasons of "financial distress," and expand that
authority, with respect to federally-assisted housing, to
authorize waivers if, in the reasonable determination of HUD, the
housing would otherwise be converted to non-low income use. Such
a waiver would be helpful particularly in situations in which the
housing is not distressed but is, in fact, a prime candidate for
conversion to condominiums or market rate housing. The essential
purpose of the waiver rule, to prevent "churning" of projects for
tax advantage, can be achieved by requiring certification of
financial distress or preservation as a precondition to the
granting of a waiver and by restricting waivers under this
authorization (but not under the exceptions treated in the
preceding two paragraphs) to projects which have never received
relief under Section 502 of the Tax Reform Act of 1986.

III. Clarify Rules regarding "35 - Partner" Elections

(Code Section 42(j)(5); bill Section 102(l)(22))

Issue: The Code provides that a portion of the low-income
housing tax credits taken in previous years may be recaptured if
an investor disposes of his or her interest in a low-income
housing project. The statute provides a special rule for
partnerships consisting of 35 or more partners. Under that
special rule, the partnership may elect to be treated as the
"taxpayer" for purposes of recapture, as long as no more than 50%
of the interests, calculated by value, are transferred within any
12-month period.

The original language of the Code [S42(j)(B)(i)] limited
this special rule only to a partnership "which has 35 or more
partners each of whom is a natural person or an estate ... .
In response to concerns that a partnership that has any corporate
partner would thereby not qualify, the bill would amend
S42(j)(5)(B)(i) to read: "more than 1/2 the capital interests,
and more than 1/2 the profit interests, in which are owned by a
group of 35 more partners each of whom is a natural person or
estate .... "

The requirement that more than 50% of the partnership be
owned by natural persons does not serve any policy goal. The
policy behind allowing partners in partnerships composed of more
than 35 persons to transfer their interest without recapture was
a recognition that, in these large partnerships, the partnership
itself could insure that the property would remain as a low-
income housing project. Basing qualification for this rule on an
ongoing specified percentage of ownership by individuals, as
opposed to corporations, would require large public partnerships,
which may have thousands of partners, to calculate continuously
their percentages of corporate ownership and individual ownership
and would impose needless additional record-keeping burdens that
would otherwise not occur.

Furthermore, another matter should be clarified. Many low-
income housing investments are structured with two partnership
tiers -- an "investment" and a "project" tier; this structure is
well recognized and accepted by the Internal Revenue Service and
is required by HUD and other governmental agencies in order to
assure that each project is owned by a separate "project" tier
entity. It is done in order to allow investors, who invest
directly in the investment partnership, to hold an interest in
several project partnerships. However, it is not clear that the
investment partnership may make the 35-partner election, even if
it has 35 individuals as partners, and it is not available to the
project partnership which typically has only a general partner
and the investment partnership as the sole limited partner.
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Proposed Solution: A solution to the problem involving
corporate ownership would be to require that the percentage
ownership interests specified under the bill need be met only
when the partnership makes the election to be treated as the
taxpayer. In that manner, there would be assurance that the
partnership was initially composed of individuals holding at
least a 50% interest in the partnership, which information the
partnership could compile without serious difficulty. It would
eliminate the costly process of continuously monitoring ownership
interests after investors were initially admitted to the
partnership. -As an alternative, the 50% ownership rule could be
deleted altogether and the Code amended to specify that to be
treated as the taxpayer, the partnership must be composed of "at
least 35 partners who are natural persons or estates".

With respect to the availability of the election for
investment partnerships in two-tier arrangements, the Code should
specify that the election may be made by a partnership which
holds a majority interest, directly or through another entity, in
a qualified low-income housing project.

Once again, there is no revenue impact with this provision.

IV. Deep Rent Skewing

(Code Sections 42(g)(4) and 142(d)(4); bill Section
102(l)(14)]

Issue: Special provisions of the low-income housing tax
credit have been enacted to facilitate the development of
projects targeted to very low income tenants (at or below 40
percent of area median income). To qualify, at least 15 percent
of the low-income units must be rented to such tenants and gross
rents on the market rate units must be at least three times gross
rents on the low-income units (the "three to one ratio"). The
chief advantages of these special "deep rent skewing" provisions
are that tenant income may rise as much as 70 percent (instead of
40 percent) above the applicable income ceiling before the tenant
ceases to qualify as a low-income tenant, and once a qualified
tenant's income exceeds the applicable limit, only the next
available low-income unit must be rented to a new very low income
tenant.

The bill clarifies that for the purpose of determining
whether a project complies with the gross rent limitation
applicable to deep rent skewed units under the low-income housing
tax credit, Section 8 housing assistance payments and similar
rental assistance payments are not counted. This is consistent
with the treatment of Section 8 payments generally under the
credit. (See section 42(g)(2)(i).) However, the bill
specifically requires that for purposes of determining whether
the three to one ratio is being satisfied, such rental assistance
payments are counted.

The latter provision effectively makes the deep rent skewing
option unavailable in tax credit projects generally, and
completely frustrates the objective of the amendment. Deep rent
skewing is only a practical option in areas with relatively high
construction costs and rents. In such areas, however, units can
be made available to the very low income target group only if
additional subsidies, such as Section 8, are provided. The deep
rent skewing option is sound public policy under those
circumstances because it permits developers to build economically
integrated projects where rents and the benefits of the tax
credit are insufficient to support the construction and operation
of very low income units without subsidies. It accomplishes this
by allowing a project to avoid the drastic drop in income which
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would otherwise occur when a tenant in a subsidized Section 8
unit goes over income, requiring that the next available unit --
an unsubsidized unit -- be given to a low income tenant at the
restricted rent level.

Congress' intent with respect to the three to one ratio and
deep rent skewing is clearly expressed at page 11-93 of the
Conference Report on H.R. 3838, which says of the requirement:
"the average rent charged to tenants in the residential rent
units which are not low-income units is at least 300% of the
average rent charged to low-income tenants for comparable units."
(Emphasis supplied.) The proposed technical amendment, which
focuses not on the rent charged to the tenant but rather the
total of the tenant payment plus any subsidy payment for the
unit, is explicitly contrary to this expression of intent and
effectively vitiates the entire deep rent skewing provision. In
addition, Congress' clear intent to facilitate the construction
of-housing for very low income tenants will be frustrated by
disallowing the use of the very rental assistance which would
make such targeting possible.

There are no revenue consequences to excluding rental
assistance payments from tenant rents for purposes of determining
whether a credit project meets the deep rent skewed definition.

Proposed Solution: The bill should be amended so as to make
the treatment of Section 8 and similar rental assistance payment
consistent in the deep rent skewing provisions. Such payments
should be disregarded for purposes of determining whether the
three to one ratio is satisfied.

V. Infeasibility in Low Income Areas

(Code Section 42(g); not addressed in bill]

Issue: In many low income rural areas, and in some urban
areas, median income levels are so low that owners of housing
projects attempting to utilize the low-income housing tax credit
are finding such projects to be economically infeasible. This
problem is caused by the requirement in Section 42(g) that ties a
project's rents to the area median gross income. Even many
projects assisted under the Farmers Home Administration Section
515 program, which subsidizes mortgage interest rates for rural
projects to as low as one percent, are not workable because of
severely low income levels. A random sample survey conducted by
the Council for Rural Housing and Development of 12
geographically diverse states has shown that in those states the
rent calculated under the credit program for rural projects was
well below that needed for project operation and debt service.
Thus, in anywhere from 18% to 95% of the counties in those
states, the credit could not be used at all, even with the
mortgage subsidy provided by FmHA. Although the survey did not
cover other states, it is reasonable to assume that other states
are experiencing the same problem and less formal feedback from
other states does confirm that the problem is a widespread one in
rural areas across the country, and a problem even in some low
income urban areas.

A chart showing the results is attached.

Because many lov income areas cannot support necessary rent
levels, housing is not likely to be built in the areas where the
need is most desperate -- the poorest areas of the country.
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Proposed Solution: The simplest and fairest resolution of
this issue, which would solve the problem in most parts of the
country, is to allow the use of the higher of the statewide or
the area median gross income in establishing income
qualifications. Thus, in states which have statewide median
incomes sufficient to provide necessary rent levels, particularly
poor counties will not be left out of the program. This proposal
has a precedent in the Internal Revenue Code: under the mortgage
revenue bond program, income eligibility is determined in this
manner (Code S143(f)(4)].

TAX CREDIT WORKABILITY

(RANDOM SAMPLE
ON OTHER STATES

SURVEY -- INFORMATION
NOT READILY AVAILABLE)

Total #
CountiesSTATE

Arkansas

Georgia

Iowa

Kansas

Maine

Minnesota

Mississippi

Missouri

South Carolina

Tennessee

Texas

Virginia*

75

107

99

101

20

87

79

114

42

75

233

Unworkable
Counties

68

68

43

54

19

44

24

46

22

65

139

88 16

Marginal
Counties

Workable
Counties

0

15

6

21

1

2

7

24

50

26

0

3

41 13

137

8

57

8

2

37

46

*17 Counties ineligible.

VI. Eligible Basis - Placed in Service

(Code Section 42(d)(5)(A); not addressed in bill]

Issue: Under Section 42(d)(5)(A), the eligible basis of any
building for the entire 15 year compliance is determined on the
date such building is placed in service.

A serious problem is created by this rule in that certain
expenditures may be incurred by an owner of a newly constructed
building after a project is opened for occupancy. For example, an
owner may have opened certain units for occupancy on lower floors
while continuing painting and carpeting on upper floors, or an
owner may not have finished-landscaping and parking areas when a
project is being initially rented. If the eligible basis is fixed
on the day the first unit is opened for occupancy, or even the

- &a%. up ia
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date on which just a portion of a building is placed in service,
the owner will lose a considerable amount of legitimate project
costs from eligible basis.

Proposed Solution: The bill should specify that the eligible
basis of a building is determined at the time that the building's
qualified basis is determined. Under Code 542(f)(1), qualified
basis is determined initially on the last day of the taxable year
in which the building is placed in service, or if the taxpayer
elects, on the last day of the succeeding taxable year. Tying the
two determinations together makes logical sense and provides the
owner with adequate time to complete the building. This rule
would not change in any way the expenditures which can be taken
into eligible basis; it would only alter the time such a
determination is made. Because each state's allocation of credit
authority is capped, there is no revenue loss associated with this
provision.

VII. Acquisitions of Interests in Existing Buildings

-[Code Section 42(d)(2) and 42(i)(5); not addressed in bill]

Issue: The Code specifies that in order to utilize the low-
income housing tax credit with existing housing, the "building"
must be acquired. An "existing building" is defined as one which
is not "new." A problem is created in that prospective purchasers
may wish to purchase all or virtually all of the partnership
interests of a partnership owning an otherwise qualified building
instead of buying the building itself. The parties may decide,
for example, that the new purchasers will inherit certain
liabilities or other assets associated with the partnership and
their transaction will reflect these other matters. However, they
might be precluded from structuring the transaction in this manner
if they were required to acquire only the building itself.

If more than 50% of the partnership interests were transferred
in any twelve month period, the partnership would be terminated
for federal income tax purposes. Allowing a purchase of
partnership interests instead of the real estate itself and
further requiring that the resulting transaction be treated as a
termination, would be a "placement in service" by the newly
constituted partnership and thus could not be used to evade the
ten-year last placed in service rule on existing properties under
Section 42(d)(2)(B)(ii). Further, the Code specifies that the
property may not be acquired from a related person, i.e., one who
holds more than 10 percent of the partnership interests after the
acquisition. Thus, a rule could be devised to assure that there
would be no way to utilize this provision to avoid any other
provisions in Section 42 or elsewhere in the Code.

Proosed Solution: Section 42(d)(2)(B)(i) should be amended
by specifying that either a "building" or "not less than 90
percent of the interests of the partnership owning the building"
could be acquired in order to meet the requirements of Section
42(d)(2)(A). By specifying a 90 percent threshold, there would be
consistency with the related party provision prohibiting any
existing partner from maintaining more than a 10 percent interest
after the acquisition, and there would clearly be a tax
termination and a new placement in service.

VIII. Impact of Investment Tax Credit At-Risk Provisions on Low-
Income Housing Tax Credit

[Code Sections 42(k)(1) and 46(c)(8)(D)(ii)(1); not
addressed in bill]

Issue: Section 42(k) of the Internal Revenue Cod6 requires
that rules similar to the rules in Section 46(c)(8) of the Code
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shall apply, in determining the qualified basis of a building for
the purposes of the low-income housing tax credit, in the same
manner as those rules apply in determining the credit base of
property eligible for the investment tax credit. Under Section
46(c)(8), the amount of the credit that can be taken is
significantly reduced under certain circumstances where the
property has been financed with nonrecourse financing. In effect,
the base, against which the amount of the credit is calculated, is
reduced by the amount of the "nonqualified nonrecourse financing"
outstanding with respect to the property at the end of the taxable
year.

In applying this at-risk rule to the low-income housing
credit, Congress wisely eliminated two requirements from Section
46(c)(8) -- that nonrecourse financing could not exceed 80% and
that a commercial lender could not be related to the taxpayer.
Furthermore, with respect to certain financing provided by certain
nonprofit organizations, it eliminated the requirement that the
lender be a commercial lender and that the property not have been
acquired from the nonprofit lender. These exceptions recognized
the fact that nonrecourse financing in excess of 80% is very
common in connection with the development of low-income housing
and that the imposition of such a requirement would have, in most
instances, negated the usability of the .low-income housing credit.
The exceptions further recognized the unique circumstances
surrounding the participation of nonprofit organizations in the
acquisition or development of low-income rental housing.

While these exceptions will enable the low-income housing
credit to be fully usable in some situations in which its
usability would have been crippled by the unfettered application
of Section 46(c)(8), therU is another provision of Section
46(c)(8) which will severely hamper the availability of the credit
for many other projects developed by profit-motivated persons and
also for some projects being developed by nonprofit organizations.
This is the provision which is contained in Section
46(c)(8)(D)(ii)(I) which would make nonrecourse financing
"nonqualified", and thus reduce the credit base, if the property
was acquired from a related person. We believe this was an
unintentional consequence in the drafting of the bill.

It is not uncommon for the owner of a project, or one of its
owners, to have also been the builder who erected or rehabilitated
the project or in some other fashion to have provided some
component of the property. If the person also owned more than a
10% interest in the property, either directly or through a
partnership or closely held corporation, and the property was
financed with nonrecourse financing in any amount, the at-risk
provisions of Section 46(c)(8) would apply and make that
nonrecourse financing "nonqualified". This result would take
place even if the financing were from an unrelated third-party
lender. Similarly, if the property is acquired from a nonprofit
organization by a partnership in which that nonprofit organization
retains a more than 10% interest (a circumstance otherwise
contemplated and sanctioned by Section 42), the at-risk provisions
of Section 46(c)(8) will apply if there exists nonrecourse
financing to any extent.

Proposed Solution: The solution is a simple one. The bill
should amend Code Section 42(k)(1) by eliminating the requirement
in Section 46(c)(8)(D)(ii)(I) that the property be acquired from
an unrelated person for purposes of determining the credit base
for the low-income housing credit.
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COMMENTS ON TECHNICAL CORRECTIONS

SUBMITTED BY

THE ASSOCIATION OF PRIVATE PENSION AND WELFARE PLANS

Sec. l1l(m)(1l). This provision would amend section

4979(f)(2) to provide that excess contributions and excess

aggregate contributions distributed within two and a half

months after the end of the plan year are taxed in the year the

contributions were made, unless these amounts do not exceed

$100, in which case they are to be taxed in the year of

distribution. This amendment would create an additional burden

on plan administrators, on participants who would be required

to file amended returns and on the IRS, which would be required

to process those returns. We do not believe that the alleged

abuse -- deferral of income -- would be significant enough to

add this complexity to the law. If such an abuse is

nonetheless deemed substantial, we would suggest that all

distributions of excess contributions and excess aggregate

contributions be taxed in the year of distribution at the rate

which would have been applicable in the year of contribution.

Sec. lll(h)(2). This provision makes it clear that

plans are deemed to meet the nondiscrimination rules in section

410(b) of the Code if they have no nonhighly compensated

employees. We believe a similar rule -- deeming plans in

compliance with the section 401(k) nondiscrimination rules --

should apply to plans with no nonhighly compensated employees

under section 401(k). However, staff of the IRS and the

Treasury have suggested that plans which cover no nonhighly

compensated employees will be unable to maintain a qualified

cash or deferred arrangement under section 401(k). We believe

that this result is not justified, especially in view of the

$7000 dollar limitation on elective deferrals. We would

request express statutory authorization that such arrangement

automatically satisfy section 401(k)(3).
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Sec. ll1A(g). This provision would allow a spouse

who is the beneficiary of all retirement distributions of a

decedent to elect not to have the 15% excess distribution

excise tax under sec. 4981(A) of the Code apply but instead,

aggregate that distribution with the spouse's own retirement

benefits and have the tax apply to the spouse. We believe this

is an excellent rule but would propose that the bill permit the

election of the spouse if he or she is either the direct

beneficiary or the income beneficiary of a trust into which the

decedent's distribution is made.

Sec. 111(c), (g), (h), and (n) and ll1A(e). All of

these provisions deal with the effective dates for collectively

bargained plans. The bill makes it clear that the delayed

effective dates apply to the entire plan and not only those

employees who are collectively bargained in the plan. We

believe the same rule should apply for COBRA purposes under the

continuation coverage provision in section 162(k). The

proposed Treasury regulations implementing COBRA would apply

different effective dates to different benefit schedules in the

same plan. The same rule which applies to the nondiscrimi-

nation rules in sec. 1112 of TRA '86 should apply to COBRA.

Sec. 111(d). The Joint Committtee's explanation

provides that the section 401(a)(17) $200,000 cap on compen-

sation taken into account is not indexed until 1990. This

indexing was to begin in 1988 and it is unclear how the 1990

date was arrived at. We object to this delay, which will

further create disparities in benefit plan arrangements outside

the qualified plan area for employees.

Sec. lll(h)(9). This provision would statutorily

validate the Treasury's interpretation of section 401(a) (26) of

the Code relating to waiver of the excise tax on reversions in

the event of plan termination of a plan which would fail the

minimum participation rules. The restrictions on the interest



401

rate that may be used to determine the accrued benefits result

in a cutback of accrued benefits, which is inconsistent with

the protections that accrued benefits received with respect to

the section 415 changes in TRA '86. We believe that this

provision, and the Treasury's interpretation, go too far.

Sec. 11B(a)(25). This provision would make the

controlled group rules of Code section 414(t) applicable to

COBRA retroactively. In light of the enormous sanction in

COBRA -- the loss of an employer's entire deduction regardless

of how small or technical the violation -- it is unacceptable

and grossly unfair to apply the rules retroactively. We would

strike paragraph (a)(25), the effective date provision from

this section of the bill, learning the date of enactment of

technical corrections as the effective date.

Sec. 1l1B(i). This provision would require that in

order to be excepted from the 84-month rule in section 409 of

the Code, a distribution from a paysop or trasop must be (1) a

lump sum distribution, within the meaning of another technical

corrections change to the distribution rules for section 401(k)

plans and (2) there may be no successor plan established.

Thus, the distribution must constitute the balance to the

credit of the employee from all similar plans, thereby

encouraging distributions from plans which might otherwise be

retained for retirement purposes. In addition, it would appear

to prohibit use of the exception to the 84-month rule if the

funds are transferred in a plan to plan transfer or, as has

been suggested, would prohibit a distribution if the employer

maintains another defined contribution plan. We think these

restrictions are inconsistent with the repeal of the tax credit

for ESOPs and the purpose of the TRA '86 provision to allow an

exception to the 84-month rule. It will make that exception

virtually useless, and when used, will encourage the

dissolution of pension plan funds, rather than their protection

for retirement.
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Sec. 1lIB would also make changes in the diversifica-

tion requirements. We would suggest an additional change. We

believe the effective date for the diversification requirements

should be with respect to contributions made with respect to a

plan year beginning after 12/31/86, rather than a contribution

made after that date. Since many PAYSOPs will be "frozen", it

is an unnecessary burden to require diversification only with

respect to that small amount of stock contributed in 1987 for

the 1986 plan year.

Sec. 111(c). This provision would add new paragraph

401(a)(29), requiring as a condition of qualification that

plans provide that no elective deferral in excess of the limits

in section 402(g) will be permitted in all plans maintained by

the employer. We believe that when applied on a controlled

group basis, this rule is unnecessarily harsh and susceptible

to innocent mistakes which would result in an inappropriately

harsh sanction. In addition, this provision would require a

plan amendment prior to the date all other plan amendments

stemming from TRA '86 will be required -- "plan years after

12/31/87" instead of the more appropriate "plan years after

12/31/88".

Sec. 111(j). This provision would require a plan to

exclude participants from the definition of highly compensated

employee under Code section 414(g) if he or she is a nonresi-

dent alien who receives no earned U.S. source income from the

employer. We believe that since this rule is intended to be a

rule of convenience for employers, it ought not to be mandatory

but a permissive exclusion at the discretion of the employer.

Other Areas for Technical Corrections

TRA sec. 1131. The bill should exempt from the

excise tax on nondeductible contributions those amounts which

are contributed under ERISA Title IV to make a terminating

defined benefit plan sufficient for benefits or to pay all of

its withdrawal liability for a multiemployer plan. We believe
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these amounts should be deductible; however, failing that, they

certainly should not draw an excise tax which would discourage

responsible funding of benefits on termination of or withdrawal

from plans.

COBRA

The Code Sanction. We believe the sanction imposed

by COBRA is excessive and thus unenforceable. If Treasury

regulations are to be believed, it is imposed for the smallest

technical violation, even if promptly corrected, even if

inadvertent, even if the employee is at fault. We believe that

this sanction should be modified, and only applied when the

violation is not corrected by the due date for the employer's

tax return after the close of the plan year in which the

violation occurred.

-- Due Date of Premiums. Sec. 162(k) provides that a

qualified beneficiary must be permitted to pay premiums 30 days

after the date due. The rule allows a substantially more

permissive rule for qualified beneficiaries than for active

employees who generally must pay their share of a premium

before the coverage period begins, e.g., on the first of the

month for that month of coverage. The current rule allows a

qualified beneficiary to receive a month of coverage wJthout

paying the premium, and leaves the plan sponsor with a

collection burden which we believe is excessive. We would

recommend that a plan be permitted to impose a due date for

premiums, that when coupled with a grace period, still precede

the coverage period.
REA

Preretirement Survivor Annuity. Under Code

section 417, a participant may not receive a preretirement

survivor annuity, even with the consent of his or her spouse,

until the participant reaches age 35 (or separates from ser-

vice, if earlier). While sec. 118(q) of the bill clarifies the

separation from service issue, we believe that this benefit

should be waivable at any age.
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July 8, 1987

Laura Wilcox
1. S. Senate Committee on Finance
S. D. 205
Washington, D. C. 20510

Dear Ms. Wilcox:

PLEASE AMEND the Technical Corrections Act of 1987 (H.R.2636) to clarify
that charitable gift annuities issued by IRC Sec. 501(c)(3) organizations
are not "commercial-type insurance" under IRC Sec. 501(m). Please
consider the following: (1) gift annuities are used because aninterested donor wants to make a gift to help our institution (2) giftannuities do not compete with commercial annuities and are not"commercial-type 'insurance": (3) failure to clarify the law would dry upan important source of funds for our organization's charitable
Activities; (4) gift annuities have been used by charitable organizations
for over 100 years: and (5) for the small donor, a charitable gift
annuity is the equivalent of a large donor's charitable remainder annuity
trust, which is unaffected by IRC Sec. 501(m).

Please add your support to this amendment. Thank you very much.

Sincerely,

Dale R. Beaulieu
Treasurer

n
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TESTIMONY OF

ROBERT MASSIE

On behalf of:

The Authors Guild
Pen (Poets, Essayists and Novelists)
Writers Guild of America -- West
Washington Independent Writers

APPLICATION OF SECTION 263A
CAPITALIZATION RULES TO PROFESSIONAL AUTHORS

The Tax Reform Act of 1986 adopted uniform capitalization
rules for costs of "producing tangible personal property". Capitalizing
such costs generally is appropriate in matching expenses with related
income items.

However, a footnote added to the Conference Explanation
expanded the new capitalization requirement to include expenses of
professional freelance authors. (This matter is not addressed in the
statute, and was not considered by either the House or the Senate.)
Under this new requirement, authors will be required to allocate every
expense they incur among each of their pending projects and then to
amortize such costs over the projected recovery life of the projects.
(Thus, authors who are researching and writing books, while supporting
themselves from writing magazine articles, etc., could not deduct their
expenses for that book against income from their other writing projects.)

The required allocations and projections of useful lives for
each project will be far more complex and uncertain than even the
capitalization requirements applicable to manufacturers. As applied to
authors, the new capitalization requirements effectively will represent
pure guesswork.

The new expense allocation and amortization rules single out
writers from all other professionals who provide services (e.g., lawyers
that work on contingent fee arrangements), and provide extr=mely harsh
treatment by denying deductions for all current expenses. The treatment
of authors' manuscripts as tangible property also runs directly counter
to the rule of Section 1221(3) of the Internal Revenue Code -- which
denies capital asset status for authors' work products.

Prior law permitted professional authors to deduct their
current expenses, just as architects, attorneys and others do. In fact,
when the IRS attempted previously to apply capitalization rules adopted
to deal with book and movie tax shelters to authors, the Second Circuit
Court of Appeals rejected the IRS' view, stating that the compliance
problems w6uld be "immense".

The new rules will entail significant recordkeeping burdens,
and likely will result in many controversies between IRS and taxpayers.
(It has been suggested that every author maintain a log of time spent on
each project in order to apply these new rules) If a project is not
successful, authors will have to abandon their copyright protection in
order to deduct their expenses -- surely a questionable policy.

~4
Since authors as a group generally have very modest earnings

(median income from writing is $7,900 per year), these burdensome new
rules will have little revenue effect. Although it is appropriate to
apply capitalization requirements to manufacturers, publishers, etc.,
there is no justification for extending these complex and uncertain
requirements to authors.
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MUNORANDUM REGARDING THE NEED FOR A
TECHNICAL CORRECTION TO SECTION 263A
TO EXCLUDE PROFESSIONAL WRITERS'
RESEARCH AND WRITING EXPENSES FROM
THE UNIFORM CAPITALIZATION RULES

This memorandum is submitted by The Authors Guild, Inc.

regarding the need for a technical correction to the Tax Reform Act of

1986 (the "Act") to exclude from the uniform capitalization rules the

research and writing expenses of professional authors. Such an amend-

ment is necessary because of the undue burden that application of these

complex and uncertain rules will impose on professional writers -- a

burden that, it is submitted, is wholly disproportionate to any govern-

mental' interest in the application of the capitalization requirements in

this setting. Stated simply, the rules of Section 263A as they apply to

authors' expenses are virtually unworkable; and their application to a

group of individuals who in general derive only modest income from writ-

ing is completely at variance with sound tax policy. The amendment is

further justified to prevent the discriminatory application of Section

263A to only a single group of persons that derives income from ser-

vices.

Background

The uniform capitalization rules contained in Section 263A of

the Internal Revenue Code of 1986 were enacted because:

"The Congress believed that, in order to more accu-
rately reflect income and make the income tax system
more neutral, a single, comprehensive set of rules
should govern the capitalization of costs of producing,
acquiring, and holding property, including interest
expense, subject to appropriate exceptions where appli-
cation of the rules might be unduly burdensome."

1

In general, the capitalization of such costs is in furtherance of the

basic tax accounting objective of matching income and related expense

items.

Prior to adoption of the Act, the ordinary and necessary busi-

ness expenses of professional authors were deductible when paid under

Section 162.2 Although the Internal Revenue Service contended that

former Section 280 (enacted in 1976 to require capitalization of ex-

penses relating to production of films, books, records, etc.) barred the

deduction of authors' research and writing expenses, that assertion was
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rejected by the Court of Appeals for the Second Circuit. which held that

the intended reach of that section was tax shelter operations and book

publishers, rather than authors. 3

I Joint Comm. on Taxation, General explanation of the Tax Reform Act
of 1986 508-09 (1987).

2 No assertion is made that expenses associated with writing activity
that fails to satisfy the "hobby loss" provisions of Section 183
are, or should be, deductible under Section 162.

3 See Hadl v. Commissioner, 819 F.2d 359 (2d Cir. 1987), Evg 86
T.C. 764 (1986) and 51 T.C.M. 948 (1986). Former Section 280 re-
quired capitalization of amounts attributable to the "production of
a . . . book . . . ." Section 280(a), as in effect prior to the
Tax Reform Act of 1986.

The possibility that the Act's uniform capitalization rules

might apply to the research and writing expenses of authors first

merged in the Conference Uplanation of the Act. The treatment of

authors' expenses is not addressed in new Section 263A itself, or in the

House or Senate bills or accompanying reports. Moreover, it is entirely

plausible to read new Section 263A, like former Section 280, to be alto-

gether inapplicable to authors' research and writing expenses. 4

Nonetheless, the following sentences appeared in a footnote in

the Conference Explanation of the Act:

"For this purpose, tangible property includes films,
sound recordings, video tapes, books, and other simi-
larly [sLc] property embodying words, ideas, concepts,
images, or sounds, by the creator thereof. Thus, for
example, the uniform capitalization rules apply to the
costs of producing a motion picture or researching and
writing a book.*

4 In relevant part, Section 263A applies to the "production" of "tan-
gLble personal property." Section 263A(b)(1). The term "produce"
is defined for this purpose to include "construct, build, install,
manufacture, develop, or improve." Section 263(g)(1). Only
through a strained reading of these words could the act of writing
a manuscript be included among the targeted activities. Moreover,
while the statute defines "tangible personal property" to include a
"book" (Section 263A(b) flush language), the logical effect of that
provision would seem to be to, subject the manufacturer of the book
(e.g., the publisher, binder, printer, etc.) to the new rules,
rather than the author of the manuscript that underlies the book to
be published. The similarity of the structure of Section 263A and
former Section 280 underscores the argument that neither section is
applicable to authors.

5 H. Rep. No. 99-641, 99th Cong., 2d Sess. 11-308 n.1 (1986) (empha-
sis added).
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The Authors Guild, Inc. respectfully submits that the pur-

ported reversal of prior law by means of the footnote just quoted does

not represent sound tax policy, and should expressly be rejected through

an amendment in the Technical Corrections bill.

Operation of Section 263A
as It Apwlies to Authors

The burden that will be imposed on authors by application of

the uniform capitalization rules can without exaggeration be charac-

terized as extraordinary.

The general requirement of Section 263A in the present context

is that all expenses allocable to writing activities that otherwise

would be deductible under Section 162 must instead be capitalized to the

account of the project in question. Such expenses then are recoverable

as income is derived from the project, based on total revenues expected

to be derived from the project.

The first step in the application of this rule requires frag-

mentation of all writing-related expenses across the writer's affected

projects.6 In a typical situation, a writer may be involved in writing

a book, writing one or more articles, and perhaps working on certain re-

allocate the expenses that, not uncommonly, might be attributable in

part to each of these projects? Although Treasury Regulations have been

issued under Section 263A, no answer to this question is suggested.

General tax principles would call for an allocation based on the rela-

tive fair market values of the projects, which presumably would be

derived by discounting to present value the cash flows projected for

each of the writing projects -- obviously a highly uncertain exercise as

an author embarks upon the preparation of a manuscript.

In an effort to simplify the resolution of this cost alloca-

tion issue, it has been suggested by government staff that the author

keep records of the time spent on each project, and allocate expenses --

presumably other than those specifically allocable to a given project --

on the basis of relative time spent. One might wonder whether the tan

6 Such expense might include telephone, freelance typist, utilities,
cost of periodicals and the like.
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law should demand that the ation's writers log their time spent on each

poem, short story and essay in order to met the requirements of Section

263A. in all events, however, keeping such time logs still will fail to

produce the needed data where time is spent in a manner (jg., research)

that might benefit multiple projects.

Following on the exercise of allocating the writer's expenses

to each of the projects in process, the question then to be addressed is

the manner in which the capitalized costs may be recovered. We under-

stand the applicable principles to be the following:7

(i) In general, the "income forecast" method must be used to

determine the deductible portion of capitalized expenses by refer-

ence to the ratio of (W) annual revenues derived from the project

to (y) total expected revenues for the project.

(ii) Annual re-assessments of the total expected revenues are

required to be made.

(iii) In any years in which no income is earned from the

project, no deduction may be claimed.

(iv) Even if the project proves a failure, no deduction may be

claimed unless the project is shown to have been abandoned.

Again, the theory that underlies the required analysis is not

in question. The reality, however, is that any meaningful estimate of

the projected royalties from a book or article will often be largely

guesswork. 8 For example, what of the poem that is first printed in a

magazine, later is collected in a volume of the author's poems, and

still later is aggregated as part of the author's collected works? As

7 Rev. Rul. 60-358, 1960-2 C.8.. 68.

8 The Court of Appeals for the Second Circuit characterized the at-
tempt to apply the income forecast method to authors' expenses in
adle, ,supra, as follows:

"In an activity as ephemeral as writing a book,
the difficulties in estimating a future income
stream and determining the time of ultimate write-
off when it becomes clear that either a book will
not be published or, if published, will not sell,
appear immense."
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another examle, if poet A has had several poes anthologized, should

poet 9 assume that his first poew published in the New Yorker also will

one day appear in an anthology? Obviously, without information as to

the expected pattern of publication, no meaningful estimate of future

income can be derived. More fundamentally, even authors with a solid

track record of publication at times find that later books do not sell

well. The converse is also true. If it is not abundantly clear, these

rules are unadministrable, and do not work.9

A final point regarding operation of the rules. Suppose a

given project is a failure; when (if ever) may the taxpayer deduct the

capitalized expenses? It has been suggested by government staff that

the taxpayer must abandon his or her entire right in the project to

qualify for a deduction. Presumably, that will require abandoning the

author's copyright protection -- so that the work will become part of

the public domain. Without debating the technical tax aspects of such a

rule, from a public policy viewpoint such a requirement is most chari-

tably characterized as unfortunate.

Cgqpliance and Administration Issues

Each of the above fact-intensive issues will, of course, be

subject to review by the Internal Revenue Service, with the ultimate

resolution being time-consuming and expensive for both taxpayers and

government. More fundamentally, this new system based largely on guess-

work and surmise is certain to prove a source of taxpayer compliance

difficulties. One would have thought that the government would strongly

disfavor rules that will encourage aggressive position-taking based on

the highly subjective matters such as those involved here.10

The merits of attempting, in any context, to provide.a

"matching* rule based upon such elusive matters as the required alloca-

tion of authors' costs, and the revenue estimated to be derived from

projects, night fairly be debated. Whatever value the change might

9 That is not to say that the income forecast method can never pro-
duce appropriate results. In the context of a movie company, or
publishing house, the volume of amortizable films or books should
yield reasonable results due to an averaging process. An individ-
ual author - who may produce a major work only once in several
years -- obviously has no such benefit of an averaging phenomenon.
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possess n the abstract* however, is completely swallowed up by the

adainstratve and practical difficulties that will be faced.by the

group affected by this change. Virtually all of the affected taxpayers

are individuals. It may be speculated that many prepare their tax

returns without professional assistance. For these persons, it simply

is the case that the tax law will be incomprehensible. These persons

then will have the choice of incurring the expense of retaining a pro-

fessional return preparer, or, in many cases, of failing to comply with

the law. It is defensible to impose sophisticated tax accounting con-

cepts to more accurately measure income on taxpayers who ordinarily

employ such concepts in their business. It is totally indefensible to

impose rules fraught with interpretive difficulty on persons who will

frequently be without means to understand or deal with such rules.

Writers vs. Other Service Providers

Authors are not alone among service-providers in incurring ex-

penses in advance of related receipts.11 A lawyer may work for years on

a case, particularly where a contingent fee is involved, and be permit-

ted to deduct expenses when paid, far in advance of receipt of any fee

income. Similarly, an architect may work on a set of plans for a build-

ng over multiple years, and deduct expenses well in advance of payment

for the services.

There is no apparent basis for providing discriminatory treat-

ment for authors in relation to other service providers. As the lan-

guage of Section 263A clearly states, it is intended to reach persons

that produce tangible property -- e., property other than a lawyer' s

10 One need only examine the numerous factual-issue cases that fill
the Tax Court docket, or the various recent Code penalty provisions
relating to valuation (e.g., the Section 6659 and 6660 valuation
overstatement and understatement penalties) to confirm the diffi-
cult problem of tax administration that arises from the presence of
factual issues in the tax law.

I1 Comeentators have observed that authors are properly characterized
as receiving income from the sale of services, rather than from
production of an asset. Note, Tax Treatment of Preopublication Ex-
penses of Authors and Publishers, 82 Mich. L. ReV. 537 (1983). So.
also adle, supra.
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brief or an architect's plans and specifications. Any decision by the

Congress to extend the reach of Section 263A to the expenses of service

providers should be deliberate, and uniform.

Revenue Implications

Although one can only speculate as to the amount of revenue

that will be produced by this change in the tax treatment of authors'

expenses, available information indicates that the amounts involved are

mall, if not trivial. Initially, it must be borne in mind that the

issue is not the allowability vel non of deductions: the issue is any

revenue loss resulting from deferral of tax collections. Two observa-

tions are appropriate:-one, the group in question, professional writ-

ers, have extremely modest earnings; median income from writing it -sti-

mated to be $6,900 per year. Second, an exception to the uniform

capitalization rules for such persons is not a loophole that might be

exploited by the ingenious in order to gain an unintended advantage.

Conclusion

An exception should be provided to Section 263A for the re-

search and writing expenses of professional authors.

The Authors Guild, Inc.

July 17, 1987
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MEMORANDUM REGARDING THE NEED FOR A
TECHNICAL CORRECTION TO SECTION 263A
TO EXCLUDE PROFESSIONAL WRITERS'
RESEARCH AND WRITING EXPENSES FROM
THE UNIFORM CAPITALIZATION RULES

This memorandum is submitted by The Authors Guild,

Inc. regarding the need for a technical correction to the Tax

Reform Act of 1986 (the "Act") to exclude from the uniform cap-

italization rules the research and writing expenses of profes-

sional authors. Such an amendment is necessary because of the

undue burden that application of these complex and uncertain

rules will impose on professional writers -- a burden that, it

is submitted, is wholly disproportionate to any governmental

interest in the application of the capitalization requirements

in this setting. Stated simply, the rules of Section 263A as

they apply to authors' expenses are virtually unworkable; and

their application to a group of individuals who in general

derive only modest income from writing is completely at

variance with sound tax policy. The amendment is further jus-

tified to prevent the discriminatory application of Section

263A to only a single group of persons that derives income from

Background

The uniform capitalization rules contained in Section

263A of the Internal Revenue Code of 1986 were enacted because:

"The Congress believed that, in order to more accu-
rately reflect income and make the income tax system
more neutral, a single, comprehensive set of rules
should govern the capitalization of costs of producing,
acquiring, and holding property, including interest
expense, subject to appropriate exceptions where1appli-
cation of the rules might be unduly burdensome."

In general, the capitalization of such costs is in furtherance

of the basic tax accounting objective of matching income and

related expense items.

Prior to adoption of the Act, the ordinary and neces-

sary business expenses of professional authors were deductible
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when paid under Section 162.2 Although the Internal Revenue

Service contended that former SEction 280 (enacted in 1976 to

require capitalization of expenses relating to production of

films, books, records, etc.) barred the deduction of authors'

research and writing expenses, that assertion was rejected by

the Court of Appeals for the Second Circuit, which held that

the intended reach of that section was tax shelter operations

and book publishers, rather than authors.3

The possibility that the Act's uniform capitalization

rules- might apply to the research and writing expenses of

authors first emerged in the Conference Explanation of the Act.

The treatment of authors' expenses is not addressed in new Sec-

tion 263A itself, or in the House or Senate bills or accom-

panying reports. Moreover, it is entirely plausible to read

new Section 263A, like former Section 280, to be altogether

inapplicable to authors' research and writing expenses.4
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Nonetheless, the following sentences appeared in a

footnote in the Conference Explanation of the Act:

"For this purpose, tangible property includes films,
sound recordings, video tapes, books, and other simi-
larly [sic] property embodying words, ideas, concepts,
images, or sounds, by the creator thereof. Thus, for
example, the uniform capitalization rules apply to the
costs of producing a motion picture or researching and
writing a book.0

The Authors Guild, Inc. respectfully submits that the

purported reversal of prior law by means of the footnote just

quoted does not represent sound tax policy, and should ex-

pressly be rejected through an amendment in the Technical Cor-

rections bill.

Operation of Section 263A
as It Applies to Authors

The burden that will be imposed on authors by appli-

cation of the uniform capitalization rules can without exagger-

ation be characterized as extraordinary.

The general requirement of Section 263A in the pres-

ent context is that all expenses allocable to writing activi-

ties that otherwise would be deductible under Section 162 must

instead be capitalized to the account of the project in

question. Such expenses then are recoverable as income is

derived from the project, based on total revenues expected to

be derived from the project.

The first step in the application of this rule re-

quires fragmentation of all writing-related expenses across the

writer's affected projects.6 In a typical situation, a writer

may be involved in writing a book, writing one or more ar-

ticles, and perhaps working on certain related endeavors, such

as preparing a speech. How might the author allocate the ex-

penses that, not uncommonly, might be attributable in part to

each of these projects? Although Treasury Regulations have

78-959 0 - 88 - 14
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been issued under Section 263A, no answer to this question is

suggested. General tax principles would call for an allocation

based on the relative fair market values of the projects, which

presumably would be derived by discounting to present value the

cash flows projected for each of the writing projects -- obvi-

ously a highly uncertain exercise as an author embarks upon the

preparation of a manuscript.

In an effort to simplify the resolution of this cost

allocation issue, it has been suggested by government staff

that the author keep records of the time spent on each project,

and allocate expenses,-- presumably other than those specifi-

cally allocable to a given project -- on the basis of relative

time spent. One might wonder whether the tax law-should demand

that the Nation's writers log their time spent on each poem,

short story and essay in order to meet the requirements of Sec-

tion 263A. In all events, however, keeping such time logs

still will fail to produce the needed data where time is spent

in a manner (e.g., research) that might benefit multiple

projects.

Following on the exercise of allocating the writer's

expenses to each of the projects in process, the question then

to be addressed is the manner in which the capitalized costs

may be recovered. We understand the applicable principles to

be the following:
7

(i) In general, the "income forecast" method must be

used to determine the deductible portion of capitalized

expenses by reference to the ratio of (x) annual revenues

derived from the project to (y) total expected revenues

for the project.

(ii) Annual re-assessments of the total expected

revenues are required to be made.
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(iii) In any years in which no income is earned from

the project, no deduction may be claimed.

(iv) Even if the project proves a failure, no deduc-

tion may be claimed unless the project is shown to have

been abandoned.

Again, the theory that underlies the required analy-

sis is not in question. The reality, however, is that any

meaningful estimate of the projected royalties from a book or

article will often be largely guesswork.8 For example, what of

the poem that is first printed in a magazine, later is col-

lected in a volume of the author's poems, and still later is

aggregated as part of the author's collected works? As another

example, if poet A has had several poems anthologized, should

poet B assume that his first poem published in the New Yorker

also will one day appear in an anthology? Obviously, without

information as to the expected pattern of publication, no mean-

ingful estimate of future income can be derived. More

fundamentally, even authors with a solid track record of publi-

cation at times find that later books do not sell well. The

converse is also true. If it is not abundantly clear, these

rules are unadministrable, and do not work.9

A final point regarding operation of the rules. Sup-

pose a given project is a failure; when (if ever) may the tax-

payer deduct the capitalized expenses? It has been suggested

by government staff that the taxpayer must abandon his or her

entire right in the project to qualify for a deduction. Pre-

sumably, that will require abandoning the author's copyright

protection -- so that the work will become part of the public

domain. Without debating the technical tax aspects of such a

rule, from a public policy viewpoint such a requirement is most

charitably characterized as unfortunate.
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Compliance and Administration Issues

Each of the above fact-intensive issues will, of

course, be subject to review by the Internal Revenue Service,

with the ultimate resolution being time-consuming and expensive

for both taxpayers and government. More fundamentally, this

new system based largely on guesswork and surmise is certain to

prove a source of taxpayer compliance difficulties. One would

have thought that the government would strongly disfavor rules

that will encourage aggressive position-taking based on the

highly subjective matters such as those involved here.1 0

The merits of attempting, in any context, to provide

a "matching" rule based upon such elusive matters as the re-

quired allocation of authors' costs, and the revenue estimated

to be derived from projects, might fairly be debated. Whatever

value the change might possess in the abstract, however, is

completely swallowed up by the administrative and practical

difficulties that will be faced by the group affected by this

change. Virtually all of the affected taxpayers are individ-

uals. It may be speculated that many prepare their tax returns

without professional assistance. For these persons, it simply

is the case that the tax law will be incomprehensible. These

persons then will have the choice of incurring the expense of

retaining a professional return preparer, or, in many cases, of

failing to comply with the law. It is defensible to impose

sophisticated tax accounting concepts to more accurately mea-

sure income on taxpayers who ordinarily employ such concepts in

their business. It is totally indefensible to impose rules

fraught with interpretive difficulty on persons who will fre-

quently be without means to understand or deal with such rules.

Writers vs. Other Service Providers

Authors are not alone among service-providers in

incurring expenses in advance of related receipts. 1 1 A lawyer

k-
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may work for years on a case, particularly where a contingent

fee is involved, and be permitted to deduct expenses when paid,

far in advance of receipt of any fee income. Similarly, an

architect may work on a set of plans for a building over mul-

tiple years, and deduct expenses well in advance of payment for

the services.

There is no apparent basis for providing discrimina-

tory treatment for authors in relation to other service provi-

ders. As the language of Section 263A clearly states, it is

intended to reach persons that produce tangible property --

i.e., property other than a lawyer's brief or an architect's

plans and specifications. Any decision by the Congress to

extend the reach of Section 263A to the expenses of service

providers should be deliberate and uniform.

Revenue Implications

Although one can only speculate as to the amount of

revenue that will be produced by this change in the tax treat-

ment of authors' expenses, available information indicates that

the amounts involved are small, if not trivial. Initially, it

must be borne in mind that the issue is not the allowability

vel non of deductions: the issue is any revenue loss resulting

from deferral of tax collections. Two observations are appro-

priate: one, the group in question, professional writers, have

extremely modest earnings; median income from writing is esti-

mated to be $7,900 per year. Second, an exception to the uni-

form capitalization rules for such persons is not a loophole

that might be exploited by the ingenious in order to gain an

unintended advantage.

An exception should be provided to Section 263A for

the research and writing expenses of professional authors.

The Authors Guild, Inc.
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Joint Comm. on Taxation, General Explanation of the Tax
Reform Act of 1986 508-09 (1987).

2 No assertion is made that expenses associated with writing
activity that fails to satisfy the "hobby loss" provisions
of Section 183 are, or should be, deductible under Section
162.

3 See Hadley v. Commissioner, 819 F.2d 359 (2d Cir. 1987),
rev'g 86 T.C. 764 (1986) and 51 T.C.M. 948 (1986). Former
Section 280 required capitalization of amounts attribut-
able to the "production of a . . . book . . . ." Section
280(a), as in effect prior to the Tax Reform Act of 1986.

4 In relevant part, Section 263A applies to the "production"
of "tangible personal property." Section 263A(b)(1). The
term "produce" is defined for this purpose to include
"construct, build, install, manufacture, develop, or im-
prove." Section 263A(g)(1). Only through a strained
reading of these words could the act of writing a manu-
script be included among the targeted activities. More-
over, while the statute defines "tangible personal prop-
erty" to include a "book" (Section 263A(b) flush
language), the logical effect of that provision would seem
to be to subject the manufacturer of the book (e.g., the
publisher, binder, printer, etc.) to the new rules, rather
than the author of the manuscript that underlies the book
to be published. The similarity of the structure of Sec-
tion 263A and former Section 280 underscores the argument
that neither section is applicable to authors.

5 H. Rep. No. 99-841, 99th Cong., 2d Sess. 11-308 n.l (1986)
(emphasis added).

6 Such expense might include telephone, freelance typist,
utilities, cost of periodicals and the like.

7 Rev. Rul. 60-358, 1960-2 C.B. 68.

8 The Court of Appeals for the Second Circuit characterized
the attempt to apply the income forecast method to
authors' expenses in Hadley, supra, as follows:

"In an activity as ephemeral as writing a book,
the difficulties in estimating a future income
stream and determining the time of ultimate write-
off when it becomes clear that either a book will
not be published or, if published, will not sell,
appear immense."

9 That is not to say that the income forecast method can
never produce appropriate results. In the context of a.
movie company, or publishing house, the volume of
amortizable films or books should yield reasonable results
due to an averaging process. An individual author -- who
may produce a major work only once in several years --
obviously has no such benefit of an averaging phenomenon.

10 One need only examine the numerous factual-issue cases
that fill the Tax Court docket, or the various recent Code
penalty provisions relating to valuation (e.q., the Sec-
tion 6659 and 6660 valuation overstatement and
understatement penalties) to confirm the difficult problem
of tax administration that arises from the presence of
factual issues in the tax law.

11 Commentators have observed that authors are properly char-
acterized as receiving income from the sale of services,
rather than from production of an asset. Note, Tax Treat-
menitof Prepublication ExPenses of Authors and'Publishers,
82-Mich. L. Rev. 537(1983). -See also Hadle , supra.
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KATHERINE AUSTIN
170 OLIVER AVE.

SAN DIEGO, CA 92109
(8 1) 270T777

September 2, 1987

The Stnate Finance Committee
Laura Wilcox, Hearing Clerk
SDOB 205
Washington, D.C. 20510

Dear Committee Members:

The TRA-86 section of the 1986 Tax Reform Act is not fair to
writers, especially unpublished ones. I want to officially
protest this section of the act. Should it pass I will not be
able to continue with my chosen career of writing fiction
because I will not be able to deduct my expenses
proportionally to my income.

Lumping writers together with manufacturers and forcing us to
follow the rules of capitalization to deduct our writing
expenses is crippling and unrealistic.

Please don't let this nation lose a valuable resource because

of an oversight in the structuring of the tax laws.

Please vote that this section, TRA-86 not be passed as is.

Thank you for your attention.

Yours truly,

Katherine Austin
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July 15, 1987

Hon. Lloyd Bentsen
Chairman
Committee on Finance
United States Senate
205 Dirkson Bldg.
Washington, D. C. 20510

Dear Mr. Chairman:

I am pleased to respond to your request for comments on the
Technical Corrections Bill(S.1350)by bringing to the attention of
the Committee a matter that is of major significance to Puerto
Rican banks.

As a consequence of successive amendments to the Internal Revenue
Code a special provision, Section 882(e)originally enacted as a
benefit to Puerto Rican banks, now operates adversely to their
interest. The Puerto Rican banks are taxed on U. S. Government
obligations while other non-U.S. banks are not taxed on such
obligations. This anomaly results from the following legislative
sequence:

1. Generally, banks organized in Puerto Rico are taxed as
foreign banks under the Internal Revenue Code. As regulated
members of the Federal Reserve System, Puerto Rican banks as
in the case of U. S. Mainland banks, meet reserve
requirements by investments in U. S. government obligations.
The banks incur interest expense on the funds they borrow to
obtain the reserve assets. The problem relates to the
interest received by the Puerto Rican banks on the U. S.
government obligations held to meet the reserve
requirements.

2. Prior to 1966, the interest received by Puerto Rican banks
on government obligations(as in the case of such payments to
other foreign banks)was subject to a 30 percent tax on the
gross interest payment. This 30 percent tax made the
investments uneconomic since the withholding tax was greater
than the net income. Section 882(e)was enacted in 1966, so
that U. S. tax would be imposed on a net basis for income
from U. S. government obligations received by possession
banks. This was achieved by deeming such income to be
effectively connected with a U. S. trade or business and
therefore taxable by the U. S. on a net income basis after
deducting their interest expense. Thus, the 30 percent tax
no longer applied.

3. In 1984, the Congress allowed S. Government obligations
held by foreign persons to be mpt from the 30 percent or
other U. S. tax. This exemption did not apply to Puerto
Rican banks because section 882(e)was not changed;
therefore, U. S. government obligations held by Puerto Rican
banks continued to be taxable by the U. S.

4. The 1986 Tax Reform Act added a substantial additional tax-a
branch profits tax-that applies to non-U, s. corporations
that have effectively connected U. S. income. Since section
882(e)deems income from U. S. Government obligations to be
effectively connected, Puerto Rican banks will pay not only
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the U. S. corporate tax on such income, but an additional
branch tax liability. The total U. S. tax(corporate tax
plus branch tax)is projected to generate losses on Puerto
Rican banks' investments in U. S. government obligations.

The details of this sequence of events are set forth in an
accompanying memorandum.

As a result, non-U. S. banks, other than Puerto Rican banks, can
now hold qualifying U. S. Treasury securities free of any U. S
corporate or withholding tax, while Puerto Rican banks, which
hold such investments under banking requirements, are subject
both to the U. S. corporate tax and the branch level tax on
income from such investments. This result is based solely on the
special rule(initially designed to be a benefit for Puerto Rican
banks)that their interest income on U. S. obligations is deemed
effectively connected income. In view of the evolution of the
basic U. S. rules, what was once a benefit Is now a serious
penalty.

Puerto Rican banks, therefore, should not continue to be subject
to the mandatory rule of section 882(e)deeming any interest
received by them on U. S. government obligations to be
effectively connected income since other non-U. S. banks are not
subject to such taxation.

The deemed effectively connected income rule should be eliminated
with rules to permit an orderly transition. This would have the
effect of treating Puert.o Rican banks in a similar manner as
other non-U. S. banks.

This letter is written on behalf of a consortium comprised by
Banco Popular de Puerto Rico, Banco de Ponce, Banco Central
Corporation, and several other Puerto Rican banks.

Very truly yours,

nc losure

Memorandum Re-: Technical Corrections Required to Remedy
Unintended Adverse Effects of the Tax Reform
Act of 1986 on Puerto Rican Banks

Banks organized in Puerto Rico are being very adversely
affected by apparently unintended results of the new branch
level tax rules and other changes enacted as part of the Tax
Reform Act of 1986. The combined effect of the 1986 and
1984 Reform Acts, results In a discriminatory tax impact
against Puerto Rican banks when compared to the tax treat-
ment of other similarly situated foreign banks and foreign
investors. The problem can be solved by a simple technical
correction. This memorandum will describe the nature of the
problem and the legislative remedy which Is proposed.
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BACKGROUND OF THE PROBLEM

For U.S. tax purposes, corporations organized in Puerto Rico

are treated as foreign corporations. Foreign corporations

which earn U.S. source investment income not effectively

connected with the conduct of a trade or business In the

U.S. are generally subject to a 30% flat-rate tax on the

gross amount of this income. The tax, which Is imposed by

Section 881(a) of the Internal Revenue Code, is collected by

requiring U.S. payers to withold it from payments to foreign

corporations at the 30% rate or at a lower treaty rate, If

applicable.

In the early 1960's, Puerto Rican banks pointed out to

Congress that although they were treated as foreign corpo-
rations for tax purposes, they were also subject to U.S.

banking regulations. Under those regulations, banks or-

ganized in Puerto Rico and other U.S. possessions are

effectively required to hold large portfolios of U.S.

government obligations to meet reserve requirements. Since

the banks pay interest on the funds they borrow to acquire

the U.S. government obligations, the 30% withholding tax on

gross interest income from those obligations resulted in an

unfairly high effective tax rate.

In, response to this inequity, Congress included a relief

provision in the Foreign Investors Tax Act of 1966. That

provision, which was enacted as Section 882(e) of the
Internal Revenue Code, provides that interest on U.S.

government obligations received by banks organized in a U.S.

possession shall be treated as income effectively connected

with the conduct of a U.S. trade or business, regardless of

whether it is In fact effectively connected. Accordingly,

the Interest which possession banks receive on U.S. govern-

ment obligations is not subject to the 30% flat-rate tax on

gross income, but Instead is taxed at the regular corporate

rates after allowance of deductions for expenses, including

Interest costs, regardless of whether or not the possession

bank is engaged in a trade or business In the United States.

The effect of this amendment was to permit Purto Rican banks

their continued Investment In U.S. government obligations

without' being exposed to the 30% gross Income tax as the

situation otherwise required for other foreign Investors.
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The 1966 amendment provided very necessary relief for pos-
sessions banks until 1984. By that year, Congress had grown
concerned that the 30% withholding tax on investment In-
terest paid to foreign Investors had become a major impedi-
ment to the ability of U.S. coporations and the U.S. govern-

4

ment to borrow abroad. To remove that obstacle, Congress
Included In the Tax Reform Act of 1984 a provision codified
as Section 881(c) repealing the 30% withholding tax on

interest paid on certain U.S. portfolio investments to
foreign corporations and nonresident alien individuals. As
a result, foreign banks not located in U.S. possessions and

not engaged in a trade or business in the U.S. are now
entirely exempt from U.S. income tax on Interest earned on
qualifying portfolio investments In U.S. corporate and
government obligations. Foreign banks that are actually

doing business in the United States may also invoke the
portfolio Interest exception if the income Is not
"effectively connected" with a U.S. trade or business.

Banks organized In U.S. possessions are also generally
eligible to avail themselves of the exemption from tax on
interest from U.S. portfolio Investments. However, in
amending the withholding tax provisions of Code Section
881(c), Congress apparently overlooked making a corres-
ponding amendment to Code Section 882(e), which contains the
special rule for interest paid on U.S. government

obligations to possessions banks. As a result, the pos-

session banks are still required to treat all Income from
U.S. government obligations as effectively connected with a
U.S. trade or business and pay the tax on any net income
resulting therefrom - even though the Income may not in fact
be connected with a U.S. trade or business. Thus, a pro-
vision (Section 882(e)) originally added to the Internal

Revenue Code as a relief measure for possessions banks not
only became unnecessary following the 1984 legislation, but
actually placed them in a position of disadvantage in com-
parison with other foreign investors.

THE CURRENT PROBLEM

Certain changes made by the Tax Reform Act of 1986 will
further aggravate the effect of continued applicability of
Section 882(e). When the 1.986 amendments are combined with
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the portfolio Interest changes introduced in 1984 without a
corresponding amendment to Section 882(e), the difference in
tax treatment of Puerto Rican banks reaches a serious degree
of discrimination when compared to other foreign banks.
These problems are discussed In the paragraphs which follow.

. Branch level tax on interest

Section 884(f), enacted by the Tax Reform Act of 1986,
requires foreign corporations to pay a 30% tax on the amount
by which the Interest expense claimed as a deduction in the
federal income tax return exceeds the interest actually paid
by the United States branch of the foreign corporation.
Foreign banks filing federal income tax returns are required
to compute the allowable interest deduction In accordance
with a formula prescribed by Regulations Section 1.882-5.
In general terms, the Interest deduction determined in
accordance with this regulatory provision depends on the
amount of assets that generate "effectively connected
Income." By definition, U.S. government obligations owned
by Puert Rican banks are "effectively connected assets"
because of Section 882(e), and thereby attract to the

federal return an interest expense deduction in excess of
what is paid by the U.S. branch. The interest so determined
is actually attributable to and Is paid by the banks non
U.S. operations.

The effect of Section 884(f) is that it will require the
possession banks to apply a branch level tax at the rate of
30% on the amount of interest expense paid by the bank which
Is allocated to the interest income from U.S. government
obligations and claimed as a deduction against such income
in the federal income tax return. In the usual case, this
tax will far exceed the profit "spread" earned from the
investments, and to a large extent will place the banks back
In the same position they were in before Section 882(e) was
enacted for relief in 1966. Other foreign banks are not so
similarly treated.

Branch profits tax

In addition to the branch level tax on excess interest
deductions allocable to income from U.S. government
obligations, Section 884, will generally impose a 30% tax on
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the net earnings of foreign corporations required to be
reported In the federal tax return, to the extent such
earnings are deemed not to be reinvested in the U.S. This
is the equivalent of the 305 withholding tax which is
generally Imposed upon dividends paid from a U.S. subsidiary
to a foreign stockholder.

The starting point in determining whether a foreign corpo-
ration will be subject to the branch profit tax Is the
concept of "effectively connected earnigna and profits" for
the taxable year. In the case of Puerto Rican banks, this

term includes, because of Section 882(e), the interest
generated from U.S. government obligations. The effect of
Section 884 is that Puerto Rican banks will be exposed to
this additional tax on the net earnings attributable to

their investments in U.S. government obligations, at such
time as these earnings are considered under the rule as
having been repatriated from the U.S. It should also be

observed that Puerto Rican Banks not engaged in a U.S.
branch operation are technically exposed to the branch

profit tax because the interest earned on the U.S.

obligations is considered as "effectively connected earnings

and profits." Other foreign banks will be subject to the
branch profit tax only to the extent of earnings generated
and attributable to an actual branch operation being

conducted in the United States.

. Dividend sourcing rule

Another change made by the Tax Reform Act of 1986 which may

bring about unintended results due to the continuation of
Section 882(e) is the amendment to Section 861(a)(2)(B), the

sourcing rule for dividends from foreign corporations. The
rule now provides that dividends received from a foreign

corporation will be considered all or in part as U.S. source

income if 25% or more of the corporation's gross Income from

all sources for the preceding 3-year period was effectively
connected (or treated as effectively connected) with the

conduct of a trade or business in the U.S. The Tax Reform

Act of 1986 reduced the percentage threshold in this rule to

the present 25% from 50%.

This rule is very significant for stockholders who are U.S.
citizens residing in Puerto Rico, in that they are exempt
under Section 933 from federal income tax on all income from
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Puerto Rican sources (instead, Puerto Rico residents are
taxable on such income In Puerto Rico). The rule is also
significant for other U.S. persons, for whom the result of
the sourcing rule will determine whether they are entitled
to relief from double taxation on the Income through the
foreign tax credit mechanism (dividends paid by Puerto Rican
corporations to nonresidents of Puerto Rico are generally
subject to Puerto Rican withholding taxes).

The continuing requirement of Section 882(e) that the Puerto

Rican banks treat all income from U.S. government obliga-
tions as effectively connected Income may bring some of
these banks dangerously close to the new 25% threshold in
the income sourcing rule. Dividends from foreign corpora-
tions which are not subject to Section 882(e) are not so
jeopardized.

SUMMARY OF THE PROBLEM

In summary, as a result of apparently unforeseen con-
sequences of the tax legislation in 1984 and !986, Section
882(e) now has the following adverse effects:

1. Possession banks are exposed to federal taxes on
the taxable income generated by investments In U.S.
government obligations, which are not in fact
connected with a U.S. trade or business, while
other foreign investors making similar investments
may enjoy complete exemption from federal income
taxes.

2. It exposes the possession banks to the 30% branch
level tax on interest expenses allocable to the
income generated by these investments, a tax which
will invariably far exceed the net income actually
generated from the investments, while other foreign
investors will be subject to these rules only In
connection with income actually generated by the
U.S. trade or business.

3. it exposes the Puerto Rican banks to the new 30%
branch profits tax to the extent the net earnings
from U.S. government obligations not related to the
U.S. trade or business are deemed to have been
repatriated from the U.S., while other foreign
investors will be subject to these rules only in
connection with Income actually generated by the
U.S. trade or business.

4. It exposes stockholders of the Puerto Rican banks
to increased risk that all or part of their divid-
ends from the banks will be treated, unjustifiably
we believe, as U.S. source Income possibly subject
to double taxation.
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The effects of the firat three items can be seen in the
accompanying illustration.,

PROPOSED TECHNICAL CORRECTIONS

Unlike banks in Guam and certain other U.S. possessions,

which are spared some of these federal tax problems by
specific exceptions favoring those Jurisdictions only
(Sections 881(b) and 882(e)), the banks organized in Puerto

Rico are alone in having to seek a legislative remedy.

It is evident that all of the above-cited problems are the
result of the continued existence of the requirement under
Section 882(-) that the possession banks treat all income

from U.S. government obligations as U.S. effectively con-
nected income, even where such income Is not in fact so

connected. This rule was rendered unnecessary by the 1984
legislation repealing the 30% tax on U.S. portfolio debt

investments by foreigners, and was rendered altogether

inappropriate by the interaction of changes made by the 1986

legislation.

The most expeditious solution to all of these problems will

be to Include the following provision in the technical
corrections bill currently being drafted:

o Amend Section 882(e) to provide the possession
banks with an election not to have this provision
apply at all, effective for taxable years beginning
after December 31, 1986.

This amendment would be the most straightforward remedy and
would resolve all of the problems cited above. However, it

should be anticipated that for some banks, the immediate

shifts which may be necessary in their U.S. government
investment portfolios to comply with the conditions of the
portfolio debt investment rule will be Imprudent from an

investment standpoint (e.g., all U.S. government obligations

issued prior to July 19, 1984 will have to be disposed of
right away). These banks might prefer to continue to

utilize Section 882(e) for Its originally intended purpose
(to avoid the regular 30% withholding tax) until the older

investments can be disposed of without adverse effect, even

if this might mean that they would continue to be exposed to

the regular corporate income tax on the taxable income which

might result. However, in foregoing the election out of
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Section 882(e), they should still be afforded roller from
the harsh effects of the_ Tax Reform Act of 1986 cited
herein. Accordingly, the following additional amendments
are proposed.

o For possession banks which may choose not to avail
themselves of the "election out" of Section 882(e),
amend Section 884, the branch tax rule, to provide
that the taxes provided for in that Section shall
be determined without regard to any Income which Is
treated as U.S. effectively connected income solely
by reason of Section 882(e), and the assets and
liabilities related thereto.

0 Also for possession banks which may choose not to
avail themselves of the "election out" of Section
882(e), amend Section 861(a)(2)(B), the dividend
sourcing rule, to provide that the determination of
U.S. effectively connected income for purposes
thereof shall be made without regard to any income
which is treated as U.S. effectively connected
income solely by reason of Section 882(e).

ILLUSTRATION OF ADVERSE FFE CTS OF SECTION 882(e)
ON PUERTO RICAN BANKS

Puerto Rican
banks

ASSUMED FACTS:

Interest income from U.S.
government obligations

Deductions allowed against
effectively connected income:

Interest expense allocated

Other expenses allocated

Taxable Income

$10,000,000

(9,000,000)

(500,000)

$ 500,000

Other foreign
investors

*10,000,000

N/A

N/A

N/A

TAX UNDER OLD LAW:

"Regular" federal tax
(34% of $500,000)

ADDITIONAL TAXES UNDER NEW LAW:

Branch level tax on interest
deduction (305 of $9,000,000)

Potential additional branch
level tax on dividend equiva-
lent amount (30% of $500,000
less $170,000)

$ 170,000

$ 2,700,000

$ 99,000

None

None

None
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Bank of America

Peter H. Levy
Senior Tax Counsel

Tax Dpanment

July 23, 1987

U.S. Senate Finance Committee
S.D. 205
Washington D.C. 20310

Subject: Technical Corrections Act of 1987

Gentlemen:

On behalf of BankAmerica Corporation and on behalf of
the corporations included with BankAmerica Corporation in its
consolidated Income Tax Return including Bank of America
National Trust & Savings Association, the following comments
are respectfully submitted.

1) Act Section 112(a) (3) modifies the "look-thru" (sic)
provision of 904(d) (3) in a manner which discriminates
against recipients of financial services income. This
paragraph, for example, permits high withholding tax
interest received by a manufacturing company from its
wholly-owned manufacturing subsidiary to be treated as
overall limitation income. On the other hand, if a Bank
makes an intercompany loan to an Indonesian subsidiary
engaged in the banking business strictly within
Indonesia, the tax withheld on repayments by the
subsidiary will not be subject to the "look-thru" rule,
and thus will be treated as high withholding tax
interest.

The taxpayer believes that this provision is
inappropriate and unconscionable for the following
reasons:

(a) It discriminates against a particular industry for
no apparent reason;

(b) It is not a technical correction in that it
substantially alters the operation of this Code
Section without furthering any intention expressed
in the prior Committee Reports; and

(c) It is inconsistent with the conference agreement.
Volume II, page 586 of the conference report
accompanying HR 3838 states: "The conference
agreement does not limit the application of the
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separate limitation for high withholding tax
interest to interest earned by banks, financial
institutions, insurance companies, and related
persons. The agreement extends the provision's
application to all interest recipients (...)
because entities other than financial institutions
making high withholding tax loans may receive the
same tax advantages under present law as financial
institutions making such loans..."

"Consistent with its extension of the provision to all
interest recipients..."

That same portion of the conference report goes on to
indicate that the look-through rules themselves operate
to prevent the potential abuse which might result were
the Indonesian subsidiary itself to make a high
withholding tax loan to an unrelated customer.

Additionally, the Bank wishes the committee to note that
the only reliable source of non-local currency funding
for subsidiaries of American banks in many foreign
jurisdictions is an intercompany loan. Thus, imposition
of this harsh provision with respect to intercompany
loans may substantially undercut the competitive
position of American banks doing business abroad.

2) Act Section 112(a) (5) amends the grandfather rules for
tax credits with respect to high withholding tax
interest by specifying that "all members of an
affiliated group of corporations filing a consolidated
return shall be treated as one corporation". The
taxpayer is concerned that this creates or leaves in
place ambiguity with respect to loans generating high
withholding tax interest in the hands of foreign
affiliates. We suggest that the rule be clarified to
eliminate any potential differentiation between domestic
and foreign affiliates for purposes of the grandfather
rules by adding the following phrase after the word
"return" in the preceding sentence: "and any controlled
foreign corporation (within the meaning of § 957) in
which one or more includible corporations (within the
meaning of S 1504(b)) is a U.S. shareholder (within the
meaning of § 958)".

We believe that this modification is consistent with the
intent to grandfather existing loans to borrowers
resident in the enumerated countries. Any movement of a
loan participation from a domestic to a foreign
corporation or vice versa should not affect capacity
under the grandfather rule.

Respectfully submitted,

PHL1l:11:tmi
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Bank of America

Petor H. Levy
Senior Tax Counsel

Tax Departmnt July 23, 1987

U.S. Senate Finance Committee
S.D. 205
Washington D.C. 20310

Subject: Technical Corrections Act of 1987
BankAmerica Corporation Summary of Comments

Gentlemen:

1) Act Section 112(a) (3) modifies the "look-thru" (sic)
provision of 904(d) (3) in a manner which discriminates
against recipients of financial services income.

The taxpayer believes that this provision is
inappropriate and unconscionable for the following
reasons:

(a) It discriminates against a particular industry for
no apparent reason;

(b) It is not a technical correction in that it
substantially alters the operation of this Code
Section without furthering any intention expressed
in the prior Committee Reports; and

(c) It is inconsistent with the conference agreement.

2) Act Section 112(a) (5) amends the grandfather rules for
tax credits with respect to high withholding tax
interest by specifying that "all members of an
affiliated group of corporations filing a consolidated
return shall be treated as one corporation". The
taxpayer is concerned that this creates or leaves in
place ambiguity with respect to loans generating high
withholding tax interest in the hands of foreign
affiliates.

Respectfully submitted,

PHL1l :12:tmi
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By Hand

William Wilkins, Esq.
Chief Tax Counsel
Committee on Finance
205 Dirksen Senate Office Building
Washington, D.C. 20515

Res Comments on Technical Corrections Act of 1987
-- Amendment to Alternative Minimum Tax
Concerning Bank Bad Debt Reserves

Dear Bill:

I am enclosing a statement regarding the proposed
Technical Corrections Act of 1987 on behalf of the following
bank companies:

Bank of America
Bankers Trust Company
Chemical Bank
Citibank
Continental Illinois National Bank and Trust

Company of Chicago
First National Bank of Chicago
Irving Trust Company
Manufacturers Hanover Trust Company
Mellon Bank

We are proposing a technical correction to section 701
of the Tax Reform Act of 1986, which concerns the
alternative minimum tax for corporations. The alternative
minimum tax provision in the 1986 Act fails to take account
of a timing difference between book and tax income caused by
repeal of the tax bad debt reserve. Because the reserve
continues to be maintained for book purposes, taxable income
is accelerated under the alternative minimum tax, creating a
very large potential double tax when the bad debt is
subsequently deducted for tax purposes. This is the reverse
of the timing difference addressed by the alternative
minimum tax credit, and it therefore requires a new and
different solution.

This problem is a very serious one for commercial
banks. The extraordinary additions to bad debt reserves
that have been made this year with respect to loans to the
less developed countries have greatly magnified the adverse
impact of this technical problem with the minimum tax.
Consequently, unless the provision is amended, commercial
banks will be subject to a very substantial and unintended
double tax on the same income.

We appreciate the opportunity to comment on the
proposed legislation.

Sincerely,

n .Chapoton

JEC/kmw
Enclosure
cc w/enclosure: Laura Wilcox (5)

Mary McAuliffe (5)
John Colvin
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CORPORATE ALTERNATIVE MINIMUM TAX

Book Income Adjustment

Technical Correction to Provide
Limited Adjustment for Bad Debt Reserves of Commercial Banks

(Tax Reform Act S5701- 702 & 901; Code SS56(f) & 531

Background

The Tax Reform Act of 1986 ("Act") repealed the prior

add-on minimum tax on corporations and created a new alter-

native minimum tax ("AMT") at a rate of 20 percent. The tax

base for the corporate AMT consists generally of regular

taxable income increased by the taxpayer's tax preferences

and adjustments to negate accelerated deductions, and

reduced by the exemption amount. A new item included in the

AMT base as a preference for corporations for tax years

beginning in 1987, 1988, and 1989 is the adjustment for book

income. In general, a corporate taxpayer is required to

increase its alternative minimum taxable income ("AMTI") by

one-half of the difference between the adjusted net income

it reports for financial statement purposes and its AMTI

before this adjustment. After 1989, the book income

adjustment is to be replaced by a ndw, broader measure of

business profits more precisely defined and tied to tax

earnings and profits -- "adjusted current earnings."

As under prior law, the Act provides a credit in the

amount of the minimum tax paid that may be used to offset

regular tax liability (but not below minimum tax liability)

in future taxable years. Only the minimum tax attributable

to timing differences between book and tax income ("deferral

preferences" as opposed to "exclusion preferences") can be

carried forward in this manner. This type of timing differ-

ence arises when a tax deduction occurs in advance of the

book deduction, such as in the case of accelerated deprecia-

tion for tax purposes. The effect of such tax preferences

is to defer taxable income (and thus regular tax liability)

to a future year. The AMT credit corrects for this timing

difference and prevents double taxation by allowing a

minimum tax paid to offset regular tax liability in future

years. The Act treats the book income adjustment as a

deferral preference for this purpose. -

The Act also repealed the deduction for bad debt
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reserves for most taxpayers and in so doing created a new

type of timing difference. Taxpayers must now generally

account for bad debt losses using the specific charge-off

method for tax purposes -- i.e. taking a deduction when a

debt is actually written off -- even if they maintain bad

debt reserves for financial accounting purposes. Thus, the

repeal of the tax bad debt reserve has the opposite effect

of a deferral preference. A deferral preference defers

taxable income, and hence regular taxes, to future years.

Use of a reserve for book but not tax purposes postpones

book income and consequently accelerates taxable income and

regular tax. This "reverse" timing difference has been

incorporated into the minimum tax through the book income

adjustment, with the result that a taxpayer may be subject

to minimum tax liability with respect to income that has

already been subject to tax, in the subsequent taxable year

in which the bad debt deduction is allowed for tax purposes.

The amount of double tax liability that will result

from this reverse timing difference will be-very substantial

in the case of banks that have made extraordinary additions

to bad debt reserves in 1987 to account for expected losses

on loans made in the less developed countries. Such

additions will reduce 1987 book income below the level of

AMTI. To the extent this occurs, under present law banks

will, in effect, lose their loan loss deduction from book

income because no effect is given to a negative book income

adjustment. Consequently, unless a mechanism is provided to

carry such a negative adjustment forward, a double tax will

occur in 1988 and 1989 when a corresponding loan loss

deduction occurs for tax purposes, which will always

increase the book income adjustment by the full amount of

the deduction. In other words, tax and book deductions are

not fully offsetting, as it was contemplated they would be.

Proposed Technical Correction

It is proposed that there be an adjustment to AMTI

solely for purposes of determining the book income adjust-

ment in 1988 and 1989. Any tax deduction taken by a tax-

payer that represents the charge-off of a loan against an

addition to the taxpayer's loan loss reserve in a prior

post-1986 taxable year would be added to AMTI (the "loan

loss addback"). This adjustment could not exceed the
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"negative book income preference".- i.e. the amount by

which adjusted net book income was less than ANTI in 1987.

An additional adjustment may be necessary if any

additions to baddebt reserves are reversed by a bank in a

subsequent year. Adjusted net book income for the 1988 and

1989 taxable years should be decreased to reflect any

recapture of amounts that were added to the taxpayer's bad

debt reserve in prior post-1987 taxable years. The amount

of this decrease should also be limited to the negative book

income adjustment.

Reasons for Amendment

The purpose of the corporate AMT adopted in the 1986

Act is to ensure payment of at least a 20 percent tax on

economic income. A perception of unfairness in the tax

system arises, it is believed, when some taxpayers with

economic income pay little or no tax, even though the

reduced tax liability is a result of incentives and prefer-

ences built into the tax system and despite the fact that

the benefits of tax preferences are very often passed

through by the taxpayers who are their direct beneficiaries.

The book income adjustment to taxable income created by

the 1986 Act is not a preference item in the general sense.

It is addressed to no particular tax preference item, but

only to general differences in income reporting, which may

arise for many reasons. No explanation of the purpose of

the book income adjustment is provided in the legislative

history of the 1986 Act. The Joint Committee staff's

General Explanation indicates only that its purpose was to

"achieve both real and apparent fairness" by requiring that

some tax be paid whenever a taxpayer publicly reports

earnings on its financial statements. General Explanation

at 434.

The purpose of the minimum tax credit is to ensure

that, if a deferral preference creates a timing difference,

the same amount of income will not be taxed twice -- once

when a deduction is taken for regular tax purposes and again

after the timing difference reverses. However, in the case

of the reverse timing difference created by the repeal of

the bad debt reserve, the minimum tax credit provides no

relief. The absence of relief is particularly unfair
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because th-ia timing difference is not a preference. There

is no deferral of -the tax liability (as ordinarily results

from a timing preference); instead there is an acceleration

of tax liability. Under the minimum tax as presently in

effect, taxpayers with identical income may incur different

tax liabilities, as the examples set out in the Appendix

demonstrate. Such a result is inherently unfair and should

certainly be remedied.

The proposed loan loss addback adjustment is intended

to avoid the double taxation that otherwise would result

from this reverse timing difference. Under the proposed

provision, taxpayers with similar economic incomes for the

period during which the book income adjustment is in effect

will pay similar amounts of taxt The provision should

create no perception of unfairness. Indeed, it is essential

to prevent real unfairness. As the attached example

illustrates, a taxpayer that has no economic income could

have a minimum tax liability absent tho type of adjustment

being proposed. Clearly it is fair to prevent the assess-

ment of a double tax and provide equitable tax treatment for

similarly situated taxpayers.

The double tax that can result from the timing differ-

ence created by the repeal of the tax bad debt reserve is

obviously an unintended glitch. The drafters of the minimum

tax provision explicitly assumed that, absent tax

preferences, AMTI would not be less than book income.

Senate Report at 520 n. 4. In fact, that is exactly what

happens to a commercial bank that maintains a book bad debt

reserve when it writes off a loan for tax purposes. The bad

debt deduction in the later year corresponds to a book

deduction claimed in an earlier year (which is not a tax

preference but a tax penalty). Moreover, the double

taxation problem created by the repeal of the bad debt

reserve is limited to the 1987 through 1989 taxable years.

The adjusted current earnings mechanism that becomes

effective in 1990 will eliminate the loan loss reserve

problem because it is limited to recapturing true tax

preferences and thus does not affect bad debt deductions.

And the adjusted current earnings concept was intended to be

at least as broad as the book income adjustment in its

coverage. General Explanation at 435.
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In addition, if no technical correction is made,

commercial banks might be discouraged from making needed

adjustments to loan loss reserves because of the double tax

liability that might result. This result conflicts with the

expressed intent of Congress that the minimum tax provision

not interfere with appropriate methods of accounting.

General Explanation at 456.

Supplemental Information

This statement is submitted by John E. Chapoton, Thomas

A. Stout, Jr., Christine L. Vaughn and Debra J. Duncan of

Vinson & Elkins, 1455 Pennsylvania Avenue, N.W., Washington,

D.C. 20004-1007, telephone no. (202) 639-6500, on behalf of

the following:

Bank of America
Bankers Trust Company
Chemical Bank
Citibank
Continental Illinois National Bank and Trust

Company of Chicago
First National Bank of Chicago
Irving Trust Company
Manufacturers Hanover Trust Company
Mellon Bank

APPENDIX

The following example illustrates the inequity that
occurs when two banks, which over time have the same book
income and charge-offs, use different financial accounting
methods. The example demonstrates that the present AMT does
not contemplate the existence of the reverse timing
difference created by loan loss reserves. The result is
that one bank pays tax while the other pays no tax even
though neither bank has any economic income. Contrary to
Congressional intent that the book income adjustment not
interfere with financial accounting methods, total tax paid
depends on whether the taxpayer uses a reserve method of
accounting for book purposes.

Assumptions:

0 Bank A and Bank B have no alternative minimum tax
preferences or adjustments other than the book income
adjustment. Thus, taxable income and alternative
minimum taxable income before the book income
adjustments are equal.

Bank A has a loan loss provision for book purposes in
1987, and takes bad debt deductions for tax purposes
equal to that provision over 1988 and 1989. Bank B has
a book loan loss provision for each year equal to its
tax charge-off for that year.

Neither Bank A nor Bank B have a portfolio of
pre-8/7/86 tax-exempt obligations, or any other
tax-exempt obligation which would be subject to the
minimum tax through the book/tax adjustment.

Neither Bank A nor Bank B have foreign tax credits in
any year.
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BuaKA

FINANCIAL STATEMENT

1987: Book Income Before Loan Loss - $ 1,000
Loan Lose Provision 0 3,500
Pre-Tax Book Income (Loss) - $ (2j500)

Sumary

Income
Loan Losu/Charge-OLff
Minimum Tax Liability
Regular Tax Liability

1988: Book Income Before Loan Loss
Loan Loss Provision
Pro-Tax Book Income

Summary:

Income
Loan Loss/Charge-Off
Minimum Tax Liability
Regular Tax Liability

1989: Book Income Before Loan Loss
Loan Loss Provision
Pre-Tax Book Income

Summary:

Income
Loan Loss/Charge-Off
Minimum Tax Liability
Regular Tax Liability
Regular Tax Refund

Cumulative Summary:

Income
Loan Loss/Charge-Off
Minimum Tax Liability
Regular Tax Liabiltty
Regular Tax Refund

Book
$ (2,500)

3,500
0

N/A

$ 1,000
0

$1,000

Book
$ 1,000

0
100
N/A

$ 1,500
0

Book
$ 1,500

0
50

N/A
N/A

Book
0

3,500
150
N/A
N/A

BANK B

FINANCIAL STATEMENT

1987: Book Income Before Loan Loss 0 $ 1,000
Loan Loss Provision a 11000
Pre-Tax Book Income (Loss) 0 $ 0

Summary:

Income
Loan Loss/Charge-Off
Minimum Tax Liability
Regular Tax Liability

Book
$ 0

1,000
0

NIA

TAX RETURN

Taxable Income " $ 1,000
Chargeff = 0
Net Taxable Income " $ 1,000

Tax Return
$ 1,000

0
N/A
400

Taxable Income
Charge-Off
Net Taxable Income

Tax Return
$ 0

1,000
N/A

0

$ 1,000
1 000

Taxable Income a $ 1,500
Charge-Off a 2,500
Net Taxable Income 1'000)

Tax Return
$ (1,000)

2,500
N/A

0
400

Tax Return
$ 0

3,500
N/A
400
400

TAX RETURN

Taxable Income a $ 1,000
Charge-Off "a 1,000
Net Taxable Income 0-$ 0

Tax Return
$ 0

1,000
N/A

0

7-

U
I

I

m

n

I
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1988: Book Income Before Loan Loss
Loan Loss Provision
Pre-Tax Book Income

Summary:

Income
Loan Loss/Charge-Off
Minimum Tax Liability
Regular Tax Liability

$ 1,000
1 000

Book
$ 0

1,000
0

N/A

Taxable Income f $ 1,000
Charge-Off a 1 000
Net Taxable Income -

Tax Return
$ 0

1,000
N/A

0

1989i: Book Income Before Loan Loss
Loan Lose Provision
Pre-Tax Book Income

Sumary:

Income
Loan Loss/Charge-Off
Minimum Tax Liability
Regular Tax Liability

$ 1,500
1 500

Book
$ 0

1,500
0

N/A

Taxable Income $ 1,500
Charge-Off 1,500
Net Taxable Income " L2

Tax Return
$ 0

1,500
N/A

0

Cumulative Sumary:

Income
Loan Loss/Charge-Off
Minimum Tax Liability
Regular Tax Liability

Note: This example also illustrates what
adjusted earnings and profits were

the result would be if
the measure for the minimum

tax adjustment, rather than the book/tax adjustment.

Book
$ 0

3,500
0

N/A

Tax Return
$ - 0

3,500
N/A

0

B
m

U

l
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LAW OrriCes or

BARnY A. NELSON
A O*W6S*6NAL ASSOCATON

Ae S.W 71fWT STRCT. SUITg 201

MIAMI. FLORIDA 00130

SLCLPHON1 (30s) 35s-1s0s

GARRY A NELSON. LL M (TAX) NONTH MIAMI 1frCe

A 080 N t 03" SYNCE'. sVit 300

NORTH MIAMI UCACH. £LOMIOA 3368

June 30, 1987
OA0 9(30S) 9449500

Ms. Laura Wilcox 
NOW A11 (305) $25 333

Hearing Administrator
committee on Finance
Room S D - 205
United States Senate
Washington, D.C. 20510

Re: Comments on Technical Corrections Legislatiol

Dear Ms. Wilcox:

This letter is a response to Chairman Lloyd Bensten's
request for comments to the Technical Corrections Bill of 1987.
My comments are isolated to the Generation-Skipping Transfers Act
provisions. More specifically, my comment relates to Section 114

(g)(3) of the Technical Corrections Bill (hereinafter referred to

as the "Bill") and Section 1433 of The Tax Reform Act of 1986
(hereinafter referred to as the "Act").

Since the Act was signed into law, many taxpayers, relying
on the Committee Reports, "Blue Book" and tax professionals have
made gifts in trust for their grandchildren to take advantage of

the $2,000,000 per grandchild exemption provided under Section
1433 (b)(3) of the Act. The House Committee report to the Act
states as follows:

"A special exemption from the Generation-
Skipping Transfer Tax is provided for certain
direct skips (either in Trust or otherwise) to
grandchildren of the grantor. For each guarantor,
this special exemption is limited to $2,000,000.
per grandchild."

The "Blue Book" prepared by the Staff of the Joint Committee
on Taxation released on May 7, 1987 states on page 1266:

"A special exemption from the generation-
skipping transfer tax is provided for certain
direct skips (either in trust or otherwise) to
grandchildren of the grantor prior to 1990. For
each grantor, this special exemption is limited to
$2 million per grandchild."

Although there were certain technical deficiencies in the
drafting of this $2,000,000. per grandchild exemption, many tax
professionals were, prior to release of the Bill, under the
impression that a gift to a Trust established for a grandchild
would qualify for the $2,000,000. per grandchild exemption if the
Trust was an Estate Trust from which distributions of income or
principal may be made to a single grandchild during the term of
the Trust, and which is payable to the grandchild's estate upon
the grandchild's'death prior to the time otherwise specified for
trust termination. See PLANNING OPPORTUNITIES THAT TAKE
ADVANTAGE OF THE NEW GENERATION-SKIPPING TAX PROVISIONS, 14
Estate Planning Magazine 66 (March/April, 1987).

There were no provisions in the Act, nor the Committee
Reports that would give a tax professional any idea at all that
to qualify for the $2,000,000 exemption, all of the income of the
Trust must be distributed to the grandchild no less often than
annually once the grandchild reaches age twenty-one. This
requirement was added by Section 114 (g) (3) (B) (iii) of the
Bill.

Because of the substantial tax benefit of taking advantage
of the $2,000,000 per grandchild tax exemption, many tax



443

professionals and taxpayers relied on the language of the Act,
and the House Committee Report (which appeared to have been
followed by the Conference Committee Report), and the "Blue
Book", and made gifts into estate trusts with provisions similar
to those described above. Obviously, to obtain the desired
estate tax advantage, these trusts must be irrevocable.

It appears that the Bill goes beyond the scope of the Act
with respect to the requirement that all income of a trust be
distributed once a grandchild attains the age of twenty-one,
especially if the Trust is an estate trust which must be included
in the grandchild's estate if he predeceases the date that trust
assets would otherwise be distributed outright to the grandchild.

Those taxpayers who established estate type trusts as
described above should not be penalized by the substantive change
made by the Bill to the $2,000,000 per grandchild exemption.
Either the Bill should bg amended to provide that an estate type
trust qualifies for the $2,000,000 exemption under the
circumstances described above regardless of whether income is
distributed annually, or such trusts established before taxpayers
reasonably became aware of this new requirement should be
"grandfathered in". This position would be consistent with the
provisions of Section 2056 (b) which effectively provides that an
estate trust is not to be considered to be a terminable interest.

A distribution to a grandchild through an estate trust is
preferred by many persons who do not want their grandchildren to
obtain large sums of income upon attaining the age of twenty-one
years. These same grandparents prefer not to make outright
distributions to their grandchildren, not for tax purposes, but
to prevent a situation where the grandchild is not financially
mature enough to manage such funds for the grandchild's best
interest. There should be no tax policy that requires a
grandparent to make either an outright gift to a grandchild or a
gift in a trust that requires income to be distributed to the
grandchild upon attaining age twenty-one where the accumulated
income of the Trust will, in any case, be included in the
grandchild's estate in the event that the grandchild predeceases
the date he otherwise would receive outright distributions from
his trust. Futhermore any accumulated income will be subject to
income tax at the new, less preferential, trust income tax rates.

Based upon the discussion above, I believe it would be more
appropriate to change the Bill in order to permit an estate trust
to qualify for the $2,000,000 grandchild exemption. I can think
of no rationale that would require a grandparent to make a
distribution to a grandchild whereby the grandchild would be
receiving substantial sums of income upon attaining their twenty-
first birthday in order to qualify for favorable tax treatment.
Even at a five percent rate of return, grandchildren would be
receiving income of as much as $100,000 per yei-r from qualified
exemption trusts upon attaining age twenty-one if the full
$2,000,000 exemption amount is deposited in such a trust.
Furthermore, if the terms of the Trust permit accumulation of
income until the child attains the age of twenty-one years, then
it is likely that the amount of income available for distribution
when'the grandchild attains age twenty-one would be substantially
greater than $100,000 per year. Very few of my clients desire
that their grandchildren cbtain any where near these sums when
their grandchildren are in the years of their lives where they
should be attending college and graduate school.

For the reasons mentioned above, I strongly suggest that the
terms of the $2,000,000 exemption provision be amended to allow
an estate trust (and possibly a General Power of Appointment
Trust) to qualify for the $2,000,000 per grandchild exemption
without the requirement that income be distributed annually once
a grandchild attains age twenty-one.

Very truly yours,

BARRY A. NELSON
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TECHNICALL CORRECTIONS BILL
MAKES SUBSTANTIVE CHANGES TO
92 MILLION PER GRANDCHILD

GENERATION-SKIPPING EXEMPTION

By: Barry A. Nelson, Esquire
Barry A. Nelson, P.A.
Miami, Florida

The Tax Reform Act of 1986 (TRA'86) provides an

exemption from generation-skipping transfer tax for transfers

before January 1, 1990 from a donor to a grandchild of the donor

of up to $2 million per grandchild.
1 Since enactment of TRA'86,

tax professionals have been considering the best method for their

clients to make such gifts to their grandchildren which qualify

for the $2 million per grandchild exemption.

The planning considerations for utilizing the $2

million per grandchild exemption are similar to the consid-

erations for the $10,000 annual exclusion. Taxpayers must take

advantage of these exclusions/exemptions while they are alive

because only once such gifts are made can a taxpayer be certain

that his untimely death will not result in the loss of such

exclusions/exemptions. Furthermore, the earlier such

exclusions/exemptions are utilized, the greater amount of

appreciation and income from the transferred assets avoids estate

and generation-skipping taxes in the donor's estate.

Gifts in Trust

Unfortunately, since the enactment of TRA '86, many tax

professionals have been uncertain as to whether gifts made in

trust for grandchildren subsequent to enactment qualify for the

$2 million per grandchild exemption. Many tax commentators have

expressed their concern about certain technical pitfalls in the

generation-skipping provisions of TRA 186.2 As a result of these

technical pitfalls certain professionals have advised against

making gifts in trust for grandchildren. 3  Others have advised

making gifts to "an estate trust from which distributions of

income or principal may be made to a single grandchild during the

term of the trust, and which is payable to the grandchild's

estate upon the grandchild's death prior to the time otherwise

specified for trust termination".
4
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Technical Corrections Bill Changes

The Technical Corrections Bill of 1987 (the "Bill")

provides guidelines for trusts that will qualify for the $2

million per grandchild exemption. Section 114(g)(3)(B) of the

Bill provides that a transfer in trust for the benefit of a

grandchild shall be treated as a transfer to such grandchild if

(and only if):

"(i) during the life of the grandchild, no

portion of the corpus or income of the trust may be

distributed to (or for the benefit of) any person

other than such grandchild,

"(ii) the assets of the trust will be

includible in the gross estate of the grandchild if

the grandchild dies before the trust is terminated,

and

"(iii) all of the income of the trust for

periods after the grandchild has attained age 21

will be distributed to such grandchild not less

frequently than annually."

Non-Tax Pitfalls Resulting from the Bill

Unfortunately, the requirement of annual income

distributions provided in Section 114 (g)(3)(B)(iii) of the Bill

is likely to conflict with the non-tax objectives of many

potential donors. For example if a wealthy individual wants to

take full advantage of the $2 million per grandchild exemption by

making a gift in trust, then under the Bill the donor could

establish a $2 million discretionary trust for his grandchild

provided that income from the trust be distributed at least

annually when the grandchild (i.e., Samantha) attains age 21.

The trust must also satisfy the other requirements of Section 114

(g)(3). Assuming (i) Samantha is 18 years of age when the gift

is made; (ii) income accumulates until Samantha attains her 21st

birthday; and (iii) a 5% after tax rate of return (without

compounding); the assets in Samantha's trust will grow to $2.3

million by her 21st birthday. To satisfy the new requirements

under the Bill, Samantha must have the right to receive all of

the annual trust income (assumed to be $115,000) outright upon

reaching her 21st birthday.
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Very few clients believe it is appropriate to create a

trust that requires substantial distributions to a 21 year old

because giving such large sums is likely to create serious

disincentives for the 21 year old. For example, just consider

what is likely to happen when a 21 year old college student

receives a $115,000 check at his fraternity house from a

generation-skipping trust established by the student's

grandparent. Possibly such a distribution could result in the

plot for a new movie - "Animal House II - Toga Party After

Receipt of Income From Generation-Skipping Trust." Most 21 year

olds are in their third year of college at age 21 and would find

it difficult handling the receipt of such a large amount of money

on an annual basis.

Current Options

The Bill (in its current form) creates a difficult

decision for taxpayers desiring to make gifts to their

grandchildren who may not be mature enough to handle receipt of

the amount of income that would be required to be distributed

annually when such grandchildren attain age 21. Of course,

arguably trust investments can be made to minimize trust income.

However, possibly the beneficiary may be required to have the

right to make trust assets productive as is the case with marital

deduction trusts.

The policy benefits requiring that income be

distributed annually for a trust to qualify for the $2 million

exclusion appear to be substantially outweighed by the pitfalls

described above. It does not appear that there would be

substantial additional taxes generated by the requirement that

income be distributed annually assuming any accumulated income

will be taxed to the trust at the new, less preferential, trust

income tax rates and since all trust assets must be includible in

the grandchild's gross estate to qualify for the $2 million per

grandchild exemption, if the grandchild dies before the trust is

terminated. Since there does not appear to be a tax generating

benefit, it certainly would appear that the policy considerations

weigh against the requirement that income be distributed

annually. Our tax policy should not require the distribution of

large sums when our children and grandchildren attain age 21 in

order to qualify for tax benefits.
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Congress decided that the $2 million per grandchild

exemption should be available for a transitional period. The law

should be drafted so that taxpayers can make gifts in trust where

income can be accumulated until a beneficiary reaches an age that

more typically would be a time when financial maturity is

attained. For most of my clients the earliest time for large

mandatory distributions is typically no earlier than age 25,

notwithstanding the fact that income accumulations beyond age 21

may be subject to the throwback provisions.

conclusion

Our wealthy clients are now faced with a dilemma. If

our clients delay making gifts until the Bill is amended or is

enacted "as is", they risk the possibility of dying and losing

the substantial tax benefits of making gifts to their grand-

children taking advantage of the $2 million per grandchild

exemption. However, if our clients are not comfortable with

making large gifts outright or into a trust that requires

mandatory income distributions then they are basically forced

into inaction. Possibly an irrevocable trust can be established

whereby the terms of the trust provide that the requirement that

income be distributed annually will be deleted if the Bill is

amended and income distributions are no longer required.

Another problem with the Bill relates to taxpayers who

may have established trusts for purposes of qualifying for the $2

million exemption under the Act prior to the release of the Bill.

It appears that there are no grandfathering provisions for such

irrevocable trusts that may have been established subsequent to

enactment of TRA '86 and before taxpayers reasonably received

notice of the additional substantive requirements under the Bill.

Consideration should be given to amending the Bill to delete the

requirement that income be distributed annually or at least to

provide for the grandfathering of irrevocable trusts established

since enactment of TRA '86.

1. TRA '86, Section 1433(b)(3).

2. see Mulligan and Boulton, ##Planning opportunities That Take
Advantage of the New Generation-Skipping Tax Provisions", 14
Estate Planning 66 (March/April 1987) and Schneider "Generation-
Skipping Transfer Taxes Under Tax Reform 1986" 21 University of
Miami Estate planning Institute (1987).

3. Schneider "Generation-Skipping Transfer Taxes Under Tax

Reform 1986" 21 University of Miami Estate Planning Institute
(1987).

4. Mulligan and Boulton, "Planning opportunities That Take

Advantage of the New Generation-Skipping Tax Provisions", 14

Estate Planning (March/April 1987).

78-959 0 - 88 - 15
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QEVANGELISTC ASSOCITM
1300 HARMON PLACE MINNEAPOLIS. MINNESOTA 55403. U6 A (612) 3384600

June 30, 1987

Laura Wilcox
U.S. Senate Committee on Finance
SD 205
Washington DC 20510

Dear Ms. Wilcox:

It is my understanding that the Senate Finance Committee will be
considering the Technical Corrections Act of 1987 (H.R. 2636) in the
next few weeks. I would urge the Finance Committee to support an
amendment to the act to clarify that Charitable Gift Annuities, issued
by IRC Section 501(c)(3) organizations are not "commercial-type
insurance" under IRC Section 501(m).

Because the Tax Reform Act of 1986, that adopted this new section
501(m), does not directly address this exemption it has been feared by
many of us in the non-profit community that someone might erroneously
interpret this legislation to apply to Charitable Gift Annuities.

Charitable Gift Annuit4es are used because donors to qualified IRC
Section 501(c)(3) organizations want to make gifts to the organization
of their choice but don't feel they can totally release the income
they receive on their money. The primary motivation of these gifts is
the charitable support desires of the donor and not the ability to
make a market competitive rate of income. In facT, for the same
amount of money an individual could receive an income of approximately
double what they would receive from a Charitable Gift Annuity.
Obviously Charitable Gift Annitkies issued by non-profit organizations
are not in competition with commercial insurance company annuities.

The Charitable Gift Annuity has been used by charitable organizations
for over 100 years. It is primarily used by donors having a limited
source of assets. It compares in many respects to the Charitable
Remainder Annuity Trust regulated under IRC Section 564. One major
difference is in the amount of funds needed. Most Charitable
Remainder Annuity Trusts would require a minimum of $40,000 or
$50,000, in fact, some organizations have a minimum of $100,000.
However, Billy Graham Evangelistic Association requires a minimum of
only $500 for a Charitable Gift Annuity and our average annuity is
between $1,000 and $2,000. As you can see this provides an
opportunity for people with limited assets to be able to make that
charitable gift they desire to make but still retain the ability to
receive an income for their life. The issue that concerns us greatly
is that the Charitable Remainder Annuity Trust is unaffected by IRC
Section 501(m) but we don't know for sure what the status is for
Charitable Gift Annuities.

Failure to clarify the Tax Reform Act of 1986 in this regard would
result in the drying up of a significant source of funds for our
organization's charitable activities.

I would greatly appreciate the Senate Finance Committee's leadership
in amending the Technical Corrections Act of 1987 to make it clear
that IRC Section 501(m) does not apply to Charitable Gift Annuities.

9 erely,

ck Richardson, CPA

Director of Development

JR:ad
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BIOLA UNIVERSITY

July 23, 1987

Mr. Robert J. Leonard, Chief Counsel
Committeeon Ways and Means
U.S. House of Representatives
1102 Longworth House Office Building
Washington, D.C. 20515

Dear Sir:

RE: IRC Sec. 501(m)
Technical Corrections Act, 1987 (H.R. 2636)

Experience has taught that an ambiguous statement in the law
leads to confusion, numerous interpretations, uncertainties and
law suits. I request that loss of time and costs be avoided by
clearly stating in the Technical Corrections Act of 1987 (H.R.
2636) that charitable gift annuities are not subject to IRC Sec.
501(m).

It has been the policy of the U.S. Government to encourage chari-
table giving and charitable organizations have used gift annui-
ties for over 100 years as one source of charitable giving.
Charities are permitted to immediately use a portion of the
annuity purchase funds for their charitable purposes.

Charitable gift annuities do not compete with commercial annui-
ties and are not "commercial-type insurance." H.R. 2636 can be
amended to clarify any doubts in the minds of those who do not
understand charitable gift annuities.

Many small donors use the charitable gift annuity as an avenue to
assist the charity of their choice. Please do not deny these
donors this privilege. Amend H.R. 2636 by clearly stating that
charitable gift annuities are not subject to IRC Sec. 501(m).

Since ly,

Gary R. Bo n, Director
Planned Giving Services

SAS:GRB:fad



450

£PanEii .- 4Trron Bondi~
5Nn~ 05-392-4139

110:7 'U' 1 -A1al-aina

SePtember 1, 1987

SENATE FINANCE COMMITTEE
Laura Wilcox, Hearing Clerk
SDOB 205
Washington, D. C. 20510

Dear Ms. Wilcox:

Because of the nature of the writing business, the 1986 Tax
Reform Act will be devastating to the free'ance writer. As
taxpayer and a freelance writer, I request that a clarifica-
tion be made in the Technical Corrections 4ill S1350, stating
that freelance authors' expenses in researiiing and writing a
book not be suject to capitalization rules! .J would like this
to be made part of the official comments on the hill.

Sincerely,

ParrisAf on IBond
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Boulder Community Hospital Foundation

July 15, 1987

Laura Wilcox
U.S. Senate Ccnidittee on Finance
S.D. 205
Washington, D.C. 20510

RE: CARITABLE GIFT ANNUITIES

Dear Ms. Wilcox:

I am writing to request your support for an amendment to the Technical
Corrections Act of 1987 (H.R. 2636) to clarify that charitable gift
annuities issued by IRC Sec.501(c)(3) organizations, such as our Boulder
Ocmmnity Hospital Foundation, are not "ocmkercial-type insurance" under IRC
Sec. 501(m).

Currently, IRC Sec.501(m) - enacted by TRA '86 - could be misinterpreted
and treat charitable gift annuities as "ouwuercial-type insurance." if so,
charities would be taxed as insurance ccnpanies om their gift annuity
programs or, in extreme cases, lose their tax exception altogether. While
we do not issue many charitable gift annuity contracts, we certainly would
like to be able to offer this planned giving opportunity to our donors and
not jeopardize our Foundation' s tax exe pt status.

Gift annuities are used because an interested donor wants to make a gift to
help our hospital. Gift annuities don't xompete with commercial annuities
and are not "0omaecial-type insurance." Failure to clarify the law would
dry up an important source of funds for the hospital. For the small donor,
a charitable gift annuity is the equivalent of a large donor's charitable
reminder annuity trust, which is unaffected by IM Sec 501(m).

For these reasons, your assistance in clarifying Congress's intention
pertaining to charitable gift annuities will be most appreciated.

max C. COPPM~
President

M:af
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July 14,1987

Comments on 1987 Technical Corrections Act:

In our efforts and haste to reduce government spending and
lower the deficit, we sometimes do some things that we think
will help raise revenue but in fact will hurt people who
should not be hurt. We are writing you concerning two items
that may be included in the 1987 Technical Corrections Act
that should be changed or eliminated.

1) Charitable Gift Annuities - IRC Sec 501 (m). The
proposal to treat all Annuities "as providing
insurance" will not only be very unfair but will
prevent a great number of widows from obtaining a
source of income that they desperately need. Maybe
you do not know that we, through gift annuities,
provide a much needed source of income for widows
whose only asset is the house they live in. Through
the gift annuity, they can give us their house and
we can pay them an income for the rest of their
lives to supplement their meager social security
income and allow them to live their remaining life
in dignity.

These gift annuities are only in one form, they have no
variable features, no refunds and no death benefit. It is
very hard for us to see how this annuity should "be treated
as providing insurance."

We feel that there is only one action rou need to take and
that is in 501 (m)(4), after the word annuities", insert
"other than charitable gift annuities."

2) Charitable lead trust, IRS Sec. 2642
(a)(2)(B)(ii)(II). The proposal to do away with
this section which will eliminate the charitable
deduction will significantly reduce the income
charities could receive from charitable lead trusts.
What you may not know is that the decline in the oil
industry and agriculture has placed a lot of
charities and non-profit organizations, such as
ours, in financial stress. Now you are-proposing
to eliminate this valuable source of lead trust
gifts.

We sincerely solicit your help in these two matters and trust
that charitable giving can continue through these sources.

Submitted by: Dr. Eugene E. Hughes
Director of Estates and Financial Planning

Summary

1) Charitable Gift Annuities are not and never have been like
commercial insurance company annuities and should not be
treated like them. These gift annuities are a significant
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source ot income for widows who have only a meager social
security to live on. For their sakes, please see that the
words "other than charitable gift annuities" are inserted
after "annuities" in Section 501 (m)(4).

2) Charitable Lead Trusts are a significant source of income
for charities and the elimination of the charitable
deduction from the generation skipping transfer tax

"i ncli.ons roII r tII.a w.IWi l Jl tI " y a| sa uICe oF i nflmeI ()-
many chariLies. This deducLi.on musL be preserved as iL is
in Section 2642 (a)(2)(b)(ii)(IH).
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STATEMENT OF
ALEX E. MEDOVICH, ESQ.

DIRECTOR OF TAXES, BOWATER, INCORPORATED
on S. 1350

the TECHNICAL CORRECTIONS ACT OF 1987
before the

SENATE COMMITTEE ON FINANCE

July 22, 1987

Investment Tax Credit and Basis Reduction
for Transition Property Under the 1986 Act

This statement analyzes the provisions of the Tax Reform Act of 1986

("1986 Act") implementing the reduced investment tax credit ("ITC") and the
corresponding adjustment to the basis of property with respect to which the

ITC was allowed. Under several possible interpretations of new Section 49 of

the Internal Revenue Code of 1986, as amended (the "Code"), it is possible

that the basis of property in certain circumstances would have to be reduced

by more than the amount of ITC utilized. If this were the conclusion, it

could result in a portion of property otherwise subject to the allowance for

depreciation which benefits from neither depreciation nor ITC.

We feel that this mismatching of depreciation and ITC was
unintended. As discussed below, the legislative history to both the 1986 Act

and to prior legislation supports the conclusion that an adjustment to the
depreciable basis of assets is appropriate when the correct amount of ITC to

be used is finally determined. Attached is an appendix to the statement with

proposed technical legislation which would accomplish this result.

This problem can be illustrated by examining the treatment of ITC and

the basis adjustment rules as they apply to five different types of property:

- property placed in service in 1985;

- 1985 qualified progress expenditures
("QPEs") attributable to property placed
in service in 1986;

- transition property placed in service
in 1986;

- Transition Property placed in service in
1987; and

- Transition Property placed in service in
1988.

For purposes of this statement, we have assumed that the property

referred to above is placed in service by a calendar year taxpayer who does

not have sufficient tax liability to use any ITC for the taxable years 1982
through 1985.11 With this in mind, each of these types of property will be

examined in situations where the tax credit is either used in the year the
property to which it relates is placed in service or carried forward and used
in any of four applicable years: 1986, 1987, 1988 or 1989.11

I. Application of Statutory Law

As discussed below, several uncertainties exist in applying Code
Section 49 to the hypothetical situation: set forth above. In the paragraphs
that follow in this section, we discuss conclusions that can be made by a
strict interpretation of the language of Code Section 49. In the first three
instances there is little doubt as to the proper conclusions. Following these
cases, however, are examples where a literal reading of the Code provides
ambiguous conclusions. This ambiguity is more clearly explained in Section II
of this statement.
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The 1985 current year business credit attributable to ITC for the
property placed in service in 1985 and the 1985 QPEs attributable to property
placed in service in 1986, under Code Sections 38(a)(2) and (b)(1), is 10%.gf
the cost of the 1985 property and 10% of the amount of QPEs deemed a qualified
investment in 1985 under Code Section 46(d)(1)(A). The basis of the 1985
property, for purposes of determining ACRS deductions allowed for the year and
gain or loss from the sale or other disposition of the property, is clearly
reduced by 5%. Sections 48(q)(1), 168(b)(1), 168(d)(1), 1001(a), 1011(a) and
1016(a)(24) of the Internal Revenue Code of 1954, as amended.

The 1986 current year business credit attributable to ITC for the
Transition Property placed in service in 1986, under Code Sections 38(a)(2)
and (b)(1), is 10% of the cost, but not including that portion attributable to
QPEs taken in 1985, of the 1986 Transition Property. Code Sections 49(b)(1),
46(a)(1) and 46(b)(1). The basis of this property, excluding that portion
attributable to QPEs, for purposes of determining the depreciation deduction
allowances and gain or loss from the sale or other disposition of the
property, is again clearly reduced by 10%. Code Sections 49(d)(1)(A),
48(q)(1), 168(a), 167(a), 167(g), 1011(a) and 1016(a)(22).

The final clear instance is where the ITC attributable to the 1985
property and the QPEs deemed a qualified investment in 1985 are carried
forward to 1986 as permitted under Code Section 38(a)(1). In this case, the
ITC clearly are allowed in full in 1986, and there is no adjustment to the
earlier reduction in basis.

There is less certainty in cases where the ITC for Transition
Property must be reduced below the 10% figure. There is also ambiguity as to
how to reduce the basis of property attributable to pre-1986 QPEs when such
property is placed in service after December 31, 1985.

Code Section 49(d)(1) and (2) could be read to mean that if a
taxpayer is permitted a 10% ITC with respect to pre-1986 QPEs, then the
portion of the basis of property attributable to these pre-1986 QPEs must be
reduced by 10%. An alternative reading of Code Section 49(d)(1) and (2) would
require the taxpayer to reduce the portion of the basis of property
attributable to pre-1986 QPEs by only 5.YI

The 1987 current year business credit attributable to ITC for the
Transition Property placed in service in 1987, under Code Sections 38(a)(2)
and (b)(1), is 8.25% of the cost of the 1987 Transition Property. Code
Sections 46(a)(1), 46(b)(1), 49(c)(3)(A), 491c)()(A) and 49(c)(5)(B)(i). In
this case, it appears but is not certain that the basis of this property for
purposes of determining the depreciation deduction allowances and gain or loss
from the sale or other disposition of the property would be reduced by
0Y.§I Code Sections 49(di(l)(A), 48(q)(1), 168(a), 167(a), 167(g), 1011(a)

and 1016(a)(22).

The ITC attributable to the 1985 property and the 1986 Transition
Property, including that portion attributable to QPEs, which is carried
forward to 1987, as permitted under Code Section 38(a)(1), must be reduced by
17.5%.!/ Code Sections 49(c)(3)(B), 49(c)(5)(A) and 49(c)(5)(B)(i). There
is no provision in the Code for a commensurate and concurrent upward
adjustment in 1987 to the basis of this 1985 property and 1986 Transition
Property to reflect this 17.5% reduction in allowable ITC.

The 1988 current year business credit attributable to ITC for the
Transition Property placed in service in 1988, under Code Sections 38(a)(2)
and (b)(1), is 6.5t-8 of the cost of the 1988 Transition Property. Code
Sections 46(a)(1), 46(b)(1) and 49(c)(1). Once again, it appears that the
basis of this property, for purposes of determining the depreciation deduction
allowances and gain or loss from the sale or other disposition of the
property, would be reduced by i0%.91 Code Sections 49(d)(1)(A), 48(q)(1),
168(a), 167(a), 167(g), 1011(a) and 1016(a)(22).

The 17.5% reduction required in 1987 to the amount of (i) allowable
ITC carryforward attributable to the 1985 property and the 1986 Transition
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Property, including that portion attributable to QPEs, and (ii) the 1987
current year business credit attributable to the 1987 Transition Property,
must be added back when these amounts become carryforwards to 1988. Code
Section 49(c)(4)(B)(ii). These unexpired carryforwards to 1988 must then be
reduced by 35%. Code Section 49(c)(2).

In 1988, therefore, the amount of ITC allowable with respect to the
1985 property, the 1986 Transition Property, including that portion
attributable to QPEs, and the 1987 Transition Property is 6.5%10 of the
cost of each of these properties. There is no provision in the Code for a
commensurate and concurrent upward adjustment in 1988 to the basis of these
properties to reflect this 35% reduction in allowable ITC.

In 1989, the amount of ITC allowable with respect to these properties
remains reduced by 35%, under Code Sections 49(c)(1) and (2), and is,
therefore, 6.5%L17 of the cost of each of these properties. Once again,
there is no provision in the Code for an upward adjustment ir 1989 to the
basis of these properties to reflect this 35% reduction in allowable ITC.

The following chart illustrates the above discussion:

Adjustment
to Basis
Required by
Code Section

Type of 48(q)(1) and
Property 49(d)(1)(A)

1985 property

1985 QPEs
attributable
to 1986 Transi-
tion Property

1986 Transition
Property, not
including that
portion attribu-
table to 1985
QPEs

1987 Transition
Property

1988 Transition
Property

5%

Percentage of the Cost of
the Property that is Allow-
able as ITC under Code
Section 38(a) for the
Indicated Taxable Year
("% of ITC Allowed")

1986 1987 1988 1989

10% 8.25% 6.5% 6.5%

5% or 10% 10% 8.25% 6.5% 6.5%

10%

10%*

10%*

* This would appear to be the amou
Sections 49(d)(1)(A) and 48(q)(1).

10% 8.25% 6.5% 6.5%

N/A 8.25% 6.5% 6.5%

N/A N/A 6.5% 6.5%

nt based on a literal reading of Code

II. Application of Legislative History
of 1986 Act

While little guidance is available under the amended Code itself, the
legislative history to these provisions does provide some additional
information concerning the reduced investment tax credit and the basis
reduction rules.

Section 211 of the Conference Committee Report No. 99-841, September
18, 1986, on the Tax Reform Act of 1986 (the "Report") explains Code Section
49 differently than a literal reading of that section. The Report states:
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A taxpayer is required to reduce the basis of property that
qualifies for transition relief ("transition property") by the full
amount of investment credits earned with respect to the transition
property (after application of the phased in 35-percent reduction,
described below).

(Emphasis added).

Shortly thereafter, the Report also provides:

As described above, a full basis adjustment is required with
respect to the reduced amount of the investment tax credit. Thus, for
transition property that is eligible for a 6.5 percent investment tax
credit, the basis reduction would be with respect to the 6.5 percent
credit, not the unreduced 10 percent credit.

(Emphasis added).

Although this language does provide some guidance, it raises several
more questions than it answers. In applying this language and the language of
Code Section 49 to the situation of property being placed in service in
different years as set forth earlier in this statement, it appears that
several conclusions are possible.

For example, the adjustment to basis provision may not have been
intended to apply to non-Transition Property since the first quote above
states that it is applicable to Transition Property only. This coincides with
Code Section 49(d)(1) which states that it applies "with respect to transition
property."

Even though the statutory language is not clear, the Report is clear
that the 35-percent reduction is applied in full for all years to the basis of
property placed in service in 1988 and beyond. The Report also makes clear
that the basis of property placed in service in 1986 is reduced by a full 10%
in 1986.

Several interpretations exist when one applies the Report language to
the ITC attributable to property placed in service in 1986 which is carried
forward, as permitted under Code Sections 39(a)(1) and 38(a)(1), to 1987, 1988
and i989. This is also true for ITC attributable to property placed in
service in 1987 that is carried forward to 1988 and 1989, and with respect to
the current year business credit allowed under Code Section 38(a)(2) for
property placed in service in 1987.

We will first discuss the interpretations with respect to property
placed in service in 1986 but with respect to which the ITC is carried
forward. There is no definition in the Report of the word "earned", as used
in'the first cite set forth above. Additionally, there is no explanation of
what "earned, after application of the phased in 35-percent reduction" means,
or whether these terms are to be read together. With respect to the second
cit6-set forth above, one is uncertain of the meaning of the word "eligible,"
as used therein, since such term has not been defined in the Report.

One could understandably interpret the Report, with respect to
property placed in service in 1986 but with respect to which the ITC is
carried forward, to mean that when a credit is carried forward to 1987, the
taxpayer has either i) earned, (ii) earned, after application of the phased
in 35-percent reduction, or (iii) is eligible for, either a (x) 10% or (y)
8.25% ITC. When the credit is carried forward to either 1988 or 1989, the
possible interpretations are either a (x) 10%, (y) 8.25%, or (z) 6.5% ITC.
This is illustrated below. I
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1986 Transition Property
not including that por-
tion attributable to QPEs 1986 1987 1988 1989

Possibilities with
respect to % of Adjust-
ment to Basis 10% 10% 10% or 10% or

or 8.25% or 8.25% or
8.25% 6.5% 6.5%

% of ITC Allowed 10% 8.25% 6.5% 6.5%

Similar alternatives would apply with respect to property placed in
service in 1987.

III. Clarification of Statutory Law and
Amendments to Conform to Historical Law

We believe that Code Section 49 should be revised so as to reflect

the intent of the drafters as set forth in the Report language. Such revision

would require taxpayers to reduce the basis of Transition Property in the year

it is placed in service by the same percentage of ITC which would have been

allowed in that year if the ITC had been utilized. In addition, we believe

that the basis of the Transition Property should be increased by the amount of

any subsequent reduction of allowable ITC; such increase would be effective as

of the year in which such reduction became final, such as when the ITC is

ultimately used in a carryforward year. This conforms with the historical
interplay between the amount of ITC allowed and the basis reduction required.
Finally, in order to treat different taxpayers fairly, an upward adjustment in

basis should also be permitted for non-Transition Property as the ITC which is

attributable to it is reduced under Code Section 49.

IV. Historical Treatment of ITC and Basis Adjustment

These basis adjustment proposals can be supported by prior

legislation which dealt with similar problems concerning the interplay 
between

ITC utilization and basis adjustment.

A. The 1962 Act

The Revenue Act of 1962, Pub. L. 87-834, 76 Stat. 960 (the "1962

Act") first enacted an ITC in the amount of 7% of the qualified 
investment.

Section 46(a) of the Internal Revenue Code as in effect 
in 1962 (the "1962

Code"). Section 48(g)(1) of the 1962 Code required taxpayers to reduce the

basis of property with respect to which ITC was allowed by 7%. Such basis,

however, had to be increased under Section 48(g)(2) 
of the 1962 Code whenever

a portion oe the ITC initially llowed was subsequently disallowed because the

property ceased to be a qualified investment or was disposed 
of before a

predetermined period. The basis adjustment had to be made immediately before

the event necessitating the adjustment occurred, and had to 
be made only to

the extent ITC was disallowed. -

B. The 1964 Act

Section 203(a)(1) of the Revenue Act of 1964, Pub. L. 88-272, 78

Stat. 19 (the "1964 Act") repealed the 7% basis reduction referred to above.

Section 203(a)(2)(A) of the 1964 Act required taxpayers to increase 
the basis

of property placed in service before January 1, 1964, "under 
regulations

prescribed by the Secretary of the Treasury or his delegate, by 
an amount

equal to 7 percent of the qualified investment with respect to such 
property,"

and if there had been, "any increase with respect to such 
property under

section 48(g)(2) of such Code, the increase under the preceding sentence shall

be appropriately reduced therefor."

Income Tax Regulation Section 1.48-7(d)(1) explains that the increase

in basis is tied directly to the amount of ITC previously allowed; 
that is,
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the increase shall not be "in excess of the net reduction in basis wnder
section 48(g)." This Regulation Section then goes on to explain that the
basis adjustment is taken into account for purposes of future depreciation
allowances, such that "the total depreciation allowances made during the
remaining useful life of the property, plus the allowances for the expired
useful life, will equal or approximate the allowances which would have
resulted if section 48(g)(1) had not applied."

C. The 1982 Act

The original concept of a reduction in the depreciable basis of
property to take account of the ITC returned to the Code in 1982. Section
205(a) of the Tax Equity and Fiscal Responsibility Act of 1982, Pub. L.
97-248, 96 Stat. 323 ("TEFRA") added a new Section 48(q) to the Code requiring
taxpayers to reduce once again the basis of property with respect to which ITC
is allowed by 50% of the ITC allowed. Code Section 48(q)(2) also allowed
taxpayers an upward adjustment in basis immediately prior to the early
disposition of property equal to 50% of the amount that must be recaptured by
the taxpayer because such early disposition results in a portion of ITC being
disallowed. This increase in basis maintains the initial numerical
relationship between the ITC allowed and the basis reduction, such that the
basis is never reduced by more than 50% of the ITC used. Similarly, if a
credit for which a basis adjustment was required expires at the end of the
carryover period, a deduction is allowed for one-half of the unused
credit.12/

Code Section 49(q)(4), which was added by TEFRA, further illustrated
Congress' intent that the amount of the basis reduction should be directly
tied to the amount of ITC allowed and eventually used. Under this section, a
taxpayer has the option to reduce the amount of ITC allowed in lieu of
reducing the basis of property.13/

If QPEs were incurred prior to 1983 on property that was not placed
in service until after 1983, the basis of the property attributable to the
QPEs was not required to be reduced even though the remaining portion of the
property was subject to the new basis reduction law. See Joint Committee on
Taxation, General Explanation of the.Revenue Provisions of the Tax Equity and
Fiscal Responsibility Act of 1982, at page 37.

V. Conclusion

The legislative history shows that in the past whenever a taxpayer
was required to reduce the amount of ITC allowed to him, he was permitted a
commensurate upward adjustment in the basis of the property. This will not be
true with respect to ITC carryforwards after July 1, 1987, unless Code Section
49(c) is amended in a manner similar to the proposed technical amendment set
forth in the appendix.

Additionally, the percentage of basis reduction of ITC property has
never been in excess of the percentage of ITC allowed. This will become the
case, however, for the first time in the history of the ITC if the proposed
technical amendment, or a similar amendment, relating to carryforwards is not
made to Code Section 49(c).

It is also unfair at this point to require taxpayers to reduce the

portion of basis attributable to QPEs incurred prior to the change in law by a

full 100% of the amount of credit taken rather then the prior 50% amount.

When taxpayers incurred QPEs prior to the change in law, they had a choice at

that time either to make an election under Code Section 48(q)(4) to reduce the

amount of credit but maintain the full basis for depreciation purposes, or to

take the full credit and reduce their basis by 50% of the amount of the

credit. A taxpayer's decision between these two choices was undoubtedly made

by comparing the economic effect of each choice.
For those taxpayers who chose the latter alternative because it was

economically more beneficial to them, it is now unfair to require them to

reduce this portion of basis by 100%, since they were not aware of this at the

time they had to make the aforementioned economic decision. If certain

taxpayers had known of this change in law when they made their decision, they

would have no doubt opted for a Code Section 48(q)(4) election which 
would

economically be more beneficial in most cases after implementing 
this change

in the law.
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A Christian Retirement and Health Care Community

3001 Lititz Pike * P.O. Box 5093 * Lancaster, PA 17601 0 (717) 569-2657

July 23, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

Dear Ms. Wilcox:

The purpose of my letter is to express concern regarding the potential
taxation of charitable gift annuities as it may be affected by the Technical
Corrections Bill (S.1350) now before the Senate Finance Committee.

Gift annuities are critical to the ongoing work of Brethren Village, a
non-profit health care and retirement community in Lancaster, Pennsylvania.
In the last 30 months alone, 78 donors have contracted almost $500,000 in
gift annuities with us. The principal of most of these is designated for
endowment upon the annuitant's death. Most of our annuitants have a long-
standing interest in our community; many volunteer their time here or
support our efforts in other ways. For them, the gift annuity is yet
another way to express commitment to our mission to serve the aging. For
most of our donors who are of average means, the gift annuity compares to
the more affluent individual's charitable remainder trust which is unaffected
by the IRS sec. 501(m).

Our charitable gift annuities do not seriously compete with commercial
annuities. We do not market them heavily as do commercial companies, nor
do we devote a substantial portion of our budget to their promotion. Our
gift annuities are handled primarily by one, part-time officer who also has
other responsibilities. Unlike many commercial-type insurance vehicles,
charitable gift annuities primarily and irrevocably benefit a non-profit
purpose.

Brethren Village was founded 90 years ago. The land and its first
building were funded by an annuity. The concept of donors making substantial
monies available in return for modest interest payments has been a integral
part of our ability to offer continuous, fine care to the aging. Our $2
million endowment lets us plan our future, but the promise of $1,120,000
more in as-yet-unrealized annuity principal gives us the security to lay a
course of excellence.

Changes in the tax regulations governing gift annuities which would
affect our tax exempt status would affect most adversly the aging whom we
serve. Increased tax liability would necessitate fee escalations and
possibly cause us to limit services essential to the quality of life our
residents deserve.

Brethren Village, as a sponsor of the Committee on Gift Annuities,
would appreciate your leadership of the Senate Finance Committee in clarifying
the exemption of gift annuities in the Technical Corrections Bill (s.1350).

Thank you for your support and understandin of this important issue.

Sincerel , ..

Gary N. Cloqser, NHA
President/

GNC: J h
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8216 Rolling Meadows Drive
Hobbs, New Mexico 88240

September 5, 1987

THE SENATE FINANCE COMMITTEE
Laura Wilcox, Hearing Clerk
205 SDOB
Washington, D.C. 20510

RE: Technical Corrections Bill S1350
Amendment to TRA-86

Dear Mrs. Wilcox,

As a hard-working writer trying to succeed in an already
difficult profession, I ask that you record my request as being
against the proposed Technical Corrections Bill S1350, and
strongly request the senators and representatives reconsider the
situation and vote accordingly, clarifying it so free-lance
writers' expenses in researching and writing are not subject to
capitalization regulations.

They are proposing an almost impossible task, as well as an
unfair one.

Thank you for your time.

Sincerely,

Patricia M. Breyman
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July 17, 1987

Laura Wilcox
Hearing Administrator
Committee on Finance
Room SD-205
United States Senate
Washington, DC 20510

Re: Technical Corrections Bill of 1987 (S. 1350)

Dear Ms. Wilcox:

Enclosed are five (5) copies of the comment pertaining
to the application of the $200,000 limit on the compensation
that may be taken into account under a qualified plan to a
highly compensated employee where a member of his family
works for the same employer. Also enclosed is a one-page
summary.

Very truly yours,

David S. Foster

Enclosures
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DEFINITION OF HIGHLY COMPENSATED EMPLOYEE

$200,000 LIMIT

Description of Provision

Section 1114(a) of the Tax Reform Act of 1986 added
Section 414(q) to the Code, defining the term "highly com-
pensated employee." Section 414(q)(6) provides that if an
individual is a member of the family of a 5-percent owner or
of a highly compensated employee in the group consisting of
the 10 highly compensated employees paid the greatest com-
pensation during the year, then such individual shall not be
considered a separate employee, and any compensation paid to
such individual shall be treated as if it were paid to the 5
percent owner or highly compensated employee. The provision
did not state for what purpose the rule applies.

Section 11(j)(2) of the Technical Corrections Bill of
1987 would amend Section 414(q)(6) by adding a new subpar-
agraph (C), clause (i) of which would provide:

"Except as provided in regulations and in clause (ii),
the rules of subparagraph (A)-shall be applied in

- determining the compensation of (or any contributions
or benefits on behalf of) any employee for purposes of
any section with respect to which a highly compensated
employee is defined by reference to this subsection."

Section 111 (d)(4) of the Technical Corrections Bill would
amend Section 401(a)(17) by adding at the end thereof the
following new sentence:

In determining the compensation of an employee, the
rules of section 414(q)(6) shall apply, except that in
applying such rules, the term 'family' shall include
only the spouse of the employee and any children of
the employee who have not attained age 19 before the
close of the year."

Problem

The proposed provisions create two different types of
penalties, a tax penalty and an economic penalty:

1. Tax Penalty. Treating married persons who
work for the same eraployer as one person for purposes of the
$200,000 limit is a significant marriage penalty which is
not justifiable on tax policy grounds.

Presuimiably, the fear is thiat, in the absense of these
,Lrovisions, one spouse ;, hose true co~q.onsation is over
200,00 .'ill *:iv, rt , . oti;o '1o 2 true cf. ;i'-tic.U to

his sL;Odu or inor chil': i.1 orer to avoic thc 290, 03

limit. This is a valid concern. However the means chosen
to deal with the concern is inappropriate.

There are in fact situations where the members of a
family unit are each paid their true compensation, even
though they work for the same employer, and even though
their aggregate compensation exceeds $200,000. The effect
of the proposal would be to discourage marriage by coworkers
and to discourage spouses from working for the same
employer.



464

There are other ways of assuring that the compensation
of one family member is not diverted to another. And even
if no other way was available, the proposed solution would
still be worse than the abuse. For every small businessman
who puts his wife and children on the payroll without asking
them to perforN any duties, there are hundreds of bona fide
situations where executives of a large corporation decide to
marry each other.

2. Economic Penalty. MIarried persons who work for the
same employer (who maintains a qualified plan) and jointly
make over $200,000 will automatically have their
compensation reduced. Their employer will make smaller
contributions to defined contribution plans and pay smaller
benefits out of defined benefit plans.

Every employer who maintains a qualified plan should
respond by adopting a supplemental nonqualified plan to
counteract the discrimination. This places a tremendous
burden on the United States economy, far outweighing the
magnitude of the problem. MAloreover, in many cases the
nonqualified plan would have to be funded, resulting in
substantial additional costs on employers in order to make
their married employees come out even.

Since the burden is so much greater than the problem,
one can anticipate that employers will not adopt the
supplemental nonqualified plans, and thie burden will be on
the employees either not to marry, or to work for different
employers. The only alternative is to work for less
aggregate compensation.

Proposed Solution

Each person should be treated separately for purposes
of the $200,000 limit.
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LAW OrrICES

BROWNSTEIN ZEIDMAN AND SCHOMER

July 23, 1987 (202) 879-5840

Senate Finance Committee
c/o Ms. Laura Wilcox and
c/o Ms. Mary McAulisse
Room 205
Dirksen Senate Office Building
1st and C Street, N.E.
Washington, D.C. 20510

Dear Ms. Wilcox and Ms. McAulisse:

Re: Low-income housing credit
comments

In order to qualify as a "low-income unit", section
42(i) (3) of the Internal Revenue Code of 1986, as amended
("Code"), provides that an apartment must be occupied by a
qualifying tenant and must be "rent-restricted". A
"rent-restricted" unit is one in which the tenant does not pay
more than 30 percent of a specified income ceiling, that is, 30
percent of 50 percent of area median income or 60 percent of
area median income, as applicable, (the "income ceiling")
adjusted for family size. Code Section 42(g)(2)(A).

Section 236 of the National Housing Act ("Act") was
enacted for the purpose of reducing rentals for lower income
families by authorizing the Secretary of Housing and Urban
Development ("Secretary") to make periodic interest reduction
payments on behalf of the owner of a rental housing project
designed for occupancy by lower income families. The payments
are made to mortgagees holding mortgages that meet the special
requirement of Act Section 236.

As a condition for receiving the benefits of interest
reduction payments, the project owner must operate the project
in accordance with requirements imposed by the Secretary
regarding tenant eligibility and rents.

For each dwelling unit, the owner must establish (with the
approval of the Secretary) (A) a basic rental charge determined
on the basis of operating the project with payments of
principal and interest due under a mortgage bearing interest at
the rate of 1 percent per annum; and (B) a fair market rental
charge determined on the basis of operating the project with
payments of principal, interest, and mortgage insurance premium
which the mortgagor is obligated to pay under the mortgage
covering the project. The rental of each dwelling unit will be
at the basic rental charge or such greater amount, not
exceeding the fair market rental charge, as represents 30
percent of the tenant's adjusted income. Act Section 236(f).

It should be noted that Act Section 236(f)(1) may conflict
with Code Section 42(g)(2)(A). Under Code Section 42(g)(2)(A)
a tenant cannot pay more than 30 percent of the income
ceiling. Section 236(f)(1) provides that an owner must charge
the basic rent or, if greater, 30 percent of the tenant's
adjusted income (but never to exceed the fair market rent).
No authority is given to charge less than the basic rent.

Under Act Section 236(f)(1), there will be times when the
basic rent charged to a low income tenant exceeds the income
ceiling under the Code's low-income credit provisions.

I
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However, under Act Section 236(f)(1), there is no authority to
reduce the amount of basic rent charged to a tenant and HUD
will not permit variation in the amount of basic rent charged
among similar sized units in a dwelling is permitted. The
result is that a unit occupied by low income tenants who are
paying basic rents under the HUD 236 program may not qualify
for the low income credit because the basic rent exceeds 30
percent of the income ceiling: A conflict between two Federal
statues exists.

A periodic determination is made as to the amount of basic
rent to be charged. Since increases in basic rents charged to-
tenants by reason of increases in operating and maintenance
costs must be approved by the Secretary, abuses are not
likely.

Unless relief is provided, an owner receiving basic rents
from low-income tenants may not be able to include those units
in a building's qualified basis under the low-income housing
credit provisions, regardless of the otherwise low-income
character of the units, effectively making the low-income
credit provisions meaningless in projects receiving assistance
under Section 236. This problem can be solved by amending the
statute to include in the definition of a "rent-restricted"
unit a unit on which a tenant pays no more than the basic rent
under Act Section 236.

Precedent for amending the low-income credit provisions to
resolve conflicts with other Federal statutes is found in the
proposed Technical Corrections Act of 1987 which permits gross
rent to exceed income limitations if, inter alia, Federal
rental assistance payments are made with respect to the unit or
its tenants. Were the Act Section 236 payments Federal rental
assistance payments instead of Federal interest subsidy
payments, relief would be available under this proposed
amendment to Code Section 42(g)(2). Since the result of the
interest subsidy is to reduce rental payments by low-income
tenants, relief similar to that provided under proposed Code
Section 42(g) (2) (B) should be extended to projects receiving
Act Section 236 basic rent payments.

We will be pleased to work with you in drafting
appropriate legislative language.

Very truly yours,

K< 4 $

1660k
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BRYAN
COLLEGE

Christ Above All

July 14, 1987

Ms. Laura Wilcox
US Senate Committee on Finance
S.D. 205
Washington, DC 20510

Dear Ms. Wilcox:

Please exclude charitable gift annuities from the Technical Corrections
Act of 1987 (HR 2636) by amending this bill to state that charitable °
gift annuities issued by IRC Sec. 501 (c) (3) organizations are not "com-
meraal-type insurance" under IRC Sec. 501 (m).

The primary motive of a donor who invests in charitable gift annuities
is to make a gift to charity while retaining a life income interest. In
this way annuities are no different than charitable remainder annuity
trusts which are preferred by those making larger gifts.

Charitable gift annuities have been used by charitable organizations for
over 100 years and provide the donor of limited means a way to make
a small charitable remainder gift.

Failure to amend or ciarify this law would jeopardize an important source
of funds for all charities.

Please take up this matter on behalf
urge your colleagues to do the same.
important matter.

of the many charitable causes and
We appreciate your help in this

Sincerely,

Dr. Kenneth G. Hanna
President

KGH:es

78-9b9 754 (

BOX 7000 -o DAYTON, TENNESSEE 37321-7000 ((615) 775-2041
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COMMENTS ON S.13501

THE TECHNICAL CORRECTIONS ACT OF 1987

PRESENTED TO THE COMMITTEE ON FINANCE

U.S. SENATE

BY RAYMOND T. SCHULER, PRESIDENT -

THE BUSINESS COUNCIL OF NEW YORK STATE, INC.

JULY 16, 1987

The Business Council of New-York State, Inc. is the largest

broad-based business group in New York State, representing over

3,500 companies and nearly 200 local and regional chambers of

commerce from throughout the State. The following comments

detail initiatives which we strongly support as vital to meeting

the future energy needs of Long Island.

S.1350, the Technical Corrections Act of 1987, contains a

provision (amending section 1316 (g) (8) of the 1986 Tax Reform

Act) that allows the New York Power Authority to issue bonds

under the state's tax-exempt bond volume limitation cap using

carryforward provisions.

The 1984 Deficit Reduction Act and the Tax Reform Act of 1986

authorized the Power Authority to issue up to $911 million in tax

exempt bonds within the limits of the annual state cap. The

Technical Corrections Act contains a provision that will allow

the Authority to carryforward state authorized bonding

allocations and thereby assure New York's maximum use of it's

federally prescribed limit.

One of the projects to be financed through the issuance of the

bonds provided through the 1984 and 1986 Acts is a 345 - kilovolt

underground and underwater transmission cable from Westchester to

Long Island. The cable is designed to increase the reliability
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of Long Island's-power supply by nearly doubling the capacity of

its transmission ties to neighboring electric systems.

Another correction needs to be made in addition'to the future

carryforward ability provided in the bill. The carryforward

election for the Long Island Cable Project made by the Power

Authority in 1985 apparently does not meet the criteria contained

in the 1986 Act necessary to be considered an eligible

carryforward. The construction of the cable is essential to

economic health of the ratepayers of Long Island, who currently

pay some of the highest electric rates in the nation. Without

additional language specifying that the carryforward is eligible,

New York faces the loss of $106.5 million for this essential

project.

The Business Council of New York State, Inc. appreciates your

efforts in obtaining language in S.1350 which clarifies the

prospective use of the carryforward provision for Power Authority

bonds. In addition, we are hopeful that language will be added

to the bill which will preserve the $106.5 million in

carryforward previously elected for the Long Island Sound Cable

project.

We appreciate your consideration of our comments.
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BURLINGHAM UNDERWOOD & LORD

ONE BATTERY PARK PLAZA EoEME OUNoEnI'OD
COUNSEL

NEW YORK, N. Y. 10004

July 23, 1987

Senate Committee on Finance
United States Senate-
Room S.D. 205
Dirksen Senate Office Building
Washington, D.C. 20510.

Attention: Laura Wilcox, Hearing Administrator
Mary McAutiffe, Minority Chief of Staff

(A one-page summary of the proposals below

is attached at the end of this letter)

Dear Committee Members:

Pursuant to your invitation for public comment on the
Technical Corrections Bill of 1987 (S. 1350) (the "TCB'), the
undersigned* is pleased to submit its comments with respect to
Section 112(e) of the TCB as it pertains to the proposed
broadening of the so-called 'publicly-traded' exception to the
"shareholder look-through" provisions of Section 883(c)(1) of
the Internal Revenue Code of 1986 (the wCode').

The comments submitted below suggest a further
broadening of the "publicly-traded" exception, consistent with
with the Congressional objective and intent of denying the
benefit of the Section' 883 tax exemption to publicly-traded
foreign corporations organized in foreign countries that do not
grant reciprocal exemptions to U.S. corporations. The comments
below also suggest modifications to Section 883 that more fully
reflect the foregoing Congressional objectives and intent
without discriminating against publicly-traded foreign
corporations that should otherwise be eligible for the benefit
of Section 883.

I. General Background to Comments.

A. Changes Made by Tax Reform Act of 1986.

The Tax Reform Act of 1986 ('TRA') made several
significant changes in the manner in which the United States
taxes foreign shipping corporations trading to the United
States which can be briefly summarized as follows:

(1) The 4 Percent Gross Basis Tax. A new 4 percent
"gross' basis tax was imposed by Section 887 on *United States
source gross transportation income'./ of foreign corporations
derived from the operation of vessels to the United States.

(2) Narrowiny of Reciprocal Exemption. The exemption
of foreign shipping corporations from tax as granted by Section
883 was narrowed by changing the criteria for exemption from a
'flag* test to a 'residence" based test which essentially
requires: (il.the foreign corporation to be incorporated in a
"qualifying -V country (the "Country of Incorporation Test')
and (ii) more than 50 percent of the value of the foreign cor-
poration's stock to be beneficially owned by individuals
residing in one or more "qualifying' foreign countries (the
'Shareholder Look-Through Test').
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(3) Publicly-Traded Exception. An exception to having
to satisfy the Shareholder Look-Through Test was carved out by
Congress under Section 883(c)(3) for foreign corporations whose
stock (or that of its ultimate parent) was primarily and
regularly traded on an established securities market in the
foreign corporation's country of incorporation.

The legislative background and apparent rationale
for this so-called publicly-traded exception and our proposals
for further expanding said exception beyond that which is
proposed by Section 112(e) of the Bill is discussed in Section
II. below.

B. Principal Impetus for TRA Changes.

(1) The 4 Percent Tax. The principal impetus behind
the 4 percent tax was to give "like kind" tax treatment to
foreign corporations and individuals conducting shipping
operations out of certain 'non-qualifying' countries in the Far
East (India, Indonesia, Malaysia, Pakistan, Phillipines and
Singapore) and in South American (Venezuela) which countries
have persisted, despite protests from the United States, in
imposing freight or other comparable taxes on U.S. corporations
and citizens engaged in shipping operations to such countries.

(2) The Narrowing of Section 883 Exemption. The
criteria for the Section 883 exemption was changed from a
'flag' test to Shareholder Look-Through Test to prevent foreign
corporations and individuals located in 'non-qualifying"
countries from obtaining the benefit of such exemption merely
by registering the vessel, which generated the shipping income,
under the 'flag' of a "qualifying" country (i.e. comparable to
third-party use of tax treaties).

(3) Overall Congressional Objective. The overall
objective of Congress in enacting the 4 percent tax and
narrowing of the Section 883 exemption was to bring sufficient
economic pressure on the foreign shipping corporations based in
"non-qualifying" countries such that most, if not all, of the
non-qualifying countries would enter into an exchange of notes
with the United States which would grant the desired reciprocal
exemption from tax to U.S. corporation and citizens.

II. Publicly Traded Exception - The Underlying Rationale.

A. House Bill.

The publicly-traded exception first appeared in the
House's Tax Reform Bill (H.R. 3838). Its scope, however, was
limited to a 'first level" foreign shipping corporation that was
the actual operating. corporation. The availability of the excep-
tion was further limited by requiring that the stock of the
foreign corporation had to be primarily and regularly traded on
an established securities market in the foreign country in
which such corporation was incorporated ('Trading-Incorporation
Linkage'.)

The House Ways and Means Committee Report ('House
Report') gave no specific underlying rationale for the publicly-
traded exception. However, it seems apparent that the concept
of this type of exception was inserted out of concern for the
administrative and procedural difficulty to be faced by a
publicly-traded corporation in obtaining and verifying the
identity of the ultimate "individual" beneficial owners and the
"residence" of such owners, the two principal factors required
to determine whether or not the Shareholder Look-Through Test
has been satisfied.
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B. Senate Bill.

The publicly-traded exception was expanded in the
Senate's Tax Reform Bill to encompass an additional variation
-- that being where the ultimate parent of the foreign shipping
corporation was the publicly-traded entity. However, the
Senate Bill not only adopted, as to the publicly-traded parent
itself, the Trading-Incorporation Linkage approach of the House
Bill but in addition, it also required that such parent and its
wholly-owned subsidiary had to be incorporated in the same
country ('Parent-Subsidiary Incorporation Linkagen).

C. Conference Bill.

The Conference Bill, which ultimately became the TRA,
adopted the Senate Bill's expanded version of the publicly-
traded exception. While The Conference Report makes no mention
of the publicly-traded exception, the general explanation of the
TRA as prepared by the Staff of the Joint Committee on Taxation
(the *Blue Book') specifically recites that the underlying
Congressional rationale for the publicly-traded exception was
that "a corporation whose stock is publicly-traded primarily in
the country 0f a onizaton sho-uldbe presumed to be owned by
local residents- and accordingly, such corporabions should be
exempt from tax as long as the corporations are organized in a
country that does not tax' U.S. corporations and citizens (Blue
Book, p. 928).

III. Specific Comments and Proposals With Respect to Section
112(e) of the TCB.

A. The Publicly Traded Exception -- Support For Current
Proposal.

Under Section 112(e) of the TCB, the publicly-traded
exception is expanded by severing the Parent-Subsidiary
Incorporation Linkage (i.e. the publicly-traded parent would no
longer need be incorporated in the same country as its wholly-
owned subsidiary but only in a "qualifying' country).

We support the expansion of the publicly-traded excep-
tion as currently proposed by Section 112(e).-_/ However, we
believe the exception should be further expanded to more fully
reflect the underlying intent and rationale of Congress in
enacting the publicly-traded exception.

B. Proposals For Further Expansion of Publicly-Traded
Exception.

(1) Elimination of Parent-Subsidiary Ownershie
Linkage. As stated in Section III.A., the apparent rationale of
the House in adopting the publicly-traded exception in the first
instance was out of concern for the administrative and procedural
difficulties that a publicly-traded corporation would have to
face in satisfying the Shareholder Look-Through Test (i.e. being
able to determine and verify the identity and residence of the
ultimate beneficial individual owners of its stock).

In view of this fact, there is no apparent
rationale for denying a foreign corporation the benefit of the
publicly-traded exception merely because its stock is not
"wholly-owned" by a single publicly-traded corporation as
currently required instd of, for example, by two or more
publicly-traded corporations.



473

The foregoing inequity could be remedied by
adoption of the following proposal:

Proposal No. 1. The words 'one or more
corporations-iShould be inserted in lieu of the word
'another corporation' in subparagraph (B) of the
proposed technical amendment to Section 883(c)(3) as
set forth in Section 112(e) of the TCB.

(2) Elimination of "Primarily' Requirement and Trading-
Incorporation Linkage if All Stock Is Traded inQualifying
Countries. The availability of the publicly-traded exception is
contingent upon, inter alia, the stock of the relevant corpora-
tion being *primarily' Tas well as 'regularly') traded on an
established securities market in the corporation's country of
incorporation.

It is apparent that the underlying intent of the
"primarily" requirement is to limit potential manipulation of
the publicly-traded exception (i.e. listing stock in a
'qualifying" country but having most of it traded in a 'non-
qualifying' country). However, there seems to be no purpose
served by requiring a publicly-traded corporation to be need-
lessly burdened with the potential administrative and procedural
hurdles of having to satisfy the 'primarily' test if all its
stock is regularly traded on one or more established -curities
markets located in 'qualifying" countries. In this regard, we
are of the view that in the absence of some overriding policy
reason for wishing to discourage foreign corporations from
listing their securities on U.S. stock exchanges, a "qualifying"
country should also be deemed to include the United States.

We are also unaware of any policy reason for denying,
as the current statute does, a foreign corporation the benefit
of the publicly-traded exception merely because its country of
incorporation has no established securities market. We are, for
example, aware of at least one foreign shipping corporation
whose stock is traded on the New York Stock Exchange that would
be denied the benefit of the exception on this basis.

The foregoing suggestions could be implemented by
adoption of the following proposal.

Proposal No. 2. A separate subparagraph (C)
could be adde ct ion 883(c)(3) to provide that
the requirements of subparagraph (A) shall be deemed
to have been satisfied if all the stock of the foreign
corporation is regularly traded on a securities market
or markets established in one or more foreign countries
qualifying for 'equivalent exemption' status under
Section 883(a) and/or in the United States.

C. The Shareholder Look-Through Test -- Establishing
Statutory Presumption For Publicly-Traded Corporations.

A publicly-traded corporation which forms a
foreign joint venture shipping corporation ('JVCI) with one or
more privately-held corporations (a not uncommon occurrence in
the foreign shipping industry) is accorded no benefit whatso-
ever from the publicly-traded exception as currently drafted.
Instead, it is left to face the administrative and procedural
quagmire of the Shareholder Look-Through Test.

In our view, this results in an illogical and
unwarranted discrimination against a publicly-traded corpora-
tion which forms a joint venture corporation with one or more
privately-held corporations. It elevates form over substance
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and runs contrary to the underlying intention of the publicly-
traded exception itself.

For example, in the situation where the stock of
JVC is equally owned among: (i) a publicly-traded corporation
which otherwise would qualify for the publicly-traded excep-
tion1/ (ii) a privately-held corporation incorporated and
wholly-owned by individuals residing in a "qualifying' country
and (iii) a privately-held corporation incorporated and wholly-
owned by individuals residing in a "non-qualifying" country, the
publicly-traded corporation must trace a minimum of 51% of its
stock ownership to individuals residing in Oqualifying" countries
in order for the "more than 50% stock value threshold of Share-
holder Look-Through Test to be met.0/ This may prove to be an
insurmountable task for the publicly-held corporation given the
administrative and procedural difficulties involved in tracing
ultimate individual ownership of its stock.

The inequity of this situation could be remedied by
adoption of the following proposal:

Proposal No. 3. A new subparagraph (A) could be
added to Section 883(c)(1) to provide that for purposes of
applying the "shareholder look-through* provisions of
Section 883(c)(1), all the publicly-traded stock of a
corporation should be deemed to be beneficially owned by
individuals who reside in the foreign country where the
corporation is incorporated and its stock is primarily6 /
and regularly traded.7 /
D. Specific Grant of Legislative Regulatory Authority.

To the extent Congress is concerned that our proposals
for expanding the publicly-traded exception and establishing a
presumption of individual beneficial ownership for publicly-
traded corporations will result in their unintended manipulation,
we would suggest that Congress grant the Secretary of Treasury
legislative authority to prescribe such regulations as are
necessary or appropriate to prevent any such unintended
manipulation.

Our final proposal is therefore as follows:

Proposal No. 4. A new paragraph (5) could
be added to Section 883(c) to grant Treasury with
authority to issue such implementing regulations as
are necessary or appropriate to carry out the purposes
of the provisions applicable to publicly-traded
corporations.

CONCLUSION

It is our belief that our proposals for expansion of the
publicly-traded exception and the establishment of a presumption
of individual beneficial ownership for publicly-traded corpora-
tion falling outside the scope of the exception are consistent
with the original intention and objectives of Congress in
enacting such exception and if accepted, will go far toward
alleviating the difficult (and perhaps insurmountable) legal and
practical hurdles facing Treasury and the Internal Revenue
Service in enforcing the new 4% gross basis tax of Section 887
and administering the newly narrowed Section 883 exemption.

Derrick W. Betts, Jr., Chairman
Tax Subcommittee to Committee
on Marine Financing
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Summary of Proposals

The intention of Congress in narrowing the Section 883 exemption from tax by the Tax
Reform Act of 1986 was, inter alia, to deny the benefit thereof to foreign corporations
organized and publicly traded lWToreign countries that do not grant-reciprocal
exemptions to U.S. corporations.

The proposals set forth below attempt to suggest modifications to Section 883 that more
fully reflect the foregoing intent without discriminating against publicly-held foreign
corporations which should otherwise be eligible for the benefit of Section 883.

A. ProposalNo. 1. To insert the words "one or more" in lieu of the word 'another'
in subparagraph() othe proposed technical amendment to Section 883(c)(3) as set forth
in Section 112(e) of the 'IB.

(a) Purpose: To permit two or more publicly-traded corporations, each of
which would iividually qualify for the publicly-traded exception, to claim the
benefit of such exception where they jointly form a foreign shipping
corporation in a country which grants reciprocal tax treatment to U.S.
corporations (a 'qualifying' country).

B. Proposal No. 2. To add a separate subparagraph (C) to Section 883(c)(3) to
provide that subparagraph (A) shall be deemed to be satisfied if all the stock of the
foreign corporation is regularly traded on a securities market or markets established in
in one or more 'qualifying' countries and/or in the United States .

(a) Primary Purpose: To allows foreign corporations to avoid the
potential a nistrative and procedural hurdles of having to show the country
in which its stock is 'primarily' traded if none of its stock is traded in
'non-qualifying' countries.

(b) Secondary Pur es: (i) to prevent a foreign corporation from being
precluded from the benefit of the publicly-traded exception merely by virtue of
the fact its country of incorporation does not have an established securities
market; and (ii) to not discriminate against a foreign corporation which trades
all or some of its stock on a U.S. securities exchange.

C. Proposal No. 3. To add a new subparagraph (A) to Section 883(c)(3) to provide
that for purposes o applying the "shareholder look-through' provisions of Section
883(c)(1), all the publicly-traded stock of a corporation should be deemed to be bene-
ficially owned by individuals who reside in the country where the corporation is
incorporated and its stock is primarily and regularly traded.

(a) Purpose: To extend to publicly-traded corporations the presumption
intended by Congress (Blue Book, p.928) and also, for example, accorded
publicly-traded corporations by the Department of Treasury in Article 16 of its
1981 Draft U.S. Model Income Tax Treaty. The United States is not a
'qualifying' country for purposes of satisfying the 'primarily' test.

D. Proposal No. 4. To add a new paragraph (5) to Section 883(c) to provide that
the Treasury be granted authority to issue such implementing regulations as are necessary
or appropriate to carry out the p poses of the provisions applicable to publicly-traded
corporations.

(a) Purpose: To give Treasury specific legislative power to prevent the
unintendedmanipulation of the proposals made above with respect to publicly-
traded corporations.
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The undersigned is the Chairman of the Tax Subcommittee
to the Committee on Marine Financing of the Maritime Law
Association of the United States ('MLAO). Since time
constraints have prevented the circulation of this letter
for the required approval by the MLA's Executive Committee,
the comments and proposals set forth in this letter are
being submitted by the undersigned on his behalf and on
behalf of the other members of the Tax Subcommittee in
their respective individual capacities.

1/ The amount of "U.S. source" transportation income
potentially subject to the 4 percent tax was significantly
expanded by the TRA as a result of Section 862(c)(2) being
amended to provide that fifty (50) percent of all
transportation incomed will be considered from "United
States sources* where the relevant transportation activity
takes place between the United States and another country.
Previously, the U.S. source transportation income was
calculated by reference to a vessel's expenses and time
within U.S. territorial waters (i.e. three mile limit).

2/ The term "qualifying" is used herein to characterize any
foreign country which by treaty, exchange of notes or
internal law, grants U.S. corporations and citizens an
exemption from tax equivalent to Section 883. The term
"non-qualifying" is used herein in the reverse context.

3/ We also support the only other technical change made by
Section 112(e) of the TCB -- that being to modify the
reciprocal exemption provisions of Section 872(b) and
Section 883(a) of the Code so that they operate indepen-
dently with respect to nonresident alien individuals and
foreign corporations.

4/ In other words, the corporation is incorporated in a "qualif-
ying" country and its stock is primarily and reqularly
traded on an established securities market in such country.

5/ The 50% threshold can only be met by -ombining the 33 1/3%
ownership of JVC's stock attributable to the privately held
corporation based in a "qualifying" country with a minimum
of 17% (51% x 33 1/3%) stock ownership attributable to the
qualifying individual shareholders of the publicly-held
corporation.

6/ For purposes of Proposal No. 3, the United States is not a- qualifying' country for purposes of satisfying the
"primarily" test.

7/ Establishing such a presumption would not only be fully
consistent with the presumption intended by Congress to be
given to publicly-traded corporations (see quoted excerpt
from the Blue Book in Section II.C. above) but also, for
example, with the presumption accorded publicly-traded
corporations by Department of Treasury in Article 16 of its
1981 Draft U.S. Model Income Tax Treaty.
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LAW OFFICES

BUTZ, HUDDERS, TALLMAN, STEVENS & JOHNSON

Ms. Mary McAuliffe
Minority Chief of Staff
United States Senate
Committee on Finance
Room SD-G08
Washington, D.C. 20510

Re: Technical Corrections Bill -
Provisions on Stripped Tax-Exempt Bonds

Dear Ms. McAuliffe:

The Technical Corrections Bill recently introduced in
Congress to amend the Tax Reform Act of 1986 contains certain
revisions to Section 1286(d) of the Internal Revenue Code that
governs the tax treatment applicable to holders of stripped tax-
exempt coupons or bonds. The proposed amendment, if adopted
unchanged, has the potential to adversely affect all persons
investing in such stripped coupons and bonds.

Under current law, investors who purchase stripped tax-
exempt obligations in the secondary market at a yield in excess
of the yield at which the unstripped bonds were originally issued
are not required to recognize any portion of the resulting market
discount as taxable income (capital gains for most taxpayers)
until they sell the bond or it matures or is red~emed. This tax
treatment is consistent with the treatment of unstripped tax-
exempt bonds purchased at a market discount.

Section 118(n)(4) of the Technical Corrections Bill, if
adopted unchanged, would effectively change that treatment, but
only for stripped tax-exempt obligations. Persons who purchase
stripped coupons or bonds after June 10, 1987 at a yield in
excess of the yield at which the unstripped bond had originally
been issued would be required to treat a portion of the resulting
market discount as though it were taxable original issue
discount. The investor would be required to recognize as
ordinary income each year a portion of the accretion of such
market discount.

For example, if X stripped a tax-exempt bond originally
issued at a yield of 10% and sold a stripped coupon at 8% to Y,
the entire discount would be treated as tax-free original issue
discount to Y. If Y later sold this stripped coupon to Z at a 9%
yield, Z would treat the entire discount produced by the 9% yield
as tax-free original issue discount. However, if Y had been
forced to sell the stripped coupon at a yield of 11%, Z would
treat the resulting discount as a combination of tax-free and
taxable original issue discount. Each year Z would be required
to include in his taxable income a proportionate share of the
total accreted discount for the year. This taxable portion would
be calculated by multiplying the total accreted discount by a
fraction, the numerator of which would be 1% in this case and the
denominator of which would be 11%.

We understand that the staff of the Congressional tax-
writing committees looked at the Internal Revenue Code language
governing stripped taxable obligations (e.g., stripped Treasury
Bonds or STRIPS) and used that as a guide to draft the proposed
amendment. Each purchaser of a STRIP is required to treat the
entire discount at which he purchases his STRIP as taxable
original issue discount, even though a significant portion of
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that discount may have arisen from market volatility. The staff
apparently assumed that, to be consistent:, market discount
arising in stripped tax-exempt obligations should be treated
similarly to that arising in STRIPS.

This treatment would obviously be inconsistent with the
tax treatment for unstripped tax-exempt bonds purchased at a
market discount. It would also unfairly penalize investors who
purchased stripped coupons or bonds prior to June 10, 1987 and
thereafter wish to sell such items. The potential for an
exaggerated decrease in value in a down market would likely both
drive up required market returns and limit severely the number
and types of investors who would be interested in these
instruments.

We ask that the Senate Finance Committee revise the
language of Section 118(n)(4)(A) of the Technical Corrections
Bill to eliminate this inconsistency in treatment between
stripped and unstripped tax-exempt obligations. We suggest that
subparagraph (ii) of the proposed Section 1286(d)(1)(A), recited
in Section 118(n)(4)(A) of the Bill, be modified to substitute
the words "market discount" for the term "original issue
discount" in such subparagraph (ii).

Please call the undersigned if you have any questions or
require additional information. We will be pleased to discuss
this matter with you or your colleagues at your convenience.

Very truly yours,

'Jack J.Johnson

JJJ/pc
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COMMENTS ON TECHNICAL CORRECTIONS BILL

SUMMARY STATEMENT

STRIPPED TAX-EXEMPT BOND PROVISIONS

Under current law, investors who purchase stripped tax-
exempt obligations in the secondary market at a yield in excess
of the yield at which the unstripped bonds were originally issued
are not required to recognize any portion of the resulting market
discount as taxable income (capital gains for most taxpayers)
until they sell the bond or it matures or is redeemed. This tax
treatment is consistent with the treatment of unstripped tax-
exempt bonds purchased at a market discount.

Section 118(n)(4) of the Technical Corrections Bill, if
adopted unchanged, would effectively change that treatment, but
only for stripped tax-exempt obligations. Persons who purchase
stripped coupons or bonds after June 10, 1987 at a yield in
excess of the yield at which the unstripped bond had originally
been issued would be required to treat a portion of the resulting
market discount as though it were taxable original issue
discount. The investor would be required to recognize as
ordinary income each year a portion of the accretion of such
market discount.

We understand that the staff of the Congressional tax-
writing committees looked at the Internal Revenue Code language
governing stripped taxable obligations (e.g., stripped Treasury
Bonds or STRIPS) and used that as a guide to draft the proposed
amendment. Each purchaser of a STRIP is required to treat the
entire discount at which he purchases his STRIP as taxable
original issue discount, even though a significant portion of
that discount may have arisen from market volatility. The staff
apparently assumed that, to be consistent, market discount
arising in stripped tax-exempt obligations should be treated
similarly to that arising in STRIPS.

This treatment would obviously be inconsistent with the
tax treatment for unstripped tax-exempt bonds purchased at a
market discount. It would also unfairly penalize investors who
purchased stripped coupons or bonds prior to June 10, 1987 and
thereafter wish to sell such items. The potential for an
exaggerated decrease in value in a down market would likely both
drive up required market returns and limit severely the number
and types of investors who would be interested in these
instruments.

We ask that the Senate Finance Committee revise the
language of Section 118(n)(4)(A) of the Technical Corrections
Bill to eliminate this inconsistency in treatment between
stripped and unstripped tax-exempt obligations. We suggest that
subparagraph (ii) of the proposed Section 1286(d)(l)(A), recited
in Section 118(n)(4)(A) of the Bill, be modified to substitute
the words "market discount" for the term "original issue
discount" in such subparagraph (ii).

78-959 0 - 88 - 16
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CADILLAC PRODUCTS, INC.

COMMENTS ON TilE PROVISIONS OF TiE
TECHNICAL CORRECTIONS BILL OF 1987 (S.1350)
SECTIONS 102(d) AND 109(b) AMENDMENTS RELATING TO
SECTIONS 204 AND 902 OF TIlE TAX REFORM ACT OF 1986

Upon reviewing the Technical Corrections Bill of 1987 (S.
1350), it was noted that a major inequity, exists which was not

recognized in the Tax Reform Act of 1986 (TRA 86) nor In (S.
1350). Namely, those taxpayers who incurred casualty losses to
their business property and who are in the statutory involuntary
conversion replacement period during which TIA 86 was enacted,
suffer a two-fold detriment in the case of depreciation and the
investment credit. In addition, many of these taxpayers may lose
certain tax benefits of Industrial Development Bond issues
planned to refinance the replacement of business property lost by
casualty.

Generally, Section 1033, IRC, provides that, "if property
(as a result of its destruction in whole or in part, theft,
seizure or a requisition or condemnation or threat of
condemnation or imminence thereof) is compulsorily or
involuntarily converted into property similar or related in
service o: use to the property so converted, no gain or loss is
recognized." If the property lost by casualty is converted into
money, then, if within the statutory period provided, the
taxpayer purchases other property similar or related in service
or use to the lost property, then deferral of any gain is
accomplished if the taxpayer so elects and timely purchases
qualified replacement property. The replacement period for such
casualties is two years after the close of the first taxable year
in which any part of the gain upon the conversion is realized or
at such later date as the IRS may designate upon application of
the taxpayer.

Thus, under the involuntary conversion provisions of Section
1033, IRC, statutory concessions have been made to place the
taxpayer in the same position as he was prior to a casualty
without having to pay any tax on any gain realized on the
conversion; providing such gain is reinvested in qualified
replacement property. However, under the recapture of
depreciation provisions of Sections 1245 and 1250, IRC, and the
recapture of investment credit provisions under Section 47, IRC,
a taxpayer suffering a casualty loss of business property is
subject to depreciation and investment credit recapture taxes as
a result of the involuntary conversion of property. The
taxpayer, before enactment of TRA 86, would be able to take
comparable depreciation methods and lives and investment credit
on the replacement property as compared with the property lost.
However, with the enactment of TRA 86, many taxpayers who are in
the replacement period for casualty losses, suffer a double
detriment in which they are subject to recapture taxes on
property lost and also are faced with less advantageous
depreciation write-offs on replacement property and the loss of
the investment credit.

Some taxpayers planning an issue of Industrial Development
Bonds to help finance the replacement of property lost through a
casualty could also be detrimentally affected by certain
provisions of TRA 86. TRA 86 continues, for a limited period,
the small issue exemption from federal income tax for interest on
qualified small issue Industrial Development Bonds. Ilowever, TRA
86 denies certain financial institutions a deduction for 100% of
their interest expense allocable to buying or carrying tax-exempt
obligations acquired after August 7, 1986. It is common practice
for financial institutions to acquire, for their own account,
entire issues of tax-exempt Industrial Development Bonds. If the
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interest income they receive on such bonds is, in effect,
taxable, inasmuch as an equivalent amount of interest expense has
been disallowed, then they will require a higher rate of return
on their investment in such bonds.

An example is my employer, Cadillac Products, Inc., its
subsidiaries and affiliated company, Cadillac-Ferndale, Inc.
These companies lost a manufacturing plant at Terre Haute,
Indiana on December 28, 1985. We are in the process of replacing
this lost plant and equipment, etc. and expect to have It
completed by December 31, 1988 (the expiration date of the
statutory replacement. period under Section 1033, IRC.) It is
presently estimated that we will expend approximately $10,000,000
to replace the building and equipment and approximately $800,000
for the inventory lost in the fire. We also expended over
$1,000,000 at our Rogers City, Michigan plant for equipment-and
modifications to replace plastic film capacity lost at Terre
Haute and required to. continuously supply our customer, General
Motors Corporation. In addition, it is estimated that we will
have lost net revenues of approximately $2,000,000 (after
business interruption insurance of $1,000,000) which we had
planned on utilizing in our business operations. We received
$7,839,000 insurance reimbursement to cover the loss of our
building, equipment and inventory. As a result of this shortfall
in funds. required, we have had to arrange a borrowing of
$7,000,000 through an Industrial Development Bond issue of which
we have received a commitment for the entire issue from Comerica
Bank, Detroit, Michigan.

Provisions of TRA 86 (and the Technical Corrections Bill of
1987) which affect taxpayers, and specifically Cadillac Products,
Inc., in their efforts to replace business property lost through
casualty are:

1. Section 211, TRA 86, providing for repeal of the
investment credit for any property placed in service
after December 31, 1985. Transitional rules apply to
written contracts binding on December 31, 1985 with
such property being placed in service during periods
from July 1, 1986 to January 1, 1991 depending on the
ADR Midpoint Lives.

Effect on taxpayers -

Taxpayers, who are not included in TRA 86
transitional exemptions or binding contract
exceptions, will not be eligible for the
investment credit on any funds expended on
casualty loss replacement machinery and equipment
purchased after December 31, 1985.

2. Section 201, TRA 86 -

a. Any non-residential real and residential rental
property financed by a tax-exempt bond issue
(including Industrial Development Bonds) must use
a depreciation recovery period of 40 years,
straight line method, for property placed in
service after December 31, 1986. Transitional
rules apply to property constructed,
reconstructured or acquired under a written
contract binding as of March 1, 1986 and placed in
service by January 1, 1991.

b. Machinery and equipment with a 5 year recovery
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period remains at 5 years with 1501 declining
balance method increasing to 2001 for property
placed in service after December 31, 1986. There
are no transitional rules relative to property
with an ADR Midpoint Life less than 7 years.

Bffect on taxpayers -

Those taxpayers suffering a casualty loss and
without a binding written contract on replacement
property as of March 1, 1986 and prior, with
financing by tax exempt Industrial Development
Bonds, must depreciate non-residential real
property and residential rental property over 40
years, straight line method, Instead of. 19 years
straight line method, under the law in effect
prior to TRA 86. This same property, without
financing through an Industrial Development Bond
issue, will have a depreciation recovery period
under TRA 86 of 31-1/2 years, straight line
method.

3. Section 902, TRA 86, denies banks, thrift plan
institutions and other financial institutions a
deduction for 100% of their interest expense allocable
to buying or carrying tax exempt obligations (including
Industrial Development Bonds) acquired after August 7,
1986. Bonds acquired after August 7, 1986 are subject
to the 20% interest expense disallowance rule for
taxable years ending ni 1986.- Such bond are, however,
subject to"the new 100% interest expense disallowance
rule for subsequent taxable years.

Effect on taxpayers -

Those taxpayers suffering casualty losses and who
were in the process of replacing their property
within the statutory period provided by Section
1033, IRC, and who had not arranged Industrial
Development Bond financing through financial
Institutions by August 7, 1986, find themselves in
the position that financing costs (depending on
location and market) will be an estimated
additional 1-1/2 to 2-1/2%. Cadillac finds that
its additional financing costs will be 1-1/2% on
$7,000,000 of qualified small issue Industrial
Development Bonds not placed with a financial
institution by August 7, 1986.

We realize that TRA 86 provided transitional exemptions and
exceptions fc. binding contracts in effect on certain dates as
enumerated in the law. However, it can be readily appreciated
that companies incurring disastrous business casualty losses and
who are replacing property over the long period provided in
Section 1033, IRC, could find themselves incurring a double
detriment in that they must pay depreciation and investment
credit recapture taxes on property lost through casualty and,
yet, not receive equal benefits on replacement property due to the
enactment of TRA 86. It would appear that relief should be
provided for suoh taxpayers.

Therefore, it is respectfully requested that Cadillac's
problem be favorably considered and that the following amendments
be added to Sections 102(d) and 109(b) of (S.1350)

Section 102(d) .... (38) the amendments made
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by Section 201 shall not apply to .

"(I) Cadillac Products Inc. and its
subsidiaries and affiliated company in
relation to the replacement of the
building and equipment totally destroyed
by fire at Terre Haute, IN on December 28,
1985 with a total replacement project cost
of approximately $2,200,000 for the
building and $7,800,000 for the machinery
and equipment and approximately $1,000,000
of machinery and equipment at Rogers City,
MI replacing manufacturing capacity lost
at Terre Haute, IN."

Section 109(b)(l) - Paragraph (3) of Section
902(f) of the Reform Act is amended --

(D) By adding at the end thereof the following
new paragraphs:

"(W)Cadillac Products Inc. and its
subsidiaries and affiliated company, plant
and equipment replacement relating to the
total loss by fire of the manufacturing
plant at Terre Haute, IN on December 28,
1985o"

We shall be pleased to furnish any other information desired
in connection with this matter.

Respectfully submitted,

CADILLAC PRODUCTS, INC.

Albert If. Giuliani,
Treasurer

CADVLAC PRODUCTS, INC.

SUPPLEMENTAL SHEET

1) Name, address, telephone number of company officer and
designated representative.

a) Albert H. Giuliani, V.P. Finance-Treasurer
Cadillac Products, Inc.
500 Stephenson Highway, Suite 410
Troy, MI 48084
Telephone: (313) 583-1525

b) Lawrence F. Portnoy (Designated Representative)
Price Waterhouse
Office of Government Services
1801 K Street, N.W.
Washington, D.C. 20006
Telephone: (202) 822-8572

2) Summary of Comments and Recommendations.

Taxpayers who incurred casualty losses of trade or business
property prior to January 1, 1986 and who are in the process
of replacing such property under the Involuntary Conversion
provisions of Section 1033, Internal Revenue Code, have
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suffered a two-fold detriment caused by the enactmnnt of the
Tax Reform Act of 1986. First, they are required to pay
taxes on recaptured depreciation and investment credit on
the property lost by casualty and; second, under TRA 86 they
must depreciate the replacement real property over a much
longer life and they are not entitled to the investment
credit on certain replacement equipment acquired after
December 31, 1985.

In addition, taxpayers utilizing a small issue Industrial
Development Bond to finance the replacement of property lost
through a casualty can incur additional annual interest
costs due to the enactment of TRA 86. Under TRA 86,
financial institutions acquiring small issue Industrial
Development Bonds after August 7, 1986 will not secure a tax
deduction for interest expense allocable to the earning of
tax exempt interest on bonds which they carry. Therefore,
they will require a higher rate of return on such Industrial
Development Bonds.

Recommendations to correcc this inequity in relation to a
specific taxpayer, Cadillac Products, Inc. arez

(S.1350) --

Section 102(d) . ... (38) the amendments made
by Section 201 shall not apply to ..

"(I) Cadillac Products Inc. and its
subsidiaries and affiliated company in
relation to the replacement of the
building and equipment totally destroyed
by fire at Terre Haute, IN on December 28,
1985 with a total replacment project cost
of approximately $2,200,000 for the
building and $7,800,000 for the machinery
and equipment and approximately $1,000,000
of machinery and equipment at Rogers City,
MI replacing manufacturing capacity lost
at Terre Haute, IN."

Section 109(b)(1) - Paragraph (3) of Section
902(f) of the Reform Act is amended --

(D) By adding at the end thereof the following
new paragraphs

"(W)Cadillac Products Inc. and its
subsidiaries and affiliated company, plant
and equipment replacement relating to the
total loss by fire of the manufacturing
plant at Terre Haute, IN on December 28,
1985."
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July 20, 1987

Laura Wilcox
Hearing Administrator
Committee on Finance
Room SD-205
United States Senate
Washington, D.C. 20510

Re: S.1350 - Amendments to Title VII
Nonconventional Fuels Credit

Dear Ms. Wilcox:

This letter is in response to the request of the Senate
Finance Committee for comments on S.1350, the Technical
Corrections Act of 1987. The purpose of this letter is to
identify a technical problem relating to the interaction between
the alternative minimum tax ("AMT") imposed under Title VII of
the 1986 Act and the nonconventional fuels credit allowed under
section 29 of the Internal Revenue Code and to propose a
technical correction that would solve that problem.

The purpose of Congress in enacting the nonconventional
fuels credit was to protect investments in nonconventional fuels
projects against declines in the price of oil. See H. Rep. No.
817, 96th Cong., 2nd Sess. 139 (1980). The credit is in the
nature of a price subsidy and is based on the quantity of
nonconventional fuels produced and the degree to which oil prices
have fallen below a statutory minimum.

Under Code section 55, as amended by the 1986 Act, the
AMT is calculated as the excess of the tentative minimum tax over
the regular tax. One of the objectives of the 1986 amendments to
the AMT was to efisure that incentive tax credits such as the
nonconventional fuels credit could not be accumulated in a single
year to such an extent that they eliminate all tax liability for
the year. Accordingly, Congress amended each of the Code
sections that allows an incentive credit to prevent the use of
incentive credits to reduce regular tax to an amount less than
the tentative minimum tax. One of the fundamental assumptions
underlying this change was that credits disallowed in one year
could be carried forward to subsequent years in which the
taxpayer's regular tax liability exceeds its AMT liability. This
assumption was reflected in both the House and Senate versions of
the Act and was described in the Statement of Managers as
follows:
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Under the House bill, incentive tax credits
generally are not allowed against the minimum
tax. Credits that do not benefit the
taxnaver due to the minimum tax can be used
as credit carryovers against the regular tax.
Corporations with net operating losses in two
of the last three years before 1986 can use
pre-1986 credits to offset 75 percent of
minimum tax liability....

The Senate amendment is the same as the
House bill, except that no credits can be
used by any corporation to offset minimum tax
liability.

The Conference agreement generally
follows the Senate amendment, except that as
a transition rule, regular investment tax
credits are permitted, in effect, to reduce
minimum tax liability by 25 percent.

H.R. Rep. No. 841, 99th Cong., 2nd Sess. 11-280 (1986) (emphasis
added).

The plain meaning of the underscored language from the
Statement of Managers is that Congress anticipated that an
incentive credit that was disallowed solely because of the AMT
would be available as a carryover in subsequent years.
Notwithstanding the Conference Committee's anticipation of how
the law would work, the effect of the applicable Code provisions,
in the case of the nonconventional fuels credit, is permanently
to disallow the credit if its use is limited by the AMT. See
I.R.C. § 29(b)(5).

A permanent disallowance of the nonconventional fuels
credit by application of the AMT provisions would have a unique
effect on that credit. Because the credit is based on
production, it can only be claimed after the project has come "on
line" and production has commenced. Thus, the credit may not be
available until long after the taxpayer's investment in a
nonconventional fuels project has been made. In this respect,
the nonconventional fuels credit differs from other incentive
credits, which generally may be claimed in the taxable year when
the taxpayer makes the expenditure that will qualify the taxpayer
for a credit. For example, the targeted jobs credit is claimed
in the year when qualified wages are paid. The research credit
is claimed in the year when qualified research expenses are
incurred. The investment credit is claimed when the taxpayer
places new section 38 property into service. (Although property
may be placed in service in a year later than the year in which
it is paid for, deferral of the credit can be avoided by electing
an investment credit for "qualified progress expenditures".)

For most incentive credits, the taxpayer will generally
be in a position to determine in the year of expenditure whether
the AMT rule would deprive the taxpayer of a meaningful credit.
Since the nonconventional fuels credit is not claimed until after
the investment has been made and production has come on line, it
is virtually impossible for the taxpayer at the time of
investment to determine whether the AMT will deprive the taxpayer
of a meaningful credit.

There is no reason to believe that Congress wanted the
1986 Act to dilute the tax incentive for investment in
nonconventional fuels. Certainly the Committee Reports failed to
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alert members that the nonconventional fuels credit would be
eliminated if the fuels were sold in a year when AMT applied.
Moreover, the contrary, recent Congressional statements of
concern that our dependence on imported oil has returned to the
levels that preceded the 1973 oil embargo indicate that the
policy behind the nonconventional fuels credit is as valid as
ever.

We believe that the Congressional purpose of allowing a
meaningful nonconventional fuels credit and of allowing a
carryover of credits limited by the AMT will be effectuated only
if the 1986 Act is corrected. Allowing a minimum tax credit
carryover for any nonconventional fuels credits disallowed by
operation of the AMT would be the most acceptable manner of
correcting the 1986 Act, since it would limit the carryover to
the narrow situation in which the problem occurs. Specifically,
we propose that section 53(d)(1)(A) of the Code be amended by
deleting the period at the end thereof and adding the following:

"increased to the extent of the credits not
allowable against regular tax by reason of
section 29(b)(5).0

If you have any questions concerning the merits or
mechanics of our proposed technical correction, please call me or
my colleague Bill Chip.

With best wishes,

Sincerely yours,

Donald C. Alexander
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July 24, 1987

HAND DELIVER

Ms. Laura Wilcox
Hearing Administrator
Committee on Finance
Room SD-205
Dirkscn Senate Office Building
Washington, D.C. 20510

Subject: Technical Corrections Act of 1987
as it Relates to Passive Foreign
Investment Companies

Dear Ms. Wilcox:

Pursuant to Finance Coihmittee press release number G-3, dated June 19,

1987, five copies of comments are hereby submitted on the Technical Corrections Act of

1987 (the "Bill")' as it relates to the passive foreign investment company ("PFIC")

provisions found in sections 1291 through 1296 of the Internal Revenue Code of 1986

("Code"). 2

RECOMMENDATIONS

I. Background

The PFIC provisions were intended by Congress to remove the economic

benefit of tax deferral and the ability to convert ordinary income to capital gain which

I S. 1350 and H.R. 2636, 100th Cong., 1st Sess. (June 10, 1987).

2 Unless otherwise specified, all section references are to the Code or the regulations
thereunder.
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Ms. Laura Wilcox July 24, 1987
Page 2

in some instances could be obtained under prior law by U.S. investors who invested in

foreign corporations owning assets (such as stock or securities) which produce passive

income 3  The committee reports indicate that the PFIC provisions were directed to

passive income earned by foreign investment funds.4  However, the PFIC provisions as

enacted also could affect the trading, services, and manufacturing profits of many

foreign corporations engaged in active business operations.5 The Bill mitigates many of

the difficult problems inherent in. applying the PFIC WJovisions to active operating

companies. However, we believe that a number of the remaining PFIC provisions are

inappropriately harsh when applied to active operating companies and that a number of

additional technical corrections are needed.

II. DEFINITION OF PASSIVE FOREIGN INVESTMENT COMPANY

A. Income Test

A technical correction should provide that a foreign corporation engaged in

the active conduct of a trade or business will meet the income test of section 1291(a)(1)

only if 75 percent or more of its gross receipts (rather than gross income) consists of

passive income. Section 1296(a)(1), as enacted, results in the passive income earned by a

foreign corporation engaged in active manufacturing or sales operations being given

greater weight in the determination of its PFIC status than sales income since sales

income is reduced by the cost of goods sold in determining gross income for tax purposes.6

3 H.R. Rep. No. 426, 99th Cong., 1st Sess. 408-09 (1985); S. Rep. No. 313, 99th Cong.,

2d Sess. 393-94 (1986).

4 Id.

6 In this regard, we concur with the statement of Deputy Assistant Secretary (Tax
Policy) of the Treasury 0. Donaldson Chapoton that the PFIC definition currently
encompasses too broad a category of companies. Statement of 0. Donaldson Chapoton,
Deputy Assistant Secretary (Tax Policy), Department of the Treasury, before the
Subcommittee on Taxation and Debt Management, Committee on Finance, United States
Senate at 9 (July 22, 1987).

6 For example, a manufacturing company which sells goods for $200,000,000 where

its cost of goods sold is also $200,000,000, has no gross income from the sale of goods. If
the company derives $10,000 of passive income, it is technically a PFIC.
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B. Asset Test

I. Asset Test Applied to Net Assets at Fair Market Value. A technical

correction should provide that the asset test of section 1296(a)(2) applies to the net assets

of the corporation (after taking into account liabilities) with all assets being taken into

account at fair market value. Such provision would prevent the distortions which might

otherwise occur where, as is often the case, a corporation incurs significant debt to

acquire assets (whether active or passive). Valuation of assets on any basis other than

fair market value (for instance, book value) would result in passive assets being given

proportionately greater weight in the determination of PFIC status than non-passive

assets.
7

2. Assets Producing Passive Income. A technical correction should

provide, for purposes of the asset test, that (i) an asset which produces both passive and

non-passive income or receipts will be treated as producing passive income or receipts

only to the extent of the ratio of the passive income or receipts produced by the asset to

the total gross income or receipts produced by the asset over a time period, and (ii) an

asset which does not produce any income will be treated as held for the production of

passive income only if the principal purpose of holding such asset is the production of

passive income.

C. Definition of Passive Income

1. Section 904(d) Look-Through Rules. A technical correction should

explicitly provide that the look-through rules of section 904(d)(3) and (5) apply in

determining whether dividends, interest, royalties, and rents received from a related

person (within the meaning of section 954(d)(3)), and the assets giving rise to such income,

, For example, an active operating company might show, on its books, $50 million of
active assets and $50 million of passive assets, and derive $15 million in income during a
year. The passive assets would only result in a $4-5 million income stream. Much of the
remaining $9-10 million in income is attributable not only to the $50 million in active
assets on the books, but also to intangibles associated with active business operations (such
as contracts, distribution networks, etc.) which may not be shown on the books.
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constitute passive income or receipts or passive assets. 8 Such technical correction should

provide that, in cases in which the look-through asset produces both passive and non-

passive income or receipts, such asset should be treated as producing passive income or

receipts only to the extent of the ratio of the passive income or receipts produced by the

asset to the total gross income or receipts produced by the asset over a period of time.

The PFIC rules should not apply to a corporation if it reinvests operating profits through

a related corporation, rather than through a branch. Application of the section 904(d)

look-through rules would ensure such a result, as was apparently intended by Congress.9

2. Income Derived by Foreign Banks. A technical correction should

exclude from passive income the income derived in the active conduct of a banking,

financing, or similar business by a foreign corporation doing business under a foreign

country's banking or credit laws. The uncertainty created by requiring foreign banks not

licensed to do business in the United States to await the exercise of regulatory authority

to exempt their banking income from passive income potentially places such corporations

which are owned directly or indirectly by U.S. persons at a competitive disadvantage vis-

a-vis those owned by foreign persons.

3. Exclusion of Effectively Connected Income. A technical correction

should define passive income to exclude income which is effectively connected with the

conduct of a trade or business within the United States unless such income is exempt from

taxation (or subject to a reduced rate of tax) pursuant to a treaty obligation of the United

States. (See section 952(b)). Neither deferral of tax nor the ability to convert ordinary

income to capital gain is available with respect to such income.

D. 25 Percent Owned Corporations

1. Scope of Application. A technical correction should provide that the

look-through rule of section 1296(c) applies only to the extent that the effect is to treat a

8 This rule would not apply to assets and income eliminated under the section

1296(c) look-through rule, discussed below.

9 See Staff of the Joint Committee on Taxation, Description of the Technical
Corrections Act of 1987 at 209 (Comm. Print 1987).
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foreign corporation that is otherwise a PFIC (under the general rule of section 1296(a)) as

a corporation which is not a PFIC, and does not apply to treat a corporation which is not

a PFIC (under the general rule of section 1296(a)) as a corporation which is a PFIC.

Section 1296(c) was intended to prevent holding companies formed to own active

operating subsidiaries from being treated as PFICs. Under section 112(n)(17) of the Bill, a

distribution from, and a disposition of stock of, a lower tier corporation which is a PFIC

would be treated as a distribution to, or a disposition by, a United States person treated as

owning stock in the PFIC under the attribution rules of section 1297(a), and thus would

not escape application of the PFIC provisions if the suggested technical correction were

made.

2. Attribution of Ownership. A technical correction should provide that,

for purposes of determining whether a foreign corporation owns 25 percent (by value) of

the stock of another corporation (but not for purposes of attributing income and assets), 10

both indirect and constructive ownership rules apply. See, e.g., section 267(b), (c) and (f).

Unless constructive, as well as indirect, ownership rules are applied, the section 1296(c)

look-through rule would be extremely narrow. 11

3. Elimination of Stock and Debt. A technical correction should

provide that in attributing income and assets of 25 percent owned foreign corporations to

an upper tier foreign corporation, the stock and debt, and dividends, interest and gain

with respect thereto, held by one 25 percent owned foreign corporation in another 25

percent owned foreign corporation should be eliminated from the assets and income of the

former corporation. This was the apparent intention of the provisions 2

10 Application of constructive ownership for purposes of attributing income and
assets would be administratively unwieldy, as almost all corporations in a group would be
deemed to own almost all others in the group.

11 For example, in the case of a foreign corporation 10 percent of the stock of which
is held by an upper tier foreign corporation and 90 percent of the stock of which is held
by the upper tier foreign corporation's U.S. parent, the look-through rule would not apply
unless constructive ownership rules were made applicable.

12 Staff of the Joint Committee on Taxation, General Explanation of the Tax Reform
Act of 1986, at 1026 (Comm. Print 1987) ("Bluebook").
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E. Time for Determination of PFIC Status

A technical correction should clarify that stock of a foreign corporation

will be treated as stock of a PFIC only if such foreign corporation was a PFIC for one or

more post-1986 taxable years.

III. NONQUALIFIED FUNDS

A. Foreign Tax Credits

A technical correction to section 1291(a)(1)(C) should clarify that the

entirety of the deferred tax amount constitutes a tax which may be offset by foreign tax

credits. This appears to have been the intention.13

B. Gain on Disposition

1. Gain Limited to Earnings and Profits. A technical correction should

provide that section 1291 applies to gain recognized on a disposition of PFIC stock only

to the extent of the taxpayer's ratable share of the earnings and profits of the PFIC

accumulated for the period the taxpayer held such stock. Section 1291(a)(2), as enacted,

potentially applies the interest charge to gain attributable to appreciation unrealized at

the corporate level, such as the appreciation of tangible and intangible assets, with respect

to which the payment of U.S. tax has not been deferred.

2. Pro Rata Share. In determining the amount of gain on a disposition

of PFIC stock subject to section 1291, a technical correction should provide that a

taxpayer's pro rata share of the earnings and profits of the PFIC excludes the taxpayer's

pro rata share of any earnings and profits which are attributable to (i) amounts

previously included in gross income of the taxpayer under sections 551, 951(a), and

1293(a) (but only to the extent the inclusion of such amount did not result in an exclusion

of any other amount from gross income under section 551(d), 959(a), or 1293(c)),14 (ii)

income which is effectively connected with the conduct of a trade or business in the

13 See section 1291(a)(4). See also Bluebook at 1027.

14 The Bill includes a provision that would exclude such amounts from excess
distributions. Bill section 112(n)(3).
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United States unless exempt from tax (or subject to a reduced rate of tax) pursuant to a

treaty obligation of the United States, (iii) income subject to an effective rate of tax

imposed by a foreign country greater than 90 percent of the maximum rate of tax

specified in section 11, (iv) income of the PFIC other than passive income, and (v) income

earned for taxable years of the PFIC beginning before January 1, 1987.

Amounts included currently in gross income under section 551, 951(a), and

1293(c) and amounts effectively connected with a U.S. trade or business are not subject to

deferral and should not be subject to PFIC treatment. Where there would be little or no

U.S. tax owed because of the foreign tax credit under section 902 or 960, no interest

element should apply. Gain attributable to active business operations also should not be

subject to PFIC treatment since it is only the elimination of deferral on passive income

which was within the stated intent of Congress. Similarly, gain attributable to pre-1987

tax years should not be subject to PFIC treatment.

C. Total Excess Distribution

1. Incorporation of Dividend Concept. A technical correction should limit

the term "total excess distribution" to dividends paid out of earnings and profits. There is

no precedent in either law or policy for subjecting to taxation a return of capital. Thus,

taxation of such amounts cannot be deferred.

2. Exclusions from Earnings and Profits. For the reasons discussed in

B.2 above, a technical correction should exclude from total excess distributions any

earnings and profits attributable to amounts described in (i) through (v) of B.2 above

(that is, previously taxed income, U.S. business income, income subject to a high rate of

foreign tax, active income, and pre-1987 income).

D. Allocation of Excess Distribution

The amount of an excess distribution (or gain subject to section 1291)

should be allocated to the taxable year (or years) in the taxpayer's holding period during

which the earnings and profits giving rise to such excess distribution (or gain) were

earned. This methodology would provide a better measure of the economic value of
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deferral and would ensure that amounts allocated to post-1936 years actually arose in such

years.

E. Mark-to-Market Election

A technical correction should make the mark-to-market election of sections

1291(d)(2) and 1297(b)(1) expressly applicable to stock held indirectly, and should provide

for a basis increase up the corporate chain with respect to indirectly held stock deemed

disposed of under the election. As enacted, it is unclear whether the election also applies

to second and lower tier foreign subsidiaries of a directly held foreign corporation. A

basis increase up the corporate chain prevents double taxation on a disposition by the

direct foreign corporation shareholder.

IV. QUALIFIED ELECTING FUNDS

A. Exclusion of Effectively Connected Income

A technical correction should'provide that earnings and profits attributable

to income which is effectively connected with the conduct of a trade or business in the

United States arc not included currently in the income of U.S. person PFIC shareholders

unless such income is exempt from tax (or subject to a reduced rate of tax) pursuant to a

treaty obligation of the United States.'5 U.S. tax on-such amounts cannot be deferred in

any event. Inclusion of earnings and profits attributable to such amounts potentially

results on a current basis in a triple U.S. tax, i.e., corporate tax at graduated rates, branch

profits tax, and shareholder level tax.

B. Investments in United States Property

A technical correction to section 951(f) should be made to prevent a double

inclusion of amounts which would be taxable as both an increase in earnings invested in

the United States property and earnings and profits of a qualified electing fund.

V. Rules for Allocation of Interest, etc., to Foreign Source Income

In making this change, an ordering rule similar to that in section 959(c) would be
needed so as to determine the extent to which subsequent distributions are made from
previously taxed income.
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A technical correction should provide that, for purposes of determining the

basis of stock of a "nonaffiliated" 10 percent owned corporation under section 864(e),

proper adjustments should be made to the earnings and profits of any corporation to take

into account any earnings and profits included in gross income under subpart F, the

PFIC provisions, or any other provision and reflected in the adjywl- bAsis of any

property. Although section 112(g)(l) of the Bill makes a similar correction, such provision

can be interpreted to apply only to the extent earnings and profits currently included in a

U.S. person's gross income increase the basis of the stock of the foreign corporation with

respect to which such inclusion is made. However, such a result is too narrow to prevent

double counting since current inclusions of the earnings and profits of a lower tier

foreign corporation under sections 951 and 1293 increase, not the basis of the stock of

that foreign corporation, but the basis of the property on account of which the taxpayer

is treated as owning the stock of such corporation. Sections 1293(d)(1) & 961(a).

We appreciate the opportunity to comment on the Bill. If you have any

questions or comments, please contact me or Nancy H. Kaufman at (202) 862-2200.

Respectfully submitted,

Kenneth Klein

cc: Ms. Mary McAuliffe (five copies)
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Designated Reptesentative:
Kenneth Klein
Cadwalader, Wickersham & Taft
1333 New Hampshire Ave., N.W.
Suite 700
Washington, D.C. 20036
(202) 862-2239

In summary of the comments and recommendations attached hereto, we

recommend a number of technical changes to the passive foreign investment company

("PFIC") and related provisions. Many c: the changes are designed to mitigate the harsher

aspects of the PFIC provisions as applied to active operating companies, such as: applying

the gross income test for PFIC status to gross receipts of corporations actively engaged in

business; measuring a corporation's passive assets with reference to the net value of all of

the assets of the corporation taken into account at fair market value; applying the

section 904(d) look-through rules to determine the passive status of assets of, and income

from, related persons; applying the section 1291(c) look-through rule only to the extent the

effect is to treat a corporation that is otherwise a PFIC as not a PFIC; and making the

interest charge inapplicable to amounts previously included in gross income under other

Code provisions, income effectively connected with a U.S. business, income subject to high

foreign tax, income other than passive income, and income earned for taxable years

beginning before January 1, 1987. A number of other recommendations address general

problems under the PFIC provisions, such as: clarifying that stock of a foreign

corporation will be treated as stock of a PFIC only if the foreign corporation was a PFIC

for one or more post-1986 taxable years, excluding from passive income the banking

income of foreign banks not licensed to do business in the United States; defining the

term 'total excess distribution" with reference to earnings and profits; allocating excess

distributions (or gain on disposition) to the taxable year (or years) during which the

earnings and profits were earned; and broadening section 951(f) to prevent a double

inclusion of amounts which would be taxable as both an increase in earnings invested in

United States property and earnings and profits of a qualified electing fund.
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The Honorable Lloyd Bentsen
United States Senate
Committee on Finance
Dirksen Office Building 205
Washington, D.C. 20510

Re: Technical Corrections Act of 1987

Dear Senator Bentsen:

Section 503 of the Tax Reform Act of 1986 extended the "at risk" loss
limitation rules to deductions resulting from the holding of real property
acquired by the use of nonrecourse financing. This change was apparently
enacted primarily to prevent the perceived abuse of inflated depreciation
deductions arising from overvalued purchase prices. The expanded "at risk"
limitations, however, created an exception for certain nonrecourse loans
secured by real property where the borrowing is from "any person who is
actively and regularly engaged in the business of lending money" ("qualified
person"), such as California Federal Savings and Loan Association.

Notwithstanding the general rule that a borrower is considered at risk with
respect to nonrecourse real estate financing from a qualified person, the
1986 TRA disqualifies the transaction where the qualified person is related
to the borrower or is (or is related to) the seller of the real property.
However, Congress apparently further recognized that the potential for tax
abuse is negated when the financing is on substantially the same terms as
other loans made by lenders regularly engaged in the business of real estate
lending. Acordingly, the 1986 TRA provides that qualified nonrecourse real
estate financing to a related person will be treated as at risk "if the
financing from the related person is commercially reasonable and on
substantially the same terms as loans involving unrelated persons". This
"commercially reasonable" exception does not, however, apply where the
qualified person is also the seller, or is related to the seller, of the real
property. Therefore, the 1986 TRA at risk limitations would apply to
California Federal's nonrecourse financing of sales of its own real property,
including property acquired by foreclosure or similar proceeding, even if the
loan is on a commercially reasonable basis.

Savings and loans are substantially limited by law, regulation and public
policy considerations to the business of real estate lending. Unfortunately,
however, the 1986 TRA is now operating as a barrier to the long-standing and
highly-regulated principal business of this industry.

Historically, savings and loans have provided financing on most sales of
their own real property. A significant result of the expanded at risk rules
will be to substantially aggravate the already existing difficulties and
adversities involving the disposition of foreclosed properties by requiring
potential purchasers to arrange financing from other lenders unfamiliar with
the property. In many, if not most, of such situations, alternative
financing will not be readily available because of the distressed nature of
the underlying property. These new rules will be particularly prejudicial to
savings and loans, such as California Federal, operating in the 10 states
where state law prohibits lenders from making recourse loans with respect to
such sales.
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Certain concerns have been raised that an exception for seller financing by
savings and loans would continue the perceived tax abuse fran overvalued
purchase prices. This is simply not the case. Tih 1986 TRA provisions that
curtail accelerated depreciation methods and extend the useful life of
newly-acquired real property have eliminated potential tax benefits to
purchasers from inflated purchase prices. In fact, these changes result in a
purchaser tax penalty from inflating the purchase price as evidenced by the
attached study prepared by Mr. Gregory Ballentine of Peat, Marwick, Main &
Co. In addition, the enactment of the passive loss limitation rules provide
a significant barrier to the deductibility of any losses from holding real
estate notwithstanding the amount at risk by an individual investor.

The issue of qualified person seller financing is of major importance to the
savings & loan industry and, on behalf of California Federal, I respectfully
request that this issue be favorably addressed in the Technical Corrections
legislation or otherwise resolved at the earliest possible time.

Sincerely,

THE TAX EFFECTS ON A BUYER OF INFLATING BASIS

IN REAL ESTATE ACQUISITIONS

J. Gregory Ballentine

Peat, Marwick, Main & Co.

Two previous reports have examined the combined tax effect on buyers

and sellers of real property arising from the inflation of basis. Those

reports demonstrated that the changes to depreciation and capital gains tax

rates enacted in the Tax Reform Act of 1986 have largely eliminated any net

tax benefits from inflating basis. This short report concentrates only on

the tax effect on the buyer from inflated basis.

The basic transaction is a simplified, extreme example of inflating

basis. Property is purchased for $X paid after 10 years. Thus, the

purchase involves an implicit loan which carries a zero interest rate. Such

an extreme, simple example is used to highlight the issue. Seller financing

and other tax rules would prevent the extreme overvaluation that results

from this example. Including such tax rules in the example would make the

conclusion even stronger, while complicating the analysis.
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By using a zero interest rate implicit loan, the basis of the asset

will be stated as $X. If an explicit loan at the interest rate I were used

instead, the basis of the asset would be X

(1+1)10

Thus basis is inflated by

X--.
(l~i)1

There are two tax effects on the buyer from this. First, the buyer

receives additional depreciation deductions. Second, the buyer loses the

interest deductions that would have been available if an explicit loan were

used.

The present value of $1 written off straight-line over 31.5 years at a

10% discount rate is 28.6 cents. Thus, assuming the buyer is in the 28% tax

bracket, the additional depreciation benefits for the buyer are

(.28) (.286) ( X -X )

(1+0)10

or (.28) (.286) ( 1- 1 ) X

(1+t)10

With i=.l, this simplifies to

.0492 
X.

Thus, the buyer gets 4.9 cents present value additional tax benefits per

dollar of X.

The buyer loses interest deductions by inflating basis with a zero

interest rate implicit loan. The present value of the loss is equal to the

present value of the interest on the loan times the buyer's tax rate (28%).
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The present value of the interest on a loan of *1 for ten years, discounted

at 102 is .9091. The present value of the interest on the entire implicit

loan--the entire loan-ts equal to (X/1.1 10)--is

X 1 .9091

(1.1)10

which equals X .3505.

The tax loss therefore is

(.28)(.3505)X

or .0981 X.

Thus, the buyer loses, in present value terms, 4.89 cents in taxes

(.0981 - .0492) for every dollar of X. For every dollar of inflated basis,

the buyer loses 7.96 cents. Not only is the combined tax effect on the

buyer and seller a tax loss (as explained in previous reports), but the

effect on the buyer alone is a tax loss. Clearly, no buyer will agree to

inflating basis in order to obtain a tax benefit.
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CampbWWsile Colleg
200 College Street, West

CAMPBELLSVILLE, KENTUCKY 42718
502 465.8158

July 3, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

Dear Ms. Wilcox:

The technical corrections bill covering details of the
Tax Reform Act is pending in the Senate. I have these
comments.

It is my belief and opinion that the bill should be
amended to clarify that charitable gift annuities are
not subject to IRC Sec. 501(m). This section could be
interpreted in such a way as- to treat charitable gift
annuities as commercial-type insurance. They are not
and should not be treated so. Here are my reasons.

1. Gift annuities are used by donors to Campbellsville
College and other charitable organizations because
they are interested in our institution. They do
not see them as a financial investment, but as a
deferred gift to Campbellsville College.

2. In no way do gift annuities compete with commercial
annuities. They are not commercial-type insurance.

3. If the law is not clarified, it is my opinion that
an important source of funds to Campbellsville
College would dry up.

4. Gift annuities are used by donors who are in a
position to make small gifts, as small as $500 or
$1,000, on a deferred basis to Campbellsville
College. They do this in much the same way as
larger donors use the charitable remainder annuity
trust. They are somewhat equivalent and yet the
charitable remainder annuity trust is not affected
by IRC Sec. 501(m).

5. Historically, charitable gift annuities have never
been treated as an unrelated trade or business. In
fact, Congress added Tax Code Section 514(c) (5)
specifically to exclude charitable gift annuities
as an unrelated business activity. Sec. 514(c) (5)
was not amended by the Tax Reform Act.

Again, I express to you my sincere desire and wish for
you to amend the Technical Corrections Act of 1987 to
clarify that charitable gift annuities are not-subject
to IRC Sec. 501(m). Thank you for your attention.

Sincerely,

enneth H. Pope, Ph.D., CFRE, CFP

Advancement Vice President

KHP:pjd
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The Honorable Lloyd Bentsen
United States Senate
205 Dirksen Building
Washington, D.C. 20510

Dear Senator Bentsen:

I am writing to register opposition to the approach
toward tax treaties in the Technical Corrections Act of 1987,
both in general and in specific regard to the tax on "excess
interest" imposed under the new "branch level" tax regime enacted
by the Tax Reform Act of 1986. That approach deviates from
traditional U.S. policy in international tax matters and is
likely to result in harm to U.S. business and other interests
abroad.

Section 112(y) of the Act, entitled "Coordination with
Treaties," contains in subparagraph (2)(C) a sweeping clause to
the effect that any and all amendments made :y the Tax Reform Act
shall apply notwithstanding any treaty obligation of the United
States, except as otherwise provided in the Reform Act or in
paragraph (3) of that same section. Paragraph (3) lists eight
specific provisions of the Reform Act which are not to apply to
the extent their application would be contrary to U.S. treaty
obligations.

A Joint Committee Print which describes the Technical
Corrections Act briefly reviews the statutory scheme described
above and then sets forth the understanding of the authors of the
Print that there are no other "cases . . . where a harmonious
reading of the Act and U.S. treaties is not possible." On page
235 of the Print, the following statement appears:

Other Act provisions that are understood
to be fully consistent with U.S. treaty obli-
gations include the Act's dual residence
company provisions (Act sec. 1249) and the
Act's branch level interest tax provisions
(Act sec. 1241). In the latter case, the
obligation for U.S. tax on a foreign corpo-
ration's "excess interest" arises from the
foreign corporation's deduction of interest on
amounts payable to third-party lenders. The
mere collection of this tax at one time (i.e.,
the end of the corporation's taxable year)
from the foreign corporate payor of interest,
rather than requiring the payor to withhold
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U.S. tax on interest payments made throughout
its taxable year, does not make the tax dis-
criminatory.

The Print goes on, however, to state:

If, in any of the cases described above
where conflicts are understood not to exist,
any treaty is somehow read to bar operation of
the Act, the Act is to be effective notwith-
standing the treaty.

Notwithstanding Congress' intent that the
Act and income tax treaties be construed har-
moniously to the extent possible, conflicts
other than those addressed in this bill or in
the Act ultimately may be found to exist.
Therefore, the bill provides that except as
otherwise provided by the bill or the Act, the
provisions of the 1986 Act will apply notwith-
standing any treaty provision in effect on the
date of enactment of the 1986 Act (October 22,
1986). If any such now-unknown conflict is
ultimately found, it is expected that full
legislative consideration of that conflict
will take place to determine whether applica-
tion of the general later-in-time rule is
appropriate.

Finally, the Print states: "In addition, this technical correc-
tions bill is understood not to conflict with any treaty. Again,
should a conflict ultimately appear, the bill's provisions are to
take effect.'

In short, the intention is to override treaty obliga-
tions with respect to known treaty/Code conflicts except in cer-
tain specific cases; to explain the "harmonious" relationship
between treaties and statutory law in other instances but, to be
on the safe side, to override treaties there too; and to impose
statutory law in the case of treaty/Code conflicts not yet
identified or known to exist.

There is no doubt, under the Constitution, that
Congress has the power to override, and thus unilaterally abro-
gate, international agreements of the United States. However,
the fact that this power exists does not justify its exercise in
any particular case. There are some obvious implications to
repudiating formal government-to-government commitments; such
repudiations are clearly more than mere "technical corrections"
to existing legislation.

The proposed treatment of the branch level tax on
excess interest offers a clear illustration of the seriousness of
the legislative action that has been proposed. That tax oper-
ates, in general, as follows: The amount of the deduction for
interest expense allowable to a foreign corporation engaged in a
U.S. trade or business is the product of a formula under Treasury
Regulation S 1.882-5. The formula can and often does yield a
deductible amount that is different from (greater or less than)
the amount of interest actually paid and booked by the U ;. busi-
ness. The tax on "excess interest" is, in effect, a tax on the
amount by which the deduction, in a given case, exceeds the
amount of the payment. As a technical matter, under Code section
884(f)(1)(B), the amount of the excess is treated as if it were
interest paid to the foreign corporation by a wholly-owned domes-
tic corporation. This approach implicates the "taxability" rules
of the Code and U.S. treaties; the excess interest may or may not
be taxable depending on whether it is considered a bank deposit,
interest on portfolio debt, or interest qualifying for a reduced
rate of tax or exemption under a U.S. tax treaty. (The rules for
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"tracing" the excess interest to these various categories of debt
are presently unclear; but presumably the issues presented here
can be resolved through Treasury regulations in due course.)

The tax on "excess interest" raises several issues
under U.S. tax and other treaties. Because section 884(f)(1)(B)
is a fiction -- there is only one corporate entity in question,
not two -- the tax arguably places a burden on a foreign corpora-
tion that a comparable U.S. corporation is not required to bear.
On this view, the tax is discriminatory. The Joint Committee
Print argues that the burden on the foreign corporation is no
greater than the combined burden on a U.S. corporation and a
foreign lender. This argument appears to be a dubious basis for
a finding of nondiscrimination under international standards, but
that is beside the point. We will never know whether the Techni-
cal Corrections Act conflicts with treaty nondiscrimination guar-
antees if the Act overrides all of those guarantees.

It is also arguable that "excess interest" does not
have a U.S. source under treaties corresponding to the U.S. Model
Income Tax Convention. The discussion at page 1042 in the Gen-
eral Explanation of the Tax Reform Act of 1986 is apparently to
the contrary, but the point has-never been adjudicated. What
authority and commentary does exist suggests that interest must
be linked to a U.S. business in some way other than deductibility
in order to be sourced in the United States. Again, the question
whether the General Explanation is correct here is less important
than the apparent intention to enforce the staff's view through
abrogating U.S. treaty commitments if the General Explanation
should be wrong.

The Tax Reform Act of 1986 overrode treaties in numer-
ous places, on a much more widespread basis than prior legisla-
tion. In many instances, however, these overrides were in the
name of tax policy concerns either having some urgency or, at
least, having relevance principally to U.S. persons (whom U.S.
tax treaties are not generally intended to benefit). Thus, the
overrides with respect to the new foreign tax credit rules are at
least understandable. Similarly, the overrides in the case of
the branch level tax, which prior to the Technical Corrections
Act were limited to cases of treaty shopping, are also under-
standable. Congress evidently decided that treaty shopping is a
pressing concern, and that the time required to renegotiate the
U.S. treaty network to prohibit treaty shopping is simply too
long to tolerate. U.S. treaty partners doubtless did not appre-
ciate the unilateral repudiation of U.S. treaty commitments in
the 1986 legislation, but they would be hard pressed to defend
treaty shopping in general or, at least, to fail to appreciate
the reasons for the Congressional action.

The Technical Corrections Act override for the tax on
excess interest is not, however, limited to treaty shopping nor
is it easily comprehensible. It would apply to all taxpayers who
are not treaty shoppers and who operate in the United States in
branch form (principally, but not solely, banks, which are the
entities most affected by Treasury Regulation S 1.882-5). Many
of these entities are publicly owned in their home countries and
have their principal offices in those countries. They are not
tax evaders. In general, their home countries impose taxes which
are at least the equal of those in the United States. Moreover,
the tax on excess interest would be the only piece of the branch
level tax regime that would override treaty commitments in cases
other than treaty shopping. Thus, if the Technical Corrections
Act as it stands is enacted, the Code will not prohibit treaty
shopping at all (will defer to treaties completely) in the case
of U.S. subsidiaries; it will apply all aspects of the branch
level tax regime with respect to treaty shoppers despite trea-
ties; and it will apply the tax on e :cess interest to non-treaty
shoppers despite treaties. The policy rationale for this patch-
work scheme is difficult to discern.
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Of course, it is not generally in the interests of the
United States to override international agreements. Such over-
rides hardly comport with our professed allegiance to the rule of
law. Not only do such actions have a tendency to inhibit the
obtaining of new agreements in the future; they also undermine
the word of the United States as expressed in international
arenas more generally. Nor are any of these effects necessarily
confined to the area of taxation, just because the abrogation is
so confined.

But especially in the area of taxation, where the
potential for counter-actions against U.S. interests is ever
present, it makes little sense for the United States to disregard
agreements that were struck in order to benefit the United States
and its citizens and residents. Particularly in the area of dis-
crimination, the United States has worked hard for many years to
secure commitments from other countries, and one of the principal
tools in this effort has been the nondiscrimination clause com-
monly found in tax and investment treaties. It is unwise for the
United States to override such clauses.

A great deal of recent U.S. tax policy is driven by an
obvious need for revenue. Whether the current budget situation
justifies a disregard for long-standing, internationally shared
principles of international taxation is, however, doubtful. In
the case of the tax on "excess interest" such a disregard is
peculiarly misplaced, since foreign banks can avoid additional
tax costs by restructuring so as to fund U.S. operations from the
United States. This may involve other, non-tax costs, but it is
possible. If it is done, imposition of the tax on excess inter-
est despite treaties will not produce additional revenues, yet
the harm to U.S. stature in international tax matters will be no
less.

Although most of this letter has focused upon the tax
on "excess interest," similar observations could be made with
respect to other Technical Corrections Act provisions relating to
treaties, and especially other-overrides of the nondiscrimination
clause. The core issue here is not any particular statutory pro-
vision but a matter of general principle: Abrogations of treaty
commitments are serious business. They should not be adopted
simply because, at a given moment, Congress believes a particular
tax policy is preferable to the one it followed in the past.
They should require compelling justification. There is no such
justification here.

Sincerely,

H. David Rosenbloom
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Written Testimony Submitted to the'Senate Finance Committee

by

Charles L. Sykes

Assistant Executive Director of CARE

and

Co-Director of the Coalition for Food Aid Policy and Programs

The Water Resources Act of 1986 authorizes the Customs Service to

assess a harbor maintenance fee of 0.04 percent on the value of

commercial cargo loaded or unloaded from a commercial vessel. On

June 29, 1987 the U.S. Customs, Department of Treasury's User Fee

Task Force rejected an appeal by the American Friends Service

Committee (exchange of letters attached) to exempt charitable and

relief cargo from payment of the fee, citing Congress as the

source for non-exemption.

The many U.S. charitable and private voluntary organizations,

providing essential food, supplies and equipment for relief and

development purposes to many of the poorest countries, are now

being billed by the Customs Service in the same manner as

commercial cargo. If it were not the intent of Congress to apply

the harbor maintenance fee against the charitable cargoes of

registered 501(c)3 organizations, we request the Committee to make

a technical correction providing for such exemption.
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AMERICAN FRIENDS SERVICE COMMITTEE

.1 501 Cherry Sireet Philadelphiap Penneylvania 13io

$14OWa CYArt" Code: 215-241-7000

SleOG Coy Cable: AFSERCO PHA TWX 710 670 1617

Asa A Bennet
,....WA SOVOWV

cai W Be).S".O"Yt,,-Oo Hay 26, 1987'

He. Jean F. HaSuire, Director

User fee Task Force
Regulations Control Branch
Customs Service Headquarters
Room 2146
1301 Constitution Avenue, NW
Washington, DC 20229

Dear iM. Haguires

According to the Oederal nRoistcr of March 30, 1987, the new Customs Service
harbor maintenance fee is applicable to "commercial cargo".

she American Friends Service Committee is a non-profit agency of the religious
Society of Friends (Quakers). We are engaged in work of relief and reconcilLa-
tion to relieve human suffering in many countries. Our shipments of donated
clothing, medical and other relief supplies are distributed free of charge to
needy people under the supervision of our representatLves. They are not
"conumercial" in any sense of that word.

We are registered with the U.S. Agency for International Development, which,
in support of our programs, reLmburdos to us the cost of ocean freight on our
relief, shipments.

We, therefore, do not believe that we should be subject to the new harbor main-
tenance fee and would appreciate confirmation from you (addressed to the attention
of the undersigned) that ve are exempt from this fee.

Thanking you for your cooperation,

Sincerely yours,

Ie Patterson
Director of
Purchasing and Shipping

MWI'dt .
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'JUL 2 1987
DEPARTMENT OF THE TREASURY

U.S. CUSTOMS SERVICE

WASMWOTO D.C.2M2

FIS-04-08-UFTF RAS

Mr. A. W. Patterson
Director of Purchasing and Shipping
American Friends Service Committee
1501 Cherry Street
Philadelphia, Pennsylvania 19102-1479

Dear Mr. Patterson:

I appreciate the concern you expressed in your letter of
May 26, 1987, and I do understand your position.

The Harbor Maintenance Fee (HMF) i., however, imposed for
port use regardless of the nature of specific cargo, except for
certain exemptions. The operation you describe is, unfortu-
natelyv not one of those exempted by Congress. There is no
special exemption for charitable cargo. Funds collected by
Customs are deposited in a "Harbor Maintenance Trust Fund to be
used to contribute up to 40 percent of the... operation and main-
tenance of ports and harbors in the U.S.0 Formerly, these
operations were financed from general revenues.

Please contact me if you-need additional information.

S Sincerely,

Director
User Fee Task Force
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CARLTON AND JOHNSON
PUBLIC ACOUNTANTS

RoIBERT L JO .4NSON. CPA Po r orPC sOX 1OO

WguSt AMgR AN ItnsTUTIN NORTh CONWAY. NEW HAMPSRK 03060
OF 991TIISO PUOUC ACCOUNTANTS

RALPH W. CARLTON. PA TgulPb4NE (U03) 3565406

igMuE N . NArONAL uocsr
OF PUBLIC ACCOUNTANTS

July 7, 1987

Ms. Laura Wilcox
Hearing Administrator
Committee on Finance
Room SD-205
United States Senate
Washington, D.C. 20510

Re: Technical Corrections Bill of 1987 - H.R. 2636
SlOb(g) - 5 Year Holding Period As It Relates
to TRA $633(d) (6) Definition and Special Rules -
For a Qualified Group.

Dear Ms. Wilcox:

Enclosed please find my letter to Mr. Leonard, Chief
Counsel of the Ways and Means Committee concerning the 5
year holding period as proposed under the Technical Corrections
Act.

I can see no logic for the 5 year requirement and as I
comment in Mr. Leonard's letter, I believe that the 5 year
holding period is an unreasonable test that will truly frustrate
congressional intent in allowing small corporations to liquidate
during the transition period.

I would be pleased to discuss this with you.

Respectfully submitted,

ROBERT L. J NSON4
CERTIFIED PUBLIC ACCOUNTANT

RLJ:djh
Encl.

cc: Mary McAwliffe
Minority Chief of Staff
United State Senate
Committee on Finance
Room SD-GO8
Washington, D.C. 20510
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C&RLTO)N 1ND JOMHNSON
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June 18, 1987

Robert J. Leonard
Chief Counsel
Committee on Ways and Means
U.S. House of Representatives
1102 Longworth House Office Bldg.
Washington, D.C. 20515

Re: Technical Corrections Bill of 1987 - H.R. 2636
Sl0b(g) - 5 Year f01din Period As It Relates
to a TRA 1633(d) (6) Definition and Special Rules -
For a Qualified Group.

Dear Mr. Leonard:

As I am sure you are aware of, Technical Corrections is
making what I believe to be a substantial change in the
original Statute enacted under the Transition Rules by
introducing a 5 year holding period as noted above.

I am sure from my experience, as well as other practitioners,
that deals have ben made in which the 5 year holding period
has not been considered because it is not in the original
Statute. I am puzzled by the restriction in any event. It
seems to me that if the intent of Congress were to provide a
true opportunity for tm small corporation to liquidate during
a transition period, the further complication of a 5 year holding
period may neutralize that intent.

I believe that the 5 year holding period should be elimin-
ated from the Technical Coriections Act. The 5 year restriction
is an unreasonable test that will be difficult to enforce and
in my judgment truly frustrate congressional intent.

I would be pleased to discuss this with you.

Respectfully submitted,

&ROBERT L. JhSON
CERTIFIED P ~LItCACCOUNTANT

.RLJ:djh

'7n r-n n nn 1"7
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MThe CamlAn for CamelgeMellon
Offie o( E tate Planning
Canegie Meln University
5000 Forbes Avenue
Pittsburgh, Pennsylvania 15213-3890
412-268-2017

June 29, 1987

Ms. Laura Wilcox
U. S. Senate Committee on Finance
S. D. 205
Washington, DC 20515

To Whom It May Concern:

Re: IRC Section 501(m) and Charitable Gift Annuities

As Director of Estate Planning at Carnegie Mellon University, I am
responsible for our planned deferred giving program. An extremely
attractive .and important component of our program is the Charitable
Gift Annuity. The Charitable Gift Annuity appeals particularly to
the donor who wants to make a major charitable gift of, for example,
$5,000 to $50,000, but financially and personally needs to retain an
annual life income or annuity from his or her gift. Our Gift
Annuities provide a key source of funding to Carnegie Mellon, which
has become all the more important in the face of cutbacks in federal
and state aid.

I feel strongly that the taxation of Charitable Gift Annuities under
Section 501(m) of the Internal Revenue Code enacted by the Tax Reform
Act of 1986 would be extremely detrimental to our long standing gift
annuity program, as well as to the programs of other charitable
organizations.

Charitable Gift annuities require a clear donative intent as the rate
of annuity payout is not competitive with annuities paid by
commercial type insurance.

On behalf of Carnegie Mellon University, and as a long time sponsor
of the Committee on Gift Annuities, I respectfully request that you
and your fellow committee members adopt a specific provision that
Charitable Gift annuities are exempt from IRC Section 501(m). Thank
you in advance for your support.

Very sincerely,

Gordon Gordon
Director of Estate Planning
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July 13, 1987

Hon. Robert J. Leonard
Chief Counsel
Committee on Ways and Means
U. S. House of Representatives
1102 Longworth House Office Building
Washington, D. C. 20515

Re: $2,000,000 Grandchild's Exemption
Technical Corrections Act

from Generation-Skipping Tax --

Dear Sir:

We are writing this letter to inform you of concerns that we have relating to
the provisions of the Technical Corrections Act dealing with the $2,000,000
exemption from generation-skipping taxes for transfers "to a grandchild". Section
114(gX3XB) of the proposed Technical Corrections Act provides that a transfer in
trust will be treated as a transfer to a grandchild only if: (1) no portion of the
corpus or income of the trust may be distributed to any person other than the
grandchild during the life of the grandchild; (2) the assets of the trust will be
includable in the gross estate of the grandchild if the grandchild dies before the
trust terminates; and (3) all of the income of the trust for the period after the
grandchild has attained age 21 will be distributed to the grandchild not less
frequently than annually.

Our concerns relate to the third requirement. For the reasons set forth in
the body of this letter, we recommend that the third requirement be deleted. If
the Committee concludes deletion is impossible, we recommend that the age
requirement be increased above 21. Finally, if the third requirement is included,
we recommend that transfers made to any trust before the effective date of the
Technical Corrections Act qualify for the grandchild exemption if the trust meets
only the first two requirements.

The Third Requirement Is an Unnecessary Addition. The first two require-
ments were generally expected by practitioners and simply repeat the requirenints
that were necessary to obtain the $250,000 exclusion for transfers to grandchildren
under the previous generation-skipping tax law. The third requirement, which
requires Income to be distributed at least as frequently as annually to the
grandchild after the grandchild reaches age 21, is a new concept and was
unexpected.

Unlike the first two requirements, the mandatory distribution of income is
not necessary to protect the tax base of the Government. The first two
requirements protect the Government from loss of revenue by insuring that the
property in such a trust will be included in the grandchilds estate. Obviously, if
property could be distributed to someone other than the grandchild from the
grandchild's trust, any property so distributed would escape taxation in the
grandchild's estate. The second requirement insures that even if the grandchild
should die before the trust terminates, the property remaining In the trust will
nonetheless be taxed in the grandchild's estate. Thus, the third requirement is not
neceary in any way to protect estate and gift tax revenues. The first two
requirements are sufficient to protect the federal fist.

MARTIN K THOMAS
CA14A OISOUC HEARN
THCRESA A COUCH
LINDArM 0000
MANA A GARNER

JOHN w WSLET
MARAN KENT
CNRSTINE L IURNS
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Neither are income tax revenues protected by the third requirement. Given
the compression of income tax rates, no significant revenue would be lost from any
accumulation of income in the trust. Further, since any accumulations of Income
after age 21 would be subject to the throwback rules In any event, no revenue of
the federal government is protected by the third requirement.

When our office spoke with Mel Thomas of the Joint Committee on Taxation
regarding the reasons for this third requirement, he Indicated that the requirement
was a matter of policy, designed to insure that the grandchild would have a
"meaningful interest" in the trust. He indicated that the Joint Committee looked
at Section 2056 of the Internal Revenue Code and Section 2503(c) in order to
create the requirements for this "meaningful interest". It is our understanding that
the Joint Committee combined the requirements of those two sections to generally
require mandatory income distributions, but only after a grandchild reaches age 21.

It was stated by Mr. Thomas that Section 2056 contains the requirement
that income must be distributed from a marital trust at least annually in order for
transfers to the trust to qualify for the marital deduction. It is important to
acknowledge, however, that several types of marital trusts qualify for the
deduction. While a qualified terminable interest property trust or a general power
of appointment marital trust must include a mandatory income payout provision, an
"estate trust," which does not require current distributions of income, will also
qualify for the marital deduction under Section 2056. Therefore, Section 2056 does
not stand for the proposition that in order for an interest in trust to be meaningful,
the trust must include a mandatory Income payment provision.

The requirement that the property be included in the grandchild's estate if
the grandchild dies prior to the termination of the trust, however, does give the
grandchild a "meaningful interest" in the trust. Generally, inclusion in the estate is
achieved either through a provision requiring the trust to be ultimately distributed
to the grandchild's estate or a provision granting the grandchild a general power of
appointment giving the grandchild the right to appoint the property at the
grandchild's death to the grandchilcPs estate, the creditors of the grandchild's
estate or the grandchild's creditors. Certainly, these provisions give the grandchild
a meaningful Interest. The grandchild can borrow against the property by
obligating himself or herself to appoint the trust property -to creditors or to the
grandchild's estate at the grandchilcrs death, and the grandchild may direct the
ultimate disposition of the trust.

Policy Considerations Behind the Age Requirement. While we believe
mandatory payment of all income from a grandchild exemption trust should not be
required, if it is required, we believe as a matter of policy that it is not advisable
for a grandchild to begin receiving all of the income of the trust at age 21.
Obviously, the income from a trust that has $2,000,000 (and possibly considerably
more as a result of appreciation) will be quite substantial.

While age 21 is frequently used as a watershed age due to its long-standing
association in - any states with the age of majority, if the reasons behind the
mandatory income payout after age 21 are to insure that the grandchild receives a
meaningfull interest," it should be carefully considered as to whether age 21 is an
appropriate age at which the income should be required to be paid out, or whether
in fact the grandchild's interest might be more meaningful were that mandatory
income payout, if one exists, to be started at a later age.

It is our understanding that age 21 was selected by the Joint Committee
because that is the age at which a trust for a minor must terminate in order to
qualify for the annual exclusion from gift taxes pursuant to Section 2503(c). A

'2503(c) trust is generally created by donors to provide for a child's education and is
therefore substantially smaller than a completely funded ($2,000,000) grandchild
exemption trust would be. Accordingly, the requirement that trust property be
distributed when a beneficiary reaches age 21 from a 2503(c) trust (by which time
the beneficiaryis usually near the completion of college and the assets of the trust
have been substantially depleted) Is not as critical as it would be in a fully funded
grandchild exemption trust.

Nonetheless, it should be noted that many donors have chosen not to utilize
2503(c) trusts in recent years as a result of the mandatory payout at age 21. Our
experience with clients has been that they are unwilling for a trust for a child to
terminate so early, not because they desire to keep the beneficial enjoyment of the
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property away from the child, but because they believe the child will be better able
to enjoy the property for a longer period of time if the termination of the trust
occurs when the child is more mature.

The Third Reqirement Is a Substantive Change Which Is Not Appropriate in
a Technical Corrections Act and For Which Relief Should Be Granted From Its
Retroactive Effect. Even if it is ultimately decided that for policy reasons the
mandatory income payout after age 21 (or whatever age is finally determined)
should be made a requirement for qualification for the grandchild exemption, the
Technical Corrections Act Is not the appropriate vehicle by which this change
should be made. This is a substantive change which should not masquerade as a
technical correction.

If this requirement Is included in the Technical Corrections Act, this
provision, as currently proposed, has a retroactive effect for which relief should be
granted. No transfers to trusts not containing this mandatory income payout
should be disqualified from using the grandchild exemption if the transfer was
irrevocable before the Technical Corrections Act date of enactment.

While the Tax Reform Act of 1986 did not include provisions relating to
what types of trusts would qualify for the grandchild exemption, the Conference
Agreement relating to the Tax Reform Act implicitly authorized transfers to a
trust. A special election Is permitted to allow qualification of a pre October 22,
1986 transfer to a trust in cases where the trust estate would pass to the
grandchild's heirs (and not the grandchild's estate) at the grandchild's death.

The clear implication of this special election is that for post October 22,
1986 transfers, so long as the grandchild's interest In a trust is vested (i.e., payable
to the grandchild's estate or pursuant to a general power of appointment at the
grandchild's death), it would qualify as a direct skip for the grandchild exemption.
Non-vested interests would be permissible only if they were created prior to
October 22, 1986 and an election were made to treat them in this manner (which
would result in an estate tax in the grandchild's estate at the grandchild's death).

The ability to use trusts so long as the trust property would be includable in
the grandchild's estate is in accord with the prior generation-skipping tax provi-
sions. That is, to qualify for the $250,000 exclusion from taxable distributions or
taxable terminations for transfers to grandchildren under the prior generation-
skipping tax law, the statute stated that the exclusion existed for transfers "to a
grandchild". That is the same language that was used in the Tex Reform Act of
1986 relating to the $2,000,000 exemption. The regulations under the previous
Section 2613 clarified that with respect to gifts made to trusts, the exclusion for
transfers "to a grandchild" would be available only if the property would be
includable in all events in the grandchild's Federal gross estate if the grandchild
died at any time after the generation-skipping transfer. See Reg. S26.2613-4(a).

Individuals, by wills, which are now effective as a result of the death of the
individual between the date of the Tax Reform Act of 1986 and the Technical
Corrections Act, have created trusts which created a vested interest in the
grandchild and were therefore believed to qualify for the $2,000,000 exemption.
Other individuals, for a variety of personal, health, and financial reasons, have
made transfers which were irrevocable prior to the date of the introduction of the
Technical Corrections Act into Congress. It would be blatantly unfair to those
individuals to penalize them for creating trusts for grandchildren which would have
qualified for the grandchild's exclusion under the old generation-skipping tax law
(which had the identical requirement that transfers be "to a grandchild") when
there was nothing in the new generation-skipping tax law or comments to indicate
that such transfers would not qualify for the $2,000,000 exemption. In fact, the
clear Implication was that these types of trusts would qualify.
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The tax cost to an Individual who transferred $2,000,000 to a trust for a
grandchild, of which the trust property would in fact be Included In the grandehil's
estate If he or she dies prior to the trust's termination, Is confiscatory If the
transfer is not exempt from generation-skipping taxes. That is, not only would the
gift tax (or estate tax) be due, but a generation-skipping tax of $1.1 Million Dollars
would be due, despite the fact that the terms of the trust met all requirements
which could reasonably be expected to be the requirements on transfers to a trust
for a grandchild. In addition, a -gift tax (or estate tax) would be due on the
generation-skipping tax paid, resulting In another $500,000, more or less, In gift
taxes (or estate taxes).

Conclusion. We believe the mandatory income pstyout requirement after age
21 is an unnecessary requirement and should not be added by the Technical
Corrections Act. If such a requirement Is added, we believe the age at which such
payments should begin should be changed to a later age for policy reasons. If the
mandatory Income payout requirement is added for transfers to a grandchild,
equity demands that a provision be added that with respect to transfers made
before the date of enactment of the Technical Corrections Act, a trust which
meets the first two requirements enunciated in the Technical Corrections Act
would be treated as meeting all of the requirements for a trust to qualify for the
grandchild exemption.

We appreciate your consideration of this matter.

Yours truly,

Diane W. Bricker H. Kate Hopkins

DWB/HKH:dhm

cc: Joint Committee on Taxation
Ms. Susan Hahn
Mr. Mel Thomas
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The Catholic Church BY EXPRESS MAIL
EXTENSION Society
OF THE UNITED STATES OF AMERICA
35 East Wacker Ove * Chicago, Illinois 60601 4 (312) 236.7240

July 20, 1987

Ms. Laura Wilcox
U. S. Senate Committee on Finance,
S.D. 205,
Washington, D. C. 20510

Dear Ms. Wilcox:

As president of THE CATHOLIC CHURCH EXTENSION SOCIETY OF
THE UNITED STATES OF AMERICA, I am writing to you today to express
my deep concern over the potential taxation of Charitable Gift
Annuities.

Since 1905 the Extension Society, a non-profit Catholic
charitable organization, has been raising funds to support the
American home missions. Our work depends solely on the generosity
of our donors.

One method of fund raising is through Charitable Gift
Annuities. The donor wishes to help support the neediest people in
ouc own country.

If Charitable Gift Annuities are taxed, Extension would
lose an important source of revenue for our work. Some of the
poorest people in rural America would suffer even more than they
presently do.

A smaller donor, who is unable to establish a charitable
remainder trust, which is unaffected by Section 501 (m), would be
penalized. Of course, Extension Society and the poorest people in
American would be penalized.

Please represent charitable organizations and lobby for the
removal of Charitable Gift Annuities from IRC Section 501 (m).

Thank you for your help in this urgent matter.

Sincerely yours, I

Very Reverem E ard J. Slattery
President

EJS:pa

Servinq the American Home Missions since 1905
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Presented by

W. M. Harding, President

Central Bank for Cooperatives

Denver, Colorado

Mr. Chairman, I appreciate this opportunity to testify before you

today and commend you for providing this forum to discuss a tax

issue of importance to American agriculture.

My name is Malcolm Harding. I am president of the Central Bank

for Cooperatives in Denver, Colorado, and I am appearing here

today as a representative of the Farm Credit System's Legislative

Committee.

My testimony concerns the need for a technical correction to the

Tax Reform Act of 1986 to extend to the Farm Credit System the

same right to use the reserve method of accounting for bad debts

as granted to commercial banks of less than $500 million in

assets.

I will focus on the impact on the Banks for Cooperatives and its

borrowers, and David K. Kasten will discuss the impact on

Production Credit Associations and the farmers they serve. The

Banks for Cooperatives and the Production Credit Associations are

part of the Farm Credit System which has experienced severe

financial stress because of economic conditions in agriculture.

The System has formally requested that Congress provide financial

assistance so that the cooperative lending system can survive and

continue to serve rural America.

Let me first provide some background on the Banks for

Cooperatives and the cooperatives we serve.

The 12 district Banks for Cooperatives and the Central Bank for

Cooperatives provide financial services to about 3,000

farmer-owned cooperatives and rural utility systems throughout

the country. The banks currently have about $8 billion in loans

outstanding.
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The district Banks for Cooperatives are owned by the cooperatives

they serve, and the district banks own the Central Bank. The

Central Bank buys participations in large loans that exceed a

district bank's lending limit. This is an important distinction

because the Central Bank for Cooperatives is unique among

financial institutions. Our bank does not make direct loans to

cooperatives. We simply assist the district banks in meeting the

credit needs of large cooperative borrowers.

The net income of the Central Bank is distributed to the 12

district Banks for Cooperatives and constitutes a major portion

of the district banks' net income. The district banks distribute

their income to the cooperatives which in turn distribute income

to their farmer-members. Any impact on the Central Bank's

income, such as that posed by the Tax Reform Act, significantly

affects all cooperatives that borrow from the Banks for

Cooperatives and ultimately the farmer-members of these

cooperatives.

Agricultural cooperatives, rural utility systems, and the Banks

for Cooperatives have a significant effect on the rural economy.

Most farmers and ranchers are served by a marketing or farm

supply cooperative, a rural electric cooperative, a rural

telephone cooperative, or another type of farmer-owned

cooperative. Many farmers and ranchers depend upon more than one

cooperative for supplies or services necessary for their

operations.

For example, Montana is served by over two dozen rural electric

distribution cooperatives which provide electricity to rural

areas. These cooperatives obtain their power requirements

through ownership of a large generation and transmission

cooperative that services rural electric co-ops in seven other

states as well.

In addition, Montana has 70 farm supply cooperatives, 27 grain

marketing cooperatives, and nine rural telephone co-ops.
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It is safe to say that virtually every farmer and rancher in

Montana is served by one or more of these cooperatives. In fact,

with a cooperative, the users are the owners, so Montana farmers

and ranchers have a direct stake in these businesses. It goes

without saying that cooperatives are equally as important to

farmers and ranchers in other farm states as well.

With this information about cooperatives as the backdrop, I want

to briefly discuss the impact of the Tax Reform Act of 1986 on

cooperatives that own and borrow from the Banks for Cooperatives.

The Tax Reform Act of 1986 inadvertently repealed the right of

the Banks for Cooperatives and the Production Credit Associations

to make deductions to maintain a reserve for loan losses. As a

result, these institutions would have to recapture their reserves

accumulated up to December 31, 1986, as income spread over four

years, starting in 1987.

However, the reserve method of calculating bad debts was retained

for commercial banks with less than $500 million in assets.

The new tax will have an impact of $C4.5 million on the Banks for

Cooperatives over the next four years. The total impact on the

Production Credit Associations and the Banks for Cooperatives

will be about $85 million.

The new tax penalty on the Banks for Cooperatives will ripple

through the rural economy at a time when farmers and ranchers are

struggling to survive. Because the Banks for Cooperatives are

themselves cooperatives, they will have no choice but to pass the

$54.5 million on to their owner-borrowers through higher interest

rates. It is estimated that the tax-will result in an increase

in interest rates of about 20 basis points. Cooperatives, which

will be faced with paying the higher interest rates, will be

forced to pass the increased costs directly to farmers and

ranchers.
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The Farm Credit institutions clearly need a technical amendment

to the Tax Reform Act of 1986.

Farm Credit institutions are truly financial institutions which

raise their capital in the public capital markets and which have

as their primary function providing credit and other financially

related services to their borrowers.

The Tax Reform Act in amending code Section 585 only addressed

the treatment of reserve for losses on loans of banks and used

the traditional definition of bank as defined in code Section 581

as being an institution "a substantial part of the business of

which consists of receiving deposits and making loans and

discounts..." Therefore, code Section 585 does not apply to Farm

Credit institutions because they are not banks for purposes of

the Internal Revenue Code.

Furthermore, as indicated, the intent of Section 805 of the Tax

Reform Act of 1986 was clearly to be effective for taxpayers

other than commercial banks and by its very terms "taxpayers

other than financial institutions."

Because neither cited section addressed the nature of Farm Credit

institutions as being truly financial institutions, a technical

amendment should be enacted which would allow Farm Credit

institutions to continue to utilize the reserve method for losses

and, in order to avoid the adverse financial impact on the Banks

for Cooperatives and Production Credit Asociations, would not

require them to recapture reserves created prior to December 31,

1986.

Allowing Farm Credit institutions to be treated in the same

manner as small banks for purposes of establishing reserves would

address the technical problem concerning the appropriate code

section which should be applied and would avoid the adverse

financial impact by not requiring a recapture of a previously

accumulated reserves.
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During these extremely difficult times in American agriculture,

the last thing farmers and ranchers and their cooperatives need

is another tax to pay.

Mr. Chairman, I understand that you are considering the

introduction of legislation to restore the reserve method of

calculating bad debts for the Production Credit Associations and

the Banks for Cooperatives.

We commend you for your concern for agriculture and rural

America, and we urge you to extend your legislation to cover all

of the Banks for Cooperatives and Production Credit Associations

in the Farm Credit System and not limit it to institutions with

less than $500 million in assets.

Three district Banks for Cooperatives have more than $500 million

in assets, and the Central Bank has over $5 billion in assets.

It is important to recognize that this results from the unique

nature of the Farm Credit System. When Congress established the

System it established 12 Farm Credit Districts with a Bank for

Cooperatives serving each district. The Central Bank was

established by Congress to serve all 12 district banks.

Merely because of the regions served by the three district banks

these banks have more than $500 million in assets. This is a

function of the number of cooperatives and especially the number

of large regional cooperatives headquartered in these districts.

Some regional cooperatives serve wide geographic areas that

include many states and overlap two or more Farm Credit

districts. Nevertheless, a regional cooperative's loans are

originated by the district that includes the co-op's home office.

To again use Montana as an example, Montana cooperatives are

served, in effect, by two district Banks for Cooperatives and the

Central Bank. While Montana is part of the Spokane Farm Credit
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District, two major regional cooperatives that serve the state

are headquartered in the St. Paul district. This is true also

for the generation and transmission cooperative that provides the

electricity that goes to most of the farms and ranches in

Montana.

The Spokane Bank for Cooperatives has less than $500 million in

assets while the St. Paul bank and the Central Bank exceed that

amount.

Consequently, local cooperatives in Montana borrow from the

Spokane bank but the regionals that serve these cooperatives

borrow from the St. Paul bank and the Central Bank. The tax

penalty would be passed to these co-ops through their regional

cooperatives.

In contrast, cooperatives in the neighboring state of North

Dakota would feel the impact of the new tax even more because

both the local and regional cooperatives in that state are served

by the St. Paul bank.

The effect of applying the $500 million cap to the Banks for

Cooperatives is to negatively impact all farmers and ranchers

served by cooperatives and to more severely impact those who live

in the Farm Credit districts served by Banks for Cooperatives

having more than $500 million in assets. Obviously, this is

neither fair nor reasonable.

I urge the subcommittee to support a technical amendment to

restore the reserve method of accounting to the Banks for

Cooperatives and the Productions Credit Associations for the

benefit of American farmers and ranchers.

Thank you for this opportunity to testify today. I would be

happy to respond to any questions.
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COMMENTS OF CENTEX CORPORATION
RE SECTION 811(c) OF THE TAX REFORM ACT OF 1986

Revised Special Effective Date Rule for
Installment Sales of Real Property by Dealers

Section 811(c) of the Tax Reform Act of 1986 (the "Act")
contains the effective date provisions to be used in applying
Section 811(a) of the Act (new section 453C of the Internal
Revenue Code of 1986, as amended (the "Code"), relating to
certain indebtedness treated as payment on installment
obligations). Section 811(c) of the Act generally provides that,
with certain exceptions, Section 811 of the Act will apply to
taxable years ending after December 31, 1986, with respect to
dispositions after February 28, 1986. Section 811(c)(6) of the
Act generally provides that certain installment obligations with
respect to the sale of real property in the ordinary course of a
taxpayer's business will be taken into account ratably (i) over
three years with respect to installment obligations arising in
the first taxable year to which new section 453C of the Code
applies and (ii) over two years with respect to the second
taxable year with respect to which new section 453C of the Code
applies.

Thus, with respect to a calendar year taxpayer, Section 811
of the Act applies to such taxpayer's taxable year ending
December 31, 1987. However, with respect to a fiscal year
taxpayer, Section 811 of the Act applies to such taxpayer's
taxable year ending in 1987 because such taxable year is the
first taxable year of the taxpayer ending after December 31,
1986. The interplay between this effective date and the phase-in
of the reduced corporate tax rates under Section 601 of the Act
and section 15 of the Code causes calendar year taxpayers to
receive a tax benefit not available to fiscal year taxpayers,
because gain associated with installment obligations of calendar
year taxpayers will be taxed at lower corporate tax rates than
comparable installment obligations of fiscal year taxpayers
during the first two taxable years to which new section 453C of
the Code applies.

However, certain fiscal year taxpayers currently have the
ability to change their taxable year from a fiscal year to a
calendar year without the prior approval of the Commissioner of
Internal Revenue because such taxpayers meet the requirements for
such change set forth in Treas. Reg. §1.442-1(c). Following such
change in accounting period, such taxpayers will be in the
identical tax posture under Section 811(c) of the Act as calendar
year taxpayers.

Forcing qualifying fiscal year taxpayers to change their
accounting period to the calendar year merely to achieve tax
parity with calendar year taxpayers under Section 811(c) of the
Act does not foster consistent tax policy and subjects those
taxpayers to needless inconvenience. There should be no revenue
loss if this change is made because these taxpayers will make the
accounting period-change if the requested technical correction is
not made. In vie4 of the foregoing considerations, the attached
proposed statutory language would amend Section 811(c)(6) of the
Act to give certain fiscal year taxpayers tax parity with
calendar year taxpayers under new section 453C of the Code.
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Section 811(c)(6) of the Tax Reform Act of 1986 would be
amended to read as follows:

(6) SPECIAL RULE FOR SALES OF REAL PROPERTY BY DEALERS -

(A) IN-GENERAL - Except as otherwise provided in subpara-
graph (B), in the case of installment obligations arising
from the sale of real property in the ordinary course of the
trade or business of the taxpayer, any gain attributable to
allocable installment indebtedness allocated to any such
installment obligations which arise (or are deemed to
arise) -

(i) in the Ist taxable year of the taxpayer ending
after December 31, 1986, shall be taken into account
ratably over the 3 taxable years beginning with such
1st taxable year, and

(ii) in the 2nd taxable year of the taxpayer ending
after December 31, 1986, shall be taken into account
ratably over the 2 taxable years beginning with such
2nd taxable year.

(B) APPLICATION OF SPECIAL RULE TO CERTAIN FISCAL YEAR
TAXPAYERS - In the case of a taxpayer who would be entitled,
under section 442 of the Internal Revenue Code of 1986 and
the regulations thereunder, to change its taxable year to
the calendar year, effective January 1, 1987, without the
consent of the Commissioner, this paragraph (c)(6) [Section
811(c)(6) of the Tax Reform Act of 1986] and
paragraph (c)(1) [Section 811(c)(1) of the Tax Reform Act of
1986] shall be applied with respect to such taxpayer during
the first three taxable years of the taxpayer beginning
after December 31, 1986 (other than the portion of the third
taxable year of the taxpayer after December 31, 1989), so
that the portion of the tax liability of the taxpayer
attributable to the allocable installment indebtedness of
the taxpayer:

(i) shall first become taxable in the taxable year of
the taxpayer beginning after December 31, 1986; and

(ii) shall be determined:

(1) for purposes of subsection (a) [Section
811(a) of the Tax Reform Act of 1986] as if the
taxable year of the taxpayer had been changed to
the calendar year, effective January 1, 1987; and

(II) by applying the tax rate to such portion as
would be applied if the taxpayer had changed its
taxable year as described in subclause (I) above.
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SUMMARY OF ACCOMPANYING WRITTEN COMMENTS
OF CENTEX CORPORATION REGARDING

THE TECHNICAL CORRECTIONS ACT OF 1987

Section 453C of the Internal Revenue Code of 1986 (the
"Code"), enacted under Section 811(a) of the Tax Reform Act of
1986 (the "Act"), relates to certain indebtedness treated as
payment on installment obligations. Section 811(c) of the Act
contains the effective date provisions to be used in applying new
section 453C. As the attached comments note, the effective date
provisions of Section 811(c) of the Act cause calendar year
taxpayers to receive a tax benefit not available to fiscal year
taxpayers, because gain associated with installment obligations
of calendar year taxpayers will be taxed at a lower tax rate than
comparable installment obligations of fiscal year taxpayers
during the first two taxable years to which new section 453C of
the Code applies.

However, certain fiscal year taxpayers currently have the
ability to change their taxable year from a fiscal year to'a
calendar year without the prior approval of tbhe Commissioner of
Internal Revenue. Following such change in accounting period,
such taxpayers will be in the identical tax posture under
Section 811(c) of the Act as calendar year taxpayers.

Forcing these fiscal year taxpayers to change their
accounting period to the calendar year merely to achieve tax
parity with calendar year taxpayers under Section 811(c) of the
Act does not foster consistent tax policy and subjects those
taxpayers to needless inconvenience. There should be no revenue
loss if this change is made because these taxpayers will make the
accounting period change if the requested technical correction is
not made. Section 811(c)(6) of the Act should therefore be
amended to give certain fiscal year taxpayers tax parity with
calender year taxpayers under new section 453C of the Code.

In the event any questions arise regarding these written
comments, contact the following designated representative of
Centex Corporation:

David G. Glickman, Esquire
Johnson & Swanson
900 Jackson Street, Suite 300
Dallas, Texas 75202-4499.
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CERTILMAN HAFr LEBOW BALiN BUCKLEY & KREMER
805 THIRD AVENUE

TELEPHONE NEW YORK. NY 10022 FINANCIAL ENTER
(212) 41S4AT MITCHEL FIELO

(216)40420000 MERRICK AVENUE
EAST MAOW. NY 11554

WELE.A4161 W (506) 411-7000
AUTOMATICEL

(2AtT41t41210 I20 MINEOLA OULEVARO
(ill)410415 - MIEOLA, NY I11501

(616) T77-1400

WRITERS
DIRECT OIAL I J,4M 7777 GLAD S ROAD

BOCA RATON, FL 33434
(306)486-2400

241 MAIN STREET
HACKENSACK. NJ 07601

July 8, 1987 (201)-487-940

Robert Leonard, Esq.
Chief Counsel
Committee on Ways and Means
U.S. House of Representatives
1102 Longworth House Office Building
Washington, D. C. 20515

Ms. Laura Wilcox
Hearing Administrator
Committee on Finance
Room SD-205
United States Senate
Washington, D. C. 20510

Re:- Section 106(g)(5) of the
Technical Corrections Act of 1987

Dear Mr. Leonard and Ms. Wilcox:

I am involved in a situation whereby the enactment of
Section 106(g)(5) of the TCA would cause a corporation which is
now a "qualified corporation" under Section 633(d)(5) of the 1986
Act to cease to be a "qualified corporation." While I appreciate
that the Conference Committee may perhaps be said to have intended
this result, I am not convinced that t did, or that such a result
is appropriate under the circumstances of this particular corpora-
tion's situation.

From 1953 to June 6, 1986 there were two 50% sharehold-
ers in the corporation. On that day the stock of one shareholder,
then over 75 years of age, was completely redeemed for $1.5 mil-
lion. Consequently, the second shareholder's ownership of the
corporation's stock increased to 100% on, and has remained at
100% since, June 6, 1986, which of course would include August 1,
1986, a key date under Section 633(d)(5)(A) of the 1986 Act. The
value of the 100% stock interest owned by the second shareholder,
who is now over 70 years of age, has not been in excess of $2.2
million since August 1, 1986.

Under Section 633(d)(5) of the 1986 Act the corpora-
tion is now a "qualified corporation," because its sole share-
holder has owned "more than" 50% of its stock since August 1,
1986, and the stock's value is less than $10 million. However,
under Section 633(d)(5)(A) and (6)(A) of the 1986 Act, if amended
by Section 106(g)(5)(A) and (B) of the TCA, the corporation would
not be a "qualified corporation,* because its sole shareholder
has not owned "more than" 50% of its stock for five years; he has
owned it for only 13 months.

Until the introduction of the Technical Corrections Act
the corporation was negotiatihg the sale of its business with one
buyer and the sale of its building with a second buyer. These
negotiations have now been terminated solely as a result of the
introduction of the TCA.
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The June 6, 986 action which disqualified the corpora-
tion, a redemption of 50% of its stock, was action which, indeed,
made the corporation "smaller" based on the two criteria contained
in Section 633(d)(5) of the 1986 Act: The number of its share-
holders and its value. The corporation went from having two
shareholders to having one shareholder, and its value decreased
from $3.7 million to $2.2 million (a value which would entitle it
to the full benefits of the transitional rule). Furthermore, on
June 6,-T6 neither the House nor the Senate had devised any
such transitional rule. Thus, there was no reason at that time
to redeem less than all of the stock of the redeemed shareholder,
action which would have avoided the adverse consequences of Sec-
tion 106(g)(5)(B) of the TCA.

Furthermore, based on the Conference Committee's Septem-
ber 1986 description of the unenacted five-year rule, the corpora-
tion had reason to believe from that time until last month that
it would be a "qualified corporation" even if a five-year rule
were enacted. In this regard, the Conference Committee stated:

"A corporation is eligible for this [transitional]
rule if ... more than 50 percent of its stock is owned
by 10 or fewer individuals who have owned theT- stock
for five years or longer." [Emphasis added.T

More than 50% of the corporation's stock is (was) owned by a single
shareholder (on August 1, 1986) who has'-owned their (his) stock
(albeit not all of his stock) for over 30 years. Thus, the Con-
ference CommntE-ee's language may be read to suggest that the Com-
mittee did not intend to go as far as unenacted H. Con. Res. 395
went in stating that qualified persons must have held "such stock"
(i.e., more than 50%) for five years.

The result of Section 106(g)(5)(B) of the TCA could be
reversed in the case of this corporation by a simple change: The
language of Section 633(d)(6)(A) of the 1986 Act, as amended by
Section 106(g)(5)(B) of the TCA, could refer to "50 percent or
more" rather than "more than 50 percent."

Naturally, I have no idea as to the number of other
corporations which would be similarly benefited by this change.
However, most if not all of such corporations are probably "quali-
fied corporations" under Section 633(d)(5) of the 1986 Act, and
they would only be back where, based on the legislative language,
they thought they were in the first place.

It is respectfully submitted that the language of Sec-
tion 106(g)(5)(B) of the TCA penalizes a corporation which may in-
deed have been intended by the Conference Committee to be entitled
to the "Transitional Rule for Certain Small Corporations," is
clearly entitled to that rule under Section 633(d)(5) of the 199-
Act as enacted, and should not be retroactively denied the bene-
fits of that rule more than seven months after enactment: A one-
shareholder corporation with minimal value, in which the one
shareholder (1) owned more than 50% of its stock on August 1,
1986, and (2) owned not less than 50% of its stock for more than
30 years.
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Although this calendar year corporation elected status
as an S corporation in December 1986, thereby permitting it to
avoid the double tax created by repeal of the General Utilities
doctrine by simply postponing the sale of its business and build-
ing to 1990, its 70-plus year old shareholder finds it difficult
to understand why his corporation should no longer be a "qualified
corporation." In effect, the TCA requires him to postpone the
corporation's proposed sales for more than two years, or attempt
to locate a purchaser of his stock. This shareholder is not as-
suaged by the knowledge that his corporation, by electing S corpo-
ration'status in 1986 rather than now, has avoided the more severe
ten-year waiting period applicable to late-electors.

The change suggested above to Section 106(g)(5)(B) would
reverse what is considered by the shareholder to be not only an
extremely unfair result, but much more than a "technical correc-
tion."

rtin A. 7Stoll

MAS:el

cc: Ms. Mary McAuliffe
Minority Chief of Staff
United States Senate
Committee on Finance
Room SD-G08
Washington, D. C. 20510

FEDERAL EXPRESS
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Extraordinary Dividends:
Comments on Section 106(c)(3) of the
Technical Corrections Bill of 1987

We would like to propose a revision to Section

106(c) of the Technical Corrections Bill of 1987, which

revises Section 1059(d)(7) of the Internal Revenue Code of

1986 and redesignates it as Section 1059(d)(6). The.

discussion below focuses on revised Section 1059(d)(6) as

contained in the Technical Corrections Bill.

Section 1059(d)(6), which contains a special excep-

tion to the general rule of Section 1059, provides that no

basis reduction is required in the case of an otherwise

extraordinary dividend received with respect to stock if:

(a) the taxpayer has held the stock during the entire period

such corporation was in existence, and (b) the earnings and

profits from which the dividend is paid could not have been

attributable to any person other than the original share-

holder receiving the distribution. As a result, Section

1059(d)(6) relief is limited to the narrow class of equity

investors who are committed to, and bear the risk of, a

corporation's business from its inception. Unfortunately, if

Section 1059(d)(6) is applied literally, Section 1059(d)(6)

relief would not be available in most situations for which it

was intended.

Four examples of very common situations will illus-

trate this point. In the first example, a shareholder pur-

chases preferred stock a few days after the corporation is

formed and the common stock is issued to the common stock

shareholder. In the second example, a shareholder purchases

the stock of a shelf corporation that had been formed some

months previously. In the third example, a shareholder pur-
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chases preferred stock of a corporation that for some time

had been an inactive member of a consolidated group. In the

fourth example, a shareholder purchases the stock during the

time in which the corporation is engaging in such preliminary

activities as negotiating contracts, securing suppliers and

customers and sources of funding but prior to the time in

which it is capable of engaging in the business activities

for which the corporation has been formed.

This fourth example is very common since the

various participants in a venture, e.2., debt, equity,

suppliers, contractors and customers, often will not commit

themselves unless all the other parties are simultaneously

committed. Such ventures are typically put together in a

series of more or less simultaneous closings which take place

after weeks or months of negotiations.

For example, our client is in the business of

building and operating large cogeneration facilities. Each

cogeneration facility is constructed and owned by a separate

corporation ("Subsidiary") established solely for this

purpose. Typically our client spends many weeks or months

locating the project, negotiating for the acquisition of the

land, negotiating the fuel supply contract, power supply

agreements and construction agreements, and securing sources

of funding. All of these different element-s are brought

together at a series of more or less simultaneous closings in

which the various agreements are signed and the debt and

equity players agree to funding levels. Although all these

preliminary activities are carried out on behalf of the

Subsidiary, the Subsidiary is not really in a position to

begin conducting business until such closings. If the

negotiations with any of the parties fall through prior to

closing and a substitute party cannot be found, the project

must typically be abandoned or restructured.
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We submit that equity investors who either acquire

stock on or before such closing, or who enter a binding

contract on or before such closing to acquire stock, should

be treated for purposes of Section 1059(d)(6) as if they held

such stock for the entire existence of the corporation and

should be accorded relief under Section 1059(d)(6). We would

include within this rule equity investors who have entered

into a binding contract to acquire stock since such investors

are committed to, and bear the risk of, the venture for the

requisite period. In this context, such a binding commitment

carries with it the requisite incidents of stock ownership.

There should be no policy reason why such investors should

not be afforded relief under this provision merely because

the venture was able to rely on their commitment and did not

require them to immediately fund their commitment with

capital.

We would propose handling this issue by inserting

language along the following lines in the committee report

discussion of proposed Section 1059(d)(6):

"For purposes of this provision, a shareholder
will be treated as holding stock on the first
day of a corporation's existence if such
shareholder acquires the stock prior to the time
the corporation engages in any significant
business activity other than preliminary
activities. Preliminary activities are those
incident to the start-up of business operations,
such as soliciting and securing customers and
suppliers; negotiating and concluding contracts
which are necessary or useful for the business;
securing sources of funding and necessary
permits or approvals; interviewing and hiring
employees; and securing office space or other
facilities. The corporation will not be deemed
to be engaged in preliminary activities once it
is in a position to commence the business
activities for which it has been formed. A
taxpayer will be deemed to hold stock in the
corporation for purposes of this provision
beginning on the date on which he enters into a
contract which is binding on such taxpayer to
purchase such -tock."

William G. Cavanagh

(212) 408-5388



533

children's hospital
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DEPARTMENT OF CHILD HEALTH AND DEVELOPMENT, GEORGE WASHINGTON UNIVERSITY
CHILD HEALTH CENTER 0 RESEARCH FOUNDATION OF CHILDREN'S HOSPITAL

July 16, 1987

James C. Gould, Chief Tax Counsel
U.S. Senate Committee on Finance
Dirkson Senate Office Building, Room 205
Washington, D.C. 20510

Dear Mr. Gould:

Please amend the Technical Corrections Bill (S. 1350)
to clarify that charitable gift annuities issued by IRC Sec
501(c) (3) organizations are not "commercial-type insurance" under
IRC Sec. 501(m).

Charitable gift annuities do not compete with commercial
annuities and are not "commercial-type insurance." They have
been used by charitable organizations for over 100 years and are
an important source of funds in a comprehensive development
program.

Charitable gift annuities enable a moderate income donor to
make significant gifts to his favored charities that would
otherwise be impossible. For him, it is the equivalent of a high
income donor's charitable remainder annuity trust -- which
remains untouched by IRC Sec. 501(m).

In the interest of preserving a crucial component of our
total fund-raising strategy, we urge the Senate Committee on
Finance to make the requested amendment to the Technical
Corrections Bill.

Sincerely yours,

Terry L. Lierman Thomas D. Walsh
Chairman, Development Council Chairman, Board of Directors

TLL/TDW:sb
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Christian Chwth 'Fourdation
(Dlseiples 09 Christ)

JAmes R. Red
President

June 29, 1987

Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

Dear Ms. Wilcox:

I am writing to you on behalf of the entire staff of the
Christian Church Foundation, the foundation unit of the Christian
Church (Disciples of Christ). We have been and continue to be
concerned about possible misinterpretation of IRC Sec. 501(m) of
the Tax Reform act of 1986 which would treat charitable gift
annuities as "commercial-type insurance."

We are asking that the Technical Corrections Act of 1987 (H.R.
2636) be amended to clarify that charitable gift annuities are
not subject to IRC Sec. 501(m).

Misinterpretation of IRC Sec. 501(m) could cause our organization
to have to refuse acceptance of these forms of gifts. For the
small donor, a charitable gift annuity is the equivalent of a
large donor's charitable remainder annuity trust, which is
unaffected by IRC Sec. 501(m). Gift annuities allow those
smaller donors to make gifts to help support our churches and the
programs we represent. These types of gift annuities are not
"commercial-type insurance" and do not compete with commercial
annuities.

Gift annuities have been used by charitable organizations for
over 100 years. Please do what you can to get the Technical
Corrections Act of 1987 amended so that our gift annuity program
can continue to be a source of funds for the Disciples'
charitable activities.

We thank you in advance for your help.

Sincerely,

mesR ReedPresidentjk A
222 South Downey Avenue, P.O. Box 1986. Indianapolis, IN 46206. (317) 353-1491
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COMMENTS
OF

CHURCH ALLIANCE
ON

TECHNICAL CORRECTIONS ACT OF 1987 (H.R. 2636, S. 1350)

The Church Alliance-is an organization consisting of the chief
executive officers of the pension boards of 28 mainline church
denominations having over 65 million members. We ask consideration of
the following points for inclusion in the Technical Corrections Act of
1987.

1. Church Self-Funded Death Benefit Programs. Several church
death benefit programs are provided either by the church directly or
by a church pension board, rather than through the purchase of
commercial life insurance. The Deficit Reduction Act of 1984 amended
the definition of "life insurance contract" in section 7702(a) to
include a requirement that the contract be a life insurance contract
under the "applicable law", that is, state or foreign law. This
applicable law requirement is extremely troublesome. It means that
because church ministers and lay workers reside in all 50'states, the
law of each state must be examined to determine whether the church's
death benefit program is treated as a life insurance contract under
the applicable law. The law of some states is clear that such
treatment is available. However, the law in other states on this
point is either nonexistent, unclear, or adverse. The result of the
"applicable law" requirement will thus be nonuniformity in tax
treatment of the proceeds payable under church death benefit programs.

We believe that DEFRA did not intend to prohibit a self-funded
death benefit plan from being a life insurance contract for purposes
of sections 101(a) and 79, but rather was intended to prescribe rules
to restrict the use of so-called life insurance contracts that are
essentially investment vehicles. Church self-funded death benefit
programs contain no investment or cash value element.

Senator Durenberger has introduced S. 1263, a bill which would
clarify the "applicable law" requirement for church self-funded death
benefit programs. The Church Alliance urges that S. 1263 or similar
legislation to accomplish the same result be incorporated in the
Technical Corrections Act. We note that the Technical Corrections Act
contains technical amendments to DEFRA. Thus, inclusion of S. 1263 or
similar legislation in the current Technical Corrections Act is
appropriate.

2. Unfunded Deferred Compensation Plans of Churches and Church-
Related Oranizations. The Church Alliance strongly disagrees with the
position taken by the Department of the Treasury in Notice 87-13
(January 5, 1987) that section 457 applies to any amount of compen-
sation deferred under a deferred compensation plan, including a
deferred compensation agreement or arrangement, whether or not such
agreement or arrangment is individually negotiated. The Church
Alliance believes that the Revenue Act of 1978 (which introduced
section 457 into the Code), the Tax Reform Act of 1986 (which did not
change the scope of section 457), and the underlying legislative
history of both Acts require only those amounts of compensation which
are deferred under the individual option of an employee to be subject
to section 457. The Technical Corrections Act should make this point
clear by reversing the position taken in Notice 87-13 on this issue.
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Moreover, the Church Alliance objects to the application of
section 457 to churches and church-related organizations. This in
effect, eliminates a vital method of enhancing the retirement benefits
of ministers and lay employees. The Church Alliance sees no
justification in treating tax-exempt employers and their employees
more severely than taxable employers and their employees with respect
to unfunded deferred compensation.

We are aware that the section 457 Task Force has filed comments on
this issue. We have reviewed its comments and fully support them.

3. Specific Removal of Charitable Gift Annuities from the
Operation of Section 501(m). The Church Alliance strongly supports
"providing annuities that meet the tests described in section
514(c)(5)" as a specific exception from the definition of commercial-
type insurance under section 501(m)(3). For over 100 years, the
charitable gift annuity has been an important means to charitable
organizations for raising modest gifts. The transaction arises when a
donor wants to benefit a favorite charity but cannot afford to live
without the income from the gift. He makes a gift of cash or property
but reserves an annuity, which is valued at significantly less than
the amount of the transfer. The donor is thinking in terms of
benefiting a charity rather than of buying an annuity.

A charitable remainder annuity trust produces substantially the
same results as a charitable gift annuity but is outside the purview
of section 501(m). However, because of the expenses of creating and
administering it, a viable charitable remainder annuity trust cannot
be created unless the gift is substantial. The charitable gifL
annuity is nothing more than a poor man's charitable remainder annuity
trust.

Since 1969 section 514(c)(5) had defined the type of charitable
gift annuity that should be subject to the unrelated business income
tax. Therefore, the Church Alliance believes that Congress in 1986
did not envision subjecting charitable gift annuities to section
501(m).

There can be no revenue loss from a provision excepting charitable
gift annuities from the term "commercial-type insurance" since it
would not appear that any revenue was projected from this source in
the beginning.

4. Participation Rules for Church Section 403(b) Annuity
Programs. The Church Alliance notes that there is a question under
section 403(b)(12)(A) (as redesignated by the Technical Corrections
Act) whether the participation rules of section 410(b) or the pre-
ERISA participation rules (see section 410(c)(2)) apply to those
contracts which are not purchased by a "church" as defined in section
403(b)(12)(B) but which are provided under a church plan. The Church
Alliance believes that the pre-ERISA participation rules should apply
to those contracts, and this should be clarified in the Technical
Corrections Act.

CHURCH ALLIANCE

&;iT S. ash, Secretary
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SUPPLENENTAL STATEMPNT OF
CHURCH ALLIANCE
FOR COM(ENTS ON

TECHNICAL CORRECTIONS ACT OF 1987
(H.R. 2636, S. 1350)

1. Designated representative:

Gary S. Nash, Esquire
General Counsel and Secretary
Annuity Board of the

Southern Baptist Convention
511 North Akard, Suite 511
Dallas, Texas 75201

Telephone No.: 214-720-2140

2. Capacity of designated representative:

Secretary, Church Alliance

3. Summary of Comments:

a. Church Self-Funded Death Benefit Programs. The
Deficit Reduction Act of 1984 amended the definition of "life
insurance contract" in section 7702(a) to require that the
contract be a life insurance contract under the 'applicable
law", a rule possibly requiring that the law in all 50 states
be examined, with resulting nonuniformity in the tax treat-
ment of church self-funded death benefit plans. The
"applicable law" requirement was not intended to prohibit
church self-funded death benefit plans from being life
insurance contracts for purposes of sections 101(a) and 79
and is properly subja±to technical correction.

b. Unfunded Deferred Compensation Plans of Churches and
Church-Related Organizations. Section 457, as amended by the
Tax Reform Act of 1986, applies restrictive rules to the
unfunded deferred compensation plans of tax-exempt organi-
zations. The Church Alliance disagrees with the Treasury in
Notice 87-13 that section 457 applies to elective as well as
nonelective deferred compensation plans* Moreover, the
Church Alliance objects to the application of section 457 to
churches and church-related organizations. There is no
justification in treating tax-exempt organizations and their
employees more severely than taxable organizations and their
employees, which are not subject to section 457.

c. Specific Removal of Charitable Gift Annuities from
the OPeration of Section 501(m). The provision of charitable
gift annuities should be specifically exempted from the
operation of section 501(m) by exclusion of such annuities
from the definition of commercial life insurance. Section
501(m) was not intended to destroy a means of raising modest
gifts for charitable organizations which has existed for over
100 years.

d. Participation Rules for Church Section 403(b)
AnnuityPrograms. The Church Alliance believes that, where
applicable, the pre-ERISA participation rules (i.e., section
401(a)(3) as in effect on September 1, 1974) and not section
410(b) should apply to church section 403(b) annuity
programs, as provided clearly in section 410(c)(2).
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William J. Wilkins, Esquire
Chief Counsel
Committee on Finance
U.S. Senate
219 Dirksen Senate Office Building
Washington, D.C. 20510

Re: Submission for the Record on S. 1350
Regarding a Technical Correction to
Eliminate Retroactive Certification
of Employees for Purposes of the WIN Credit

Dear Bill:

On behalf of C.I.C. Enterprises, Inc. and Government
Program Services, Inc., employment consulting firms that
assist taxpayers with respect to WIN and targeted jobs tax
credits, we are submitting the following comment on S. 1350
regarding a technical correction to eliminate retroactive
certifications of employees for purposes of the WIN credit.
The comment, as more fully described below, points out that
our suggested correction, which is currently embodied in
H.R. 2111, introduced by House Committee on Ways and Means
Chairman Rostenkowski, represents an equitable compromise by
effecting a technical change in the law that should increase
future tax revenues while providing only prospective termi-
nation of a practice that taxpayers have justifiably relied
upon.

Background

Under sections 40 and 50A(a),l/ employers were allowed
a credit, subject to certain limitations, equal to the sum
of 50 percent of the first-year "work incentive program
expenses" and 25 percent of the second-year "work incentive
program expenses." Section 50B(a) provided that the term
"work incentive program expenses" meant "the amount of wages
paid or incurred by the taxpayer for services rendered by
"eligible employees." Section 50B(h)(1) defined the term
"eligible employee" as an individual (emphasis added) --

(A) who has been certified by the Secretary of
Labor or by the appropriate agency of state or local
government as--

(i) being eligible for financial assistance under
part A of title IV of the Social Security Act as having
continually received such financial assistance during
the 90-day period which immediately precedes the date
on which such individual is hired by the employer, or

(ii) having been placed in employment under a work
incentive program established under Section 432(b)(1)
of the Social Security Act,

The statute itself contained no requirement that
employee certifications be obtained prior to employment.
Similarly, the legislative history of section 50B(h)(1) is

1/ All section references are to the Internal Revenue Code
of 1954, as amended.
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devoid of any suggestion of a requirement that employee
certification be obtainedpi to employment. Thus, it
seems clear that the credit is available if an otherwise
eligible employee is certified at any, time before the claim
for the credit is ultimately allowed by the Internal Revenue
Service.

The Internal Revenue Service, in two private letter
rulings, acknowledged that certifications obtained after
employment were valid for purposes of the targeted jobs tax
credit (the "TJTC") under section 51, which contained
certification requirements-very similar to those in section
50B(h)(1):

"A review of the targeted jobs credit history
shows that initially there was no provision concerning
the timeliness of certifications. The SESAs were
allowed to issue certifications to employers retroac-
tively even if the employer did not request the certi-
fication before the individuals began work. ... ." PLR
8414024 (December 30, 1983) (emphasis added). Similar-
ly, PLR 8432065 (May 8, 1984).

Because the WIN credit was almost identical to the
TJTC, section 261(g)(1)(B) of the Economic Recovery Tax Act
of 1981 ("ERTA"), P.L. 97-34, 1981-2 C.B. 256, 304, added
WIN registrants to the list of target groups covered by the
TJTC by providing that WIN registrants be added to the list
of target groups, but only for tax years beginning after
December 31, 1981. In addition, ERTA section 261(c)(1)(A)
amended section 51 to require that certifications be ob-
tained prior to employment for purposes of the TJTC, but
provided a transition period during which employers could
obtain valid certifications for employees hired prior to the
passage of ERTA. No similar requirement or transition
period was enacted with respect to the WIN credit for
taxable years beginning before January 1, 1982. The failure
of Congress to enact similar rules for WIN credits claimed
under sections 40, 50A and 50B for taxable years beginning
prior to January 1, 1982, suggests that Congress did not
desire to change retroactively the WIN credit certification
requirements.

The Joint Committee Explanation of ERTA (i.e., the
"Blue Book") reiterates the tax act's statutory language in
more generic terms by providing that the WIN credit is
merged into the TJTC for amounts paid or incurred in taxable
years beginning after December 31, 1981. Accordingly, for
taxable years beginning before January 1, 1982, the pre-ERTA
WIN credit provisions (sections 40, 50A and 50B), and not
the-TJTC provision (section 51), continue to apply in regard
to both the computation of the WIN credit in the first and
second years of employment and the certification require-
ments for qualified employees hired during that time.

In General Counsel's Memorandum (G.C.M.) 36904, pub-
lished on March 11, 1987, the Office of the Chief Counsel of
the Internal Revenue Service has taken the position that
certification of employees prior to employment was required
under section 50B as it was originally enacted. G.C.M.
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36904, however, does not satisfactorily explain the basis of
this contention and does not even discuss the relevance of
the new pre-employment certification requirement added by
ERTA. The G.C.M. therefore provides a misleading and
incomplete analysis of the WIN credit law with respect to
employee certifications.

Taxpayers have relied upon the fact that the WIN credit
provisions were not retroactively amended by ERTA and have
filed claims for WIN credits for which they justifiably
believe they are entitled. We are aware that many of these
taxpayers have had their claims approved by the Internal
Revenue Service, while others are currently being denied.

H.R. 2111

As introduced by Chairman Rostenkowski, H.R. 2111,
would codify the position taken in G.C.M. 39604 that the WIN
credit is not available with respect to any employee for
whom the employer did not request or obtain certification on
or before the date the individual commenced work for the
employer. However, the bill would make this change effec-
tive only for WIN credits first claimed after March 11,
1987, the date G.C.M. 39604 was first published.

H.R. 2111 would apply for purposes of the WIN credit
the principle that Congress passed in ERTA with respect to
the TJTC. In so doing, the bill would prevent taxpayers
from claiming previously available WIN credits and therefore
would produce additional tax revenues. At the same time,
the bill, by making the amendment effective only for credits
first claimed after March 11, 1987, recognizes the reliance
that taxpayers have placed on the availability of the WIN
credits and the lack of a transition period (such as that
provided by ERTA for the TJTC).

We appreciate the opportunity to comment upon the
technical connections legislation.

Sincerely,

N. Cohen Jo n J. Salmon
Suthirland, Asbill De. Ballantine, Bushby,
& Brennan Palmer & Wood
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CLARK UNIVERSITY
950 Main Street Worcter Masachusetts 01610-1477

Richard P. Traina, President Telephone (617) 793-7320

July 9, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, DC 20510

Dear Ms. Wilcox:

I amwriting as President of Clark University to express concern
over the just-released Technical Corrections Bill which, if enacted,
would severely restrict the creation of Charitable Lead Trusts.

As proposed, the Technical Corrections Bill would repeal the
charitable deduction in computing the generation-skipping transfer
tax on lead trusts created after June 10, 1987. Removing this deduction
would discourage our donors from establishing these trusts, which
provide Clark with a guaranteed income over a period of years and,
through the same device, provide for the donors' heirs in later years
(often to cover the expenses of college education).

The Charitable Lead Trust is an important option for major donors
to our University - a small, private coeducational, liberal arts
institution. Our ability to maintain and improve academic standards
and to provide scholarships for undergraduate study and graduate
research is directly tied to our ability to raise funds. I urge you
to amend the Technical Corrections Bill so that the Charitable Lead
Trust is preserved as an effective giving method.

Cordially,

RPT/lk

cc: The Honorable Edward H. Kennedy
The Honorable John F. Kerry
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STATEMENT OF BAKER & MCKENZIE
CONCERNING AMENDMENTS TO THE PASSIVE FOREIGN

INVESTMENT COMPANY PROVISIONS

submitted to

THE SENATE COMMITTEE ON FINANCE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

July 24, 1987

I. Introduction.

Baker & McKenzie represents the Coalition to Exclude
Operating Income from the PFIC Provisions. The Coalition
consists of over a dozen United States-based corporations
competing in overseas markets. The Coalition was organized
because the Passive Foreign Investment Company ("PFIC")
provisions enacted as section 1235 of the Tax Reform Act of
1986 (codified as sections 1291-1297 1/) would classify many
of the members' foreign operating subsidiaries as PFICs.
Such classification would subject them, in effect, to
current U.S. taxation on the operating income of their
foreign subsidiaries. Tfie Coalition believes such a result
was not intended by Congress.

The central purpose of the PFIC provisions is to insure
that passive income earned by U.S. taxpayers through
investments in foreign mutual funds does not benefit from
deferral of current U.S. taxation. The Subpart F provisions
of the Code (sections 951-964) achieve this result in the
case of U.S. shareholders (as defined in section 951(b))
holding investments in controlled foreign corporations
("CFCs") (as defined in section 957), by requiring current
U.S. taxation of passive income earned by such CFCs.
Therefore, the true target of the PFIC provisions were U.S.
taxpayers who were able to avoid application of the Subpart
F provisions as well as other anti-abuse provisions of the
Code.

All the members of the Coalition are U.S. shareholders
with respect to their foreign operating subsidiaries, which
subsidiaries are CFCs. Thus, any passive income earned by
their CFCs are subject to current U.S. taxation under the
Subpart F rules. Because of this simple fact, neither the
House nor the Senate provisions dealing with PFICs had any
effect on, or application to, taxpayers who were already
subject to the provisions of Subpart F.

The Conference Agreement, as summarized in August 1986,
did not indicate that this aspect of the PFIC provisions had
been altered in any way by the Conferees. However, the
final version of the statutory PFIC provisions, by leaving
out a provision in the Senate Bill on which the final
version was supposedly based, created a situation in which
the income from active operations of CFCs would be treated
under the PFIC rules as if it were "passive" income.

Accordingly, a technical amendment, modeled on the
provision in the Senate Bill left out of the final statute,
is necessary to assure that the PFIC provisions do not apply
to U.S. shareholders of CFCs.
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II. Analysis.

A. The House Bill.

The House was concerned generally that certain well-
placed individuals could invest in offshore mutual funds
holding passive assets in a manner that allowed them to
defer taxation on current income of the funds and to
repatriate such income at favorable capital gains rates.
The Subpart F, personal holding company, and foreign
personal holding company provisions, designed to require
current inclusion of passive income, could be avoided by
keeping U.S. owners as a minority of the shareholders of the
offshore fund. Further, the foreign investment company
provisions of section 1246, designed to require ordinary
income treatment on gains from the sale of offshore mutual
fund stock, could be avoided by keeping U.S. ownership of
the investment fund at half or less and by limiting the
total number of U.S. persons investing in the fund to fewer
than 100. Because of these various limitations, this
loophole was available only to a few well-placed
Americans. The House thought this loophole was unfair, and
closed it. 2/

The House Bill accomplished this by defining offshore
mutual funds as PFICs. Such funds and their shareholders
had not previously been subject to the Subpart F provisions;
under the House Bill, they were made fully subject to
Subpart F, and gain on sale or redemption of PFIC stock was
treated as ordinary income. The result was that U.S.
investors in offshore mutual funds would be currently
taxable on the fund's income, all of which would normally be
passive, and would be taxed at ordinary rates on any gain
from the sale or redemption of shares in such a fund.

Because the House Bill addressed the problem by
subjecting the funds and their shareholders to the Subpart F
provisions, it had no impact on those taxpayers who were
already U.S. shareholders of CFCs.

The House Bill and its legislative history contained no
hint that the normal rules for taxing CFCs and their
shareholders already subject to Subpart F were to be altered
by the PFIC rules.

Significantly, the revenue estimate for the House
Bill's provision was only $85 million -ver five years, thus
clearly signifying the limited nature of the loophole being
closed.

B. The Senate Bill.

The Senate Bill also closed the loophole identified by
the House Bill, and for the same reasons, but did so in a
substantially different manner. Nevertheless, it retained
the House Bill's definition of a PFIC, and subjected holders
of PFIC stock to a regime of taxation similar to that
appearing in the PFIC provisions as finally enacted.

Most importantly, however, the Senate Bill specifically
excluded U.S. shareholders of CFCs from the application of
the PFIC provisions, apparently on the theory (obviously
accurate} that such U.S. shareholders were already subject
to current U.S. taxation on any passive income earned by
their CFCs, and ordinary income treatment (via the gain
recharacterization rules of section 1248) on any gain from a
disposition of CFC stock. 3/

78-959 0 - 88 - 18
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Moreover, the Senate Bill permitted any taxpayer
otherwise subject to the PFIC rules to elect to be treated
as a U.S. shareholder of a CFC, so that Subpart F, and not
the PFIC provisions, applied. As was the case in the House,
there was no hint of any intent to subject U.S. shareholders
of CFCs to current taxation on the operating income earned
by their CFCs. To the contrary, the election to be treated
under Subpart F rather than the PFIC rules, which was
available to all U.S. persons who were not U.S. shareholders
in CFCs, constituted an affirmative recognition by the
Senate that such income need not be subject to current
inclusion.

Again indicating the limited nature of the loophole
being closed, the Senate estimated that the total revenue
pickup from the 1FIC provisions would be $82 million over a
five-year period.

C. The House and Senate Bill Compared.

A comparison of the PFIC provisions in both the House
and Senate Bills reveals two important conclusions: First,
both chambers agreed that the PFIC provisions should not
affect the taxation of U.S. shareholders of CFCs. Second,
both chambers agreed that the application of the Subpart F
rules was a complete remedy for the loophole identified. On
this latter point, the House signified this intent by
actually placing PFICs and their shareholders under the
Subpart F rules, while the Senate did so by making Subpart F
an alternative at the option of the taxpayer.

From this, it is clear that it was never the intent of
either the House or the Senate to subject U.S. shareholders
of CFCs to current U.S. taxation or a deferred interest
charge on the operating income of their CFCs under the PFIC
rules.

D. The Conference Agreement of August 16, 1986.

When the House-Senate conferees met to resolve
differences between the two versions of the tax reform bill,
they had only the texts of the House and Senate bills to
consider. In arriving at the final bill, they did not
consider statutory language, but rather worked from
summaries.

On August 16, 1987, the staff of the Joint Committee on
Taxation issued, at 8:30 P.M., a summary of the final
agreement by the House-Senate conferees on the tax reform
provisions (the "August 16 Summary"). It is this document
which was the basis for the formal Conference approval of
the Tax Reform Act that occurred later that same evening.
The full text of the August 16 Summary with respect to the
PFIC provisions was as follows:

8. Foreign investment companies

Tentative agreement.--Generally, House
recedes but with restrictions (including
requirement that foreign fund furnish information)
on the identification of income character and with
technical amendments.

August 16 Summary at 61.

This short statement indicates that the provision in
the Senate Bill exempting U.S. shareholders of CFCs from the
application of the PFIC rules was retained in the final
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Conference Agreement. The elimination of such exemption is
not specifically mentioned, and such elimination, which
would greatly expand the scope of the PFIC rules, cannot
reasonably be called a "technical amendment."

E. The Final Statute.

The statutory language of the PFIC provisions as
finally drafted differed substantially from the Senate
Bill's provisions. Importantly, the provision contained in
the Senate Bill exempting U.S. shareholders of CFCs was
omitted.

The Conference Report, published simultaneously with
the Act, gives no hint that U.S. shareholders of CFCs would
be subject to the PFIC provisions. In fact, it discusses
the provision solely in the context of passive offshore
investment funds. The Report states:

The conferees believe that eliminating the
economic benefit of deferral is necessary to
eliminate the tax advantages that U.S.
shareholders in foreign investment funds have
heretofore had over U.S. persons investing in
domestic investment funds.

H.R. Rep. No. 841, 99th Cong., 2d Sess. 11-641 (1986).

The Conference Report also states that: "The conferees
do not intend that foreign corporations owning the stock of
subsidiaries engaged in active businesses be classified as
PFICs." Id. at 11-644. Nevertheless, as described below,
the omission from the Act of the Senate Bill provision
exempting U.S. shareholders of CFCs will have that result
unless the omission is corrected.

F. Congressional Approval of Deferral--Subpart F.

Subpart F was passed in 1962 so as to eliminate the use
of foreign subsidiaries to obtain deferral of U.S. tax,
where such subsidiaries were engaged in specified "tax
haven"-type activities or earned specified "tax haven"-type
income. Since 1962, Subpart F has served to guard against
the use of a foreign corporation to obtain deferral of U.S.
tax with respect to types of activities or income that
Congress believed should be subject to current U.S. tax. In
this regard, Congress has refined the definition of "Subpart
F income," i.e., income subject to current inclusion in the
U.S. shareholder's income under the rules of Subpart F, over
the years, most recently in the Tax Reform Act of 1986, to
assure that U.S. shareholders cannot use CFCs to gain the
benefit of deferral on passive investment income and
carefully defined categories of foreign base company income.

Importantly, however, Congress has always permitted
deferral of U.S. taxation on operating income not included
in the definition of Subpart F income. In both 1962 and
1976, Congress was presented with the option of eliminating
deferral on all income of foreign subsidiaries regardless of
its type, and it considered the matter on an in-depth basis
both times. Both times it rejected the elimination of
deferral with respect to operating income generally as being
against the interests of the United States in promoting the
international competitiveness of United States business.

The evolution of Subpart F represents the direct and
cumulative judgment of Congress as to what types of income
should be subject to current U.S. tax when earned by foreign
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subsidiaries of U.S.-based multinational corporations. 4/
Indeed, in light of this background, it is not surprising
that neither the House nor the Senate bills, in their PFIC
provisions, would have affected U.S. shareholders of CFCs
who were already covered by the Subpart F provisions. It is
surprising, however, that the Conference bill would
effectively reverse the long-standing Congressional judgment
that operating income of CFCs generally should not be taxed
currently to their U.S. shareholders.

G. The Effect of the Asset Test on Operating
Companies.

Unfortunately, the PFIC provisions as enacted, if not
corrected, would effectively override Congress's judgment
that non-Subpart F income,.should be eligible for the benefit
of deferral. In effect, the PFIC provisions would swallow
up the careful distinctions made by Subpart F, subjecting
all income of CFCs, regardless of type, to the economic
equivalent of current U.S. taxation. For instance, a wholly
owned foreign manufacturing subsidiary of a U.S. corporation
could quickly become a PFIC because of its accumulation of
assets not directly used in its day-to-day business. This
result occurs because of the mechanical operation of the
asset test, when unchecked by an exemption for U.S.
shareholders of CFCs.

Under the asset test, a foreign corporation is a PFIC
if half or more of the average value of its assets consists
of assets producing passive income or assets held for the
production of passive income. Thus, if an active CFC
accumulates profits with a view to further expansion of its
operations, it could quickly find itself a PFIC if its
operations are particularly profitable. Further, certain
assets, such as trade accounts receivable, often account for
a substantial portion of the "asset" value of a CFC, and
such assets might well be classified as passive assets under
the PFIC rules. 5/ Similarly, manufacturing facilities
which are temporarily closed, real estate purchased with a
view towards construction of new manufacturing facilities in
the future, and the like, could result in PFIC status for a
CFC which is in an active business.

H. Status as Technical Amendment.

As demonstrated above, neither the House nor the Senate
ever indicated any intention that U.S. shareholders of CFCs
be stibject to the PFIC rules. Rather, they consistently
indicated that Subpart F was the exclusive and adequate
safeguard against tax abuse in such situations. The
Conference Agreement, as expressed in August, clearly
envisions the incorporation of the provisions of the Senate
Bill in the final Act, and this must have included an intent
to retain the exclusion from the PFIC rules found in the
Senate Bill, in view of the fact that there was no
difference between the House and Senate Bills on this point.

Subpart F has for twenty-five years expressed
Congress's considered policy judgment with regard to the
proper taxation of U.S. shareholders of CFCs. This was
recognized by both the House and Senate Bills. A major
reversal of this policy is nowhere hinted at in the
legislative history of the PFIC provisions. Rather, that
history, fairly read, indicates that those provisions are
directed solely at taxation of passive income earned through
offshore mutual funds and similar types of passive
investment vehicles.
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It is simply incomprehensible that such a major change
in the tax regime governing U.S. shareholders of CFCs could
have occurred intentionally without some discussion or some
hint that Congress so intended. Rather, it seems obvious
that the omission of the provision in the Senate Bill
exempting U.S. shareholders of CFCs from the PFIC provisions
was an oversight.

Further evidence that this omission was unintentional
may be gleaned from the fact that the revenue estimate
appearing in the Conference Report was only $82 million over
a five-year period--exactly the same estimate as contained
in the Senate Finance Committee Report. The expansion of
the PFIC rules to cover the operating income of foreign
operating subsidiaries, as compared to the Senate or House
Bills, would clearly result in substantially higher
revenues. Consequently, it seems obvious that the only
intended target of the PFIC provisions was the original
loophole identified by the House.

III. Recommended Amendment.

Accordingly, the Coalition submits that the following
amendment to section 112(n) of the Technical Corrections Act
should be added to that Act: 6/

(25) Subsection (b) of section 1297 of the
1986 Code is-amended by adding at the end thereof
the following new paragraph:

"(9) EXCEPTION WHERE SECTION 951 APPLIES.--
This part shall not apply to a taxpayer with
respect to a corporation if, without regard to
this Part--

"(i) such corporation is a controlled
foreign corporation (as defined in section 957),
and

"(ii) the taxpayer is a United States
shareholder (as defined in section 951(b)) with
respect to such corporation."

As noted, this amendment is copied from the Senate bill
provision, and, accordingly, would achieve the intent of
Congress with respect to U.S. shareholders of CFCs. We
respectfully request that the Senate Finance Committee adopt
this amendment as part of the Technical Corrections Act.

Respectfully submitted,

Dennis I. Meyer
Robert McClory
Thomas A. O'Donnell
BAKER & MCKENZIE
815 Connecticut Ave. N.W.
Suite 1100
Washington, D.C. 20009
(202) 298-8290

Attorneys for the Coalition
to Exclude Operating Income
from the PFIC Provisions
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FOOTNOTES

1/ Unless otherwise indicated, section references are to
the Internal Revenue Code of 1986.

2/ H.R. Rep. No. 426, 99th Cong., 1st Sess. 408-09 (1985).

3/ H.R. 3838, S 925(a) (Code section 1246A(h)(4)) (Senate
Bill). S. Rep. No. 313, 99th Cong., 2d Sess. 397 (1986).

4/ Notably, these safeguards include requiring current
inclusion of all df a CFC's income in the taxable
income of its-7-.S. shareholders where the CFC is used
primarily (but not exclusively) to earn tax haven-type
income, that is, where more than 70 percent of the
CFC's gross income is tax-haven-type income. S
954(b)(3)(B).

5/ See section 954(c) (defining non-income-producing
assets as "passive" assets).

6/ This amendment is identical to the exclusion in the
Senate Bill, H.R. 3838, S 925(a) (Code section
1246A(h)(4)) (Senate Bill), with the exception that the
term "Part" has been substituted for "section" to
reflect the PFIC provisions as enacted.
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Comments of Citicorp
on the Technical Corrections Act of 1987, S. 1350

Submitted to the Committee on Finance
United States Senate

July 24, 1987

Citicorp wishes to thank the Committee for giving it the oppor-
tunity to comment upon S. 1350, the Technical Corrections Act of
1987, and to suggest additions thereto. These comments and
suggestions are summarized below.

o Citicorp recommends that the reporting requirements imposed
on a real estate mortgage investment conduit be made as
simple as possible as well as prospective in application.
(Page 1)

o Citicorp recommends that any U.S. member of a group
controlled by a bank holding company be deemed to have
satisfied the predominantly engaged test for purposes of
the financial services income separate limitation. (Page
2)

o Citicorp recommends that the Act be amended to fix a per-
centage of income attributable to financial services income
above which an entity is deemed to be "predominantly
engaged." Page 3)

o Citicorp recommends that the statute be amended to clarify
that expenses are to be allocated at the U.S. recipient
level under current Treasury Regulations Section 1.861-8
rules. (Page 4)

o Citicorp recommends that the bill be modified to allow
banks to receive export financing interest and treat it as
financial services income, without regard to whether such
interest is subject to a high withholding tax. (Page 5)

o Citicorp recommends that accumulated deficits in earnings
and profits attributable to taxable years of a controlled-
foreign corporation beginning before 1987 be eligible to
reduce Subpart F income in taxable years after 1987. (Page
7)

o Citicorp recommends that, in determining the functional
currency of a qualified business unit, the taxpayer should
be allowed to use the same functional currency for the
qualified business unit as is used for such taxpayer's U.S.
financial accounting reporting purposes. (Page 8)

o Citicorp recommends that the term "foreign income taxes" be
amended to include "in lieu of taxes." (Page 9)

o Citicorp recommends that a taxable mortgage pool be treated
as a separate corporation for all purposes under the
Internal Revenue Code. (Page 10)

REMIC Reporting

Statutory Provisions

Code Sections 860A-860GI Act Sections 671-675

A new entity, called a REMIC, has been created which will hold a
fixed pool of real estate mortgages and issue multiple classes of
interests to investors designated as regular or residual interests.
In general, the REMIC, like the partnership, will not be treated as
a separate taxable entity, but insteadits income will be passed
through to investors. The REMIC will also have information
reporting responsibilities to the holders of interests with regard
to interest and OID.
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Issue Presented

The Conference Report indicates (page 11-237) that the REMIC will
also have reporting responsibilities for accruals of market discount
and amortization of premium in accordance with provisions of the
conference agreement. Code Section 6049(d)(7) gives the IRS broad
authority to create exemptions from reporting for various entities,
and in general tells the IRS to promulgate regulations to carry out
the reporting responsibilities. In addition, the Conference Report
(page 11-237 fn. 19), although stating that market discount and
amortization reporting is to be carried out in accordance with pro-
visions of Act Section 1803(a)(13), does not define exactly what
provisions apply in the case of the REMIC. Code Section 860G also
states in very general terms that the IRS shall promulgate regula-
tions necessary to allow proper computation of taxable income of
investors under the REMIC provision.

Recommendation

In view of the extreme complexity of the new REMIC provisions,
reporting requirements imposed on a REMIC should be minimized and
made as simple as possible to provide useful and intelligible infor-
mation to investors and sufficient information to the IRS. Because
interests in REMICs will be issued to investors prior to the pro-
mulgation of any regulations, all reporting obligations of the REMIC
should be prospective to avoid unnecessary disruption in the markets
for these interests. The statute should specify the reporting
responsibilities and procedures of the REMIC under all applicable
Code sections.

Statutory Provision

Code Section 904(d)(2)(C)(ii)i Act Section 1201(b)

If an entity is predominantly engaged in the active conduct of a
banking business, the separate limitation for financial services
income will apply to any passive income earned by the entity in that

*year as well as to financial services income.

Issue Presented

Under the Conference Report (page 11-571), the predominantly engaged
test is deemed to have been satisfied if, in cases involving the
separate limitation look-through rules, either the U.S. income reci-
pient or the related payor of the income independently satisfies the
test. It is unclear whether this test will also be met where both
the U.S. income recipient and the payor are not predominantly
engaged in the active conduct of a banking business, but the U.S.
income recipient is a member of a group controlled by a bank holding
company.

Recommendation

The statute shuld be amended to specify that a U.S. member of a
group controlled by a bank holding company is deemed to have
satisfied the predominantly engaged test for purposes of the
separate limitation for financial services income. This rule should
apply regardless of whether the U.S. member (income recipient) or
the payor have independently satisfied the predominantly engaged
test. Justification for this result is based upon the fact that a
bank holding company and the members it controls are highly regu-
lated banking groups whose predominant activity must be banking or
finance. As part of an integrated and regulated controlled group, a
U.S. member should be deemed to be predominantly engaged in the same
business as that of the bank holding company which controls it.
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Foreign Tax Credit Limitations

Statutory Provision

Code Section 904(d)(2)(C)(ii)l Act Secti6n 1201(b)

The term *financial services income" includes what would otherwise
be passive income if the entity which derives such income is predo-
minantly engaged in the active conduct of a banking, insurance,
financing, or similar business. Act Section 1201(b)(2)(C)(ii) and
Code Section 904(d)(2)(C)(ii). This special tax rule is the coun-
terpart to the banking exception in the Subpart F provisions under
prior law. Its purpose is to permit an entity to treat certain
passive types of income such as dividends and interest as active
income if it is earned while the entity is predominantly engaged in
a banking or financing activity.

Issues Presented

The Conference Report does not specify how high a percentage the
entity's income must be attributable to financial service activities
or what specific activities, if any, the entity must perform in
order for it to be considered predominantly engaged in the active
conduct of a banking, insurance, financing or similar business.
Instead, it is left to the discretion of the Secretary to promulgate
regulations for such a determination.

The Conference Report (page 11-571) states that an entity which
satisfies the predominantly engaged test may earn income that is
integrally related to its banking, insuring, or financing activity.
Such income is to be treated as financial services income even
though it would not otherwise be classified as such. An example
cited is income from equipment leasing. It is not clear from the
preceding whether a foreign leasing facility (subsidiary) will meet
the predominantly engaged test if its leasing income constitutes its
primary source of income. Nor is it clear that providing financial
information will qualify as a financial service activity.

Recommendations

The statute should be amended to fix a percentage of income attribu-
table to financial service activities above which an entity is con-
sidered to be "predominantly engaged".

Equipment leasing and the prcvision of financial information ser-
vices should qualify as financial activities. In the case of
leasing, the income earned therefrom should be considered financial
services income even if under financial lease terms, such income is
to be treated as equivalent to interest.

Statutory Provision

Code Section 904(d)(2)(F)i Act Section 1201(b)

Under the new high-tax kick-out rule, passive income is excluded
from the separate limitation for passive income and put into the
overall limitation when the foreign tax paid with respect to that
income exceeds the highest U.S. tax rate multiplied by the amount of
that income after allocation of parent expense. Act Section
1201(b)(2)(F) and Code Section 904(d)(2)(F).

Issue Presented

The Conference Report does not specify whether U.S. or foreign tax
concepts should apply in determining whether a particular item of
income is high-taxed. What method of allocating the expenses of the

parent against the passive income of the subsidiary should be used?
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Where the foreign income is subject to tax under a single tax base
or different bases than the U.S. tax base, rules are needed to
allocate those taxes between items of income. For example, how are
foreign taxes paid by a foreign corporation allocated between
passive and active income when the foreign country has different
timing, characterization, and deduction rules? The Conference
Report does not explain how the amount of foreign income tax paid
with respect to a particular item of tax is to be determined.
Finally, the issue of when an-item of income is to be treated as
high-taxed is not addressed. ?or example, is the income treated as
high-taxed where it is not high-taxed when accrued but is high taxed
when distributed in a subsequent year (e.g., a foreign subsidiary is
on a cash basis for local tax purposes, while the U.S. parent is on
the accrual basis)?

Recommendations

The statute should be amended to clarify that expenses are to be
allocated at the U.S. recipient level under current Treasury
Regulations Section 1.861-8 rules. It should also address the issue
of determining when an item of FPHC income is deemed to be high-
taxed. The appropriate date of determination should correspond to
the date of U.S. income inclusion or deemed inclusion (e.g., a sub-
part F inclusion). To the extent that the foreign tax rate differs
when the income is subsequently distributed (as income previously
taxed under Subpart F), an adjustment in the tax liability should be
made. This approach is consistent with present law's special rules
for determining foreign tax credit with respect to earnings and
profits previously taxed under Subpart F. See Code Section 960(b).

Export Financing Interest Exception

Statutory Provision

Code Section 904(d)(2)(G); Act Section 1201(b)

H.R. 2636, Section 112

New Code Section 904(d)(2)(G) defines export financing interest as
that received by a taxpayer or a related party engaged in manufac-
turing, producing, growing, or extracting certain U.S. exports.
Under Code Section 904(d)(2) generally, export financing interest is
excluded from the separate limitations for passive, high withholding
tax, and shipping income. The bill provides that export financing
interest is financial services income if it is received by a person
predominantly engaged in the active conduct of a banking, insurance,
financing, or similar business, if such income is subject to a high
withholding tax. Otherwise, such interest is treated as overall
limitation income.

Issues

The Conference Report (page 11-565) includes an export financing
interest "exception" to minimize the risk that tax reform legisla-
tion will reduce the availability of export financing and thus nega-
tively impact the volume of U.S. exports. This is accomplished by
exempting export financing income from the new separate limitations
created by Code Section 904(d)(2) and treating it as overall limita-
tion income with one exception. In addition, if received by a bank,
export financing interest is not subject to the repeal of banking
income deferral under Subpart F. Code Section 954(c)(3)(B).

Notwithstanding the Conferees' intention under the definition of
*export financing interest", banks are ineligible to receive export
financing interest because they are prohibited under U.S. banking
laws from conducting non-banking activities such as manufacturing,
producing, growing, or extracting goods for export and are prohi-
bited from being a related party to such activities. The export
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financing exception, therefore, excludes banks which c'?n neither be
the eligible taxpayer nor a related person under Code Section
904(d)(2)(G).

The new Subpart F rules of Code Section 954(c)(2)(B) also provide
that export financing interest received by banks is not foreign per-
sonal holding company income. This preserves in part the previous
law bank income exception to the Subpart F rules (old Code Section
954(c)(3)(B)], the remainder of which is repealed. Code Section
954(c)(2). The preservation of the deferral, however, when coupled
with the limitation on entities eligible to receive export financing
interest under Code Section 904(d)(2)(G), is not available to any
U.S. bank barred from receiving export financing interest (because
it is either not engaged in manufacturing, etc., or it is not a
party related to any manufacturer, etc.).

The bill also requires that export financing interest be subject to
a high withholding tax in order to be treated as financial services
income by a banking, insurance, finance, or similar company. If
such interest is subject to a gross basis tax of less than five per-
cent, even if received by an entity predominantly engaged in
banking, etc., it is overall limitation income. The bill explana-
tion states that this will allow manufacturers and the other listed
eligible recipients of export financing interest to cross-credit low
taxed export financing interest against other higher taxed overall
limitation income. Thus, even if banks were eligible to receive
such interest, placing it in the overall limitation (where banks
have no other income) results in a loss of the benefits of such
income and the foreign taxes paid thereon.

Recommendations

Code Section 904(d)(2)(G) should be amended to effectuate the
Conference Report statements and the preservation of the Subpart F
deferral rules to remove the requirement that such interest be
received by a taxpayer or a related person engaged in manufacturing,
etc. The removal of the "engaged in . . . manufacturing", etc., and
the "related party" requirements would comport with the U.S. banking
laws and would thus allow U.S. banks and their foreign subsidiaries
to be eligible to receive export financing interest income.

The bill should be amended to exclude the requirement that export
financing interest be subject to a high withholding tax in order to
be treated as financial services income where that interest is
received by an entity predominantly engaged in the active conduct of
a banking business.

Statutory Provision

Code Section 952(c)(1)(B)i Act Section 1221(f)

For taxable years beginning after December 31, 1986 accumulated
deficits in earnings and profits can reduce current earnings and
profits of a CFC only if the deficit is attributable to certain
qualified activities and only to the extent of current earnings and
profits from the corresponding qualified activity. Only accumulated
deficits for taxable years beginning after December 31, 1986 may be
carried forward to reduce subpart F income.

Issue Presented

The Conference Agreement states several reasons for the limitation
on the use of accumulated deficits to reduce subpart F income,
including making the subpart F rules consistent with the changes in
the foreign tax credit separate limitation rules and preventing tax-
payers from sheltering passive investment income from U.S. taxation
by moving those investments into CFC's with prior years deficits.
No explanation is given however, for eliminating the use of accumu-
lated deficits incurred in taxable years prior to January 1, 1987.
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Recommendation

The rule that accumulated deficits in earnings and profits attribu-
table to taxable years of the CFC beginning before 1987 may not be
carried forward and used to reduce subpart F income in taxable years
after 1987 is unduly harsh. Pre-1987 deficits in earnings and pro-
fits which the taxpayer dAn establish to the satisfaction of the
Secretary are attributable to activities that under current law
would have been treated as qualified activities should be permitted
to be carried forward in the same manner as post-1986 deficits
attributable to qualified activities.

• 'Statutory Provision

Code Section 9851 Act Section 1261

All determinations under the Internal Revenue Code of 1986 must be
made in the taxpayer's functional currency. In the case of a
qualified business unit, the functional currency is determined, in
essence, pursuant to a facts and circumstances test.

Issues Presented

What rules should be applied to determine what constitutes the func-
tional currency of a qualified business unit?

Under certain circumstances to be set forth in regulations, a tax-
payer may elect the U.S. dollar as the functional currency of a
qualified business unit. The Conference Report (page 11-661) indi-
cates that such election may be conditioned on the taxpayer electing
the U.S. dollar as the functional currency of all of its qualified
business units. Is this rule warranted?

The Conference Report (page II-659), referring to the Senate
Amendment, indicates that pending issuance of regulations, original
issue discount on nonfunctional currency denominated obligations
will be determined in terms of units of the nonfunctional currency
and translated into the functional currency using the average
exchange rate for the accrual period. Is this approach reasonable?

Recommendations

Since rules similar to those prescribed in FASB 52 were intended to
apply in determining the functional currency of a qualified business
unit, a taxpayer should, as a safe-harbor, be allowed to use the
same functional currency of a qualified business unit for income tax
purposes as is used for such taxpayer's U.S. financial accounting
reporting purposes. Clarification of this issue is extremely impor-
tant not only for purposes of determining the taxable income and
earnings and profits of a qualified business unit, but also for pur-
poses of determining the tax consequences attributable to various
transactions entered into by a qualified business unit (e.g.,
interest rate conversion agreements).

Inclusion of In Lieu Of Taxes

Statutory Provision

Code Section 9861 Act Section 1261

Code Section 986 provides rules to determine the U.S. dollar amount
of foreign income taxes paid by a foreign corporation for purposes
of Code Sections 902 and 960. The term "foreign income taxes" as
defined in Code Section 986(b)(2) does not currently include Code
Section 903 "in lieu of" taxes.
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Issue Presented

Should "in lieu of taxes" be included in the definition of foreign
income taxes under Code Section 986(b)(2)?

Recommendation

Code Section 903 or Code Section 986(b)(2) should be amended to pro-
vide that for purposes of subpart J the term "income, war profits or
excess profits taxes" shall include a tax paid in lieu of such taxes
otherwise generally imposed by any foreign country or by any
possession of the United States.

Treatment of Taxable Mortgage Pools

Statutory Provision

Code Section 7701(i)g Act Section 673

Code Section 7701(i)(2) defines a taxable mortgage pool (TMP) as any
entity, other than a REMIC, if (1) substantially all the assets con-
sist of debt obligations, and more than 50% of the obligations con-
sist of real estate mortgages; (2) the entity is the obligor on debt
obligations with 2 or more maturities; and (3) under the terms of
the debt obligations on which the entity is obligor, payment made by
the T14P bears a relationship to payments by underlying obligors on
debt obligations held by the TMP. Code Section 7701(i)(2)(b) states
that any portion of an entity meeting this definition is treated as
a TMP. Code Section 7701(i)(1) states that a TMP shall be treated
as a separate corporation which may not be treated as an includible
corporation with any other corporation for purposes of Code Section
1501.

Issue Presented

The Conference Report (page 11-239) confirms that a REMIC is to be
the exclusive means of issuing multiple classes of real estate
mortgage-backed securities without two-levels of taxation, and that
a TMP is to be treated as a separate corporation not includible in a
consolidated return. It is not clear, however, whether a TMP is to
be treated as a separate corporation for all purposes under the
Internal Revenue Code.

Recommendation

Code Section 7701(i)(1) should be amended to state that a TMP is to
be treated as a separate corporation for all purposes under the
Internal Revenue Code. Treating a TMP as a separate corporation for
all purposes of the Code has the benefit of providing a single, con-
sistent set of rules for the treatment of TMPs.
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COMMENTS BY COALITION OF INSURERS OF
NON-PROFIT HOSPITALS TO THE
COMMITTEE ON FINANCE ON THE

TECHNICAL CORRECTIONS ACT OF 1987

1. Background

The Tax Reform Act of 1986 revised the taxation of
property-casualty insurance companies. The principal impact of
the changes came through discounting of loss reserves for
federal income tax purposes, even though companies continued to
carry full value reserves for state regulatory purposes. This
provision, which is estimated to generate $4.2 billion in tax
revenues over 5 years, falls principally upon the lines of
business requiring the longest time to settle claims--medical
malpractice, general liability, and worker's compensation. For
these "long-tail" lines, the difference between the discounted
reserve deduction for federal income tax purposes and the full
value reserve established for state regulatory accounting
purposes, is substantial. For non-profit hospital medical
malpractice coverage written by coalition members, the
estimated discount based on the industry aggregates adopted by
the Treasury in Rev. Rul. 87-34 amounts to 24% of the increase
in their reserves. Accordingly, for this group of insurers the
amount of the deduction allowed for increases in loss reserves
has been reduced on average by approximately 24%.

2. Insurers of Non-Profit Hospitals Severely Impacted by
New Law

There are 31 insurance companies, subject to the Act,
which are either hospital-owned or hospital-sponsored which
provide medical malpractice coverage for primarily non-profit
hospitals. These companies are organized in various forms
including trusts, tax-exempt associations, or as taxable
corporations. These companies were formed by hospitals to
provide their malpractice and general liability coverage were
begun after the medical malpractice crisis of 1975, and include
two companies recently formed as a result of the liability
crisis of 1985-86. They were formed primarily to assure the
availability of malpractice insurance to hospitals at the
lowest reasonable cost.

The companies are organized primarily as stock insurance
companies with insured hospitals or hospital trade associations
as their shareholders. They include reinsurers as well as
primary insurers; mutuals and reciprocal insurers in a few
instances; and their insureds include a very small number of
for-profit hospitals, as well. These 31 hospital owned or
sponsored companies now provide approximately 70% of the
malpractice coverage for non-profit hospitals in this country.

insurers of non-profit hospitals are especially hard-hit
by the new discounting provisions. The coverage they provide
to hospitals is predominately the lines most affected by
discounting--medical malpractice, and, smaller amounts of
general liability. According to a survey of these companies,
they expect to pay an additional $46.5 million in taxes on
reserves of $1.8 billion for 1987, despite the fresh start
adjustment. Over a 5 year period, assuming a 12.5% rate of
growth for 1988 and later years, the additional tax
attributable to discounting would amount to more than $137.6
million. The calculation of these additional taxes is
illustrated in the chart on the following page.
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CHART A

Estimated Revenue Effect of Loss Discounting Rules

(based on survey estimates of 31% growth of loss reserve
for 1987 and projected 12.5% rate of annual growth

of loss reserves thereafter)

(all figures in thousands of dollars)

1087 1988 198q 1990

Estimated loss
reserve @ year
end

Discounted reserves
(@ 76%)

Loss reserve
discount

Less prior year
loss reserve
discount
(including fresh
start)

Increase in
taxable income

Tax rate

1,834,911 2,964,275 2,322,309 2,612,598 2,939,173

1,389,504 1,563,192 1,758,591 1,978,415 2,225,717

445,407 501,083 563,718 634,183 713,456

329,223 445,407

116,18,1

40%

55,676

34°°

501,083

62,635

34%

563,718 *34,183

70,465

34%

79,273

34%

46,473 18,930 21,296

1991

23,958 26,953Tax effect
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3. Non-Profit Hospital Insurers Must Increase Premiums
Dramatically to Pay the Additional Taxes

Unlike large multi-line commercial insurers, which
monitored the tax proposals closely and lobbied actively during
Congressional consideration of the new provisions, these
smaller companies did not appreciate the new law's impact until
they reviewed their estimated tax projections this spring.
They do not have substantial net operating loss carryforwards
to shelter their taxable income during the Act's initial years,
as do many multi-line commercial carriers. The substantial
additional costs imposed by the new tax law must be passed
along to the hospitals with a minimum of delay. These
companies, writing medical malpractice insurance for primarily
non-profit hospitals, are on the horns of a dilemma of either
dramatic cate increases or substantial reductions of
coverage--neither of these is acceptable to the non-profit
hospitals which are their stockholders and insureds.

4. The HarshImpact of The New Law Should Be Modified

These companies are willing to pay their fair share of
taxes. The burden of the 1986 changes, however, falls
disproportionately on long-tail lines. It is not spread evenly
across all property-casualty insurers. For example, for one of
these companies, M1I Companies, Inc. of Bannockburn, Illinois,
the changes in the Act could result in estimated 1987 federal
income tax liability of $5.6 million on estimated statutory
consolidated net income of $6.9 million. That result could
occur despite the use of a $7.7 million NOL carryforwaid in
1987. This 81% tax rate in 1987 is confiscatory and
inconsistent with established tax policy.

Daniel J. McNamara, President of the Insurance Services
Office ("ISO"), a not-for-profit service organization that
provides advisory rating, research, and statistical information
to property-casualty insurers, commented on the concentration
of the tax burden on long-tail lines in an address this January:

While the impact of the new tax law may be
small for all lines combined, a new ISO
study indicates that the impact is large
for each of three long-tail commercial
casualty lines of insurance that we
analyzed--general liability, workers
compensation, and medical malpractice.

Our study focused on the first-year
impact of the Tax Reform Act, and compared
the bottom-line results under the new and
old Lax laws against various scenarios of
underwriting results. The results of our
study are sobering.

For general liability insurance, we
studied scenarios based on 1987 combined
ratios [a standard industry measurement of
all premium income to all expenses] ranging
from 100 to 120, Our conclusion -- the
combined ratios under the new tax law must
be six to eleven points lower than required
under the old tax law to produce the same
after-tax earnings for this line of
insurance. The higher the combined ratio,
the greater the impact of the new
legislation. . .
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For medical malpractice insurance, we
studied an ever wider range of combined
ratios--115 to 155. Under the new tax law,
the combined ratio must be twelve to
twenty-two points lower to produce the same
after tax earnings as before.

Because of our study's sobering
results, ISO subjected its methodology,
quantitative analysis, assumptions and
conclusion tp independent outside review
by Coopers & Lybrand. The tax and
actuarial partners of that organization
have confirmed that validity of our
methodology and analysis and concur in the
reasonableness of our assumptions as well
as results.

Speech before the Annual Meeting,
January 13, 1987.

5. Proposed Modification: Delay Imposition of the
Discounting Rules for 2 Years

The intent of Congress in revising the property-casualty
insurance provisions was to ensure that commercial carriers,
which had historically paid a very low rate of tax, assumed
their fair share of taxes. The impact of discounting, however,
was not fully appreciated when the Act was passed. Revenues
are not being raised equally from all companies and their
policyholders. Unfortunately, the effect of the Act varies
widely depending upon the lines of business written. The
disproportionate impact of the new provisions upon long-tail
lines has meant that non-profit hospitals, which formed these
specialized insurers to guarantee that coverage would be
available and affordable, now face dramatic rate increases or
reductions of coverage.

To prevent unanticipated increases in medical malpractice
insurance, and to allow Congress to fully assess the impact of
the new law on insurers and policyholders, particularly
non-profit hospitals, we request that the specialized insurers
providing medical malpractice and other coverage to non-profit
hospitals be granted a two-year delay in imposition of the
discounting rules of the 1986 Act. This deferral will prevent
non-profit hospitals from bearing a disproportionate share of
the costs associated with restructuring the taxation of
property-casualty insurers. This will also allow these
specialized insurers to submit material to the Treasury
Department for consideration in its study of the loss reserve
discounting rules due in January, 1989.

6. Revenue Impact

We estimate that these 31 companies will hold
approximately $1.8 billion in reserves for 1987. A two year
delay, according to our best estimates, would result in a
revenue loss of $46.3 million in 1987, and $18.9 million in
1988, or a total of $65.4 million for the two years. (see
Chart B)

Given the pressures on all hospitals to reduce costs, we
believe this deferral is a sensible means to alleviate the
unanticipated and unintended harsh impact of the Act upon
non-profit hospital insurers.
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CHART B

REVENUE EFFECT OF TWO-YEAR DELAY TO
JANUARY 1, 1989 IN EFFECTIVE DATE OF
LOSS DISCOUNTING RULES WITH CHANGE

OF FRESH START DATE TO
DECEMBER 31, 1988

(all dollar amounts in thousands)

Note: The following projections incorporate the total revenue
effect for hospital-formed companies writing medical
malpractice insurance for primarily non-profit hospitals. The
estimated revenue loss drops between 1987 and 1988 because of
the reduction of the corporate tax rate from 40% to 34%, and a
slower projected rate of growth of loss reserves.

12.5%
growth

assumption
Estimated
revenue
effect 1987 ($46,473)

1988 (18,930)
1989 --
1990 --
1991 --

Total for period ($65,403)

67261
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Amendment to Technical Corrections Act
for Non-Profit Hospital Insurers

1. Background: The Tax Reform Act of 1986 revised the
taxation of property-casualty insurers. The largest single
change occurred in discounting the loss reserves of insurers
for federal income tax purposes, an item expected to produce
$4.2 billion of revenue over a 5 year period.

2. Impact of Discounting Falls Primarily on Long-Tail Lines
Such as Medical Malpractice: The intent of Congress in
revising the property-casualty insurance provisions was to
ensure that commercial carriers, which had historically paid a
very low rate of tax, assumed their fair share of taxes. The
impact of discounting, however, on certain important smaller
companies which sell only a few lines of long-tail insurance
was not fully appreciated when the Act was passed. Revenues
are not being raised equally from all companies. The effect of
the Act varies widely depending upon the lines of business
written, severely impacting companies which write exclusively
long-tail lines.

3. Insurers of Non-Profit Hospitals Must Increase Premiums
Dramatically to Pay the Additional Taxes: Unlike large
commercial insurers, which had the resources to monitor the tax
proposals closely and lobbied actively during Congress's
considerations of the new provisions, these smaller companies
did not appreciate the new law's impact until they reviewed
their estimated tax projections this spring. They do not have
substantial net operating loss carryforwards to shelter their
taxable income during the Act's initial years, as do many
commercial carriers. Unlike multi-line insurers, they cannot
spread the new taxes across all lines of business equally. The
additional taxes must be passed along to the hospitals without
delay.

4. The Harsh Impact of the Law Should Be Modified: To prevent
unanticipated increases in medical malpractice insurance for
non-profit hospitals, we request that the specialized insurers
providing medical malpractice and other coverage to non-profit
hospitals should be granted a two-year delay in imposition of
the discounting rules of the '86 Act. This deferral will
prevent non-profit hospitals from bearing a disproportionate
share of the costs associated with restructuring the taxation
of property-casualty insurers.

5. Revenue Impact: We estimated that the 31 companies which
were hospital owned or sponsored and provided medical
malpractice coverage for primarily non-profit hospitals will
hold approximately $1.8 billion in reserves for 1987. A two
year delay would result in a revenue loss of $46.3 million in
1987, and $18.9 million in 1988, or a total of $65.4 million
for the two years.

67251
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COMMENTS ON THE COUNCIL OF

INDUSTRIAL DEVELOPMENT BOND ISSUERS

ON THE

"TECHNICAL CORRECTIONS ACT OF 1987"

On behalf of the Council of Industrial Development Bond Issuers (CIDBI), I am

writing to provide comments on the "Technical Corrections Act of 1987,"

S. 1350. I would also like to share additional concerns of Council members

pertaining to the Tax Reform Act's effects on qualified small issue bonds.

These comments are based on specific issues raised by our membership at our

recent conference and post-Act surveys of our membership. CIDBI is an

organization of more than 140 public agencies of state and local governments

that was formed to promote the continued and effective use of small issue

industrial development bonds.

First, CIDBI supports the bill's provisions to further clarify the intent of

Congress regarding the refundings of qualified small issue bonds for

non-manufacturing facilities. As you know, authority to use small issue bonds

for non-manufacturing projects terminated December 31, 1986. As a result of

what some perceived as an inconsistency in the 1986 Act provisions, refundings

of this previously-,eligible category have been made more difficult- and in some

cases postponed due to uncertainty about applicable provisions of the Code.

The provisions of S. 1350 and the Treasury Department's statement should

correct any problems associated with such refundings. CIDBI supports the

proposed changes and commends the bill's sponsors for taking action to remedy

this problem.

Let me note several related issues on refundings. On March 3, the Internal

Revenue Service issued a revenue ruling (Rev. Ruling 87-19) disallowing a

waiver of the right of bondholders to receive a higher rate of interest if the

terms of the bond require such rate adjustments. To do otherwise, according
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to the IRS ruling, would be deemed an exchange and thus would be considered a

reissuance. In view of the legislative uncertainty that often encouraged such

rate adjustment provisions in bonds, this seems to be a relatively harsh

regulatory reaction given other features of the 1986 Tax Reform Act.

The issue here is the July 1 effective date of the corporate income tax

reduction and the associated interest rate hikes that bondholders must impose

if so called "gross-up" or other adjustment provisions require it. In almost

all cases, the issues are pre-1986 Tax Reform small issue industrial

development bonds. The bondholders are predominantly financial institutions.

As a result of the IRS ruling, refundings, normally a function of interest

rate changes, are in many cases being driven primarily by the July 1 effective

date of the corporate income tax rate reduction. Small issue bond borrowers

seeking refundings to escape these seemingly artifical adjustments have been

frustrated not only by the new 1986 Code requirements related to

non-manufacturing projects, but also by Section 265 of the 1986 Code which

would deny financial institutions an interest deduction for their expense of

purchasing and carrying such tax-exempt bonds. This is a rather "Catch 22"

result where Rev. Ruling 87-19 almost compels a refunding, and the financial

institution under Section 265 is almost compelled not to purchase the

refin ino hnnds. certainly, this was not intended.

Thus such small issue bond refundings are driven by date certain interest rate

hikes and also have to overcome a significant market impediment. That

impediment is the denial under Section 265(b) of the interest deduction for'

the refunding issue which is Rev. Ruling 87-19 driven. Banks are no longer

purchasing such bonds in any significant amount or number. As a result,

borrowers relying on either new and refunding bonds must enter markets

dominated by purchasers unfamilar with the borrowers and the small issue bond

program generally. In some areas, the market has not responded efficiently

and there are few, if any, opportunities to seek alternatives to the autonatic

"gross-up" of interest rates on prior issues.
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The key point to be made is that even with the clear refunding authority, such

bonds have to seek an entirely new market as a result of the denial of

interest expense deductions under Section 265(b) of the new Code.

I would also like to take this opportunity to share with the Committee several

issues of concern that may go beyond the Chairman's announced intentions to

consider only technical corrections. I would hope the Committee will consider

these issues at the appropriate time so that new qualified small issue bonds

can more effectively be used to further important national economic

development objectives.

First, I would urge the Committee to clarify and correct the "manufacturing

facility" definition, and the surprisingly restrictive interpretation that

surfaced for the first time in the "blue book" for the Tax Act of 1984. Now

that definition, as a result of the 1986 Tax Act, has been frustrating

projects since January 1, 1987.

CIDBI's post-1986 Tax Act survey, conducted during the first quarter of 1987,

demonstrated significant problems in practical application of small issue bond

authority due mainly to the manufacturing facility definition. Issuers and

bond counsel have had difficulty in making the '.ry basic determinations of

project eligibility for certain facilities.

For issuers, knowing more readily what projects are eligible would help

overcome an initial impediment for borrowers and could eliminate unneeded

legal costs, particularly for smaller businesses. Additionally, a clarifying

amendment would help agencies focus on the more difficult task of accessing

the market.

The loss of banks in the market has compelled issuers to seek pooled

financings in order to both lower costs for borrowers and to access new

markets. Such markets are generally public. To undertake pooled or composite

issues, certain and quick determinations of eligibility are essential.

Assembling a pool of borrowers as part of a single pooled issue, on the same

schedule, is difficult enough. As you know, the tax-exempt status of the



565

entire pool is tied to the tax-exempt eligibility of each of the individual

projects. Clear issuing authority is of critical importance to potential

purchasers of these pooled financings and for compliance with provisions of

the Act, especially in public markets.

CIDBI urges the Committee to consider, for example, using the Standard

Industrial Classifications (SIC) for "manufacturing" to clarify the current

definition. Since the IRS is not expected to issue timely regulations on the

current definition, the use of SIC codes for manufacturing would certainly

facilitate issuers' efforts and subsequent actions by IRS to make individual

determinations as well.

The Council also urges the Committee to provide clarification of the existing

manufacturing definition for eligibility for small issue bond financing.

There are several key reasons for this recommendation:

o State and local governments need more flexibility to facilitate

investments in direct manufacturing projects and related manufacturing

facilities. More clear authority would help issuers further federal

objectives to promote capital formation and competitiveness in the

broader manufacturing sector.

o The existing definition, which was given a surprisingly restrictive

interpretation in the "blue book" explanation of the 1984 Act, has not

been updated to reflect present needs of manufacturing firms and related

activities.

o Finally, the survival and competitiveness of manufacturing firms is no

longer simply tied to purely manufacturing activities, and Congress in

its recent actions has underscored the importance of related activities,

such as research and development.

CIDBI is ready to provide specific recommendations to the Committee concerning

the basis for a more workable "manufacturing facility" definition.
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Finally, because of volume limits on the issuance of private activity bonds,

modification of the definition could not increase any projected federal

revenue losses. In addition, based on our review of the state bcu volume

limitations and expected demand, bond issuance during 1987 will occur at

levels below that assumed by the Committee during last year's debate. This

underutilization, due to a number of factors, will reduce assumed tax

expenditures in 1987, yielding savings which will be compounded over the next

several years. An amendment to the "manufacturing facility" definition could

be enacted consistent with the stated committee concerns about not adding

amendments to S. 1350 which would cause any further loss of revenue.

The effects of the Act on the market for small issue bonds are dramatic. The

elimination of the interest expense deduction for banks under Section 265(b)

for purchases of qualified small issue bonds has been devastating on the

market for this category of tax-exempt bonds. Very few issuers have yet even

issued a single small issue bond during 1987.

According to CIDBI's national study of the program, released in January 1986,

banks accounted for nearly 90% of all small issue bond purchases. This

traditional market, dominated by local banks, passed through the benefits of

the 800 interest deduction directly to the borrowers through lowered interest

rates. For borrowers, the denial to banks of the interest expense deduction

under Section 265(b) translates into higher borrowing costs. This is

especially true for small businesses and manufacturing firms that require

special incentives and for borrowers generally. In many cases, qualified

small issue bonds financing often determines whether or not some of these

targeted projects move forward.

The effective unavailability of qualified small issue bond financing has

essentially done away with almost all smaller community economic development

programs. The money markets simply do not respond well to $500,000 -

$1,000,000 project financings. Local banks often do.

We would also note that the inability of banks to deduct the interest expenses

of purchasing and carrying private activity bonds is in many cases based on a
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false premise. Most small issue bonds are the result of banks extensively

working with the borrowers, devising and assisting with financial and business

plans, especially as to smaller projects. These are issues where banks

perform "due diligence," extensive loan review, and provide other related

services. These banks do not rely on securities laws for protection. They

are not buying in a market like individuals do. In these cases of extensive

bank involvement in the analysis of the credit and the project, the banks have

earned the right to deduct for their purchasing and carrying costs of such

bonds. In the case of such extensive bank involvement with the borrower and

project, the comparison to individuals inability to deduct such purchase and

carrying costs is inappropriate. After all, individuals generally are buying

in recognized markets and realize more of the protections of securities laws.

Somehow this analysis did not enter into the debate on the 1986 Act.

The loss of the interest expense deduction for banks under Section 265(b),

Combined with other new limitations, has disproportionately affected smaller

borrowers and others most in need of affordable capital. CIDBI, since its

inception, has been working with its member agencies to target small issue

bonds increasingly toward smaller businesses, a category of borrower which can

yield real opportunities for new job creation and other real benefits for the

nation. This emphasis on smaller businesses also complemented Congress'

earlier efforts, as provided for in the 1982 and 1984 Acts, to limit

eligibility to smaller firms as well. Under the array of new rules under the

1986 Tax Act affecting small issue bonds, this emphasis on smaller issues is

not possible.

The initial effects of the market-related provisions of the 1986 Act have

resulted in squeezing the smaller projects out of the small issue program.

Now small issue bonds to assist these businesses must be brought to the public

markets. The cost of credit enhancement and other transaction costs are such

that issues of less than $2 million, at the top range, cannot be sold

individually. The public markets generally are not responsive to these

smaller issues. Such smaller financings can move forward as part of pooled

programs, but generally issues of less than $1 million are still not viable.



568

CIDBI and its members are working to create alternative and innovative

programs to respond to the market-related provisions of the Act. There are

several successful programs that indicate the market will adjust. However,

for certain smaller borrowers and in certain areas of the country, it is not

likely that the Act's unintended bias against smaller borrowers and issues can

be offset in the immediate future, if at all.

I would like to note our concerns about the state bond volume limitations. In

the immediate post-1986 Act environment, all bond activity has slowed to the

point that the full effects of the volume cap have been dramatically

understated. Small issue bonds have slowed reflecting the loss of the bank

market and the counter-cyclical nature of the program. In the early 1980's,

particularly, it helped ensure that economic activity, that would not have

occurred otherwise, could go forward. During that cycle, the program really

helped businesses, particularly smaller ones that were shut out of the market,

to borrow capital and undertake projects vital to the business, its community

and the nation's economy.

Finally, CIDBI urges the Committee to reconsider the Dec. 31, 1989 small issue

bond sunset at the appropriate time in light of the significant public

benefits of the program as a tool to promote small business development,

stimulate capital formation, to help lower trade defici-s, and further

competitiveness of the nation's businesses.

CIDBI appreciates the opportunity to share these concerns with the Committee

and we look forward to working with the Committee on technical corrections and

other legislation.
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I. Application of 2% Floor to Trusts and Estates (Sections 101 (f) (2), (3) and
(4) of the Bill, Section 132 of the Refom Act, and Section 67 of the
Code).

The Bill provides that the distribution deductions allowable to an estate or
trust under Sections 651 and 661 of the Code are to be treated as allowable in
caputing the adjusted gross income of an estate or trust.

This provision creates a "Catch-22" situation in that you cannot compute the
distribution deduction until you knc the deductions allow-able in calculating
the entity's "Distributable Net Income" which would exclude the portion subject
to the 2% floor. If you cannot compute your distribution deduction, you cannot
ccmpute the entity's "Adjusted Gross Inccuite" and accordingly, the portion of
the entity's deductions subject to the 2% floor.

Finally, under the provision, the Treasury has regulatory authority to apply
the 2% floor at the beneficiary level, rather than at the entity level, to the
extent that income is distributed to beneficiaries. This would be a
meaningless allocation since net figures are advised out to beneficiaries and
thus, under current law there is no provision for making the deductions subject
to the 2% floor reportable by a beneficiary for regular income tax purposes.

II. Taxable Year of Common Trust Fund (Section 108 (e) (5) (A) of the Bill and
Section 584 of the Code)

A) The Bill provides that if a common trust fund is required to change taxable
years, and as a result of such change a particiat in such conon trust
fund is required to include items of incomefrom more than one taxable year
of the cumin trust fund in any of the participant's taxable years, the
items of income from the short taxable year of the common trust fund may be
included in income by the participant ratably over a four-taxable-year
period.

The term "participant" needs clarification. Pi ie note that technically
the participant of a ocanon trust fund is the trust or estate entity which
has bivested in the common trust fund and not its respective beneficiary.
Since both the trust or estate and its respective beneficiary will
experience "bunching of income" due to this mandated change to a calendar
year, both should be accorded the option to report said income ratably over
a four-taxable year period.

B) We strongly recarrend that the statute should not be changed and that common
trust funds be allowed to retain their current tax years.

Our arguments for a status quo are based on. hardship" rather than
technicalities.

1. The processing of tax information for all trusts will be delayed a minimum
of 30 days. This would be a result of-aving to first process the various
funds so that figures could be fed into the participating accounts.

2. The delay in obtaining camron trust fund tax information will make it more
difficult to compute accurately and make timely payments of estimated
taxes.

3. Providing beneficiaries with the required information (1041-K1) will be
delayed accordingly (30 days plus) and result in more extensions of tine to
file.



570

4. Camun trust funds are subject to an "outside" audit. Accounting firms will
be hard pressed to satisfy this requirement since they will be faced with
extremely heavy workloads immediately after year end.

5. Corporate fiduciaries already find their computer time at a premitun at, and
after, year end. This problem will be compounded.

If the status quo cannot be maintained, then in the spirit of addressing a
supposed loophole without putting the undue hardships on corporate fiduciaries
and respective beneficiaries in meeting with all tax administrative
requirements that would stem fran a mandated charge to a calendar year, we
suggest the following alternatives.

1. Allow existing camon trust funds to retain their current tax year and
mandate that all new comon trust funds, i.e. those created after December
31, 1986, adopt a calendar year; or

2. Mandating that all existing common trust funds adopt a tax year ending in
September, October, November or December. The selection of any one of these
fiscal years would involve minimal deferral.

III. Gifts of Appreciated Property - Items of Tax Preference. Section
107(c) (3) of the Technical Corrections to the Tax Reform Act of 1986,
amendments related to title VII of the Reform Act, adds "or Section 642
(c)" to the reference already contained i Section 57 (a)(6)(A) in Section
170.

The meaning of this addition is, at best, unclear. The purpose of the addition
of Section 57(a) (6) to the 1986 Tax Reform Act was to capture as a preference
item the untaxed appreciation on gifts to charity. However, this reference to
the charitable contribution deduction allowable to estates and trusts overlooks
a key difference between the manner in which charitable contribution deductions
are allowable to estates and trusts and to individuals.

Individuals are entitled to a charitable contribution deduction under Section
170 (c), and the charitable deduction for individuals of capital gain property
is further limited by Section 170 (b) (1) (c). However, while 4p individual is
entitled to a charitable deduction for property given in kind to charity, the
rules governing the charitable deductions of estates and trusts under Section
642 contain the basic distinction that charitable deductions are only allowed
for amounts contributed to charity out of the estates or trusts "gross incae"
(see Section 642 (c) (1) and (2)). An individual need not make a contribution

out of inccre to generate such a deduction, and, as a result, treating the
preference item created under Section 57 (a) (6) accomplishes the desired
legislative goal.

The expansion of this rule to cover the charitable contributions of estates and
trusts is simply unnecessary. There is no charitable contributions deduction
allowable to an estate or trust if the estate or trust does not first realize
income (e.g., as a result of a sale, or of the receipt of an item of incCm
such as a dividend) which is then, pursuant to the terms of the governing
instrument, paid to (or, in the case of pre October 9, 1969 trusts, set aside
for) charity.

It is reccmeded that this Technical Correction be deleted.

IV. Application of Capital Losses and Cmputation of Unused Carry-forward
Losses. Sec. 301 (b)(10) of the Reform Act amends Sec. 1211 (b) of the Code
and Sec. 301 b) (1) amends Sec. 1212 (b) (2) Code.

The result of the above amendments is that a individual taxpayer (including
estates and trusts) will be deemed to use up to $3,000. of a capital loss even
if such taxpayer has no taxable income. Any carry-forward would be reduced
accordingly.
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We reccumand that Sec. 1211 (b) of the Code be amended to provide that, in the
event of no taxable income, no loss would be allowrable or deemed used, and the
entire amount be carried forward under Sec.' 1212(b) (2).

V. Annualization of a Trust's Taxable Income Re Mandated Converson Fran a
Fiscal To A Calendar Year (Section 1403 of the Reform Act and Section
645 of the Code).

Under Section 443 of the Code, if a taxpayer's return is for a period of less
than 12 months as a result of the taxpayer (with the approval of the Secretary)
changing his annual accounting period, the taxable income for the short period
shall be coputed on an annualized basis.

Section 806 ofthe Reform Act which mandates the conversion to a calendar year
re partnerships, S corporations, and personal service corporations,
specifically states that "such change shall be treated as initiated by the
taxpayer" (Section 806(e) (2) (A). Accordingly, Section 80b~e2)(A) brings into
play the requirements of Section 443 of the Code which mandates annualization
of taxable incie for the short taxable period.

In this regard, neither Section 1403 of the Reform Act (645 of the Code) nor
the Technical Corrections Bill of 1987 contain language similar to Section 806
(e) (2) (A) of the Reform Act. Hence, one can properly conclude that the taxable
income of a trust for its converted short calendar year does not have to be
ccputed on an annualized basis since this change was not initiated by the
taxpayer.
However, to make it clear that this was the intention of Congress, we suggest
that the Technical Corrections Bill of 1987 aend Section 1403 of the Reform
Act to indicate that Section 443 of the Code does not apply to this mandated
conversion to a calendar year and further that the personal exemption be
prorated.

If annualization is applicable, an inordinate amount of work would be created
for trustees and the Internal Revenue Service. The following example
illustrate the steps required under Section 443:

Assunme a trust is currently on a January 31 fiscal year and the trustee (in
accordance with the Act) adopts a calendar year. The short year ending
December 31, 1987, contains 11m months (February 1 through December 31).
Annualizing is accomplished as follows:

1. Determine taxable income, before exemptions, for the 11imonths
2. Subtract 11/12 of the exception (result is known as modified

taxable income)
3. Multiply by 12
4. Divide result by the number of months in the short year (11)
5. cipute tax on amount fran step 4
6. Multiply result by 11/12

The tax liability from step 6 would be remitted with the filing of the return
on April 15, 1988.

The trustee must then wait until the original tax year is completed (January
31, 1988). He will then make the following two calculations.

A. ccupute the tax on the "modified taxable income" from step 2
above, and

B. ccrpute the tax on the taxable income for the full 12 month
period and multiply the result by

modified taxable income for short period
taxable inwi for entire year

If the ! of A or B exceeds the tax already paid, a claim for refund mist
be submitted for the excess.

The complexity of this entire exercise would be compounded by the alternative
minimum tax, which would require another series of ciqpxtations. Also bear in
mind that these steps nust be taken for each and every fiscal year trust.
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COMMITEE

FUTURE INVESTMENT
NAMI( S PAST

William J. Wilkins, Esq.
Chief Counsel and Staff Director
Committee on Finance
U.S. Senate
Washington, D.C. 20510

Re: Technical Corrections Act
of 1987 (S. 1350)

Dear Bill:

The following comments are submitted by the Committee
for Future Investment in America's Past (CFIAP), a coalition
of private and public sector individuals and organizations
active in rehabilitation and historic preservation, for
consideration by the Committee on Finance with respect to
S. 1350, the Technical Corrections Act of 1987. These
comments, as described in more detail below, suggest
technical corrections concerning the application of both the
at-risk credit base rules to the rehabilitation tax credit
and the passive activity limitations to investment in
rehabilitated hotels.

1. Extension of At-Risk Credit
Base Exception

A technical correction to section 46(c)(8) of the
Internal Revenue Code (the "Code") should be made to conform
the at-risk credit base rules provided for the low-income
housing credit to those applicable to the rehabilitation
credit.

Background

The Tax Reform Act of 1986 (Pub. L. No. 99-514) (the
"Act") extended the at-risk credit base rules to real estate
activities for the first time (section 503(a) of the Act;
Code sections 465 and 46(c)(8)). Property that qualifies
for the new low-income housing credit, however, is exempted
from certain of the at-risk credit base rules including (1)
the limitation on nonrecourse financing to 80 percent of the
property's credit base, and (2) the requirement that financ-
ing be obtained from an unrelated party (although special
limitations as to the lender do apply) (Code section 42(k)).

Problem

Like the low-income housing credit, the rehabilitation
credit was provided by Congress to stimulate investment in
projects that otherwise would not be funded. Congress
recognized the significant risks and difficulties inherent
in obtaining financing for low-income housing projects, and
therefore provided exceptions from the new at-risk limita-
tions for those projects. Rehabilitation projects are
subject to the same types of financing obstacles as
low-income housing projects. In fact, the rehabilitation
credit is often used to create low-income rental housing.
In certain cases, these two credits will be used in tandem
(with appropriate basis adjustments as required by law.) In
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these cases it is particularly difficult to have to comply
with two different versions of the at-risk rules for the
same project.

Proposed Change

The at-risk rules for purposes of determining the
rehabilitation credit base of rehabilitation property would
apply in the same manner as they apply in determining the
qualified basis of a building for low-income housing credit
purposes.

A new subparagraph (G) should be added to section
46(c)(8) as follows:

"(G) Special rule for certain rehabilitation
property. --

(i) In general. -- Subparagraph(D)
shall be applied to qualified rehabilitation
property as if section 42(k) applied to such
property.

(ii) Qualified rehabilitation proper-
ty.-- The term "qualified rehabilitation
property" means property attributable to
qualified rehabilitation expenditures deter-
mined under section 48(g)(2)."

2. Availability of Limited Exception
from the Passive Loss Rules for
Investment in Rehabilitated Hotels

A technical correction is necessary to correct a
situation created by certain language contained in the
Senate Finance Committee Report (S. Rep. No. 313, 99th
Cong., 2d Sess. 743 (1986) (the "Report"); as restated in
Joint Committee on Taxation, General Explanation of the Tax
Reform Act of 1986, JCS-l0-87, 217 and 249 (1987)) to
provide clearly that tax credits arising from the rehabili-
tation of a hotel should qualify for the $7,000 exception to
the passive loss and credit limitations.

Background

The Act contained a limited exception for rental real
estate activities from the limitations on the use of losses
and credits generated by "passive activities". Although all
rental activity is deemed to be passive without regard to
the extent of taxpayer participation (Code section
469(c)(2)), an individual taxpayer is allowed to offset
nonpassive income and tax liability by up to $25,000 in
losses and'credit equivalents generated by rental real
estate activity in which the individual "actively partici-
pates" (Code section 469(i)). Individual investors in
rehabilitation tax credit rental projects can qualify for
the rental real estate exception without meeting the active
participation requirement.

The Report states, however, that the operation of a
hotel is not a rental activity and, therefore, that a hotel
is not a rental real estate undertaking (Report at 743).
Thus, taxpayers investing in the rehabilitation of struc-
tures operated as hotels apparently are excluded from the
$25,000 ($7,000 credit equivalent at the top bracket)
exception regardless of the extent of their participation.
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Problem

The Report language removes the rental activity "taint"
from the operation of a hotel, protecting taxpayers involved
in such activity from automatically being deemed engaged in
a passive activity. SeeReport at 742. The language thus
seems intended to protect taxpayers investing in hotels.
The unavailability of the limited exception from the passive
loss rules, however, may discourage and restrict investments
in hotel rehabilitations.

It does not seem likely that Congress intended this
language to limit credits for hotei rehabilitations.
Indeed, since the special exception for the rehabilitation
credit was not created until conference, the hotel language
could-not have been drafted with the intent of further
limiting the rehabilitation credit exception. To deny
investors in rehabilitated hotels eligibility for the
exception on the grounds that the operation of a hotel is
not rental activity, and therefore the rehabilitation of the
hotel is not rental real estate activity, nullifies much of
the.utility-of the exception. This could not have been what
the conferees intended. Moreover, there is no policy reason
to distinguish between a taxpayer who invests in the reha-
bilitation of a building that is leased to a hotel operator
from one investing in the rehabilitation of a building
leased as office space.

Proposed Change

Tax credits arising from the rehabilitation of a hotel
should qualify for-the $7,000 exception. This could be
accomplished-by adding the following language in the Commit-
tee Report accompanying S. 1350:

"By not classifying hotels as rental real
estate activities, Congress did not intend to deny
investment in rehabilitated hotels the benefit of
the limitedrental real estate exception. More-
over, the exception from the passive activity
limitation for the rehabilitation credit is
premised on investment in a rental real estate
activity. Therefore, solely for purposes of
claiming the rehabilitation credit, a taxpayer may
elect to treat a hotel as a rental real estate
activity."

I would welcome the opportunity to answer any questions
or discuss this matter with you or your staff.

Respectfully submitted,

Sally G. Oldham
Co-Chair, Committee for
Future Investment in
America's Past
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COMMITTEE FOR FUTURE INVESTMENT IN AMERICA'S PAST
21 DUPONT CIRCLE, N.W.
WASHINGTON, D.C. 20036

(202) 293-1857

The Committee for Future Investment in America's Past
(CFIAP), a coalition of private and public sector individu-
als active in rehabilitation and historic preservation,
suggests two technical corrections for consideration by the
Committee on Finance with respect to S. 1350, the Technical
Corrections Act of 1987.

First, CFIAP proposes a technical correction to section
46(c)(8) of the Internal Revenue Code, to conform the
at-risk credit base rules provided for the low-income
housing credit to those applicable to the rehabilitation tax
credit.

Second, CFIAP suggests a technical correction to
correct a situation created by certain language contained in
the Senate Finance Committee Report (S. Rep. No. 99-313 at
743) to provide clearly that tax credits arising from the
rehabilitation of a hotel should qualify for the $7,000
exception to the passive loss and credit limitations.

21Dupont Circle, N.W., Washington. D.C. 20036 (202) 293-1857

78-959 0 - 88 - 19
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FNLEY. RUMBLE. WAGNER. HEINE.

UNDERBERO. MANLEY. MYERSON & CASEY

COMMENTS OF
COOPERATIVE OF AMERICAN PHYSICIANS/MUTUAL PROTECTION TRUST

TO THE
COMMITTEE ON FINANCE
UNITED STATES SENATE

REGARDING
TECHNICAL CORRECTIONS ACT OF 1987

The Cooperative of American Physicians/Mutual Protection
Trust ("MPT") wishes to thank the Committee on Finance for the
invitation to comment on S. 1350, the Technical Corrections Act
of 1987. MPT is a California interindemnity arrangement that
provides medical malpractice coverage to approximately 2,500
physicians and surgeons in California. MPT takes this
opportunity to respectfully request that the attached draft
legislative language be included in some form in S. 1350. The
attached language corrects three potential problems as
described below, created by Section 1031(a) of the Tax Reform
Act of 1986 and Section 110(g) of S. 1350, the "Technical
Corrections Act of 1987" (the "Act"). This statement is
submitted on behalf of the MPT by its Washington, D.C.
legislative counsel, Finley, Kumble, Wagner, Heine, Underberg,
Manley, Myerson & Casey.

1. Applies to Tax Treatment of Entity and not Members.
The Act revised only paragraph (a)(1) of §I031 which addresses
the treatment of the deductible initial contributions as income
to the qualifying organization. It should be clearly stated
that this change also applies for purposes of determining the
deductibility of such payments by the members as provided in
paragraph (a)(2).

2. Installment Payment Language Requires Modification.
The Act refers to "annual installments." In practice, the
Mutual Protection Trust allows quarterly payments of the annual
installments of initial trust contributions (see attached
schedule of installment payment plans). Therefore, to conform
to existing practice, the language should be revised to
eliminate the reference to annual installments and to require
only that all installments be made within six years.

3. Deductibility for Subsequent Contributions is
Required. Under current California law, an eligible
organization's trust fund corpus is established with the
initial trust contribution payments required from members upon
admission. These payments are deductible to members under the
provisions of S1031(a). Current California law also authorizes
increases in such trust fund corpus where necessary in the best
interests of the organization (and if permitted by the terms of
the organization's trust agreement) through additional trust
contributions by existing members.

The Mutual Protection Trust believes that the California
Legislature may soon mandate such additional trust fund corpus
payments from existing members, or the Mutual Protection Trust
may amend its trust agreement to require such increases. The
words "any initial payment" in §1031(a) could be construed to
limit the deduction of trust corpus payments only to those made
as part of the initial membership process. To assure that
S1031(a) will apply to future contributions by existing members
to increase the trust fund corpus, it is suggested that the
words "any initial payment" be replaced by "any contribution to
the capital of the association or to the corpus of the trust."

This revision remains consistent with the original intent
of §1031(a) that payments to physicians interindemnity
arrangements receive tax treatment equal to, and not more
favorable than, that provided for premium payments to an
independent insurance company for similar annual insurance
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coverage. There is no possibility that this revision could be
used for any abusive tax purpose since no payments to the
organization in excess of the cost of comparable insurance
coverage are deductible under existing §1031(a).

If you have any questions or if further information is
required, please contact Peter N. Kyros at 857-4693 or Marc J.

SUGGESTED LANGUAGE FOR INCLUSION
IN TECHNICAL CORRECTIONS ACT OF 1987

SEC. 1031. PHYSICIANS' AND SURGEONS' MUTUAL PROTECTION
AND INTERINDEMNITY ARRANGEMENTS OR
ASSOCIATIONS.

SEC. 110 of the Technical Corrections Act of 1987 is
amended to read as follows:

(g) AMENDMENT RELATED TO SECTION 1031 OF THE REFORM ACT -
Paragraph (1) of section 1031(a) of the Reform Act are
amended by omitting "any initial payment" in Subparagraph
(A) and inserting in lieu thereof "any contribution to
the capital of the association or to the corpus of the
trust, whether made in a lump sum or in installments over
not more than six years," and by omitting "initial
payment" and inserting in lieu thereof "contribution."
Paragraph (2) is amended by omitting "any initial
payment" in Subparagraph (A) and inserting in lieu
thereof "any contribution as described in paragraph (1),"
and by omitting "initial payment" or "payment" appearing
throughout and inserting in lieu thereof "contribution."

6 1 01
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July 17, 1987

The Honorable Lloyd Bentsen
Chairman, Senate Finance Committee
Senate Hart Building Room 703
2nd and C Streets N.E.
Washington, DC 20510

In Re: S. 1350 - Technical Corrections Act of 1987

Dear Mr. Chairman:

We are submitting these comments on behalf of a client to call
our attention to a matter that we believe should be considered
n the context of the Technical Corrections Act of 1987 (H.R.
2636 and S. 1350). For purposes of determining the book income
adjustment under the corporate alternative minimum tax (AMT), we
have discovered that in situations involving affiliated
cororations not filing consolidated tax returns, intercompany
dividends can generate more book income than actual dividends
paid. We believe that the statute needs to be changed to rectify
this inequity.

The Problem

Internal Revenue Code Section 56(f) provides for adjustments to
book income for corporations in determining their AMT. Section
56(f)(2)(C) provides the only statutory guidance on the treatment
of related corporations. This subsection provides that when
consolidated tax returns are filed, adjusted book income of the
taxpayer shall take into account items properly allocable to
group members included in the return. When an affiliated member
is not included in the consolidated return, adjusted book income
shall include the dividends received from such affiliated
members.

In essence, what the statute contemplates here is one book income
calculation for the consolidated return group and separate
calculations for affiliated members filing separate returns. The
problem that arises under this approach is that dividend payments
among affiliated group members that do not file a consolidated
tax return are included as a book income adjustment at each
level, causing the same dividend payment to be included in the
book income of multiple corporations.

In our case, the corporation files a consolidated financial
statement but separate tax returns. We have found that in
"deconsolidating" the financial statement to compute book income
for each separate corporation, dividend payments from a
subsidiary to the parent result in a book income adjustment for
the parent. If the dividend is paid through another subsidiary,
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another book income adjustment is created; if dividends are paid
through multiple subsidiaries, a book income adjustment is
created at each level. This multiple counting creates a penalty
for not filing a consolidated tax return that we believe Ts
unwarranted and requires legislative action to correct.

The Proposed Regulations
The Treasury Department's recently proposed regulations regarding
the corporate AMT book income adjustment do not resolve this
matter. Under Prop. Reg. §l.56-1T(d)(6)(i)(C), if consolidated
financial statements are used but separate tax returns are filed,
to determine adjusted net book income of the parent corporation
and of the subsidiaries, -any consolidating eliminating entries
attributable to the separate companies must be removed. This
means that any consolidating, eliminating entries that were used
to eliminate the double counting attributable to intercompany
dividends must be "backed-out" in reaching adjusted net book
income.

With respect to the subsidiaries, their adjusted net book incomes
would reflect dividends received from other related corporations
as reported in their separate financial statements (presumably
trial balances made available to the parent for consolidation
purposes). Prop. Reg. §1.56-lT(c)(5)(i)(C). No adjustments
would evidently be permitted to eliminate the double counting of
separate company intercompany dividends.

Because no adjustment seems to be allowed under the proposed
regulations for dividends paid to affiliated companies not ling
consolidated tax returns, income is created for book income
addition purposes that has been taxed at another entity level.
This effectively creates a penalty for not filing a consolidated
tax return.

Illustration
When a consolidated financial statement is "deconsolidated" to
determine a book income amount for each subsidiary filing its own
Federal income tax return, the potential for double counting is
introduced. If not eliminated through adjusting entries, we have
found that this problem is exacerbated when intercompany dividend
payments are made to the parent through tiers of subsidiaries.

The following example illustrates this problem:

Parent Corporation, a calendar-year corporation, holds a wholly
owned subsidiary, X, which in turn is a holding company for the
stock of Y, an operating subsidiary. In 1987, Y has $100 of
earnings and out of those earnings pays a $100 dividend to X. X
in turn pays a $100 dividend to Parent, which distributes the
dividend to its shareholders. Parent, X and Y have no other
earnings. Parent, X and Y use a consolidated financial
statement, but file separate Federal income tax returns,

-2-
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For AMT purposes, it appears that the 1987 book income additions
for Parent, X and Y under IRC 156(f) are computed separately as
follows:

Book income addition for Yz

BOOKS
Operating Income n Operating Income L =

Taxable Income Net Book Income L"

Y's BOOK INCOME ADDITION TO AMTI

Book income addition for X:

TAM BOOKS

Dividend Income from Y $100 Dividend Income from Y $100

Dividends received deduction (i00) -

Taxable Income$- Net Book income

X's BOOK INCOME ADDITION TO AMTI 5

Book income addition for Parent:

BOOKS

Dividend Income from X $100 Dividend Income from X $100

Dividends received deduction (100) -0-

Taxable Income a Net Book Income

PARENT'S BOOK INCOME ADDITION TO AMTI 50

Summary for Parent. X and Y:
Consolidated Searate

Return

Total Net Book Income

Total Taxable Income 1100

Total Book Income Addition to AMTI 9--00

-3-
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If Parent, X and Y had filed a consolidated tax return for 1987,
no book income addition would be required because consolidating,
eliminating entries on the books would have eliminated any
difference between book and tax. Because separate tax returns
are filed for Parent, X and Y, book income additions totaling
$100 ($50 from X and $50 from Parent) are created, potentially
triggering the corporate AMT for X and parent.

Note: If Parent had additional tiers of subsidiaries, each tier
would have another $50 book income addition. For example, if
three tiers of subsidiaries were involved, book income additions
would total $150, an amount in excess of the $100 dividend paid.

Recommendation

Congress intended that the book income addition would compel
corporations to pay at least some tax when reporting substantial
earnings to the public. In this situation, because a
consolidated financial statement is prepared, there are no
earnings being reported for book purposes that are not reported
for tax purposes as a result of intercompany dividends. There is
no question of untaxed income. It is only because the taxpayer
files separate tax returns for parent and subsidiaries that a
book income addition is created. This rule creates an
unwarranted penalty for not filing a consolidated tax return and
unfairly penalizes those who cannot file a consolidated return or
choose not to do so.

To eliminate the double counting of intercompany dividends in
this context, we recommend that the nequity in the book incQmeadjustment for; a group of related coMpanies-not filing-a
consolidated income tax-return be eliminated by roviding
statutory rule for n adl stgnt to netbookincome f4rintercompanY-. dividends wkald when a consolidated financial
statement is 11sed.

Thank you for your attention to this matter. If you have any
further questions please contact Pamela Pecarich or Sam Starr of
National Tax Services at 202/822-4000.

Si erely,

'Da id T. Wright 7
National Director of Tax Services

SPS/lp

-4-
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TESTIMONY OF MICHAEL MALONE

Dean of Graduate Studies at
Montana State University

SUMMARY OF POINTS OF THE TESTIMONY OF
DR. MIKE MALONE

* An apparant inconsistency exists between section 117 which
would tax tuition remission scholarships provided to graduate
teaching and research assistants and section 127(c)(8) which
would exclude such amounts from taxation.

o The legislative history supports a clarification in favor of
section 127 over section 117 (not subjecting such scholarships
to tax).

" Such a determination is clearly consistent with the general
tax reform policy in this area that tuition scholarships
should be exempt from tax but room and board should be
taxable.

Mr. Chairman, I am Dr. Mike Malone, and am the Dean of

Graduate Studies at Montana State University at Bozeman. I am

appearing on behalf o' the Council of Graduate Schools in the

United States. I am here today in support of a proposed

technical correction to section 127(c)(8) (copy attached). This

correction assures that the intent of the conferees in extending

section 127 is carried out; namely that graduate students engaged

in teaching and research can continue to exclude from taxable

income their tuition remissions grants. The correction serves to

resolve any inconsistencies between section 117's provisions for

qualified scholarship exemption and section 127(c)(8)'s exclusion

for tuition remission grants.

The core problems are as follows: 1) although Section 117

generally exempts scholarships and fellowships up to a ceiling of

tuition and fees from taxation, it subjects to taxation all

payments that represent compensation for services, presumably to

include tuition remissions for TAs and RAs (teaching and research

assistants); 2) this treatment of TA and RA tuition remissions is

now in conflict with 127(c)(8), which states that such support is

tax-exempt; 3) Congress should resolve the conflict in favor of

127(c)(8) because that is the proper policy at the graduate level
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where teaching and research are a fundamental part of the

educational process and because that implements Congressional

intent as stated in the House Report. Congress should also

correct the language in Section 117 to end the awkward cross-

reference.

Early in the House consideration of the Tax Reform Act of

1986, it was decided to make the non-tuition portion of

scholarships and fellowships subject to tax. We do not believe

that there was any debate over the status of fellowships that

contain teaching or research components. At a later date in the

development of the 1986 Tax Bill, section 127 was extended to

continue employer-provided tuition benefits. Section 127(c)(8)

excludes tuition reduction grants from taxable income even where

some teaching or research is required. The House Report (H.

Report 436, 99th Congress, 1st Session 102, 7 Dec. 1985) makes

note of this as follows:

"In addition, section 1161 of the committee
bill extends the availability of the tuition
reduction exclusion for certain graduate
students an additional two taxable years
beyond its scheduled expiration for taxable
years beginning after December 31, 1985, as
part of the extension of section 127 under
the bill."

No specific mention of these topics is made in the Conference

Report on the Tax Reform Act except the general notation that the

conferees adopted the House provisions.

Given the peculiar cross-reference between section 117 and

section 127, it is understandable why confusion exists. However,

what legislative history that does exist on this obscure

provision (H. Report language) seems to strongly indicate that

until section 127 expires at the end of 1987, graduate students

could continue to exclude tuition remission scholarships.

Section 127 was added to the code to allow employers to

provide non-discriminatory education benefits to their

employees. Prior to its adoption great confusion existed as to

what was excludable under section 162 as an ordinary and

necessary business expense (retraining) and what was not
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excludable (new skills). A similar situation exists in this case

as well. Trying to separate out in the case of a graduate

research assistant in molecular biology what amounts of his/her

tuition waiver constitutes compensation for some type of service

and what constitutes an educational activity is almost

impossible. The sounder tax policy is clearly to recognize that

the primary purpose of tuition waivers is not compensation, but

education. Most of the services provided have extremely limited,

if any, commercial value. Where stipends are provided as payment

for services a taxable event occurs. This is consistent with the

1986 revisions to Section 117. Section 127 rightly excludes

tuition remission grants from taxation. In addition, such a

result is completely consistent with the primary provision in tax

reform which subjected room and board to taxation, but continued

to provide tax-free tuition scholarships. A result contrary to

the one we are seeking would produce the anomalous situation in

which an individual could receive a tax-free scholarship to study

geology, but an individual who receives a tuition scholarship to

study biology which had a teching or research requirement would

be subject to tax.

Thank you for this opportunity to testify. I hope that the

Committee adopts our proposed clarification. I'd be pleased to

answer questions about our policies at Montana State University

or any other aspects of this issue.

PROPOSED CORRECTION

In order to clarify the scope of the cross-reference to
Section 117(c) contained in Section 128(c)(8), the following
technical amendment should be adopted:

Paragraph (8) of Section 128(c) is amended to read as
follows:

"COORDINATION W:'H SECTION 117(d). -- In the
case of an individual who is a graduate
student at an educational organization
described in Section 170(b)(1)(A)(ii) and
who is engaged in teaching or research
activities for such organization, Section
117(d)(2) shall be applied as if it did not
contain the phrase "below the graduate
level" and without regard to the limitation
containe--i paragraph (c) of that Section
[1171."--
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TESTIMONY OF LAWRENCE B. SIMONS

On Behalf Of

THE COUNCIL OF STATE HOUSING AGENCIES

Mr. Chairman, members of the Subcommittee, my name is

Lawrence B. Simons, and I am pleased to appear before you on

behalf of the Council of State Housing Agencies to address

certain provisions of the proposed Technical Corrections Act of

1987 (S.1350), as they relate to the low income housing tax

credit. The Council of State Housing Agencies represents housing

finance and credit agencies in all fifty States plus the District

of Columbia, Puerto Rico and the Virgin Islands. These agencies

have been charged with administration of the tax credit program.

In appearing before you this morning, Mr. Chairman, I am also

expressing the views of an additional eleven organizations,

ranging from the National Association of Home Builders to the

National Low Income Housing Coalition, which have written to the

Finance Committee with respect to the Technical Corrections

legislation. I would request your permission to insert in the

record the communication of the twelve organizations to Chairman

Bentsen, together with their more detailed comments on S.1350.

I would like to begin by expressing the gratitude of the

housing community to the Finance Committee for the very important

improvements which the Technical Corrections bill would make in'

the low income housing tax credit statute. As you know, in the

tax credit provisions of the 1986 Tax Reform Act, the Congress

made a virtually complete break with the history of federal tax

incentives for rental housing in general, and low income housing

in particular. It did so without one day of hearings on the tax

credit proposal and with little opportunity for extended

discussion among the members. In light of the way in which the

tax credit proposal was enacted, it is not surprising that it

contained a great many serious technical flaws. S.1350, combined

with various clarifications of Congressional intent which were

expressed in the General Explanation of the Tax Reform Act of

1986 (the "Blue Book"), would go a very long way to correcting
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these problems. The purpose of my testimony this morning is to

identify those few areas in which S.1350 does not provide an

adequate remedy.

The most needed change. involves modification of the

prohibition on carryover of a credit allocation from one year to

the next. Under current law, a project must be placed in service

in the specific year with respect to which it has been granted a

credit allocation. If it is not completed and in service by the

end of that year, the credit allocation is lost -- both to the

project and to the State which provided it.

Mr. Chairman, this is a totally unworkable requirement.

After more than twenty years as a builder, I can assure you that

the completion date on a multifamily project is, at the very

best, an optimistic guess, a guess that can easily be off by

twelve months or more. Whether the results of contractor

problems in New York, unpredictable weather in Montana,

environmental litigation in California or permitting problems in

Illinois, multifamily construction is very vulnerable to delays.

Because of this, when I was responsible for the administration of

all HUD housing programs, we never had a mandatory completion

date for our projects. We required developers to commence

construction within twelve months or twenty-four months,

depending upon the program, in order to assure that commitments

would actually be used. But we never had a completion date,

because we knew that, first, developers had every incentive to

complete the projects as quickly as they could, and second, that

completion dates are unpredictable. I would add that we

routinely extended the dates by which construction had to be

commenced, if the developer demonstrated a reason for such a

delay.

Mr. Chairman, no developer will commence construction -- or

even obtain financing -- in reliance upon the tax credit if he

knows that a delay of any sort will cause the loss of that

critical incentive. The effect is particularly severe on -the

more ambitious projects which involve combinations of assistance,

development in troubled neighborhoods, extensive community

involvement and so on. These projects require a long lead time

in order to get the various pieces into place, and require
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constant adaptation as construction proceeds. These are

precisely the kinds of projects that ye ought to be encouraging

with the tax credit. These are precisely the kinds of projects

that the no-carryover rule will eliminate. In addition, by

forcing developers to rush to meet a completion date, the statute

can increase both construction costs and hazards.

Acknowledging this problem, the drafters of the Technical

Corrections bill provided, in Section 102(l)(17), that a credit

allocation could be carried over to the succeeding taxable year

if the initially projected completion date was reasonable and the

delay was caused solely by unforeseen conditions which were not

within control of the taxpayer. Unfortunately, this rule is

simply inadequate. A developer cannot afford to risk his

investment on the hope that, should a delay occur, a Treasury

Department official will, after the fact, determine, first, that

the initially projected completion date was "reasonable", second

that the delay was caused "solely" by unforeseen circumstances,

and third that those unforeseen circumstances were beyond the

developer's control.

The housing groups propose a simpler, more workable standard

than that contained in the bill. Carryover should be permitted

where at least half the cost of a project has been incurred by

the end of the allocation year, and where the project is placed

in service in the following year. I would add, Mr. Chairman,

that in my judgment even this rule is unnecessarily stringent.

Congress already has a perfectly good carryover rule in the tax

exempt bond provisions, permitting bond authority to be carried

over for three years if it has been allocated for a specific

purpose or to a specific project. The same principle can easily

ke applied to the tax credit. If an allocating agency commits

funds to a specific project by the end of the allocation year,

the project should have three years to come into service.

Note that this rule is still more stringent than the bond

rule, since under the bond rule one need only issue bonds for a

project, whereas under the credit carryover proposal, one would

have to complete construction. Still, I believe a three-year
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time period following a commitment of credit authority is

consistent with general industry practice and would be workable.

Permitting carryover of bond allocations might well produce

a savings to the Federal Government. While it has been claimed

that the absence of a carryover rule would result in the loss of

credit allocation for most states, I submit that the more likely

occurrence is that as a year winds down, allocating agencies will

look around for projects that are just going into service or have

already gone into service to allocate credit to. As a result,

the credit allocations will be used, but they will be used on

existing projects which were developed without any intention of

using the tax credit and which are already in service. On the

other hand, if carryover is permitted, allocations will go to

projects that are specifically dependent upon the credit,

projects that will not go into service for several years.

Accordingly, revenues will be saved.

A second matter which I would like to bring to your

attention concerns the most significant housing problem

confronting the Federal Government today -- the preservation of

the existing supply of assisted housing. With restrictions

expiring on hundreds of thousands of units of assisted housing

built in the mid-1960s and early 1970s, the Banking Committees

have made their top priority the retention of this stock for

lower income use. Ironically, this is the one area in which the

technical corrections legislation, as introduced, would take a

step backwards.

The tax credit statute currently denies credit on the

acquisition cost of an existing project if the project has

changed hands within the preceding ten years. Treasury may waive

this restriction for certain federally-assisted projects (i) in

order to avoid an assignment of the mortgage to HUD or FmHA, (i-i)

to avoid a claim against a federal mortgage insurance fund or

(iii) "by reason of other circumstances of financial distress."

This last category was interpreted by the housing community to

permit waivers in the case of federally-assisted projects which

were not insured by HUD, but which were financed by state

agencies. Section 102(l)(7) of S.1350 would strike this last
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clause, thereby eliminating approximately half of the assisted

housing projects -- representing perhaps 400,000 units -- which

might otherwise be eligible for the waiver.

This provision moves precisely in the wrong direction. The

Congress ought to be working to expand the use of the credit with

the inventory of federally-assisted housing. Housing groups have

proposed an amendment which would permit the tax credit to be

used for alldistresse& projects, which are either

federally-assisted, federally-financed or federally-insured. The

entire inventory of federally-related housing should be viewed as

a present or potential resource for lower income people and a

prime target for use of the credit.

There is no cost to this amendment, since any use of the

credit proposal with such projects would have to come within the

currently existing state caps. In addition, there is no

likelihood for churning or abuse, since the credit can only be

used with projects that the applicable federal or state agency

has determined to be in financial distress or in danger of being

converted to non-low income use.

A third area deserving of particular attention involves the

current inability to use the credit in the nation's poorest

areas. The limits for lower income tenants in the program are

50% or 60% of the area median income, depending on whether the

"20-50 test" or "40-60 test" is used. Rents are restricted to

30% of the applicable income ceiling. In the poorest areas of

the country, these restrictions combine to produce permissible

rents so low as to make it impossible to support construction.

Rural housing groups have determined that, even combined with

Farmers Home Administration subsidies which lower interest rates

to 1%, the tax credit income restrictions make the program

unworkable in 68 out of 75 counties in Arkansas, 54 out of 101

counties in Kansas, 19 out or 20 counties in Maine, 44 out of 87

counties in Minnesota, and so on. In dollar terms, the income

limits mean that in 14 counties in Mississippi where median

incomes are $16,000 or below, the maximum rent you can charge for

an apartment unit is $240.00, less a utility allowance. In 38

Texas counties, with incomes of $20,000 or below -- compared to a

$28,000 State median -- the maximum rent you can charge is
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$300.00, less utilities. Mr. Chairman, you cannot build even

subsidized housing at these rents.

We propose that, as the law currently allows with regard to

mortgage bonds, allocating agencies be permitted to use the

higher of the state median income or the county median income.

This rule will cost nothing, but it will open up the tax credit

program in the neediest counties in this nation.

The other improvements which we seek in S.1350 are more

technical in nature. First, we are seeking clarification that

federal or state rental assistance is not to be counted as a

tenant payment for purposes of the so-called "deep rent skewing"

provisions. Under these provisions, special treatment is

provided for projects in which market rate rents are at least 3

times the rents charged to lower income households, and at least

15% of the lower income units are allocated to households at 40%

of the area median income or below.

S.1350 provides that, consistent with the rest of the credit

- law, rental assistance payments are to be disregarded for

purposes of determining the maximum rent paid by low income

tenants. It provides, however, that those assistance payments

are to be counted for purposes of determining the 3-to-l ratio

between market rents and low income rents. Beyond its

inconsistency, this provision effectively makes the deep rent

skewing provision unworkable in the single context in which might

otherwise have some value -- that is, a partially assisted,

subsidized project in a high-cost area. In my judgment, this is

the only circumstance in which any owner would have an incentive

to elect deep rent skewing treatment, and yet the inconsistent

and irrational treatment provided by S.1350 would make deep rent

skewing unusable. Rental assistance payments should not be

counted as tenant rent payments -- since they are not tenant rent

payments -- for all purposes under the tax credit, including the

3-to-1 ratio under deep rent skewing.

In another matter, I would note that perhaps the first

"technical amendment" to the credit statute was contained in the

1986 budget reconciliation bill. This amendment eliminated a

provision that would have effectively denied the tax credit to

projects which received more than 80% non-recourse financing.
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This provision, a carryover from the at-risk rules applicable to

tax credits in areas other than real estate, simply ignored the

fact that low income housing is absolutely dependent upon

non-recourse mortgage financing. When the provision was

discovered, Congress acted quickly to eliminate it. In the

effort to deal with the 80% provision, however, a more obscure

requirement of the at-risk rules was overlooked. This

requirement effectively excludes even bona fide non-recourse

financing from the tax credit base, if the property was acquired

from a related person. Since most development and syndication

transactions involve some level of dealing among related parties,

this constitutes a significant obstacle. It should be

eliminated. I would stress, Mr. Chairman, that we believe this

provision to have been an oversight in the initial statute, and

since there are a number of rules in the tax code which already

address related party transactions directly, there is no need to

provide this "back-door" restriction through the at-risk rules.

Another proposed technical amendment would clarify that the

so-called "35 partner election", which enables a partnership to

avoid tax credit recapture so long as the project continues to

comply with low-income requirements, applies to two-tiered

partnerships. Under such arrangements, there are only two

partners in the partnership which actually owns the property -- a

general partner and an investor limited partnership. The second

tier -- the investor limited partnership -- will have 35 or more

members. This is the way in which HUD normally requires

partnerships to be structured for the ownership of assisted

housing. The statute should make clear that such a partnership

would qualify under the 35 partner rule.

We are also seeking clarification on the definition of

"eligible basis." Specifically, the statute provides that the

eligible basis of a building is determined on the date such

building is placed in service. This definition leaves unclear

the status of routine "build-out" expenditures incurred after the

in-service date. The bill should specify that the eligible basis

of the building is determine at the time that the building's

qualified basis is determined, which would be either the last day
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of the taxable year in which the building is placed in service or

the last day of the succeeding tax year.

In conclusion, Mr. Chairman, I would note that while the

combination of amendments already in S.1350 and those which we

are seeking would remove serious technical obstacles to the use

of the credit, it is a long way from being the efficient tax

incentive which is needed for lower income housing. The most

serious substantive problem is the passive loss rule, which, as

it applies to tax credit projects, effectively eliminates what

had been the primary market for low income housing investments --

"accredited investors." As a result, tax credit projects must be

sold either through large public syndications or to an entirely

new corporate market. This creates enormous inefficiency through

high transactional costs and a lengthy educational process. In

short, the passive loss rules mean that the taxpayer is getting

very little in return for the substantial subsidy dollars being

put into the low income tax credit.

I would hope that the Finance Committee, in the near future,

will take a more detailed look at the tax credit and address this

problem, as well as a number of other significant substantive

questions. These include the penalties on using tax credits with

other federal subsidy programs, the inability on the part of

state agencies to increase the credit percentage for worthy

projects, and the burdens placed on a project when tenants go

over-income.

Mr. Chairman, I am grateful for your concern and look

forward to the Finance Committee's Technical Corrections Bill.

Thank you very much.
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SUMMARY OF TESTIMONY -- LAWRENCE B. SIMONS

The Technical Corrections Legislation (S.1350) makes very
significant improvements in the tax credit statute, but
additional change is needed in the following areas:

1. Carcyover of tax credit authority. A project must be
placed in service by the end of the allocation year. S.1350

,would permit carryover of post-1987 credit where the delay was
caused by unforeseen circumstances beyond the control of the
taxpayer. The current rule is unworkable and the technical
amendment does not provide sufficient relief. The rule should be
that if credit authority is committed to a specific project
within the allocation year, it may be carried over for up to
three years to permit the project to be placed in service.
Another solution would be to permit carryover of credit where at
least 50% of the project's cost has been incurred by the end of
the allocation year and the project is placed in service in the
subsequent year.

2. Expanded use of ten-year waiver. Congress should permit
waivers of the ten-year rule in the case of any
federally-assisted, -financed or -insured project in financial
distress or in danger of being converted to non-low income use.

3. Income limits. Allocating agencies should be permitted
to elect the higher of the county median income or the state-wide
median income for purposes of the various income tests.

4. Deep rent skewinQ. S.1350 would provide that rental
assistance payments are not counted as tenant payments for
purposes of the rent restrictions under the deep rent skewing
provisions. The same rule should apply to the requirement that
market rents be at least three time tenant payments in low income
units.

5. At-risk rules. Section 42(k)(1) should be modified to
add section 46(c)(8)(D)(iv) to the categories excluded from the
application of the at-risk rules to the tax credit.

6. Thirty-five partner rule. The statute should be
clarified to permit application of the 35-partner exception to
the recapture rules to two-tiered partnerships.

7. Eligible basis. "Eligible basis" should be determined
at the same time that "qualified basis" is determined.

Beyond the technical corrections, important substantive
changes are needed to make the tax credit program more efficient
and useful. The most important of these is modification of the
passive loss rule as it applies to the tax credit.



603

Chevron Corporation
225 Bush Street San Francisco, CA 94104-4289

LoW Fw%-Ws, Jt. July 15, 1987

Tax Reform Act of 1986
Technical Corrections Act
(H.R. 2636 and S. 1350)

Code 1 72 Basis Recovery

Senator Lloyd Bentsen, Chairman
Senate Committee on Finance
205 Dirksen Senate Office Building
Washington, D.C. 20515

Dear Chairman Bentsen:

On behalf of thousands of Chevron Corporation and former Gulf Oil
Corporation employees, we offer the following comments on H.R. 2636 and
S. 1350, the proposed Technical Corrections Act of 1987. Our comments
relate to troublesome technical problems concerning the taxation of pension
plan distributions. In addition, we offer what we hope is a reasonable
suggestion for resolving the issue.

As you may recall, Chevron acquired Gulf Oil Corporation in 1984. Effective
July 1, 1986 the defined benefit plans of both corporations were merged
into what is now the Chevron Retirement Plan. Thousands of active employees
made contributions many years ago to the qualified retirement plans of
both corporations, but the merged Plan is no longer contributory.

The Plan provides a form of distribution consisting of a lump-sum refund
of employee contributions (and interest) plus a reduced annuity. Under
prior law, employee contributions could be recovered first if the refund
plus annuity option was selected. The new law preserves this treatment,
but only if the refund is received before separation from service. Our
refund is paid after separation from service but before the reduced annuity
payments commence. Therefore, our refund is not eligible for the new
law basis-recovery-first rule.
Under the new law, many retiring employees are now subject to complex
"exclusion ratio" rules under which they are deemed to recover their own
after-tax contributions gradually over the many years of retirement. The
new rules cause great consternation among retirees and are difficult and
expensive to administer.

We firmly believe that these problems are not justified by the small amounts
involved and could be handled more simply by a "transition rule" or
"de minimis" exception that would permit tax--free recovery as under prior
law. Using active Chevron employees as an example, we estimate that under
the new rules their average contributions of about $1,600 would result
in an annual tax-free recovery of less than one percent of their annuity
payments. It would be simpler for all, including the IRS, if these amounts
could be recovered when the annuity first commences. Obviously, any revenue
effect would be minuscule.

Section 111A(b) (11) of H.R. 2636 and S. 1350 extends the new law
basis-recovery-first rule to refunds just like ours, but the section is
limited to state plans. We ask for a narrow transition rule making
section 111A(b) (11) treatment available to participants in other plans,
at least where (1) the employee contributions were made before ERISA,
and (2) the amount of employee contributions being recovered is relatively
small ($7,500 or less).
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Enclosed is a memorandum which describes this issue in detail and includes
possible statutory language that might be used to accomplish the suggested
changes.

We thank you for your consideration of this suggestion. If you or your
staff desire further information or wish to discuss this issue, please
do not hesitate to contact me or our Washington representative, Mr. Kevin
Riordan at 457-5800.

Sincerely,

ORIGINAL '!C? ') Y

LOUIS FERNANXI A

FACTS

Chevron Corporation acquired Gulf Oil Corporation in 1984. Chevron maintained
the Chevron Annuity Plan and the Gulf Pension Plan (both' defined benefit pension
Plans), which were merged on July 1, 1986 to form the Chevron Retirement plan.
Until 1971, the Gulf Plan had an employee contribution feature and, until mid-
1971, the same was true of the Chevron Annuity Plan. Both Plans credited the
employee contribution amounts with a stated amount of interest until distribution.
No in-service withdrawals of employee contributions were ever permitted under
either Plan.

As of 12/31/86, about 20% of the active employees participating in the merged
plan had a balance of after-tax contributions made before mid-1971. The following
table shows the distribution of the amount of contributions made by these 8,500
active employees.

Amount of Contributions

$ 0 to 1,000 = 47.0%
1,000 to 2,000 = 22.0
2,000 to 3,000 = 14.0
3,000 to 4,000 10.0
4,000 to 5,000 = 4.0
5,000 to 6,000 = 1.5
6,000 to 7,500 = 1.0
Over to 7,500 0.5

100.0%

Under the pre-merger Gulf Plan, the so-called "Option C" form of distribution
allowed a participant who retired and was entitled to receive his benefits to elect
to receive a lump-sum refund of his employee contributions plus interest, and an
annuity actuarially reduced to reflect the refund of those employee contributions
plus interest.

After the merger of the Gulf and Chevron Plans on July 1, 1986, Option C was
retained for former Gulf employees and, if the problems under the 1986 Act can be
satisfactorily resolved, it may be extended to all participants.

The Chevron Retirement Plan provides for individual life and for 50% and 100%
joint and survivor forms of annuity distribution, either in combination with or
without the Option C refund feature described above. The Plan also provides a
lump sum form of distribution.

THE LAW RELATING TO'"OPTION C"

Under the Code prior to the Tax Reform Act of 1986 ("1986 Act"), i' a qualified
pension plan made a distribution before a participant's annuity starting date of an
"amount not received as an annuity," the distribution was includible In the
participant's gross income only to the extent it exceeded the participant's
investment in the contract, or basis. Such an amount received on or after the
annuity starting date was fully Included in income. As amended by the 1986 Act,
present law provides generally that a pre-annuity starting date distribution of an
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amount not received as an annuity is subject to the new pro-rata basis recovery
rules. However, under new Code section 72(e)(8)(D) pre-1987 basis may be
recovered first if the plan permitted in-service withdrawals of employee
contributions on May 5, 1986. An amount not received as annuity that is made on
or after the annuity starting date continues to be fully Includible In gr6ss Income
under both old law and present law.

DISCUSSION OF OPTION C ISSUES

Under present law, retiring Chevron Retirement Plan paticipants electing Option C
can only recover their old employee contributions first if the Plan could meet the
requirements of new Code section 72(e)(8)(D). However, ensuring that the lump
sum refund payment always actually precedes the annuity starting date Is
sometimes difficult because the annuity starting date can be as early as the first
day of the month coinciding with or following retirement. In fact, the first annuity
check is actually issued at the end of that month for that month. Moreover, even
if Chevron could resolve the annuity timing problem, the Plan would be barred
from Code section 72(e)(8)(D) treatment for the simple reason that on May 5, 1986,
it did not permit withdrawals of employee contributions before separation from
service, even though it did permit them (in the form of the Option C election to
receive a lump sum refund) at separation from e ice.

If the basis-recovery-first rule under Code sec tion 72(e)(8)(D) were made available
to retiring Chevron Plan participants, the revenue loss would be insignificant, and
the tax treatment not inconsistent with Congress' reasons for changing the law. In
Its General Explanation of the Tax Reform Act of 1986 (the "Bluebook"), the Joint
Committee on Taxation states that Congress believed that the prior "basis
recovery rules for distributions before retirement permitted the accelerated tax-
free recovery of employee contributions and thus further encouraged the use of
tax-favored retirement arrangements for nonretirement purposes." Since a basis-
recovery-first rule under the Chevron Plan would only apply to participants
terminating employment, and would only allow the accelerated tax-free recovery
of a very small benefit (the employee contributions made more than 10 years
earlier), it would not encourage the use of the Plan for nonretirement purposes.

SUGGESTED TECHNICAL CORRECTION FOR OPTION C

Section 111A(b)(11) of the Technical Corrections Bill amends section 1123(h) of the
1986 Act in such a way that, If it were applicable to the refund of employee
contributions and interest under the Chevorn Retirement Plan, the participant
could recover his basis first from the "Option C" lump sum refund, so long as It was
paid with or before the first annuity payment. However, the rule of this section is
only applicable "(i)n the case of a plan maintained by a State which on May 5, 1986,
permitted withdrawal by the employee of employee contributions (other than as an
annuity)."

We anticipate that Congress would be unwilling to increase the availability of
section 111A(b)(l1) to any great extent. Therefore we suggest that it be limited to
plans that do not currently allow employee contributions and further limited to
those plan participants whose employee contributions were made more than 10
years ago. If it is felt necessary, this relief could be further limited to situations
where there is only a small amount of employee contributions. The following
revision to section IIIA(b)(11) retains the current rule for State plans and extends
it as we have suggested:

"(11) Section 1123(h) of the Reform Act Is amended by adding at the end

thereof the following new paragraph:

'(9) SPECIAL RULE FOR CERTAIN PLANS. - -

(a) IN GENERAL. - - In the case of any plan to which this paragraph
applies, section 72(e) of hte Internal Revenue Code of 1986 shall
be applied - -

(i) without regard to the phrase 'before separation from
service' In paragraph 8(D), and



606

(i) by treating any amount received (other than as an annuity)
before or with the first annuity payment as having been received
before the annuity starting date.

(B) PLANS TO WHICH THIS PARAGRAPH APPLIES. - - This
paragraph shall apply to any plan - -

(I) maintained by a State which on May 5, 1986, permitted
withdrawal by the employee of employee contributions
other than as an annuity), or

(ii) which on May 5, 1986, did not permit employee
contribution to be made ot the plan.

This paragraph shall apply with respect to an employee participating in
a plan described in clause (B) (ii) only to the extent that all of the
employee contributions credited to the-employee under the plan (or a
predecessor plan) on May 5, 1986 had been made to the plan (or a
predecessor plan) prior to 1976."

Clause B(ii) could be further limited to make absolutely certain that the basis-
recovery-first rule is available only to participants with -,nall amounts of employee
contributions by the addition of the following at the end of this suggested section
1123(h)(9) of the 1986 Act:

"and do not exceed $7,500 on May 5, 1986."

CHEVRON BENEFITS STAFF
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William J. Wilkins, Esq.
Chief Counsel
219 Dirksen Building
United States Senate
Committee on Finance
Washington, D.C. 20510

Re: Submission for the Record
Technical Corrections Act

on S. 1350, the
of 1987

Dear Rob:

On behalf of our client, the Chrysler Corporation, I
would like to take this opportunity to submit the following
comment for the record on S. 1350, the Technical Corrections
Act of 1987. It suggests a correction to the auto
manufacturing facility investment tax credit transition rule
that was intended to cover three Chrysler plants.

The Tax Reform Act of 1986 (Pub. L. No. 99-514) (the
"Act") repealed the investment tax credit, effective gen-
erally for property placed in service after December 31,
1985. A number of transition rules were provided, however,
for taxpayers who had substantially and reasonably relied on
prior law in making investment decisions. Among those
transition rules was one for certain auto manufacturing
facilities that was intended to cover three plants owned and
operated by the Chrysler Corporation (the "Company") in St.
Louis, Missouri and Belvidere, Illinois (section
204(a)(5)(J)(ii)(II) of the Act).

As enacted by Congress, the auto manufacturing facility
transition rule intended to apply to the Chrysler plants is
defective in that the data used to identify the plants is
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William J. Wilkins, Esq.
July 17, 1987
Page 2

incorrect. The Company submitted preliminary project data
to assist the Joint Committee on Taxation in developing the
scope of a revenue estimate for a generic auto manufacturing
transition rule. This data had been subsequently refined
prior to formal approval by the Company's Board of Direc-
tors, and therefore was not appropriate for use as a project
identifier in the auto manufacturing plant specific rule
approach ultimately adopted by the conferees. It should be
noted that no facts or circumstances in the development of
these three plants have changed since the enactment of the
Act. The three projects that the conferees intended to
cover remain the same three plants at the same locations
producing the same cars that were described to the confer-
ees. In fact, the Company's estimates indicate that the
rule when corrected will have a federal revenue impact of
approximately $7 million less than originally anticipated.

Therefore, in order to effectuate the Congressional
intent underlying this rule, the Company respectfully
requests that section 204(a)(5)(J)(ii)(II) be amended to
read as follows:

"(II) the Board of Directors of an automobile manufac-
turer approved a written plan for the conversion of
(an] existing facilities to produce [a] new models of a
vehicle not currently produced in the United States,
such facilitieswill be placed in service by July 1,
1987, and such Board action occurred in July 1985, with
respect to a ($523,000,000] 1 602,000,000 expenditure,
(in June 1983, with respect to] a [$475,000,000]
$438,000,000 expenditure, [or in July 1984, with
respect to] and a [$312,000,000] $321,000,000 expendi-
ture."

we appreciate this opportunity to comment on the
technical corrections legislation and look forward to
working with you and your staff on this issue.

Sincerely,

J? J.%Salmon

Attachment
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SCBIBNEN HALL & THoMPsoN
SUITE 1100

1850 K STREET. N. W.

WASHINGTON. D. C. 0000-2201

(202) 331-8585

July 17, 1987

William Wilkins
Majority Staff Director

and Chief Counsel
U. S. Senate Committee

on Finance
205 Senate Dirksen Office Bldg.
Washington, D.C. 20510

Re: Technical Correction to I.R.C. §832(b)(4) -- to
Eliminate a Double Disallowance of Deduction for
Certain Acquisition Expenses

Dear Mr. Wilkins:

We are submitting the attached document on behalf of
CNA Insurance Companies, Chicago, Illinois. The document
briefly describes a technical problem presented by the 20-
percent adjustment to unearned premiums in I.R.C.
§832(b)(4) that was adopted by Congress in the Tax Reform
Act of 1986.

We believe that CNA is one of just four companies
that follow the holding in Western Casualty and Surety
Company v. Commissioner, 571 F.2d 514 (10th Cir. 1978) and
do not deduct commissions relating to deferred premium
installments when the policy is issued, although such
installments are reflected in unearned premiums. The
Western Casualty method of accounting combined with the
recently adopted 20-percent adjustment to unearned
premiums causes a double adjustment for these acquisition
expenses.

Please consider this letter as written comments on
S. 1350, submitted to the Senate Finance Committee for its
formal consideration.

Sincerely,

Susan .Hotine

SJH/kks
Enclosure

cc: Richard Meltzer
Winston & Strawn
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'C O'L*L*EG'E* O.F

N'E*W"0 R'O'C'H*E'L*L*E

July 16, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

Re: Technical Corrections Bill (S. 1350)
Charitable Gift Annuities

Dear Ms. Wilcox:

I would strongly urge that the Technical Corrections Act of 1987
(S. 1350) be amended to clarify that charitable gift annuities issued
by IRC Sec. 501(c)(3) organizations are not "commercial-type insurance"
under IRC 501(m).

The College of New Rochelle, an independent College, with predomi-
nantly wome'- graduates, offers Charitable Gift Annuities as a life in-
come program for older graduates who are not wealthy enough to establish
large Charitable Remainder Trusts. The proceeds from these annuities
ultimately revert to the Colltge's endowment.

I'd like to outline the following for the Committee's consideration:

1. Charitable Gift Annuities are used because an interested donor wants
to make a gift to help the College of New Rochelle and yet needs to
retain a small life income.

2. We do not feel that gift annuities compete with commerical annuities
and are not "commercial-like insurance."

3. Congressional failure to clarify the law would dry up an important
source of funds for the College of New Rochelle and similar small
independent colleges offering a variety of ways of making gifts to
higher education.

4. Gift Annuities are not new and have been used for more than 100 years.

5. Gift Annuities are primarily for the small donor. A Charitable Gift
Annuity is the equivalent of a large donor's Charitable Remainder
Annuity Trust, which remains unaffected by IRC Sec. 501(m).

Higher education is in great need of voluntary financial support and
I thereby urge that S. 1350 be amended to clarify that Chraitable Gift
Annuities are not subject to IRC Sec. 501(m).

Sin erely, A

Sister Dorot Ann Kelly, O" "U
President

SDAK/bar

NEW ROCHELLE, NEW YORK10801
(914)632-5300
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PLANNED GIVING PROGRAM

COLLEGE OF MOUNT ST. JOSEPH ON THE OHIO

July 28, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington. D.C. 20515

Action: CHARITABLE GIFT ANNUITIES

Dear Ms. Wilcox:

I urge you to support and vote for the Technical Corrections Act of
1987 (H.R. 2636) with the addition of Sec 501 (m) wording that excludes
"Charitable Gift Annuities" under the provisions of that section.

Charitable gift annuities are one of the few giving instruments
available for developing endowments at private colleges and universities.
As you know, endowments help to assure the long-term financial stability of
colleges like the Mount. Gift annuities are used by loyal alumni and
friends who would like to make a gift to the College and who are interest
in supporting endowment development in higher education but who are in need
of income during their retirement years.

Gift Annuities do not compete with commercial annuities and are not
commercial-type insurance. Failure to clarify the current law will
virtually eliminate gift annuities as an important source of funds enabling
private colleges to continue the traditional quality education they have
been providing for many, many years.

Other "Split interest" gifts were affected by IRA '86. Charitable Gift
Annuities need to regain the support of Congress.

Your personal assistance and cooperation in preserving the gift annuity
as an important giving vehicle for the use by donors to private institutions
will be deeply appreciated.

Sincerely,

Mary Declan' Browne, S.C.
Director of Planned Giving

MOUNT ST. JOSEPH, OHIO 45051 TELEPHONE (513) 244-4232
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CO LUMSA N FATH ERS
ST. COLUMBANS, NEBRASKA 68056

TELEPHONE (402) 291-1920

AJm23, 1987

FIRST NAE LAST NAME

I ISS IONARY ZXCJIETY a
TREASURER OF THE CoLUMA FATHERS, A CATHOLIC

WE ARE DEPENDENT ON DONATIONS FROM OUR BENEFACTORS WHO
WORK TNAT WE DO IN MANY FOREIGN COUNTRIES, UNE OF THE
IS TO USE THE METHOD OF CHARITABLE GIFT ANNUITIES,

WISH TO FURTHER THE
BEST WAYS WE FIND

PLEASE VOTE To AMEND THE TECHNICAL CORRECTIONS ACT QF 1987, NORR TO
CLARIFY THAT CHARITABLE GIFT ANNUITIES ISSUED BY,,IoRf SEc 01(c)
ORGAIZATIONS ARE NOT-CO tERCIALI-YPE INSURANCE UNDER lRC EC, S01(M),
I WANT TO EMPHASIZE THAT GIF' ANNUITIgS ARE USED BECAUSE A BENEFACT OR

WANTS TO MAKE A GIFT TO THE LOLUMBANI-ATHERS TO HELP IN OUR WORK, bIFT
ONNU ITIES DO NOT COMPETE WIH- OMMERCIAL ANNUITIES AND ARE NOT
COMMERCIAL'TYPE INSURANCE. IF THISLAW IS NQT CLARIFIED IT WOULD DRY UP

AN IMPORTANT SOURCE OF FUNDS FOR THE COLUHIBANATHERS CHARITABLE
ACTIVITIES, SINCE CHARITABLE GIFT ANNUITIES HAVE BEEN USED BY CHARITABLE
INSTITUTIONS FOR OVER ONE7tHUNDRED YEARS IT SEEMSSTRANGE THAT THIS NEW LAW
WOULD OVERTURN THIS LONG STANDING METHODOLOGY. FINALLY, FOR THE SMLL
DONOR, A CHARITABLE GIFT ANNUITY IS THE EQUIVALENT OF A LARGE DONORS
CHARITABLE REMAINDER ANNUITY TRUST WHICH IS UNAFFECTED BY IRC SEC.1(m).

YOUR KIND CONSIDERATION OF THE ABOVE IS GREATLY APPRECIATED$

SINCERELY,

LAGoMARSINO

COPY: COPY

PAKISTAN + PERU + PHILIPPINES -+ TAIWAN + VANUATU

TITLE
ADDRESS

D.m NN

MISSIONS: CHILE + FIJI + KOREA + JAPAN +

BEV. JOHN M.I TREASURE
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STATEMENT REGARDING S. 1350, THE TECHNICAL CORRECTIONS ACT OF 1987

' Hearing Scheduled for July 22, 1987

Presented to: Senate Finance Committee, Subcommittee on Taxation and Debt
Management

Honorable Max Baucus, Chairman

Submitted by: The Committee on Gift Annuities, a coalition of over 1,100
religious, educational, social welfare and other institutions exempt
under SCtion 501(c)(3) of the Code.

The National Association for Hospital Development, a coalition of
over 1,200 hospitals and health care institutions exempt under
Section 501(c)(3) of the Code.

Oral Testimony Conrad Teitell, Member, Prerau & Teitell, White Plains, New York
by:

The Council for the Advancement and Support of Education, a
coalition of over 2,800 colleges, universities and other educational
institutions exempt under Section 501(c)(3) of the Code, joins in
this statement.

SUMMARY OF PRINCIPAL POINTS

Technical Clarification Requested. We believe Congress did not intend that
charitable gift annuities be subject to Section 501(m) of the Code. The
Technical Corrections Act should clarify that charitable gift annuities
meeting the tests of Section 514(c)(5) are not "commercial-type insurance"
within the meaning of Section 501(m).

Specifically, we ask that Section 501(m) be amended by deleting *and*
appearing at the end of subparagraph (C), changing the period following
subparagraph (D) to a comma and adding the word "and" following the
comma, and adding a new subparagraph (E) thereto, to read as follows:

"(E) providing charitable gift annuities that meet the tests described in

Section 514(c)(5)."

II. What is a charitable gift annuity? A donor irrevocably transfers money or
property to a charitable organization that promises to pay the donor and/or
another individual (e.g., the donor's spouse) fixed payments for life. The
donor makes a sizable charitable contribution because the payments are far
smaller than a commercial annuity would yield.

III. Charitable gift annuities have been used for over 100 years as an important
way for charities to get modest gifts from individuals who otherwise could
not afford to make charitable gifts until death.

IV. Charitable gift annuities are not subject to Section 501(m) because they are
not "commercial-type insurance."

I
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V. Charitable gift annuities are already governed by Section 514(c)(5), enacted
by Congress in 1969.

VI. Conclusion. Section 501(m) should be clarified to remove needless uncer-
tainty and confusion regarding the tax status of charitable gift annuities.

TESTIMONY

Mr. Chairman and Members of the Committee:

I am Conrad Teitell, a member of the White Plains, New York law firm of Prerau &
Teitell, and appear on behalf of:

The Committee on Gift Annuities, a coalition of over 1,100 religious, educational and
social welfare institutions and other institutions exempt under Section 501(c)(3) of
the Code; and

The National Association for Hospital Development, a coalition of over 1,200 hospi-
tals and health care institutions exempt under Section 501(c)(3).

The Council for the Advancement and Support of Education, a coalition of over 2,800
colleges, universities and other educational institutions exempt under Section 501(c)(3),
joins in this testimony.

I. Technical Clarification kequeited.

We believe Congress did not Intend that charitable gift annuities be subject to
Section 501(m) of the Code. The Technical Corrections Act should clarify that
charitable gift annuities meeting the tests of Sectin, 514(c)(5) are not "commercial-
type Insurance" within the meaning of Section 501(m).

Snecificallv. we ask that Section 501(m) be ame aded by deleting "and" apnearing at
the end of subparagranh (C). changing the rrlod following subparagrah (D) to a
comma and adding the word "and" follewlne the comma, and adding a new sg-
paragraDh (E) thereto, to read as follows:

"(E) providing chi.ritable gift annuities that meet the tests described in

Section 514(c)(5)."

Background. The Tax Reform Act of 1986 added new Section 501(m) to the Internal
Revenue Code of 1986 to restrict nonprofit organizations from unfairly competing with
for-profit insurance companies in the sale of commercial insurance. Under Section
50 1(m), charitable and social welfare organizations that engage in providing "commer-
cial-type insurance" will either lose their tax exemption or bear the burden of ordinary
income tax on income earned through providing that insurance. The issuance of
annuity contracts is included in the statute's definition of "insurance."

Traditional charitable gift annuities issued by charitable organizations are not, how-
ever, "commercial-type insurance." The Internal Revenue Service has recognized for
more than 25 years that a charitable gift annuity is different from a commercial
annuity. See Rev. Rul, 62-137 1962-2 C.B. 28. The Internal Revenue Service also
recognizes that the excess of the fair market value of gift property over the value of
the annuity received from a charity constitutes a charitable contribution. Rev, Rul,
70-15 1970-1 C.B. 20.
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We are concerned that a misinterpretation or the term "commercial-type insurance?
would subject gift annuities to new Section 501(m). This potential problem for
charities (and the general public that benefits from their activities) should be clarified
by the technical amendment suggested above.

II. What Is a charitable gift annuity? A donor Irrevocably transfers money or
property to a charitable organization that promises to make fixed payments to the
donor and/or another Individual (e.g., the donor's spouse) for life. The donor
makes a sizable charitable contribution because the payments are far smaller than
the payments the donor could receive from a commercial annuity.

Gift annuities are not commercial in nature. The donor who receives payments under a
gift annuity is not motivated to maximize his or her return, but rather to mak,; a
charitable gift. Indeed, under the Code, a donor who itemizes is entitled to a chari-
table contribution deduction equal to the value of the property transferred in excess of
the present value of the payments the donor will receive (computed using Treasury
tables).

We emphasize, however, that even with the charitable tax deduction (and many
individuals who make annuity gifts get no deduction because they are nonitemizers),
the donor still receives considerably less overall monetary benefit than a commercial
annuity would yield.

Charitable organizations that provide gift annuities do not compete with life insurance
companies that sell commercial annuities. Indeed, the person who makes an annuity
gift is not even in the market for a commercial annuity. Rather, the donor wants to
make a charitable gift and has selected a gift annuity as the method. Had the
individual not made an annuity gift to a charity, he or she would not have purchased
an annuity from an insurance company.

III. Gift annuities have been used for over 100 years as an Important way for
charities to get modest gifts from individuals who otherwise could not afford to
make charitable gifts until death.

Typically, a prospective donor wishes to benefit a favorite charity, but may not be able
to afford to live without at least some or the income from the gift. Therefore, the
donor gives cash or property to a charity in return for an annual income stream -- the
annuity. The donor, typically a lower- or middle-income individual, is thus able to
fulfill his or her charitable desires currently, but retains the right to a portion of the
property's income for his or her support.

Without this long-established fund-raising method, many taxpayers would be unable to
make modest gifts, and the nation's charities (and the individuals they serve) would
suffer.

Wealthier individuals can accomplish exactly the same result by creating a more formal
charitable remainder annuity trust. (It is clear that those trusts are not subject to
Section 501(m)). Because of the administrative expenses involved in establishing and
maintaining a charitable remainder annuity trust, the charitable gift music generally be
in the $50,000 - $100,000 range. Thus, the smaller donor makes his or her gift Oging
the charitable gift annuity arrangement. A gift annuity is sometimes referred to as a
"poor man's charitable remainder annuity trust."

78-959 0 - 88 - 20
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IV. Charitable gift annuities are not subject to Section 501(m) because they are not
"commercial-type Insurance."

Individuals who buy insurance from tax-exempt organizations such as Blue Cross/Blue
Shield may do so because Blue Cross/Blue Shield's tax exemption enables it to provide
health insurance at or below market cost. In contrast, donors who receive gift annuity
payments could purchase the same income stream in the market place for a much
smaller amount than they have transferred to a charity.

Donors who make annuity gifts do so because they want to make a charitable gift and
choose the gift annuity method because it best suits their donative desires and income
needs. A charity is not competing for the dollars of an individual who would other-
wise be in the market for a commercial annuity.

V. Charitable gift annuities are already governed by Section 514(c)(5), enacted by
Congress In 1969.

Background on Section 514(c)(5). Before enactment of the Tax Reform Act of 1969, a
small number of tax exempt organizations had engaged in debt-financed acquisitions
("Clay Brown type" transactions) that benefited the seller and allowed the tax-exempt
purchaser to acquire a business without any investment of its own funds, and thus to
immunize itself from any risk of loss. The charity's tax-exempt status enabled it to
pay a higher price for the business than other purchasers could afford, thus giving it
an unfair competitive advantage over taxable purchasers.

The Treasury Department's study that preceded the Tax Reform Act of 1969 frequently
referred to the problem of "unfair competition." The House Ways and Means Commit-
tee report on the 1969 Act referred to the need to tax charities "to the extent that
they enter into commercial transactions of the market place in direct competition with
taxpaying businesses." See Treasury Department Study at p. 318; House Committee
Report at p. 40 (Statement of Hon. Edward S. Cohen).

In response, Congress added Code Section 514 to tax the unrelated business income
produced by exempt organizations' debt-financed property. However, Congress ex-
pressly excepted gift annuities from this rule as long as the value of the annuity is
less than 90 percent of the contributed property and other tests are met. See Code
Section 514(c)(5).

If Congress had intended gift annuities to be subject to Section 501(m), it would have
repealed Section 514(c)(5). But it did not. Indeed, gift annuities could be taxed twice
if both Sections 514 and 501(m) were applicable, a result that Congress could not have
intended. The fact that Congress did not even mention -- let alone repeal -- Section
514(c)(5), requires the conclusion that Section 501(m) is inapplicable to charitable gift
annuities.

VI. Conclusion: Section 501(m) should be clarified to remove needless uncertainty and
confusion regarding the tax status of charitable gift annuities.

A simple, clarifying technical amendment would allow charities to continue to obtain
an important source of lower- and middle-class support for worthy causes that benefit
our country.
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STATEMENT OF THE COLLEGE

CONSTRUCTION LOAN INSURANCE ASSOCIATION

Re: Technical Corrections Act of 1987
Correction for College Construction Loan
Insurance Association ("CLIAN)

In October 1986, Congress authorized the creation of a for-

profit, private corporation, the College Construction Loan

Insurance Association ("CLIA M), to provide financial guarantee

insurance, reinsurance and letter of credit support to issuers of

educational, facilities obligations. In doing so, Congress was

responding to an estimated $30-$50 billion deficiency in the

nation's educational infrastructure by authorizing the creation

of an entity whose function would be to provide issuers (primari-

ly non-profit institutions) with a mechanism (insurance) to

access the capital markets.

The timing of CLIA's creation in October 1986 post-dated the

enactment of the Tax Reform Act. Thus, no provision was made in

recodified Section 149(b) of the Code to indicate that CLIA's

guarantees are not federal guarantees.

As a result, the status of CLIA's guarantees remains in

limbo and CLIA is unable to secure bond counsel's opinion that

its guarantee of tax-exempt bonds would not destroy the tax-

exempt status of the bonds. As explained below we believe that

Congress should exempt CLIA's guarantees under recodified 149(b)

and that it should be properly corrected through the Technical

Corrections Act of 1987.

I. The Problem

The Tax Reform Act of 1986 denies tax exemption for interest

paid on bonds if the payment of the interest is directly or

indirectly guaranteed by the federal government or by an in-

strumentality of the federal government. This provision was

originally enacted in the Deficit Reduction Act of 1984 primarily

to prevent the proceeds of tax-exempt bonds from being deposited

in a federally-insured institution (such as a bank) to guarantee

the payment of interest and principal on the bonds. This
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technique provides a doublev government subsidy to bond pur-

chasers, namely, tax-exempt income and a federally-guaranteed

payment of interest and principal. The Tax Reform Act of 1986

correctly denies tax exemption in these cases. As discussed

below, however, new Code section 149(b) is drafted in a manner

which would have an unintended negative impact on an unrelated

financing area.

Legislation authorJzing the creation of a private, for-

profit corporation, the College Construction Loan Insurance

Association ("CLIAO), came about as a result of the Higher

Education Amendments of 1986, Pub. L. No. 99-498, 100 Stat, 1268

(codified and amended as 20 U.S.C. §1132f et seg. (1986). CLIA

was authorized for the purpose of providing financial guarantee

insurance, reinsurance and letter of credit support to obliga-

tions issued to finance or refinance the acquisition or construc-

tion of educational facilities. CLTA has been incorporated as a

private corporation in the District of Columbia. While the

Secretary of Education is authorized under the CLIA statute to

purchase up to $20,000,000 of CLIA Voting Common Stock in each of

the five fiscal years following CLIA's incorporation, the United

States has no liability for CLIA's obligations. Further, it is

contemplated that the majority of CLIA's common stock will be

privately owned. Section 1132f of 20 U.S.C. explicitly provides

that CLIA is not an agency or instrumentality of the United

States, and section 1132f-6 expressly provides that no obligation

which is insured. guaranteed, or otherwise backed by CLIA shall

be backed by the full faith and credit of the United States.

In short, CLIA's statute makes it clear the CLIA should not

be a "government instrumentality' whose guarantees would deny

tax-exempt status to obligations. CLIA-has none of the indicia

of government status commonly associated with other government

instrumentalities. CLIA cannot sell its obligations to or

otherwise borrow from the Federal Financing Bank. Under CLIA's

legislation, CLIA has no statutory authority to borrow with the
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Secretary of Education's guarantee and no authority to require

that the Secretary of the Treasury purchase CLIA's debt obliga-

tions.

The determination of the tax status of CLIA's guarantees was

specifically left to the jurisdiction of the Ways & Means Commit-

tee as is indicated in the last sentence of Section 757 of the

Act: 0(t]his Section shall not affect the determination of

whether such obligation is guaranteed for purposes of Federal

income taxes. M  It was intended that the tax status of CLIA

guaranteed debt should be addressed not in the CLIA statute, but

more properly in the Tax Reform Act. Unfortunately, however, the

Tax Reform Act was enacted prior to the time the final CLIA

legislation was passed by Congress and no exemption was included

in the Tax Reform Act to cover CLIA guaranteed debt. What is

essentially the result of a timing problem has prevented bond

counsel from opining that CLIA's guarantees are not subject to

Section 149(b) of the Internal Revenue Code. And, without such

an opinion from bond counsel, CLIA cannot insure tax-exempt

obligations.

II. Solution

We believe that the only solution to the CLIA problem is to

correct Section 149(b) of the Code to include the exemption for

CLIA which we believe would have been included had CLIA been

extant at the time the Tax Reform Act was enacted. Therefore,we

respectfully request that IRC section 149(b)(3)(A)(i) should be

amended to read:

0(i) any guarantee by the Federal Housing Ad-

ministration, the Veteran's Administration, the

Federal National Mortgage Association, the Federal

Home Loan Mortgage Corporation, the Government

National Mortgage Association, or the College

Construction Loan Insurance Associationw

III. Reasons in SuDDort of Technical Correction

The language in the Tax Reform Act of 1986 should be

corrected to exempt CLIA's guarantees from the definition of
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federal guarantees under Section 149(b) of the Code for the

following reasons:

I. CLIA's guarantees arenot and were never intended to be

"federal" guarantees within the meaning of the Code and

the lack of a specific exemption for CLIA guarantees is

the result of a timing problem and not the result of

any substantive disagreement over the status of CLIA's

guarantees.

2. Current law provides clear exemptions for the guaran-

tees of entities much more closely tied to the federal

government than CLIA such as FNMA, FHLMC, GNMA and

SLMA. Further, these other entities have been formed

for purposes other than to provide insurance services,

which is not the case with CLIA. As such, the lack of

a clear exemption for CLIA guarantees under the Code

adversely affects CLIA's basic and only business.

3. The activities of CLIA in connection with tax-exempt

financing are consistent with the purposes outlined by

the Congress in the legislation which established CLIA

and do not conflict with the policy and intent of new

Code Section 149(b). Failure to correct what is

essentially a legislative oversight will render CLIA

unable to insure tax-exempt obligations and thus

incapable of fulfilling its legislative mission.

In summary, the CLIA statute makes CLIA's private status

very clear, CLIA's activities do not conflict with the general

intent of Code Section 149(b), and CLIA should be specifically

excluded from Section 149(b) and thus render CLIA able to fulfill

its legislative mission. For reasons stated, CLIA should be

specifically exempt from the federal guarantee provisions of Code

section 149(b).

We would appreciate your addressing this issue. If you have

any questions concerning our description of the problem or

proposed solution, I encourage you to contact William T. Bracket

659-0702.
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STATEMENT
OF

THE COMMITTEE OF ANNUITY INSURERS
ON

S. 1350
THE TECHNICAL CORRECTIONS ACT OF 1987

FOR
HEARINGS HELD BEFORE

THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

JULY 22, 1987

The Committee of Annuity Insurers, a coalition of 26 of
the Nation's leading annuity writers, appreciates the opportunity
to offer comments on S. 1350, the Technical Corrections Act of
1987. The Committee of Annuity Insurers was formed in 1981 for
the purpose of monitoring legislative and regulatory matters
impacting the annuity company and the annuity policyholder.
Enclosed for your information is a list of the member companies of
our group.

Before offering specific comments on S. 1350, we would
like to take this opportunity to commend the sponsors of this
legislation, Chairman Beutsen and Senator Packwood, and the staff
of the Finance Committee and the Joint Committee on Taxation. As
introduced, the legislation goes a long way toward answering a
number of critical questions on those provisions of the Tax Reform
Act of 1986 impacting both nonqualified and qualified annuity
contracts. To that end, we are most appreciative.

While we are supportive of the legislation as
introduced, we would like to bring to the Subcommittee's attention
a number of additional issues which we feel should be addressed in
any technical corrections legislation reported from the Committee
on Finance. We believe that these proposed amendments are
technical in nature and do not in any way alter the substantive
provisions of the Tax Reform Act of 1986.

Effective Date of Certain Penalty Tax Changes

In the Tax Reform Act of 1986, Congress made a number of
changes to the penalty tax on premature distributions from
nonqualified annuity contracts under section 72(q) of the Code.
These changes included both an increase in the penalty tax from 5
percent to 10 percent and the elimination or revision of certain
exceptions from such tax under the pre-1986 Code.

Before the 1986 Act, distributions made to a beneficiary
(or to the estate of the annuitant) on the death of the annuitant
were exempt from the penalty tax. However, the pre-1986iCode
provided no exception from the penalty tax for distributions made
upon the death of the holder even though section 72(s) of the Code
required that an annuity contract contain language mandating
distributions upon the death of the holder. Section 1826(c) of
the 1986 Act corrected this problem by amending section
72(q)(2)(B) so as to provide that, in the case of distributions
six months after date of enactment, the penalty tax will not apply
to any distribution made on or after the death of the holder or,
where the holder is not an individual, the death of the primary
annuitant. The amendment deleted, however, the exception in
pre-1986 law for distributions made on or after the death of the
annuitant.

A problem develops insofar as the effective date of the
new rule as a result of this deletion. As noted earlier, the
repeal of the old exception for distributions made after the death
ofThe annuitant and the imposition of the new exception for
distributions made upon the death of the holder is effective for
distributions made after April 22, 1987 (six months after date of
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enactment). As a result of the change, policyholders who were
receiving distributions due to the death of the annuitant prior to
April 22, 1987, and were continuing to receive distributions after
such date, would be subject to a penalty tax. 1/ For example,
assume policyholder A owns an annuity contract-in which he is the
holder and B is the annuitant. Under the terms of the contract
(which was entered into prior to 1986), distributions must begin
on the death of the annuitant. In December 1986, B dies.
Policyholder A begins receiving benefits under the contract with
payments to take place over a 3-year period. Since some of the
distributions will be made on or after April 22, 1987,
policyholder A will be subject to a 10 percent penalty tax on such
distributions. Such a result appears highly inequitable.

In order to remedy this problem, we suggest an amendment
to the "effective date" provision of section 1826(c) of the 1986
Act whereby the new exemption (and therefore repeal of the old)
would be effective with respect to distributions commencing after
April 22, 1987. We believe such an amendment would in no way
change the substantive rule and would ensure that the intent of
making the change apply prospective only is carried out.

Applicability of Section 72(s) to Structured Settlement
Annuities

In 1984, Congress amended section 72 of the Code so as
to provide that an annuity contract, to be treated as such for
purposes of the Code, must contain language specifying the methods
of distribution in the event of the contractholder's death. Under
these rules, as set forth in section 72(s) of the Code, the
contract must provide that, if the contractholder dies before the
annuity starting date, the entire interest will be distributed
within 5 years after the date of death of the contractholder, or
will be annuitized within one year after the date of death over a
period equal to the life of the designated beneficiary (or over a
period not exceeding the life expectancy of such beneficiary). In
the event that the contractholder dies after the annuity starting
date but before the entire interest in the contract has been
distributed, the contract must provide that the remaining portion
of such interest will be distributed at least as rapidly as the
distribution method in effect as of the time of the
contractholder's death. In the Tax Reform Act of 1986, Congress
clarified the application of these so-called required distribution
rules in cases where the contractholder is not an individual.
Under section 72(s)(6), if the holder of the contract is not an
individual (such as a corporate-owned annuity), the primary
annuitant shall be treated as the holder of the contract for
purposes of the required distribution rules.

A problem arises, however, as a result of the
application of these revised required distribution rules to
structured settlement annuities. In the case of structured

1/ The Tax Reform Act of 1986 provided an exception from the
penalty tax for certain distributions commenced as of March 1,
1986. Because of questions regarding the applicability of this
exception to nonqualified annuities, section lliA(c)(23) of the
Technical Corrections Act makes clear that the changes to the
early withdrawal tax do not apply to any distribution under an
annuity contract if (1) as of March 1, 1986, payments were being
made under such contract pursuant to a written election providing
a specific schedule for the distribution of the taxpayer's
interest in such contract, and-(2) such distribution is made
pursuant to such written election. This exception would not be
applicable, however, in the above case if the distribution on the
death of the annuitant commenced after March 1, 1986.
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settlement annuities issued after April 22, 1987 (the effective
date of the primary annuitant required distribution rule), if the
primary annuitant (i.e., the injured party) dies, the entire
interest in such contract must be distributed in accordance with
the rules set forth under section 72(s). However, section 130(c)
of the Code requires that the stream of payments under a
structured settlement annuity must be "fixed and determinable as
to amount and time of payment" when the agreement is entered into
and, further, requires that the payments under such contract,
"cannot be accelerated, deferred, increased, or decreased by the
recipient of such payments." As a result, it could be virtually
impossible in some situations to comply with the required
distribution rules of section 72(s) without violating the terms
of the structured settlement contract and thus, section 130 of the
Code. However, since section 130 of the Code requires a
structured settlement annuity (i.e., a qualified funding asset) to
be an "annuity contract", it wouT appear that failure to include
the section 72(s) provision in the structured settlement annuity
could mean that such contract would not be eligible for section
130 treatment.

There is no policy reason why such annuities should be
subject to the required distribution-at-death rules. The very
nature of a structured settlement annuity offers no way in which
the payments may be prolonged beyond the originally agreed-to
period. Furthermore, there would be neither an opportunity nor a
motivation to extend tax deferral for additional periods if
section 72(s) were not applicable to structured settlement
annuities since such annuities are not subject to tax under
section 104 of the Code.

Therefore, it is respectfully requested that the
Technical Corrections Act of 1987 be amended so as to provide an
exception from the section 72(s) required distribution rules for
structured settlement annuities. Such a result could be achieved
by adding the following new subparagraph to section 72(s)(5):

"(D) which is a qualified funding asset
(within the meaning of section 130(d), but
without regard to whether there is a qualified
assignment)."

Treatment of Structured Settlement Annuities and Certain
Corporated-Owned Annuities Under Alternative Minimum Tax

Section 72(u) of the Code provides that annuity
contracts held by nonnatural persons (such as corporations) will
not be treated as annuities for Federal income tax purposes and
that the income (or inside build-up) on such contracts as
determined under section 72(u)(2) will be taxed currently to the
owner. However, Code section 72(u)(3) specifically provides five
exceptions to the corporate-owned annuity provisions, including an
exception for structured settlement annuities.

In section 701 of the Tax Reform Act of 1986, Congress
added to the Code a new corporate alternative minimum tax ("AMT").
In order to ensure that all "profitable" companies would pay some
tax on their economic income, Congress included as a preference
item in the new AMT a book income adjustment preference for
taxable years 1987 through 1989 and an adjusted earnings and
profits preference for taxable years after 1989.

New Code section 56(g)(4)(B)(iii) provides that for
purposes of calculating the earnings and profits of a corporation
under the AMT the income on an annuity policy (i.e., the inside
build-up), as determined under new Code section 72Tu)(2), is
includible in adjusted current earnings. A question has
arisen, however, as to the interaction of section 72(u) with the
earnings and profits calculation and, in particular, the
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applicability of section 56(g)(4)(B)(iii) to contracts
specifically exempted from the corporate-owned annuity provision
under section 72(u)(3).

Although section 56(g)(4)(B)(iii) does not specifically
recognize the exceptions from the corporate-owned annuity
provision (section 72(u)) for alternative minimum tax purposes, we
believe there is no sound policy reason for providing inconsistent
treatment.

The treatment of structured settlement annuities under
the regular tax and the AMT aptly demonstrates this fact. New
section 72(u)(3) excepts a "qualified funding asset" (as defined
in section 130(d), and without regard to whether there has been a
qualified assignment) from the current taxation of its inside
build-up under the regular tax structure. An annuity that is a
qualified funding asset is one under which the annuity payments
match the payments to the injured party under a structured
settlement liability. Because of this matching requirement, by
definition, the holder of the contract (be it a structured
settlement company or a property and casualty company) does not
benefit or profit from holding an annuity contract that is a
qualified funding asset.

Since the holder does not derive any economic benefit
from the inside build-up on such a contract, it should not be
included in the adjusted earnings and profits of the "holder"
under the AMT. It is our understanding that including the income
under such contracts as a preference item for purposes of the
adjusted earnings and profits AMT wns done under the mistaken
belief that such treatment would conform to the treatment of such
contracts under the book income preference item in years 1987
through 1989. However, the inside build-up on such contracts,
under generally accepted accounting principles, is not reflected
in the book income of the holder of the contract and thus is not
included in the book income preference.

After analyzing the exceptions in section 72(u)(3), we
believe that all such exceptions should be recognized for
corporate alternative minimum tax purposes. For example, for
reasons similar to those regarding the exception for a qualified
funding asset, the income of an annuity that is purchased by an
employer upon termination of a pension plan likewise should not be
included in the AMT earnings and profits calculation of that
employer.

We urge that an amendment be added to the Technical
Corrections Act of 1987 to provide that section 56(g)(4)(B)(iii)
will not apply to contracts described in section 72(u)(3).

Exchanges of Corporate-Owned Annuities

Section 72(u) of the Code, as added by the Tax Reform
Act of 1986, provides that if an annuity contract is held by a
person who is not a natural person (such as a corporation), then
the contract is not an annuity contract for Federal income tax
purposes and the income on the contract for any taxable year is
treated as ordinary income received or accrued by the owner of the
contract during the taxable year. The provision is effective for
contributions to annuity contracts after February 28, 1986.

A question has arisen as to the treatment of a
corporate-owned annuity which is received in a tax-free exchange
under section 1035 of the Code for a corporate-owned annuity
issued prior to March 1, 1986. In order that companies might
properly account for such contracts, immediate guidance is needed.

The Committee of Annuity Insurers urges the Committee on
Finance to incorporate within the Technical Corrections Act of
1987 an amendment which provides that, in the case of a tax-free
exchange under section 1035 of the Code, the replacement contract
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will retain the character of the contract given up in the exchange
for purposes of applying the new corporate-owned annuity rules.
Not only is such treatment in accord with the policy behind
section 1035 of the Code, it is in keeping with the position taken
in 1982 in a similar situation.

In the Tax Equity and Fiscal Responsibility Act of 1982
(the 1982 Act), Congress revised the annuity distribution rules of
section 72(e) of the Code to provide, among other things, that
amounts received before the annuity starting date would first be
viewed as withdrawals of income credited to the contract to the
extent of such investment income (a "LIFO" rule). The effective
date of these provisions, like the effective date of the
corporate-owned annuity provision in the 1986 Act, was geared to
the date the investment was made in the contract. Thus, if the
investment was allocable to the contract after the specified
effective date (i.e., August 13, 1982) such investment was subject
to the new LIFO rul-es. The new rules did not apply, however, to
investments made prior to the effective date. In so doing,
Congress specifically provided in the Conference Report
accompanying the 1982 Act that "a replacement contract obtained in
a tax-free exchange of contracts succeeds to the status of the
surrendered contract. ... ." 2/

We believe that similar treatment should be accorded a
tax-free exchange of a corporate-owned annuity. 3/

The Committee of Annuity Insurers is pleased to present
its views on the Technical Corrections Act of 1987. We believe
that the bill as introduced, along with the additional amendments
which we have recommended herein, will provide much needed
clarifications to our companies and our policyholders. Therefore,
we urge enactment of this proposal at the earliest opportunity.

2/ Rept. No. 97-530, 97th Cong., 2d Sess., at 647.

3/ We acknowledge that when Congress amended section 72 of the
Code in 1984 so as to require annuity contracts to contain
language specifying the methods of distribution in the event of
the holder's death, they subjected the new contract issued in
exchange for the pre-effective date contract to the new
distribution-at-death rule. However, it should be noted that the
effective date of the distribution-at-death rules was for
contracts entered into after a specified date. Thus, in contrast
to the changes made in 1982 to section 72(e) and in 1986 to
section 72(u), investments allocable after the effective date to
old contracts were not subjected to the new regime -- only totally
new contracts.
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COMMITTEE OF ANNUITY INSURERS MEMBER COMPANIES

Aetna Life & Casualty Insurance Company
Allstate Life Insurance Company

American Express Company
American General Life Insurance
American International Group
Anchor National Life Insurance

Capital Holding Corporation

Church Life Insurance Corporation

CIGNA Insurance Companies
Equitable Life Assurance Society of the United States

Family Life Insurance Company

Guardian Life Insurance Company of America
Hartford Life Insurance Company
IDS Life Insurance Company

Integrated Resources Life Companies

Kemper Life Insurance Companies
Keystone Provident Life Insurance Company
Life Insurance Company of the Southwest

Metropolitan Life Security Insurance Companies

Nationwide Life Insurance Companies

New England Mutual Life Insurance Company

New York Life Insurance Company

Reliance Life Companies

Sun Life of Canada

The Manufacturers Life Insurance Company

The Travelers Insurance Companies

July, 1987
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COMMONWEALTH of VIRGINIA
Office of the Governor

Gerald L. Sables
Goernor Richmond 23219

July 13, 1987

The Honorable Lloyd Bentsen
Chairman, United States Senate

Finance Committee
ATTENTION: Ms. Laura Wilcox
205 Senate Dirksen Office Building
Washington, D.C. 20510

Dear Senator Bentsen:

I write to oppose proposals being considered by the Senate Finance
Committee to increase the federal excise tax on cigarettes and I am pleased to
have the opportunity to submit testimony.

Let me say at the outset that the major reason for my opposition is economic.
Tobacco is an important industry in Virginia: an industry that produces jobs,
payrolls, taxes, and numerous other benefits to the Commonwealth and its
citizens.. It is also an industry that is undergoing significant changes and market
pressures. Additional tax burdens are not justified.

The tobacco industry indicates that it directly and indirectly supports
145,000 employees in the Commonwealth with an annual payroll of over $3 billion.
Any drop in sales of tobacco products is felt in the pocketbook of our small
farmers who are already struggling to stay afloat.

The impact is also felt in the Commonwealth's pocketbook where according to
industry figures, tax revenues related to tobacco produce more than $300 million
annually.

It is clear that increasing the excise tax would be detrimental to Virginia's
economy. Such an increase also flies in the face of the 1986 Federal Tax Reform
Act that focused on reducing special tax breaks that are enjoyed by a few high
income individuals. Instead, these bills would levy more taxes on millions of low
and middle inc,)me individuals.

For all of these reasons, I urge you to oppose these bills and any others
that may be introduced that would increase the federal tax on cigarettes.

With kindest regards, I am

Sincerely,

Gerald L. Baliles

G:kw:l0
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Gig
Concordia College901 South Eighth Street

191M Moorhead, MN 56560

July 13, 1987

Ms. Laura Wilcox
US Senate Committee on Finance
S.D. 205
Washington, DC 20510

Dear Ms. Wilcox:

We've been watching with concern the discussion regarding the potential
taxation of charitable gift annuities. We would like to ask your assistance
in amending the Technical Corrections Act of 1987 (H.R.2636) to clarify that
charitable gift annuities issued by IRC Sec. 501(c)(3) organizations are not"commercial-type insurance" under IRC Sec. 501(m). It is our understanding
that there may be some clarification of this issue in the Technical
Corrections Bill to the Tax Reform Act of 1986.

We are concerned that the taxation of charitable gift annuities would reduce
significantly this important source of deferred gifts for Concordia College.
We have been involved in charitable gift annuities since the early 60s and
have found that to be a very appealing option for a number of our constituency
that have an interest in supporting the college.

For the smaller donor, the charitable gift annuity is the equivalent of a
charitable remainder annuity trust, but allows a much smaller contribution.
The charitable remainder annuity trust is unaffected by Section 501(m)
according to nly information.

The majority of our donors, interested in the gift annuity, are interested in
the eventual benefit to the college. Their primary aim is not for the annuity
payment, but to be able to retain some of the income while making a
substantial deferred gift to the college. Concordia College is a sponsor of
the Committee on Gift Annuities and would appreciate your assistance in
clarifying the exemption of gift annuities from IRC Section 501(m).

Sincerely,

David M. Benson
Assistant Vice President

for Development

dmf2M

an eqvla Op. uhky emp~o7.r
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July 17, 1987

The Honorable Lloyd Bentsen
Chairman, Senate Finance Committee
Senate Hart Building Room 703
2nd and C Streets N.E.
Washington, DC 20510

In Re: S. 1350 - Technical Corrections Act of 1987

Dear Mr. Chairman:

We are submitting these comments on behalf of a client to call
our attention to a matter that we believe should be considered
n the context of the Technical Corrections Act of 1987 (H.R.

2636 and S. 1350). For purposes of determining the book income
adjustment under the corporate alternative minimum tax (AMT), we
have discovered that in situations involving affiliated
corporations not filing consolidated tax returns, intercompany
dividends can generate more book income than actual dividends
paid. We believe that the statute needs to be changed to rectify
this inequity.

The Problem

Internal Revenue Code Section 56(f) provides for adjustments to
book income for corporations in determining their AMT. Section
56(f)(2)(C) provides the only statutory guidance on the treatment
of related corporations. This subsection provides that when
consolidated tax returns are filed, adjusted book income of the
taxpayer shall take into account items properly allocable toYgroup members included in the return. When an affiliated member
s not included in the consolidated return, adjusted book income

shall include the dividends received from such affiliated
members.

In essence, what the statute contemplates here is one book income
calculation for the consolidated return group and separate
calculations for affiliated members filing separate returns. The
problem that arises under this approach is that dividend payments
among affiliated group members that do not file a consolidated
tax return are included as a book income adjustment at each
level causing the same dividend payment to be included in the
book income of multiple corporations.

In our case, the corporation files a consolidated financial
statement but separate tax returns. We have found that in
"deconsolidating" the financial statement to compute book income
for each separate corporation dividend ayments from a
subsidiary to the parent result in a book income adjustment for
the parent. If the dividend is paid through another subsidiary,
another book income adjustment is created; if dividends are paid
through multiple subsidiaries, a book income adjustment is
created at each level. This multiple counting creates penalty
for not filing a consolidated tax return that we believes
unwarranted and requires legislative action to correct.

The Proposed Regulations
The Treasury Department's recently proposed regulations regarding
the corporate AMT book income adjustment do not resolve this
matter. Under Prop. Reg. 1l.56-lT(d)(6)(i)(C), if consolidated
financial statements are used but separate tax returns are filed,
to determine adjusted net book income of the parent corporation
and of the subsidiaries, any consolidating eliminating entries
attributable to the separate companies must be removed. This
means that any consolidating, eliminating entries that were used
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to eliminate the double counting attributable to intercompany
dividends must be "backed-out" in reaching adjusted net book
income.

With respect to the subsidiaries, their adjusted net book incomes
would reflect dividends received from other related corporations
as reported in their separate financial statements (presumably
trial balances made available to the parent for consolidation
purposes). Prop. Reg. §1.56-lT(c)(5)(i)(C). No adjustments
would evidently be permitted to eliminate the double counting of
separate company intercompany dividends.

Because no adjustment seems to be allowed under the proposed
regulations for dividends paid to affiliated companies not filing
consolidated tax returns, income is created for book income
addition purposes that has been taxed at another entity level.
This effectively creates a penalty for not filing a consolidated
tax return.

Illustration
When a consolidated financial statement is "deconsolidated" to
determine a book income amount for each subsidiary filing its own
Federal income tax return, the potential for double counting is
introduced. If not eliminated through adjusting entries, we have
found that this problem is exacerbated when intercompany dividend
payments are made to the parent through tiers of subsidiaries.

The following example illustrates this problem:

Parent Corporation, a calendar-year corporation, holds a wholly
owned subsidiary, X, which in turn is a holding company for the
stock of Y, an operating subsidiary. In 1987, Y ias $100 of
earnings and out of those earnings pays a $100 dividend to X. X
in turn pays a $100 dividend to Parent, which distributes the
dividend to its shareholders. Parent, X and Y have no other
earnings. Parent, X and Y use a consolidated financial
statement, but file separate Federal income tax returns.

For AMT purposes, it appears that the 1987 book income additions
for Parent, X and Y under IRC 156(f) are ccmputed separately as
follows:

Book income addition forX:

TM BOOKS

Operating Income Si00 Operating Income 100

Taxable Income $100 Net Book Income $10

Y's BOOK INCOME ADDITION TO AMTI $_

Book income addition for X:

TAXBOOKS
Dividend Income from Y $100 Dividend Income from Y $100

Dividends received deduction (19QQ) -0-

Taxable Income Net Book income $100

X's BOOK INCOME ADDITION TO AMTI L50

Book income addi0n for Parent:

M BOOKS

Dividend Income from X $100 Dividend Income from X $100

Dividends received deduction (i00)

Taxable Incoze Not Book Income
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PARENT'S BOOK INCOME ADDITION TO ANTI U2

Summary for Parent. X and Y:
o-Consolidated Separate

Return Returns

Total Net Book Income

Total Taxable Income10

Total Book Income Addition to AMTI L

If Parent, X and Y had filed a consolidated tax return for 1987,
no book income addition would be required because consolidating,
eliminating entries on the books would have eliminated any
difference between book and tax. Because separate tax returns
are filed for Parent, X and Y, book income additions totaling
$100 ($50 from X and $50 from Parent) are created, potentially
triggering the corporate AMT for X and parent.

Note: If Parent had additional tiers of subsidiaries, each tier
would have another $50 book income addition. For example, if
three tiers of subsidiaries were involved, book income additions
would total $150, an amount in excess of the $100 dividend paid.

Recommendation

Congress intended that the book income addition would compel
corporations to pay at least some tax when reporting substantial
earnings to the public. In this situation, because a
consolidated financial statement is prepared, there are no
earnings being reported for book purposes that are not reported
for tax purposes as a result of intercompany dividends. There is
no question of untaxed income. It is only because the taxpayer
files separate tax returns for parent and subsidiaries that a
book income addition is created. This rule creates an
unwarranted penalty for not filing a consolidated tax return and
unfairly penalizes those who cannot file a consolidated return or
choose not to do so.

To eliminate the double counting of intercompany dividends in
this context, we recommend that the i ecnit in the book income
adjustment for a group of related companies not filingaa

cnoia.e icome tx return beelminated bypviding a
stttr ueo nadutett e okincome for

inte-copan dii d- %a d whe nsolidated financialsta t i sd

Thank you for your attention to this matter. If you have any
further questions please contact Pamela Pecarich or Sam Starr of
National Tax Services at 202/822-4000.

Si erely,

Da id T. Wright
National Director of Tax Services

SPS/lp
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TESTIMONY OF DAVID T. WRIGHT
National Director of Tax Services

COOPERS & LYBRAND

On S. 1350, The Technical Corrections Act of 1987

July 22, 1987
Before the

Subcommittee on Taxation and Debt Management
Senate Finance Committee

Mr. Chairman and Members of the Subcommittee, I am David
Wright, National Director of Tax Services for Coopers & Lybrand,
an international accounting firm with more than 95 offices in the

United States alone. I am here today on behalf of my firm to
suggest additional matters for your consideration in regard to S.
1350, The Technical Corrections Act of 1987, as well as a few
refinements to items included therein. These matters have come
to our attention in the course of advising clients on the many
intricacies of the Tax Reform Act of 1986 (The Act). Additional
issues are likely to be discovered in the months ahead, and thus
we hope that the tax writing committees will view the corrections
process on this massive Act as an ongoing one.

Estimad Tax Payment Rules for U.S. Citizens Abroad

The Act added Section 6654(j) to The Internal Revenue Code to
provide special estimated tax rules for nonresident aliens (Act
Sec. 1841). These rules permit estimated tax payments for these

taxpayers to be made in three installments, with the first due
date on June 15 in the amount of 50% of the estimated tax
liability. Subsequent due dates and payments are the same as
apply to other taxpayers.

We recommend that this rule's application be extended to U.S.
taxpayers residing abroad. These U.S. citizens face the same
serious difficulties in receiving and compiling their tax records
and calculating their tax liabilities, because they are working
and residing abroad, as those faced by foreign individuals.
Historically, the Internal Revenue Service has acknowledged this

hardship. The regulations under Section 6081 grant these
taxpayers an automatic extension, until June 15, for filing their
tax returns.
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Likewise, the estimated tax regulations under Section 6073
had allowed a similar extension until June 15 for payment of the
first estimated tax installment by U.S. citizens abroad.
However, Section 6073 was repealed in the 1984 Act as part of a
consolidation and simplification of the estimated tax rules along
with Sections 6015 and 6153. There was no intent on the part of
Congress to change the estimated tax rules for U.S. citizens
abroad. Nevertheless, the repeal of Section 6073 threw the
status of the regulations into doubt. Since that time, for 1985
and 1986 tax returns, IRS has granted specific relief by allowing
a two-month extension for the first estimated tax installment.
However, this year, in their Announcement IR 87-50, dated April
9, 1987, the Service indicated that future administrative relief
would n be provided. We believe the Service has taken this
position not because they have lost sympathy with the plight of
these taxpayers, but rather because their statutory authority for
granting such relief administratively has been greatly weakened.
Now that Congress has addressed a similar problem for non-
resident aliens, while ignoring a more compelling need for U.S.
citizens residing abroad, the Service must feel on thin ice
indeed.

Accordingly, we believe legislative action is necessary to
resolve this issue on a permanent basis. Our recommendation to
extend Section 6654(j) to U.S. citizens residing abroad will
simply insure that these taxpayers are not treated worse than
foreign individuals in the United States.

Good faith attempts to meet an April 15 deadline for filing
returns and estimated taxes would often fail, given the normal
delays in mail delivery, greater complexities in preparing these
returns because of foreign tax credits and special computations
of such items as moving allowances and housing costs, and other
difficulties in receiving tax documents from the United States
and finalizing return preparation. Further, there would appear
to be no compelling reason to deny this relief to U.S. taxpayers
abroad, since 50% of the estimated tax liability would be paid on
June 15. We hope the Committee will see fit to grant this
relief.

Limitations on Net Operating Losses -- The Role of Old
Section 382?

The Technical Corrections Act as introduced attempts to
clarify when and to what extent the 1954 Code version of Section
382 ("old Section 382") continues to apply (see Section
106(d)(11) of the bill, page 39 of the Description). This effort
is badly needed, but the result so far is less than fully
satisfactory.

.4
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Section 382 limits the use of certain favorable tax
attributes when a change in the beneficial ownership of those
items occurs. We understand that the intent of the provision in
the technical corrections bill is to clarify that old Section 382
will apply only to transactions that are not covered by new
Section 382 because of a transition rule exception or other
special treatment. On the other hand, a transaction that is
subject to new Section 382 but does not result in a limitation
should not be subject to old Section 382 after 1986. If this
understanding is correct, it is not clearly communicated either
by the statutory language or in the Description of the Technical
Corrections Act. This area of the law is one where great
uncertainty has existed for quite some time, and we believe, now
-that Congress has settled upon permanent rules here, every effort
should be made to clear up ongoing ambiguities about how these
rules should operate.

The Description does not mention the situations in which old
Section 382 will not apply and does not express that old Section
382 should apply exclusively in a transition rule situation. The
statute is also unclear. The amendment to Section 621(f)(1) of
the 1986 Tax Reform Act adds a paragraph (B) on "Termination of
Old Section 382," which attempts to clarify the matter but fails
because a clearer reference is needed to the ownership changes to
which old Section 382 will not apply. Further, the period of
continued application of old Section 382, after 1986 until
January 1, 1989, should also be clarified.

Illustration: The following will illustrate the type of case
not clearly addressed by the Act or the Technical Corrections
legislation as introduced.

Suppose Individual A buys exactly 50% of the
stock of L, a loss corporation, from
Individual B. It is A's intention to have L
change its business in the near future. Under
old law (pre-1986 Act), L's NOLs would be
completely extinguished (under old Section
382(a)) as a result of this transaction. But
under new law (Section 382 as enacted by
Section 621 of the 1986 Act), the special
limitation on NOL utilization does not apply
because A did not buy 9_y 50% of L's stock
from B (new Section 382(g)).

Thus, new Section 382 does not present a
problem. The question is whether 21d Section
382(a) might continue to be effective and
thereby operate to extinguish L's NOLs; note
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that now Section 382 is inapplicable by its
terms and not because of an effective date or
transitional rule.

We recoMend that the intended application of the 1986 Act to
this type of case be further clarified.

Treatment of Certain Transferees Under Modified ACRS -- Effective
Data Proble

Code Section 168(i)(7)(B) now provides that the rule of prior
law permitting a transferee to step into the shoes of the
transferor for computing cost recovery deductions no longer
applies in the case of a termination of a partnership under
Section 708(b)(1)(B) -- terminations that result from a sale or
exchange of 50% or more of the partnership interests within a 12-
month period. This rule was retroactive to terminations
occurring after December 31, 1985 (Act Sec. 1809). The intention
was that the new half-year convention rule would apply in such
cases to provide both the transferor and the transferee a
depreciation allowance for one-half of the year in the year of
deemed disposition. However the half-year convention rule does
not apply until after December 31, 1986 under the modified ACRS
system. Hence, a question has arisen concerning the intended
effect of these provisions on depreciation deductions for tax
years ending after December 31, 1985 but before January, 1987.

We recommend that this effective date problem be solved by
applying the half-year convention rule to these transactions
occurring in 1986 or by providing a special rule for 1986 that
allocates the allowable depreciation between the original
partnership (transferor) and the reformed partnership (the
transferee) based on the number of months in the tax year that
each held the property.

Full Basis Adjustment on Transition ITC -- A Problem of
Abblication for Transactions Subject to At-Risk Rules

Under new Code Section 49(d), if a partnership or S
corporation owns an asset entitled to the transition ITC, the
partnership or S corporation must reduce the basis of the asset
by the full amount of the credit allowable, whether or not the
individual partners or B corporation shareholders are actually
allowed to claim the credits on their tax returns. The Technical
Corrections Act makes clear that, if such a credit is recaptured,
there will be an upward basis adjustment for the amount
recaptured and that, if such a credit expires unused at the end
of the carryforvard period, a deduction will be allowed for 100
of the unused credit (bill Section 102(e), Description page 13).
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The essence of the solution provided in the technical

corrections bill is that, if all else fails, wait 15 years for

the carryforward period to expire and finally a proper adjustment

will be made. We believe this solution is inadequate. In cases

such as transactions to which the at-risk rules apply to deny the

credit to individual investors, the relief provided by the

introduced bill is just not timely. A much better solution would

be to allow the adjustment when the asset is disposed of.

We recommend that a basis adjustment should be provided for
these unused credits when the asset is disposed of. This
approach is similar to that under the rules adopted for passive
losses and would constitute a much fairer result for affected
taxpayers.

Definition of Material Particivation for Closely Held Hiah
Technology Comanies

Section 469(c)(5) includes within the definition of trade or
business any activity involving research or experimentation
within the meaning of Section 174. Section 469(h)(4) defines
material participation for a closely held C corporation or
personal service corporation as situations where (i) one or more
shareholders holding more than 50% of the stock materially
participate, or (ii) the requirements of Code Section
465(c)(7)(C)(i)-(iii) are met. Code Section 465(c)(7)(C)(i)-
(iii) in turn imposes a three-part test to define an active
business. These tests look to (i) the number of full-time
employees in management; (ii) the number of employees performing
services for the business; and (iii) whether the amount of
deduction attributable to such business and allowable under
Section 162 and Section 404 exceeds 15% of the gross income of
the business.

Our concern arises because the test under Section
465(c)(7)(C)(iii) does not include research and experimentation
expenses under Code Section 174 or start-up expenses under Code
Section 195. In developing and bringing to market new products,
many high technology and research companies incur significant
Section 174 expenses as well as start-up expenses under Section
195; the Section 162 expenses may be minimal during their early
years. These companies are, in fact, active businesses, but
because of the nature of the expenses incurred, they might fail
to satisfy the active business test in Section 465(c)(7)(C)(iii).

We do not believe that Congress intended to so adversely
affect high technology start-up ventures under Section 469,
particularly not after the effort in the 1986 Tax Reform Act to
clarify the treatment of R&E expenses.
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We recommend that the technical corrections legislation
address this problem by amending Section 469(h)(4)(or Section
465(c)(7)(C)) to include any expenses under Section 174 for
research and experimentation, or under Section 195 for start-up
expenses, as expenses that qualify under these active business
tests, along with Section 162 expenses.

Failure to address this issue will cause some high technology
start-up companies to fail the material participation test of
Section 469(h)(4). The tax result of such failure would be that
taxes would accrue on any interest income earned on the firm's
venture capital, even though the firm was not operating at a
profit. This would occur because the interest income would be
considered portfolio income, while the business and its other
expenses would be characterized as a passive activity resulting
in passive losses. Many potentially affected companies are
presently unaware of this issue because it is the end result of
interactions between a number of separate provisions. I have no
doubt that you will hear more about this matter as the year
progresses.

Conclusion

Mr. Chairman and Members, that concludes my statement. To
reiterate, we believe a credible job has been done to date on
technical corrections, and we have but a few issues worthy of
raising to your attention today. However, I would reiterate that
we view the task of perfecting the 1986 Tax Reform Act as
necessarily requiring an ongoing process, and we hope that the
Committee will adopt this view as well. As we practitioners deal
more with specific client questions and fact patterns, we gain
more experience with the 1986 Tax Reform Act -- its provisions,
its gaps, and its flaws, if you will. I expect that we will be
back here next summer with additional recommendations, after we
grapple with the new law in a return-preparation environment and
as we generally gain more experience with it.

Thank you for your attention to these matters. If you have
any questions, please feel free to call on me at 822-4262 or
Pamela Pecarich, a partner in our National Tax Services office,
at 822-4239.
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July 21, 1987

STATEMENT OF THE
COUNCIL FOR INTERNATIONAL EXCHANGE OF SCHOLARS

TO THE COMMITTEE ON FINANCE
IN SUPPORT OF THE TECHNICAL CORRECTIONS ACT OF 1987

Re: Tax Treatment of Scholarship/Fellowship
Grants to Visiting Students and Scholars

The Council for International Exchange of Scholars (CIES)
is a private, nonprofit organization that works in close
cooperation with the United States Information Agency (USIA) in
administering the Fulbright Scholar program. In the academic
year 1986-87, CIES administered approximately 1,010 grants to
American scholars abroad and 990 grants to visiting scholars in
the United States. Grants to visiting scholars included
approximately 800 research fell6wships and 190 teaching
fellowships.

CIES has a particularly strong interest in the passage of
the proposed Technical Corrections Act of 1987 (S. 1350). The
proposed legislation contains a provision (section 101(d)(2) of
the bill) relating to the tax treatment of scholarship and
fellowship grants to nonresident aliens (amending section 123 of
the Tax Reform Act of 1986 (the "1986 Act")). If this provision
is not enacted, CIES will have to withhold tax from the grants it
disburses to senior Fulbright scholars at a flat 30% rate. In
our view, withholding of tax at that rate is clearly excessive.
While the amount of net revenues at stake is insignificant, it
would cause serious individual hardship to the visiting scholars
and widespread damage to our international exchange programs.

In commenting on S. 1350, CIES has two major concerns: (1)
to express our appreciation to the staff working on technical
corrections for the inclusion of that provision in the proposed
legislation and thus to urge its approval by the Senate Finance
Committee in the mark-up process; and (2) to propose for the
Committee's consideration one minor, substantive amendment to
section 101(d)(2) which would have the effect of reducing the
rate of withholding on fellowships awarded to visiting lecturers
from 30% to 14% under section 1441 of the Internal Revenue Code
(the "Code").

I. Section 101(d)(2) of S. 1350

Section 101(d)(2) amends section 123 of the 1986 Act by
providing that scholarship or fellowship grants to certain non-
resident alien individuals (F-, J-, or M- visaholders) for study,
research or ti:ining in the United States would qualify for the
lower 14% withholding rate under section 1441 of the Code, even
though such individuals are not candidates for a degree.
Otherwise, such amounts would be subject to the 30% rate
generally applicable to items of U.S.-source income paid to
nonresidents. In the case of nondegree candidates, availability
of the 14% rate would be limited to those who qualified for the
lower rate under prior law -- i.e., those receiving grants from
an educational institution or other tax-exempt organization
described in section 501(c)(3), a foreign government, certain
international organizations (including binational or multi-
national Fulbright commissions), or a Federal, state or local
government agency.

In repealing the partial exclusion from income formerly
available to grants to nondegree candidates under old section
117(b)(2), the 1986 Act inadvertently made such grants subject
not only to a 30% withholding rate but also to taxation on a
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gross basis. Since there is no evidence that Congress, in making
such grants fully includible in income, intended to increase the
applicable rate of withholding or basis of taxation, a technical
correction to the 1986 Act is clearly appropriate and urgently
needed. In light of the potential detriment to the Fulbright
program, CIES is relieved that the Committee staff recognized the
need for a technical correction in this area and included it in
the proposed legislation. Accordingly, CIES urges the Senate
Finance Committee to adopt the proposed correction in its markup
of S. 1350, subject only to the one minor amendment outlined
below and described in the attached June 8, 1987 memorandum.

II. A Proposed Amendment to Section 101(d)(2) of S. 1350

At the time CIES and other concerned organizations urged
the staff of the Congressional committees to consider a technical
correction extending the 14% withholding rate to nondegree
candidates' grants, we were not aware that Fulbright grants to
visiting lecturers would be subject to a 30% rate if not covered
under the proposed correction.- Because visiting lecturers who
are funded directly by sponsoring educational institutions
generally have tax withheld from their income as wages, we
assumed that Fulbright visiting lecturers would also be subject
to graduated wage withholding under section 3402, a provision
which, where applicable, takes precedence over withholding at a
flat rate under section 1441. However, upon closer e-ariination,
it became apparent to us that Fulbright visiting lecturers
probably do not qualify for wage withholding because of the lack
of an employer-employee relationship. Thus, they appear, to be
subject to withholding on their gross income at the flat 30%
rate, even though by virtue of sections 864 and 871(b), their
fellowship income is ultimately subject to tax at the regular
graduated rates on a net income basis.

The attached memorandum (which has previously been provided
by our counsel to the staff of the Committee) sets forth several
reasons why grants to nonresident alien individuals to teach or
lecture in the United States should be included in the proposed
technical correction preserving the 14% withholding rate for
other nondegree grants: (i) to prevent significant overwith-
holding of tax; (2) to equalize the tax burdens imposed on
foreign and U.S. Fulbright lecturers; and (3) to preserve
government-spon V red academic exchange programs at their current
funding levels.,' In addition, there appears to be no tax policy
justification for subjecting visiting teaching fellows to an

1/ The proposed correction was actively supported by a number
of groups and agencies involved in international educa-
tional exchange, including the National Association for
Foreign Student Affairs, the Kellogg'Foundation and the
U.S. Information Agency.

2/ While our focus in these comments is restricted to
provisions presently contained in the introduced technical
corrections bill, we believe that the 1986 Act's imposition
of excessive tax and withholding burdens upon foreign
students and scholars needs ultimately to be addressed by
much broader legislative proposals. To that end, we intend
to work with the Liaison Group for International
Educational Exchange in developing a legislative package to
equalize the taxation of foreign scholars and U.S.
scholars.
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excessive rate of withholding, while providing a reduced rate for
visiting scholars engaged in research or other academic
pursuits.

In closing, we would like to draw your attention to the fact
there is very little, if any, net tax revenue at stake here.
First of all, the numbers of affected individuals is extremely
small. -The Fulbright Scholar Program, as administered by CIES,
is the major U.S. grantor of university-level teaching
fellowships awarded to foreign individuals. It awards only 150
full teaching fellowships each year. Of that amount, at least
half are completely exempt from withholding because the recipient
is a resident of a tax treaty country. Second, foreign
individuals who are funded directly by U.S. educational
institutions will continue to be subject to wage withholding,
whether or not the proposed amendment is accepted. Third, since
visiting lecturers are ultimately subject to tax at the regular
graduated rates, passage of the amendment would simply reduce the
amount of overwithholding that would otherwise occur. We hope
that the Committee will not view the U.S. Government's need for
increased tax revenues as justifying the imposition of an
interest-free loan to the Government on grants awarded to foreign
visiting lecturers under the Fulbright program.

Cassandra A. Pyle, Executive Director,

Council for International Exchange of
Scholars

John Jonas, Esq.

Kathleen M. Nilles, Esq.

Patton, Boggs & Blow
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Wnrisvaw
OF

amA. ,JOM'I,

1828 L SIREET, N.W.
%SWIQICN, D.C. 20036

ON

H.R. 2636t M T RE CAL MR CfAl s ACT OF 1987

Submitted 7b: The Honorable Lloyd Bentsen, Chairman
Committee on Finance
United States Senate

MR. QCAIRMAN, unaiers of the Committee, I am President of the Council
on Foundations, a membership organization of over 1050 grantmaking
institutions, holding assets in excess of $50 billion. Every one of these
endowment dollars is permanently dedicated exclusively to charitable
purposes, and as a national organization we are dedicated to assisting our
members in managing those funds with care and diligence. Moreover, we seek
to assist our meters in finding ways within that duty of care to maximize
their investment yields and thus provide more funding for charitable
causes.

Section 501(c) (25) ogaztions
The Tax Reform Act of 1986 created a new possibility for public

charities -- including - foundations to diversify their enoment
portfolios by investing in Section 501(c)(25) real estate investment funds.
Many members of the Council on Foundations have expressed strong interest
in this new opportunity.

terr etion and Section 16(a)(5)

It is our clear understanding of the full legislative history which
added Section 501(c) (25) to the code that private foundations and ccmunity
foundations would be able to join with pension funds in the ownership of
real property through this new type of exempt organizat..on. More specifi-
cally, foundations - in so doing - would not be subject to the unrelated
business income tax (UBIT) if the Section 501(c)(25) orgaxizatin uses debt
to acquire its real estate. This exsption from UBIT already applies to
pension funds and to certain colleges and universities. Without benefit of
this exemption, this new investment opportunity becomes meaningless for
foundations.

It is our understanding that Section 116(a)(5) of the Technical
Corrections Act would repeal this exmrption by subjecting non-university
charities that are shareholders of a Section 501(c)(25) corporation to UBIT
if the corporation uses debt to acquire or improve its real property.

We would submit that this proposed technical correction would
frustrate the ability of public charities and foundations to participate
actively in newly created Section 501(c)(25) corporations, and for these
reasons we oppose this section of the Technical Corrections Act.
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August 18, 1987

Dear Sirs:

I am writing to strongly urge that two completely

nonsubstantive provisions be added to H.R. 2636 and S. 1350,

the Technical Corrections Bill of 1986. In two cases, the

Tax Reform Act of 1986 (the "1986 Act") made permanent

-substantive changes to the tax law, but failed to codify

these changes in law by making them part of the Internal

Revenue Code. I urge that the Technical Corrections Bill

amend the Code to incorporate these changes in law, which

are presently in effect, in order that taxpayers and their

advisors may be made aware of these changes much more

readily than if they remained uncodified.

1. Section 1807(a)(7)(D) of the 1986 Act pro-

vides, for accounts or funds-established after August 16,

1986:

Nothing in any provision of law shall be construed
as providing that an escrow account, settlement fund,
or similar fund is not subject to current income tax.
If contributions to such an account or fund are not
deductible, then the account or fund shall be taxed
as a grantor trust.

This provision reverses at least one published

revenue ruling. See the May 13, 1987, Blue Book explaining

the technical corrections provisions contained in the 1986

Act, at p. 42. Moreover, this provision appears to result

in far-reaching changes in the treatment of escrow funds.

For example, suppose a buyer of property puts a portion of

the purchase price into escrow at the closing, with the
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seller to receive the escrow plus all earnings thereon when

certain contingencies are. resolved. It now appears that

(1) all earnings on the escrow are taxed currently to the

buyer (the grantorr' of the escrow fund), (2) the entire

balance in the escrow fund, including earnings, is to be

treated by both parties as deferred additional purchase

price, and (3) the imputed interest rules of

Code §1 1271-1275 will frequently apply to this deferred

purchase price, with the earnings on the escrow being

treated as 'contingent paymentsO under those rules.

While the wisdom of this result is debatable, the most

important thing is that taxpayers know what the rules are.

This provision will be a trap for the unwary if it is not

made part of the Code itself.

2. Section 44(b)(3)(A) of the Tax Reform Act of

1984 (the "1984 Act'), as amended by Section 1803(b)(2) of

the 1986 Act, provides in substance that (a) notwithstanding

any other provision of law, no interest is deductible before

the period to which it is properly allocable, and

(b) section 483 of the Code 'shall be treated as including

provisions similar to the provisions of section 1274(b)(3)

of such Code'. These provisions had originally been adopted

as transition rules in the 1984 Act, and only applied before

January 1, 1985; the 1986 Act deleted the references to

January 1, 1985, giving these provisions permanent effect.

These provisions are clearly important enough to

be in the Code.

Sincerely,

Michael L. Schler
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Summary of the Testimony of
Jack M. Park

Vice President, Governmental Relations
Crowley Maritime Corporation

Representing a Coalition of Maritime Companies and Associations
before the

Senate Finance Subcommittee
on Taxation and Debt Management

re
H.R. 2636, The Technical Corrections Act of 1987

July 22, 1987

The Tax Reform Act of 1986 reduces the deduction available to
employers for the cost of meals provided to employees, as well
as other meals considered ordinary and necessary business ex-
penses, from 100% to 80%.

The Technical Corrections Act of 1987, as introduced does not
incorporate a change that is necessary to permit meals provided
to crews on vessels, to personnel on drilling rigs, and others
working at remote sites to be fully deductible.

Such a correction should be included because, inter alia:

* It is a legal requirement to provide meals to merchant
seamen.

* As a practical necessity meals must be provided by employers
to crews on vessels and to personnel on drilling rigs.

• Meals provided to vessel crews and drilling rig personnel
are as essential to doing business as other fully
deductible costs.

• 80% deductibility is directly contrary to the purposes
of various statutes making it a national policy to en-
hance the strength and competitiveness of our merchant
marine.

• Revenue to the Treasury from the 80% rule would be de
minimis.

An amendment to the Technical Corrections Act of 1987 is described
in the complete statement submitted by the coalition, which should
be adopted.

Good morning, Mr. Chairman and members of this Subcommittee

on Taxation and Debt Management.

My name is Jack M. Park, Vice President, Governmental Relations,

Crowley Maritime Corporation.

I am representing a large coalition of maritime companies and

associations, *a coalition encompassing the preponderance of the

U.S.-flag merchant marine and drilling rig owners and related

service industries. I am speaking today for:

AMERICAN COMMERCIAL BARGE LINE COMPANY (ACBL)

AMERICAN INSTITUTE OF MERCHANT SHIPPING (AIMS)

AMERICAN WATERWAYS OPERATORS, INC. (AWO)
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COUNCIL OF AMERICAN FLAG-SHIP OPERATORS (CASO)

CROWLEY MARITIME CORPORATION

INTERNATIONAL ASSOCIATION OF DRILLING CONTRACTORS (IADC)

INTERNATIONAL ASSOCIATION OF GEOPHYSICAL CONTRACTORS (IAGC)

MATSON NAVIGATION COMPANY

NATIONAL OCEAN INDUSTRIES ASSOCIATION (NOIA)

SEA-LAND CORPORATION

TOTEM OCEAN TRAILER EXPRESS (TOTE)

TRANSPORTATION INSTITUTE (TI)

The Tax Reform Act of 1986 reduces the deduction available to

employers for the cost of meals provided to employees, as well as

other meals considered ordinary and necessary business expenses,

from 100% to 80%. Unfortunately, the IRS is applying this rule

to meals being provided to crews of merchant vessels and offshore

drilling rigs. Such a broad application of the 80% rule leads to

the completely inequitable result that-meals provided to such crews

are treated just like other "business meals," including the infamous

"three martini lunch," and "entertainment."

Meals provided to crews of vessels and drilling rigs are

entirely different from other "business meals." They are not

extravagant or lavish. They are the furthest thing from "entertainment"

as defined in the Internal Revenue Code. And they are an absolutely

essential aspect of operating vessels and drilling rigs.

The 100% deductibility of the cost of meals provided to crews

of vessels and offshore drilling rigs should therefore be restored.

In particular, such full deductibility should be restored because:

" It is a legal requirement to provide meals to merchant

seamen. This federal law requirement dates back at

least to 1872 and is backed by civil and criminal

penalties. Owners and operators of drilling rigs are

obligated by contracts to provide meals to crew members;

* As a practical necessity, due to physical isolation, meals

must be provided by employers to crews on vessels and

drilling rigs;
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* The penalty to vessel and drilling rig owners and

operators is particularly unfair because meals provided

to crews members must be provided at a high cost;

• Provision of meals to crew members of vessels and drilling

rigs is just as essential an aspect of doing business as

lifejackets for those same crew members which are fully

deductible;

* 80% deductibility is directly contrary to the purposes

of various statutes making it a national policy to en-

hance the strength and competitiveness of our merchant

marine;

* Meals provided to the crews of vessels and rigs are even

more necessary and reasonable than meals exempted under

the Tax Reform Act from the 80% deductibility requirement.

For example, meals provided by restaurants and caterers

to their employees are fully deductible; and,

* Revenue to the Treasury from the 80% rule would be de

minimis. It is estimated that less than $15-million would

be paid in additional taxes if the 80% rule is applied to

meals provided to vessel crews and to personnel on

drilling rigs.

The Provision of Meals to Merchant Seamen is a Legal Requirement

U.S. law requires vessel owners and operators to provide meals

to their crews which alone makes these meals unique when considering

that which the Tax Reform Act was intended to cover.

These statutory requirements that meals be provided to vessel

crews are long-standing. At least as early as 1872 vessels with

inadequate provisions were considered unseaworthy with serious

legal ramifications. Act June 7, 1872, ch. 322, §36, 17 Stat. 269,

codified as 46 U.S.C. §10902. As currently codified, the 1872

statute provides that "[a]ny 3 seamen of a vessel may complain

that the provisions of food or water for the crew are, at any

time, of bad quality, unfit for use, or deficient in quantity."

46 U.S.C. §10902(b)(1). If such complaint is found to have merit

by the Coast Guard or local consul, the master of the vessel would

be civilly liable. 46 U.S.C. §10902(b).
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Later Congress went further and made it a criminal offense

to withhold suitable food and nourishment from seamen. Act Dec.

21,1898, ch. 28, §22, 30 Stat. 761, codified as 18 U.S.C. §2191.

Section 2191 of title 18 provides:

Whoever, being the master or officer of
a vessel of the United States, on the high
seas, or on any other waters within the
United States.,.withholds from the...
[crew] suitable food and nourishment,...
shall be fined not more than $1,000 or
imprisoned not more than five years, or both.

Congress also provided for civil liability for the master or

owner for the failure to provide "sufficient quantity of stores

to last for a voyage of ordinary duration." Act Dec. 21, 1898,

ch. 28, §12, 30 Stat. 758 (codified as 46 U.S.C. §661 until 1983).

And Congress mandated in detail what provisions had to be provided

at a minimum. Act Dec. 21, 1898, ch. 28, §23, 30 Stat. 762

(codified as 46 U.S.C. §713 until 1983). For example, the

following substitutes were some of the ones allowed:

One pound of flour daily may be substituted
for the daily ration of biscuit or fresh bread;
two ounces of desiccated vegetables for one
pound of potatoes or yams; six ounces of hominy,
oatmeal, or cracked wheat, or two ounces of
tapioca, for six ounces of rice.

As a result of the revision of Title 46 of the U.S. Code

in 1983, Pub. L.No. 98-89, 97 Stat. 100, many of the anachronisms

of the previous acts protecting seamen were eliminated, but the

legislated mandate that seamen be provided meals remains. Sea-

men currently employed on vessels involved in foreign and inter-

coastal voyages "shall be served at least 3 meals a day that

total at least 3,100 calories, including adequate water and

adequate protein, vitamins, and minerals in accordance with the

United States Recommended Daily Allowances.- 46 U.S.C. §10303.

The same requirement applies to vessels involved in coastwise

voyages when a crew is engaged by a shipping commissioner. 46

U.S.C. §10507(b). Most importantly, regardless of the type of

voyage, it remains a criminal offense punishable by fine and

imprisonment to withhold suitable food and nourishment to seamen,

18 U.S.C. §2191; 46 U.S.C. §11507, and a vessel with insufficient

provisions is still considered unseaworthy. 46 U.S.C. §10902.

78-959 0 - 88 - 21
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In this respect these meals are the same as providing lifejackets

to the crew, also mandated by law but fully deductible.

Restoring 1007 deductibility to meals provided to crews of

vessels and drilling rigs is necessary to prevent an unwarranted

hardship to two of America's most vital industries. The unique

nature of the provision of meals to crew members by those industries

should be recognized and distinguished in the Internal Revenue Code.

Proposed Amendment

It is recommended that the following proposed amendment to

The Technical Corrections Act of 1987 be adopted:

Paragraph (2) of section 274(n) (relating to exceptions to

the 807 limitation on deductibility of business meals) is amended

by adding the following new subparagraph:

"(E) such expense related to fdod and beverages

provided to a qualified recipient."

Section 274(n) is further amended by adding new paragraph

(4) to read as follows:

"(4) QUALIFIED RECIPIENT - For purposes of paragraph

(2) (E), the term "qualified recipient" means any

person who receives food and beverages while per-

forming services for an employer either --

(A) aboard a commercial vessel as a crew member or

officer;

(B) aboard an oil or gas drilling rig located

offshore or in Alaska; or

(C) in a remote location where satisfactory meals

are not available on the open market; but only

if such food and beverages are furnished in a

common area which is --

(i) located, as near as practicable, in the

vicinity of the place at which such individual

renders services, and

(ii) not available to the public and normally

accommodates 10 or more employees."
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Technical Explanation of Amendments to Section 274(n)

Section 274(n) provides that, as a general rule, only 80% of

the cost of business meals are deductible. Paragraph (2) of

section 274(n) contains certain exceptions to this general

limitation on the deductibility of business meals. The proposed

amendment adds an additional exception to the general rule for

meals provided to crew members of commercial vessels, to employees

working on certain drilling rigs, and to employees furnishing

services at remote locations.

Under the proposed amendment, employers may deduct the full

cost of meals provided to persons while they are performing

services for an employer either (1) aboard a commercial vessel

as a crew member, (2) aboard an oil or gas drilling rig located

offshore or in Alaska, or (3) in a geographically remote location.

To quality under the third prong of the proposed exception, limi-

tations patterned after those set forth in section 119(c) must

be satisfied. Thus, "remoteness" is tested under the amendment

by reference to whether satisfactory meals are available on the

open market. In addition, the place where the meals are provided

must be located near the job site, not be available to the public,

and must normally accommodate 10 or more employees.
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The Senate Finance Committee
Laura Wilcox, Hearing Clerk
SDOB 205
Washington, DC 20510

Re: Technical Corrections Bill S1350

Sept 2, 1987

Dear Ms. Wilcox,

Please enter Into the record this copy of the letter which I
have sent to the members of the Finance Committee:

As a working, though yet unpublished, author, I wish to
protest the 1986 Tax Reform Act, which unfairly and illogically
associate writers with manufacturers of tangible products.
I feel restricting financial realities of the writing profession
will Inhibit the creation of quality literature, forcing writers
to produce only "guaranteed sellers".

I request that the peoples' representatives clarify the
Technical Corrections Bill S1350, stating that freelance authors'
expenses In researching and writing a book or article not be
subject to capitalization rules.

Thank You for your time and consideration on this matter.

Sue DeVore
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William J. Wilkins, Esq.
Chief Counsel
Senate Finance Committee
205 Senate Dirksen Office Building
Washington, D.C. 20510

Dear Bill:

On behalf of the Man-Made Fiber Producers Association,
I am submitting comments relating to an omission in the
Superfund Amendments and Reauthorization Act of 1986 (Public
Law 99-499, "SARA"). The Man-Made Fiber Products Associa-
tion is a trade association representing the manufacturers
of more than 90% of the U.S. production of man-made fibers,
filaments, and yarns. The needed correction would add three
additional substances to the list of taxable substances in
Section 4672 of the Internal Revenue Code of 1986 (the
"Code" ).

Section 4672 of the Code lists toxic substances that
are subject to tax. Under section 4672(a)(2) of the Code,
substances shall be included in this list if taxable chemi-
cals (as defined by Code section 4661) "constitute more than
50 percent of the weight of the materials used to produce
such substance." Fifty substances are identified by Section
4672. At least three other qualifying substances,
polyester, nylon 66 and polyacrylonitrile, however, were
omitted.

Polyester is made primarily from xylene and ethylene,
both taxable chemicals under section 4661 of the Code.
Similarly, benzene, nitric acid, butadiene and hydrogen
cyanide are ingredients used in the production of nylon 66.
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William J. Wilkins, Esq.
July 17, 1987
Page 2

The third chemical, polyacrylonitrile is a polymer of
acetonitrile which, in turn, is made from propylene and
ammonia. As the table below indicates, taxable chemicals
comprise a majority of the weight of all three substances.

Percent of Taxable
Substance Chemicals by Weight

Polyester 69%
Nylon 66 70%
Polyacrylonitrile 55%

The inclusion of polyester, nylon and polyacrylonitrile
among the list of taxable substances in section 4672 would
not only address the technical oversight caused by their
omission, but would also fulfill the legislative intent of
Congress to prevent U.S. manufacturers from being placed at
a competitive disadvantage. In enacting SARA, Congress
recognized that taxing toxic raw materials would adversely
affect American producers by raising their costs of produc-
tion. To address this imbalance between U.S. and foreign
prices for goods produced from the list of taxable chemi-
cals, a system of import duties and export credits was
enacted. The inclusion of polyester, nylon and
polyacrylonitrile among the list of taxable substances would
restore the balance intended by Congress.

The proposed correction would tax imported polyester,
nylon and polyacrylonitrile. In addition, American produc-
ers would receive a credit for these products that they
export. As a result, a fairer and more balanced competitive
position would be secured for U.S. manufacturers if this
correction is adopted.

Thank you for this opportunity to comment on the
technical corrections legislation. I would be happy to
provide you or your staff with any additional material it
may need.

Sic. Saly,

Jo J. Salmon
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liam J. Wilkins, Esq.
ief Counsel
nate Finance Committee
5 Senate Dirksen Office Building
shington, DC 20510

Dear Bill:

On Friday July 17, 1987, a proposed amendment to the
Technical Corrections Act relating to the Superfund
Reauthorization Act of 1986 was submitted on behalf of the
Man-Made Fiber Producers Association (See attached). The
submission suggests that three substances be added to the
list of taxable substances identified in Section 4672 of the
Internal Revenue Code. Our submission needs a minor clari-
fication with regard to the substance Nylon.

Nylon 66 was identified as a qualifying substance that
was omitted from Section 4672 of the Code. However, nylon
66 is but one of two nylon products that properly should be
included in the Code. A second nylon product, Nylon 6, also
deserves inclusion in Section 4672 based on its chemical
composition.

Nylon 6 is made from benzene, ammonia, hydrogen and
oxygen. The taxable chemicals (under Section 4661 of the
Code) represent approximately 72% of the weight of nylon and
a greater proportion of its value. Thus, in amending
Section 4672 of the Code, it would be appropriate to indi-
vidually identify both nylon 6 and nylon 66 as taxable
substances.

Thank you for the opportunity to clarify our comment to
the technical corrections legislation. Please contact me if
you need further information.

Surely,

78-959 931 J, "J. Salmon
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DEWEY, BALLANTINE, BUSHBY, PALMER & WOOD

William J. Wilkins, Esq.
Chief Counsel
Committee on Finance
United States Senate
219 Senate Dirksen Office Building
Washington, D.C. 20510

Dear Bill:

I would like to bring to your attention an issue
involving the "at-risk" rules of newly-amended Code section
465 that requires clarification as the Congress considers
S. 1350, the Technical Corrections Act of 1987.

Generally, the Tax Reform Act of 1986 extended the
limitations of the "at-risk" rules of Code section 465 to
non-recourse financing secured by real estate. Congress
enacted this extension in order to limit the opportunity for
overvaluation of real property, and to prevent the transfer
of tax benefits arising from real estate activities to
taxpayers with little or no real equity in the property.
Because non-recourse financing provided by a third party
commercial lender does not raise these concerns, Congress
created an exception to this new rule for real estate
non-recourse financing borrowed from a "qualified person".
For purposes of this exception, a "qualified person" is
defined as "any person which is actively and regularly
engaged in the business of lending money."

Although the situation described below is substantially
similar to the types of non-recourse borrowing that Congress
excluded from the extension of the at-risk rules, it techni-
cally falls outside the qualified person exception. It is
recourse borrowing where the concerns underlying the at-risk
rules are not implicated.

Frequently, partnerships will obtain traditional real
estate financing from institutional lenders such as insur-
ance companies and commercial banks who clearly satisfy the
definition of a qualified person. For a variety of non-tax
and non-accounting reasons, however, it is often not possi-
ble or not desirable for the institutional lender to extend
the financing directly to the partnership. For example,
some states, such as New York, restrict insurers' ability to
make loans to entities other than corporations. SeeArticle
5, Section 81, New York Insurance Law, recodified at,
Article 14, Section 1404 (statute enumerates permissible
classes of investment for insurance company reserves (e.g.?
government obligations, corporate obligations, certain
preferred stock, etc.)*/ Other states that have imposed
similar restrictions on insurance company investments
include California, Colorado, Connecticut, Florida, Iowa,
Maine, Massachusetts, Minnesota, Pennsylvania and Virginia.

In other cases, partnerships have sought to protect
partners against loss in the event of foreclosure where such
partners have pledged their promissory notes as collateral.
In such cases it is desirable to have an entity other than
the partnership incur the indebtedness.
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In order to avoid, such problems, partnerships will
frequently seek to interpose a corporate intermediary in the
borrowing transaction. To accomplish this result, the
parties will often use a structure similar to the following:

A partnership will issue and sell its own
note and mortgage to a specially-formed
corporation that is owned by an unrelated
third party (typically the intermediate
corporation is owned by a company such as U.S.
Corporation Co. or Prentice-Hall Services
which provide general corporation services to
the public). The intermediate corporation
will simultaneously issue and sell its own
note--secured by the partnership's note and
mortgage--to the institutional lender.

Economically, these loan transactions are of no conse-
quence to the intermediate corporation, and the benefits and
burdens run from the institutional lender to the partner-
ship. Despite the economic substance of these related
transactions, the partnerships, in form, borrow money from
the intermediate corporations which, by the very nature of
their special purpose creation, are not "actively and regu-
larly" engaged in the lending business as required by the
new amendments to the at-risk rules.

It is readily evident that the source of non-recourse
financing in each such transaction is a "qualified person"
for purposes of the at-risk rule exception. Unfortunately,
because of the structure that is either necessitated by
state law regulatorN requirements or selected based upon
valid non-tax considerations, these transactions currently
fall within the general limitations of newly-amended Code
section 465.**/ It is clear, however, that the concerns
underlying the general extension of the at-risk rules to
non-recourse financed real estate are not implicated in the
transactions at issue.

I have attached suggested statutory language that would
resolve this technical problem by amending the definition of
"qualified person" to include intermediate corporations
involved in "back to back loan" transactions. This is the
equitable result given that the form of the transaction is
dictated by non-tax considerations.

Please do not-hesitate to all if you have any ques-
tions or comments with regard t the above.

Si ely,

Enclosure
J n J. Salmon

*/ In September, 1983, this law was partially amended to
permit certain insurers to make loans directly to part-
nerships.

**/ Although the amendments to the at-risk rules do not
apply to partnership interests acquired before January
1, 1987, they do apply to subsequent transfers of such
interests even though the property was placed in
service at an earlier date.
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MODIFICATION OF AT RISK LIMITATION ON REAL PROPERTY

(a) General rule - Section 465(b)(6)(D) is

amended by adding at the end thereof the following new

clause:

"(iii) Back to Back Loan Transactions - For

purposes of clause (i) a corporation shall be treated as

actively and regularly engaged in the business of lending

money under section 46(c)(8)(D)(iv) if -

(I) such corporation borrows money from

one or more 'qualified persons' (as

determined without regard to this

clause) and simultaneously lends

the aggregate principal amount

borrowed to another person pursuant

to terms such that the aggregate

amount periodically receivable with

respect to the amount loaned by the

corporation is equal to the aggre-

gate amount payable, on or about

the same dates, with respect to the

amount borrowed by the corporation,

(II) such corporation does not engage in

any activities other than those

described in subclause (I) above,

and

(III) the use of the corporation as an

intermediary in the transaction

described in subclause (M) does not

have as one of its purposes the

avoidance of Federal income tax."
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DEwEY, BALLANTINE, BUSHBY, PALMER & WOOD

William J. Wilkins, Esquire
Chief Counsel and Staff Director
Committee on Finance
U.S. Senate
Washington, D.C. 20510

Re: Technical Corrections Act of 1987
(S. 1350)

Dear Bill:

The following comments are submitted on behalf of the
Teachers Insurance and Annuity Association (TIAA) and
College Retirement Equities Fund (CREF) for consideration by
the Committee on Finance with respect to S. 1350, the
Technical Corrections Act of 1987. These comments, as
described in more detail below, suggest technical correc-
tions concerning several pension issues.

I. Section 1105 of the Tax Reform Act

Section 3121(a)(5)(D) of the Internal Revenue Code (the
"Code") defines amounts which are treated as wages and
includible in the social security wage base for FICA tax as
including any contributions to a 403(b) annuity contract
which is made by reason of a salary reduction agreement,
whether or not evidenced by a written instrument. Neither
section 3121(a)(5)(D) nor the legislative history behind its
enactment makes any distinction between mandatory, required
or voluntary 403(b) salary reduction contributions. Employ-
ers generally treat all 403(b) salary reduction contribu-
tions as subject to FICA tax even if such contributions are
required under the employer's plan.

Section 402(g) of the Code provides that the total
amount of elective deferrals contributed annually on behalf
of an employee to all 403(b) annuity contracts is limited to
$9,500. Section 402(g)(3)(C) of the Code defines "elective
deferral" for purposes of the $9,500 limit as including any
employer contribution to purchase a 403(b) annuity contract
under a salary reduction agreement within the meaning of
section 3121(a)(5)(D).

However, the language contained in both the Conference
Report accompanying H.R. 3838 (H.Rept. 99-841, 99th Cong.,
2nd Sess., 405, 410 (1986)) (the "Conference ReporL") and
General Explanation of the Tax Reform Act of 1986
(JCS-10-87, 662 (1987)) (the "Bluebook") indicates that
mandatory or required 403(b) salary reduction contributions
will not be treated as "elective deferrals" for purposes of
the $9,500 annual limit.

The conflict between the statutory language and the
statement of Congressional intent as reflected in the
Conference Report and Bluebook explanations should be
resolved . A technical correction to section 402(g)(3)(C)
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of the Code is recommended to conform the statutory language
to the Congressional intent, to provide in (C) that: "Any
employer contribution to purchase an annuity contract under
section 403(b) under a salary reduction agreement (within
the meaning of section 3121(a)(5)(D)) except that such term
shall not include contributions that are required under the
employer's plan and that are made by salary reduction as
determined under regulations prescribed by the Secretary."
(Proposed statutory correction underscored.)

II. S. 1350 (the "bill") contains an inaccurate reference
in section 111A(b)(11)., which provides that a new paragraph
(9) is added at the end of Section 1123(h) of the Tax Reform
Act of 1986 (the "Act"). The correct reference to the
section of the Act to which a new paragraph (9) will be
added should be Section 1122(h).

III. Section 1123(e)(2) of the Act

The bill proposes a technical correction to section
1123(e)(2) of the Act with respect to the 1989 restrictions
on distributions attributable to 403(b) "elective deferrals"
(as defined in section 402(g) of the Code). That proposed
correction appears to include a new grandfathering rule for
the 1989 restrictions on distributions by providing that
such restrictions shall only apply to distributions from
403(b) annuity contracts which are attributable to assets
other than assets held as of the close of the last year
beginning before January 1, 1989. Therefore, it appears
that the restrictions on distributions attributable to
403(b) elective deferrals do not apply to pre-1989 403(b)
elective deferrals, including pre-1989 interest attributable
to such elective deferrals. This special rule presents
problems in identifying, tracking, and allocating the
grandfathered 403(b) elective deferrals and earnings. The
proposed technical correction language should be revised to
reflect more clearly the 403(b) elective deferrals and the
amount of the earnings on those amounts determined as at the
close of the last year beginning before January 1, 1989
(i.e., rather than referring to "assets"). Alternatively,
the technical correction could provide that the 1989 re-
strictions do not apply to the value under any 403(b)
annuity determined as at the close of the last year begin-
ning before January 1, 1989.

IV. Section 1852 of the Act

Section 1852 of the Act extends the 401(a)(9) qualified
plan distribution rules to 403(b) annuities for "benefits
accruing after December 31, 1986." There had been some
speculation that the proposed technical corrections might
either clarify the term "benefits accruing after Decem-
ber 31, 1986" or repeal the grandfathering rule for benefits
accrued prior to 1987, thereby extending the qualified plan
distribution rules to 403(b) annuities irrespective of when
such benefits accrued. However, the bill as introduced does
not include either of these provisions.

It is recommended that technical corrections specifi-
cally define the term "benefits accruing" for purposes of
identifying 403(b) amounts not subject to the qualfied plan
required distribution rules. For example, one should be
able to determine whether or not benefits accrued prior to
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1987 merely mean the accumulation value under the 403(b)
annuity as of December 31, 1986.

V. Section 1123 of the Act

It is recommended that a technical correction be sought
to Section 1123(a) of the Act concerning the exception to
the 10% additional tax under section 72(t)(2)(A)(iv) for
lifetime annuities commencing after an employee separates
from service to include lifetime annuities which begin under
a phased retirement.

A technical correction should also be sought to Section
1123(e)(3) of the Act to extend such exception from the 10%
additional tax under section 72(t) to individuals who were
in pay status as of March 1, 1986, under an irrevocable
election for lifetime annuities but who had not separated
from service with the employer as of March 1, 1986.

VI. Sections 1105 and 1117 of the Act

The bill would amend Section 1105 of the Act to provide

that income on excess deferrals which are distributed before

the applicable April 15 date, including income earned during

and after the year to which the deferral relates, is includ-

ible in income in the year distributed rather than in the

year to which the deferral relates as is currently provided.
However, Section 1117(b) of the Reform Act, relating to
401(k) contributions, employer matching contributions and
employee contributions, provides that excess contributions
(plus earnings) and excess aggregate contributions (plus
earnings) that are distributed within 2-1/2 months after the

end of the plan year are treated as received and earned by
the recipient (i.e., employee) in the taxable year to which

the contribution relates, subject to a de minimis exception
which was added under the bill.

The bill apparently intends that income on excess

deferrals distributed under section 402(g)(2) 
of the Code

will be includible in the recipient's gross income 
in the

year distributed whereas income on excess 
401(k) contribu-

tions, on excess aggregate contributions as defined 
in

section 401(m) of the Code, or on certain other 
excess

contributions as defined under section 4979 of 
the Code,

will be generally includible in income in the 
taxable year

to which the contribution relates. It is recommended that

the rules relating to the taxable year for 
inclusion in

gross income of income allocable to excess 
deferrals (sec-

tion 402(g)(2) and income allocable to excess 
aggregate

contributions and excess contributions under 
section be made

consistent. The inclusion of earnings in the year distrib-

uted (rather than the year to which the excess 
contribution

relates) is easier to administer and would reflect 
the fact

that a portion of the earnings may in fact 
have been earned

in the year of distribution.
Barbara Seymon-Hirsch of TIAA/CREF would be happy to

answer any questions or discuss this matter with your or

your staff. She can be reached at (212) 916-4663.

Respectfully submitted,

Dewey, Ballantine, Bushby,
Palmer & Wood

By:L_W_ __ _____r_ _
Lawrence F. O'Brien, III
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The Diocese of Colorado Springs
29 West Kiowa StreetS9 Colorado Springs. Colorado 80903-1498

Offi of Powd Gl~q

Ms.Laura Wiico.
j.. -#anate Committee on ifnreC-

S.C'. 205
wasnina ton O.C.. 205 10

July 8 1,

C'er ms. Wilcox:

I .m writin,i concernin, , roi-Or ,inder section .t mi nt
the Internal PevenuS ,.ode. Pertaini-,.- to the Tax Peform Act
-f I oelie'.e firm tn.r gift .nni . e issued b- .. r
P-'otit. ShoLlid not oe ta>e or treated I.e commercial types
) .ij rance.

,. ft annui ties -Are ,!sed ten..,,.Jse an inter,, Le .donor want- to
ma e .igft to non Drofil institution. The 1S u rfCe of
,nnut y contracts does not neces' ari ly mean ,'. ,t a aift
annuity proqrar rises to the level of commercial tvpe
Lnsur'zk ne. oelieve they ,io not .-iri:e theit rrim,ry
pur'ose is their intent to make a girt to a cnalrt:L, la
ios.titurL ;.an. (lift annuities .i.n.e ,s . , 'l' .r ,

fo! that purpose for almost . century.

1 would opreciate your leader.-hio in ,_ar't :n . h. the
provision of the Ta> .-. irorm Act of lqtq, do.r- not r,1lv to
charitable gift annuities Thits seeme to Oe tne intent
behind the Tax Reform A4ct.

-',. nce r

lcCalder
Director of ,itt Planning
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EAST CAROLINA UNIVERSITY
GREENVILLE, NORTH CAROLINA 27858.4353

Of fke for Insliutloti Advancement (919) 757-408

July 7, 1987

Ms. Laura Wilcox
U. S. Senate Finance Committee
S. D. 205
Washington, DC 20510

RE: POTENTIAL TAXATION OF CHARITABLE GIFT ANNUITIES

Dear Ms. Wilcox:

This letter is to express our concern over the issue of whether
charitable gift annuities would become subject to the unrelated
business income tax under the new section 501 (m) of the 1986 Tax
Reform Act. This new section taxes the commercial insurance activities
of nonprofit organizations.

We understand that technical corrections bills covering details of the
Tax Reform Act are pending in both the House and Senate, and 3o far
they fail to clarify that charitable gift annuities are not subject to
the unrelated business income tax because they are not commercial
insurance under section 501(m). Such clarification should be made to
specifically exclude charitable gift annuities from the provisions of
section 501(m).

Charitable gift annuities, through which a donor may make an immediate
gift to a nonprofit organization and receive back a specified income
for life, have never been treated as an unrelated trade or business.
In 1969, Congress added Tax Code section 514(c) (5) specifically to
direct how charitable gift annuities are to be treated under the
unrelated business income tax. Though this section was not amended by
the Tax Reform Act, the new section 501(m) could be read to include
charitable gift annuities.

Donors, typically less wealthy than those who create charitable
remainder trusts, use charitable gift annuities because they want to
make a gift, not because they want the annuity income.

We respectfully request that the technical corrections bill clarify
that charitable gift annuities are not subject to the unrelated
business income tax because they are not commercial insurance under
section 501(m) of the Tax Reform Act of 1986.

Thank you for considering our concerns and request. Please let me know
if I can be of further assistance in this regard.

Sincerely,

Micah D. Ball
Director of Planned Support
and Special Gifts

cc: Dr. Richard R. Eakin, Chancellor
Mr. James L. Lanier, Vice Chancellor for Institutional Advancement
Mr. David B. McDonald, Director of Institutional Advancement
Mr. W. R. Roberson, Jr., President, ECU Foundation, Inc.



662

East Texas Baptist Unlrersity

Honorable Dan Rostenkowski
2111 Rayburn House Office Building
Washington, D.C. 20515

Dear Representative Rostenkowski:

I write out of concern for the generation-skipping transfer tax
provisions under Chapter 13 of the Internal Revenue Code of 1986.

A substantive change has been slipped into the Technical Corrections
Bill of 1987 (H.R. 2636 and S. 1350) introduced on June 10, 1987, in
both houses of Congress which amends, rather than corrects, Sec.
2646(a)(2)(B) and Sec. 2642 (d)(2)(B) by deleting the language reducing
the denominator of the applicable fraction by any charitable deduction
allowed under Sec. 2055 or Sec. 2522 with respect to such property.
As a result, neither the denominator of the applicable fraction for new
trusts nor the denominator of the recomputed applicable fraction for
additions to generation-skipping trusts will be reduced by otherwise
allowable charitable deductions.

Reference is also made to the new Sec. 2625 which has been added to
Chapter 13, and Sec. 2622 which defines "Taxable Amount."

The result of the above changes (not technical corrections of the Tax
Reform Act of 1986!) is to completely abolish the savings opportunities
in regard to generation-skipping transfer tax which charitable lead
trusts provided under the original provisions of the Tax Reform Act
of 1986. In addition, the charitable deduction will be available
only for the portion of the taxable amount which is actually distributed
to charity.

This proposed change is clearly more than a "correction", it is
substantive. I read in the Wall Street Journal that you said, "This
legislation is not intended or designed to make substantive changes
to last year's act. In this regard, the staff has undergone painstaking
analysis and review to help insure the technical nature of this
legislation. I will, of course, not support any substantive changes
to the 1986 Act couched in the form of purportedly technical amendments."

I therefore, urge you to have your staff examine this area of the
correction bill and keep the charitable deduction in the generation-
skipping transfer tax's "inclusion ratio" formula.

As observed above, to repeal the Generation-Skipping Transfer Tax
charitable deduction for lead trusts is clearly substantive and not
technical. In addition, I would point out that the change is contrary
to congressional policy of encouraging charitable gifts. This change,
if enacted, could cost the nations private service sector (hospitals,
schools, etc) billions of dollars in years to come.

I urge you to use your influence and position to keep the Technical
Corrections Bill of 1987 just what its name implies, and to leave the
historical position of the congress intact to encourage charitable
gifts to the nations 501(C)(3) institutions.

Respectfully yours,

Harvey Lewis
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,cUE"EASTERN COLLEGE
THE EASTERN BAPTIST THEOLOGICAL SEMINARY

ST. DAVIDS, PA 19067 (215) 341-5800

July 14, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, DC 20510

Dear Ms. Wilcox:

I am writing to express my concern about an important omission in the
Technical Corrections Bill (S. 1350).

The omission is an amendment to clarify that charitable gift annuities
issued by IRC Sec. 50(c)(3) organizations are not "commercial-type
insurance" under IRC Sec. 501(m).

Purchase of a gift annuity from either of the two institutions
I represent by one of our friends is not done primarily to receive
income. Primary in their mind is the aspect of making a gift to help
our two institutions.

For the people with whom I am in contact, who are not in the large
donor category, a charitable gift annuity is the equivalent of a
charitable remainder annuity trust, which is unaffected by IRC 501(m).

Gift annuities have been used by charitable organizations in excess of
100 years. These gift annuities are not competitive with commercial
annuities and are riot "commercial-type insurance."

Failure to clarify this law would greatly effect a decrease in an
important source of funds for our two organization's charitable
activities.

I have written to each member of the Senate Finance Committee and trust
that they will amend the Technical Corrections Act to clarify that
charitable gift annuities issued by IRC Sec. 501(c)(3) organizations
are not subject to IRC Sec. 501(m).

Thank you for bringing this important and significant matter to their

attention.

Sincerely,

William R. Rueckle
Director of Planned Giving
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STATEMENT OF

THE EDISON ELECTRIC INSTITUTE

BEFORE THE

COMMITTEE ON FINANCE

UNITED STATES SENATE

COMMENTS ON S. 1350

THE TECHNICAL CORRECTIONS ACT OF 1987

July 23, 1987
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STATEMENT OF

THE EDISON ELECTRIC INSTITUTE

COMMENTS ON S. 1350

THE TECHNICAL CORRECTIONS ACT OF 1987

July 23, 1987

The Edison Electric Institute (EEI) is pleased to
comment on H.R. 2636, the Technical Corrections Act of 1987.
EEI is the association of the investor-owned electric utilities
whose members generate and distribute approximately 75 percent
of the nation's electricity.

Under section 211 of the Tax Reform Act of 1986,
in the case of periods after December 31, 1985, a taxpayer
is required to reduce the basis of property that qualifies
for transition relief from the repeal of the regular investment
tax credit (ITC) by the full amount of ITC earned with respect
to transition property (after application of the phased in 35-
percent reduction). See General Explanation of the Tax Reform
Act of 1986 (Blue Book), JCS-10-87, pg. 122, May 4, 1987.
There exists a problem with respect to ITC which has been given
little attention. The problem relates to the 100 percent basis
adjustment for ITC and the interrelationship of the 35-percent
reduction for credits utilized in 1988 (17.5 percent, 1987) and
later years.

For example, assume X Co. acquires property, subject
to a transition rule, costing $100 which is placed in service
in 1986. The ITC would be $10 and the basis of the property
for depreciation purposes would be $90. The credit is utilized
by X Co. as part of a carryforward in 1988, but only $6.50 is
utilized because of the 35-percent reduction. It is understood
that personnel on the staff of the Joint Committee on Taxation
are of the view that the $3.50 is not restored to basis in 1988
(or in 1986, by way of an amended return).

This is obviously unfair and should be corrected
by a technical amendment because the 100 percent basis adjust-
ment denies the taxpayer deductions for credits in part never
realized. The reduction in basis should reflect the amount of
ITC actually utilized, after the application of the phased in
35-percent reduction.

We appreciate the opportunity to provide our comments

on this important work of the Committee.

Respectfully Submitted,

Ronald D. Clements
Director, Legislative Affairs
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SUMMARY OF COMMENTS OF
HENRY J. SPRING, JR. DIRECTOR-PUBLIC AFFAIRS, PITNEY BOWES INC.

U.S. SENATE
COMMITTEE ON FINANCE

RE: THE TECHNICAL CORRECTIONS ACT OF 1987, S.1350
JULY 24, 1987

Pitney Bowes Inc. (PBI) believes that the Technical Corrections Act of 1987,
S.1350, should correct the definition of "book income," under the book income
preference provision of the Tax Reform Act of 1986, Section 701, so that the
profit from intercompany sales within a consolidated tax group (tax entity) are
not included within the meaning of such term.

Within the PBI tax entity, PBI sells to its wholly-owned subsidiary, Pitney
Bowes Credit Corporation (PBCC), equipment for subsequent lease to PBI
customers. PBCC, as such, acts as a marketing vehicle for PBI. PBCC's leases
to third parties are true leases in that neither title nor ownership passes in
the leased equipment to the lessee, which is unlike other types of transactions
where title passes immediately (installment sales methods) or where title passes
automatically at the end of the lease term (completed contract method).

For tax purposes, PBCC is included in PBI's consolidated tax return, and the
intercompany sale by PBI to PBCC is not recognized pursuant to the intercompany
profit elimination rule provided for in Regulations Section 1.1502-13.
Accordingly, PBI recognizes income when the equipment in question is depreciated
on the books of PBCC. However, for financial accounting purposes, the
intercompany sale from PBI to PBCC is treated as a sale at the time of the
lease.

The Congressional intent of the book income preference provision is to tax book
income to the extent that economic income has been realized and to prevent the
avoidance of taxation. - PBI contends that the intercompany sale by PBI to PBCC
for purposes of leasing by PBCC does not amount to economic income in that the
intercompany sale has resulted in no economic significance to the tax entity.
PBI further contends that no sale has taken place since title and ownership
remains within the consolidated tax group. Under these circumstances, the only
economic income or economic significance realized by the tax entity is the
rental income which is taxable in the year in which it is received or due from
its lessees. Therefore, there is no tax avoidance. In accordance with
well-established principles of tax law, PBI should not be taxed in the first
year for rental income that will not be received until future tax years.

Therefore, Section 701 of the Tax Reform Act of 1986 should be corrected to
define the meaning of book income so that for transactions where possession of
goods or equipment passes to a party outside the consolidated tax entity, income
would only be recognized the earlier of the time when title passes or cash
payments are received or due. This correction will avoid unintended taxation of
intercompany sales where such sales result in no economic income from sources
outside the tax entity or where they do not result in any economic significance
to the tax entity.

Henry J. Spring, Jr.
Director-Public Affairs
Pitney Bowes Inc.
One Elmcroft
Stamford, CT 06926-0790
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COMMENTS OF

HENRY J. SPRING, JR. DIRECTOR-PUBLIC AFFAIRS, PITNEY BOWES INC.
U.S. SENATE

COMMITTEE ON FIANCE
RE: THE TECHNICAL CORRECTIONS ACT OF 1987, S.1350

JULY 24, 1987

On behalf of Pitney Bowes Inc. (PBI), I appreciate this opportunity to present

our comments in connection with the Technical Corrections Act of 1987, S. 1350.

We believe that the Technical Corrections Act of 1987 is the appropriate

legislative instrument to provide clarification of a certain provision of the

Tax Reform Act of 1986 (Tax Reform Act). The provision at issue is the book

income preference, Section 701 of the Tax Reform Act. PBI believes that the

application of the book income preference, as it relates to PBI's internal

transfers of equipment through intercompany sales for purposes of leasing to

third parties, creates results which were unintended by Congress (as set forth

in the General Explanation of the Tax Reform Act of 1986) and which are

inappropriate and unfair under well-established principles of tax law.

PBI's Business, Subsidiary and Methods of Accounting

In order that the application of the book income provision to PBI be

understood, I would like to briefly describe PBI, its relationship with its

subsidiary in question, and its methods of accounting.

PBI manufactures and markets in the United States various items of office and

business equipment produced by its U.S. Business Systems Division, as well as

those produced by other manufacturers. For the purposes of assisting in the

marketing of these products, in 1977 PB1 formed a wholly-owned subsidiary, now

known as Pitney Bowes Credit Corporation (PBCC). PBCC is included in the

Federal consolidated tax return filed by PBI. Where PBI's customers wish to

lease, as opposed to purchase, PBI equipment, PBI internally transfers, through

an intercompany sale, such equipment from its U.S. Business Systems division to

PBCC. These intercompany sales by PBI to its wholly-owned subsidiary, PBCC,

does not, in fact, represent a sale or transfer to an unrelated third party

since, for consolidated tax purposes, PBI and PBCC are essentially one entity.

The leases provided by PBCC cover either a 3-, 4-, or 5-year term. Pursuant to

the lease provisions, the equipment must be returned by the lessee to PBCC at

the end of the lease term. Alternatively, the lessee

may elect to renew the lease or purchase the equipment at its fair market

value. Therefore, under the basic terms of its true lease agreement, PBCC

retains the risks and burdens inherent in ownership of the leased equipment.

The arrangement that PBI has through its wholly-owned subsidiary, PBCC, is a

rental of equipment to a third party, with no sale or transfer of title

occurring outside the consolidated group (taxable entity).

In PBI's accounting for financial purposes, PBCC is treated as an

unconsolidated subsidiary. In accordance with Generally Accepted Accounting

Principles, PBI reports "sales" to PBCC in the year that the lease is

executed. PBI includes in book income the entire income from the sale to PBCC

reduced by its inventoried cost. On the separate accounting records of PBCC,

the cost of the equipment to PBCC plus the finance charges inherent in the

lease are included as a lease receivable.
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In PBI's accounting for tax purposes, PBCC is included in the consolidated tax

return of PBI. By consolidating PBI and PBCC for tax purposes, income is

recognized as if only one entity exists for tax purposes. Under Regulations

1.1502-3, intercompany profit on the intercompany sale from PBI to its

subsidiary, PBCC, for purposes of a subsequent lease to a third party, is

treated as a non-taxable event for purposes of consolidated tax reporting. The

Intercompany profit to PBI is then recognized for tax purposes on the

consolidated return as the asset is depreciated on the books of PBCC, thereby

offsetting PBCC's depreciation claimed so that in consolidation, depreciation

is actually based on PBI's cost of the equipment. Income from third parties is

then recognized from from lease receipts. The consolidated return thereby

reflects actual economic income being subject to tax in the year in which it is

received or realized by the tax entity.

However, under the Tax Reform Act, Section 701, book income preference

provision, intercompany sales (as distinguished from a sale to a third party),

which are recognized as sales for book purposes, are subject to taxation, even

though income from the intercompany transaction has not been received from

sources outside the tax entity.

Intent, and Application to PBla of the Book Income Preference

In the General Explanation of the Tax Reform Act of 1986 (H.R. 3838, 99th

Congress; Public Law 99-514), Title VII-Minimum Tax Provisions, Reasons for

Changes, the Congressional intent of the book income preference provision may

be summarized by the following excerpts:

Congress concluded that the minimum tax should
serve an overriding objective: to ensure that
no taxpayer with substantial economic income can
avoid significant tax liability by using exclusions,
deductions, and credits. (Emphasis added.) p. 432

In certain circumstances where income is defined
more broadly for financial reporting purposes than
for any tax purposes, Congress concluded that finan-
cial reporting definitions should apply, in order to
prevent the avoidance of taxation by companies that
report earnings to regulators, shareholders or
creditors. (Emphasis added.) p. 435

The above passages demonstrate that the Congressional intent of the book income

provision under the Alternative Minimum Tax provision was to focus on the

situation where a tax entity has received economic income but through various

tax mechanisms has effectively avoided taxation. The following is a discussion

of why this provision is not applicable to the PBI tax entity based upon the

Congressional intent of such provision, in that it has neither, in fact,

avoided taxation nor deferred tax on real economic income from third parties.
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The intercompany sale of equipment by PBI to its wholly-owned subsidiary, PBCC,

for subsequent lease by PBCC to third parties, does not represent economic

income or result in any economic significance to the tax entity. Income is

recognized in any given year only when rentals are received or due PBCC from

leases to third parties and is, therefore, fully reported on PBI's consolidated

tax return. There is, in fact, no deferral or avoidance of any economic income

received from any source outside the tax entity. PBI and PBCC's lease

arrangements may be differentiated from other types of transactions which could

more appropriately fulfill the intent of the book income provision. Those

other transactions include the installment sales and the completed contract

methods. Under the installment sales method, title passes to a third party

immediately upon sale. Under the completed contract method, payments are made

over a period of time, with title passing (or a sale taking place) to a third

party automatically at the end of the contract term. In each of these other

arrangements, a disposition or sale of an asset to a third party has occurred,

whereas with the intercompany sale of equipment by PBI to PBCC for rental by

PBCC under a true lease contract, no sale or disposition to a third party has

occurred, and according to the contract, title remains with PBCC and,

therefore, the asset remains within the consolidated group. Under the

installment and completed contract methods, a clear intention exists from the

outset that title and ownership shall pass as a part of the transaction. No

such intention exists when PBCC rents its equipment to third parties. It may

also be said that under the installment sales or completed contract methods,

the income from such sales is deferred over the contract term. PBI and PBCC,

as a consolidated taxpayer on the other hand, do not defer-economic income but

report subsequent true lease rental receipts from third parties in the year in

which they are earned and/or received. Therefore, the PBI-PBCC lease

arrangement is not the intended target of the book income provision (as set

forth in ihe foregoing General Explanation excerpts), as this arrangement does

not avoid taxes by deferring recognition of future rental receipts.

Another stated intention of the book income provision was to correct the harm

caused to "the perception and reality of fairness." While concern for public

perception is a laudable objective, PBI respectfully disagrees with this

objective being used as a basis for taxation where it results in unfairness to

PBI, under the circumstances above explained. We believe that the application

of the book income provision, like any other provision of the tax code, should

insure that in any tax year, economic income received by the taxpayer should be

subject to tax in that year, and that taxation should not occur at an earlier

time. The PBI tax entity pays taxes on income as it is received from sources

outside the consolidated tax entity. Generally Accepted Accounting Principles,

which treat the intercompany sale of equipment within the tax entity as a sale,

have different objectives than the tax code. Consequently, the PBI tax entity,

by adhering to those mandatory accounting principles, is, in effect penalized

for tax purposes.
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In sunnary, given the nature of the transactions of PBI at issue (intercompany

sales within the PBI consolidated tax entity for subsequent lease and not sale

to third parties) and the stated intention of Congress under the book income

provision above set forth, PBI believes that such provision is technically in

error when applied to the intercompany transactions within the PBI tax entity

which are recognized as sales for book purposes. This provision should be

corrected or book income defined so as to avoid an unintended tax being levied

on a transaction which results in no economic significance to the tax entity or

where there is no real economic income received from third parties. Defining

book income so that it includes income from transactions where possession of

goods or equipment passes to an unrelated party only upon the earlier of the

time when title passes or cash payments are received or due, Congressional

intent may be more accurately reflected.

-Again, I appreciate this opportunity to present PBI's comments and will provide

any other information the Committee may deem helpful.
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LAW OIFCBS

GROOM AMD NORDUERO

RE: Comments on International Insurance
Tax Asgects of S. 1350

Dear Ms. Wilcox:

This statement concerning S. 1350, The Technical Cor-
rections Act of 1987, is being submitted for the record on
behalf of TheEuita1ble Life Assurance Society of the
United States, Metropolitan Life Insurance Company and The
Prudential Insurance Company of America.

The Tax Reform Act of 1986 ("1986 Act") made extensive
changes in the taxation of foreign operations of U.S. insur-
ance companies and their subsidiaries. For the reasons dis-
cussed below, certain provisions affecting these operations
should be clarified or revised. We respectfully request
that our proposals be incorporated into S. 1350.

1. Investment Income Attributable To Same-Country
Insurance Should Not Be Subject To Subpart F.

Subpart F of the Code currently taxes certain income of
a controlled foreign corporation ("CFC1') to the CFC's U.S.
shareholders. One component of subpart F income is "insur-
ance income." As defined in section 953 (after amendment
by the 1986 Act), insurance income essentially is income
attributable to the insuring of risks arising outside the
CFC's country of incorporation. Therefore, insurance
income does not include income attributable to the insuring
of risks arising within the CFC's country of incorporation
("same-country insurance"). Under prior law, also, section
953 did not apply to same-country insurance income, because
that section applied only to the insurance of U.S. risks.

Notwithstanding the rules of section 953, the 1986 Act
has made a substantial portion of the income attributable
to same-country insurance subject to subpart F. Under
section 954(c), foreign personal holding company income --
another component of subpart F income -- now includes all
investment income derived by an insurance company, even
investment income attributable to same-country insurance.
Prior law's exceptions for investment income derived on
ordinary and necessary reserves and certain surplus were
repealed without regard to whether the income is attri-
butable to same-country insurance.

We believe that the 1986 Act change which applies sub-
part F to investment incpme attributable to same-country
insurance is inappropriate for the following reasons:

0 The earning of investment income is an integral
part of the business operations of insurance com-
panies. Premiums are received and invested in
order to satisfy benefit claims and other insur-
ance expenses incurred by the company. Thus, the
various aspects of an insurance policy are an inte-
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grated economic transaction, and investment income
is properly viewed as a component of insurance in-
come. Accordingly, when investment income is at-
tributable to same-country insurance, this invest-
ment income should continue to be excluded from
subpart F as is the case for the same-country in-
surance income under section 953.

0 Maintaining this prior law exclusion for invest-
ment income would be consistent with the base com-
pany concept of subpart F. Under this concept,
subpart F is generally applied only to income that
is derived from operations outside the CFC's coun-
try of incorporation. See section 954(d) and (e),
relating to foreign base company sales and ser-
vices income.

0 Allowing deferral for all types of income attri-
butable to same-country insurance would permit
U.S.-owned foreign insurance companies to compete
abroad under the same tax burdens that apply to
non-U.S.-owned foreign insurance companies. Equal-
izing this competition for foreign markets would
benefit U.S. companies seeking to expand abroad
and would help reduce U.S. trade and balance of
payment problems.

& The exclusion from subpart F of all income attri-
butable to same-country insurance would not be
subject to abuse. If risks were reinsured into a
tax-haven affiliate, subpart F would apply to
eliminate deferral.

Accordingly, S. 1350 should provide that foreign per-
sonal holding company income does not include investment in-
come attributable to same-country insurance.

2. If Investment Income Attributable To Same-Country
Insurance Is To Be Subject To Subpart F, (i) Deduc-
tions Should Be-Allowed For Reserves, Benefits,
Policyholder Dividends and Other Expenses, and
(ii) Deficits Should Be Carried Forward Against
Future Subpart F Income.

i. Qdutons

Subpart F taxes U.S. shareholders only on the net income
of a CFC after allowance of deductions for expenses of the
CFC that are properly allocable to its gross subpart F in-
come. Section 954(b)(5). Accordingly, if, notwithstanding
the arguments set forth above, the decision is made to apply
subpart F to investment income attributable to same-country
insurance, the expenses properly allocable to this invest-
ment income must be determined and allowed as a deduction.

In applying subpart F, the deductions for benefit pay-
ments, reserves, policyholder dividends and other insurance
expenses should not be allocated first to premium income of
an insurance CFC. Instead, these deductions should be allo-
cated between the company's grosp investment income and
gross premium income in a manner that is consistent with the



673

contribution these expenses make to the production of both
types of income. In many cases, it will be appropriate to
allocate theme expenses between investment and premium in-
come on a pro rata basis. In some situations, however, a
direct tracing or other allocation method may be appro-
priate.

Only such a pro rata or other allocation of expenses
reflects the fact that an insurance company effectively
derives both its premiums and investment income in exchange
for its provision of insurance, so that costs of providing
insurance -- such as reserves and benefit payments -- con-
tribute to the production of both classes of income. Policy-
holders pay premiums at the beginning of the period covered
by the insurance, and the company uses the investment income
earned on these premiums, as well as the premiums them-
selves, to provide the insurance coverage. For this reason,
reserves, benefit payments, policyholder dividends and other
expenses of providing insurance are a necessary factor in
the production of the company's investment income and should
be partly allocated thereto. Moreover, the partial alloca-
tion of these insurance expenses to investment income is
consistent with the proper method of cost allocation for
other financial intermediaries. The contrary method of allo-
cating costs of providing insurance only to premium income
is conceptually wrong and should be rejected. It is incor-
rect to assume that reserves, benefit payments, policyholder
dividends and other insurance expenses are only costs of
producing premium income and not investment income.

Accordingly, S. 1350 should be clarified to provide for
allocation of benefit payments, reserves, policyholder
dividends and other expenses on a pro rata or other appro-
priate basis in computing the investment income attributable
to same-country insurance that is subject to subpart F.

ii.Di

Under section 952(c)(1)(B), the subpart F income of a
CFC that a U.S. shareholder must include in income is offset
by the shareholder's pro rata share of any "qualified def-
icit" incurred by the CFC in a prior year. In order to be
qualified, a deficit must be attributable to the same "qual-
ified activity" as the income being offset. The term "qual-
ified activity" means any activity giving rise to: foreign
base company shipping income; foreign base company oil re-
lated income; in the case of a qualified insurance company,
insurance income; or, in the case of a qualified financial
institution, foreign personal holding company income.

As discussed above, under the 1986 Act, investment
income attributable to same-country insurance is included in
subpart F, foreign personal holding company income. A CFC
engaged in same-country insurance activities may incur a
deficit from those activities if the amount of gross invest-
ment income is less than the properly allocable deductions.

It is not clear that section 952(c)(1)(B) allows such a
deficit incurred in same-country insurance activities to be
carried forward. Under section 952(c)(1)(B)(iii)(III), in
the case of a qualified insurance company, only a deficit in-
curred in an activity giving rise to "insurance income" can
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be carried forward. However, if.the section 953 definition
of the term "insurance income" applies for this purpose, a
deficit incurred in same-country activities can not be car-
ried forward because section 953 excludes same-country in-
surance. Similarly, under section 952(c)(1)(B)(iii)(IV), in
the case of a "qualified financial institution," a deficit
incurred in an activity giving rise to foreign personal hold-
ing company income can be carried forward. However, it is
not clear that this provision applies to an insurance com-
pany since section 952(c)(1)(B)(iv) includes in the term
"qualified financial institution" only CFCs engaged in a
"banking, financing, or similar business."

S. 1350 should clarify that a deficit incurred in
same-country insurance activities can be carried forward and
applied to offset any future subpart F investment income
from these activities. The general rule of section
952(c)(1)(B) is to allow subpart F income generated by an
activity to be offset by prior deficits incurred in that
same activity. This general rule should apply to same-
country insurance activities as it applies to other
activities generating subpart F income.

3. Insurance Reserves For Foreign Operations Should Be
Computed Based On The Factors Relevant To Those
Operations,

For the first time under the 1986 Act, subpart F applies
to certain income a CFC derives from insuring foreign risks
of unrelated parties. The computation of this subpart F in-
come requires the determination of insurance reserves which
are a deduction from the gross income of an insurance CFC.

Reserves are a measure of the present value of a com-
pany's insurance liabilities. A deduction for reserves is
provided for insurance companies in order to properly re-
flect their income.

For insurance operations in the United States, the Code
generally bases the determination of reserves on interest
rate, mortality, morbidity and expense factors derived from
U.S. experience. See sections 807 and 846. It would be il-
logical, however, to use the same U.S. experience factors to
determine reserves for foreign operations since U.S. and for-
eign interest rates and other experience may be very differ-
ent.

The present value of foreign insurance liabilities can-
not be accurately determined if reserves are based on fac-
tors derived from U.S. experience. For this reason, the use
of U.S. reserve factors would inevitably overstate or under-
state the income from foreign insurance operations. Accord-
ingly, it should be clarified that reserves for foreign oper-
ations are to be based on factors relevant to those opera-
tions rather than on U.S. factors.

4. The Fresh Start For Casualty Insurance Reserves
Should Be Excluded From Earnings And Profits In
Computing Dividends From A Foreign Corporation And
The Indirect Foreign Tax Credit,
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The 1986 Act substantially revised the method for comput-
ing reserves for casualty insurance companies. The Act gave
companies a "fresh start," however, for preexisting reserves.
Under the fresh start rules of Act section 1023(e)(3), any
decrease in these preexisting reserves resulting from the
change to the new method for computing reserves is not in-
cluded in taxable income but is included in earnings and
profits.,V

The increase of earnings and profits by the fresh start
is inappropriate for certain purposes in the international
context. Unlike the domestic context, in the international
context increasing earnings and profits by the fresh start
often increases the amount of total corporate level tax
(U.S. and foreign) rather than only the amount of individu-
al shareholder level tax on distributions. S. 1350 (sec-
tion 112(h)(6)) recognizes that such an increase in cor-
porate level tax is contrary to the purpose of the fresh
start by providing that the fresh start shall not increase
earnings and profits in applying Code section 952(c)(1)
(A). The latter provision limits the subpart F income of a
CFC to the amount of its earnings and profits.

This rule of S. 1350 should also apply to the determi-
nation of whether a distribution by a foreign corporation
to a U.S. corporation is a dividend and to the determina-
tion of the indirect foreign tax credit under sections 902
and 960 with respect to such a dividend. Under sections
902 and 960, a U.S. shareholder that receives an actual or
deemed subpart F dividend from a foreign corporation quali-
fies for an indirect foreign tax credit equal to a portion
of the foreign taxes paid by the foreign corporation. This
portion is based on the ratio of the amount of the actual
or deemed dividend to the amount of the foreign corpora-
tion's earnings and profits.

Increasing earnings and profits for purposes of this in-
direct foreign tax credit computation or for determining
whether a distribution to a corporation is a dividend would
produce inappropriate results. The indirect foreign tax
credit would be diluted, thereby increasing corporate level
tax contrary to the purpose of the credit and the fresh
start. For instance, there would be residual (after for-
eign tax credit) U.S. corporate tax if a U.S. corporate
shareholder received an actual or deemed dividend from a
foreign casualty insurance company that is subject to an
effective rate of foreign tax equal to the U.S. effective
rate. It is contrary to the purpose of the indirect for-
eign tax credit and the fresh start, however, to impose
residual tax in this situation. There should be no resi-
dual U.S. tax when the United States and a foreign'country
are taxing income at the same effective rate. Moreover, if
the fresh start increases earnings and profits and there-
fore residual tax, the change in method for computing casu-
alty reserves will also increase corporate level tax with
respect to preexisting reserves. This is the very result
the fresh start was designed to avoid. The inappropri-
ateness of this result is underscored by the fact that it
does not occur if a U.S. casualty company operates in a for-
eign country through a branch rather than a subsidiary.

Accordingly, S. 1350 should be revised to provide that
the fresh start does not increase earnings and profits for
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purposes of determining whether a distribution to a U.S.
corporation is a dividend and of computing the indirect
foreign tax credit under sections 902 and 960 with respect
to such a dividend. However, earnings and profits would be
increased by the fresh start for purposes of determining
whether a distribution to an individual is a dividend.

We would welcome the opportunity to work with staff to
resolve these issues and will submit additional materials
expanding upon the above discussion as appropriate. Please
call if you have any questions.

Very truly yours,

Theodore R. Groom

Daniel Horowitz



677

Suoplement To Statement

Outline of Statement

1. Investment Income Attributable To Same-Country Insurance
Should Not Be Subject To Subpart F.

2. If Investment Income Attributable To Same-Country Insur-
ance Is To Be Subject To Subpart F, (i) Deductions
Should Be Allowed For Reserves, Benefits, Policyholder
Dividends and Other Expenses, and (ii) Deficits Should
Be Carried Forward Against Future Subpart F Income.

3. Insurance Reserves For Foreign Operations Should Be
Computed Based On The Factors Relevant To Those Oper-
ations.

4. The Fresh Start For Casualty Insurance Reserves Should
Be Excluded From Earnings And Profits In Computing Divi-
dends From A Foreign Corporation And The Indirect For-
eign Tax Credit.

Submitted on behalf of
The Equitable Life Assurance Society of the United States,

Metropolitan Life Insurance Company
and

The Prudential Insurance Company of America
by

Theodore R. Groom
Daniel Horowitz

Groom and Nordberg, Chartered
1701 Pennsylvania Avenue, N.W.

Suite 1200
Washington, D.C. 20006

(202) 857-0620
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COMMENTS ON THE
TECHNICAL CORRECTIONS BILL OF 1987

(H.R. 2636 AND S. 1350)

The ERISA Industry Committee ("ERIC") offers the
following comments on the Technical Corrections Bill of 1987
(the "Bill").

1. PAY3OPs.

a. Plan Termination Exception to the 84-Month
Rule. The Tax Reform Act of 1986 (the "Act") amended Code
s-etion 409(d)(1) to allow distributions upon the termination
of a tax-credit ESOP (i.e., a PAYSOP) without regard to the
84-month rule prescribe-r--y section 409(d). The legislative
history of the Act makes it clear that this exception to the -

84-month rule applies regardless of whether the employer
securities held by the ESOP are distributed to plan parti-
cipants or are transferred to another plan. See, e.g., Staff
of Joint Comm. on Taxation, General Explanation-of the Tax
Reform Act of 1986, 100th Cong., 1st Sess. 715, 833-34 (1987)
(the "Blue Book"). "Congress saw no purpose in restricting
distributions or in otherwise limiting transfers or rollovers
to other qualified plans upon plan termination." Id. at 834.

Notwithstanding the clear statement of
Congressional intent in the legislative history, section
lllB(i)(1) of the Bill would restrict the availability of the
plan termination exception to cases in which (i) the
distribution to every participant upon the termination of the
PAYSOP is a lump-sum distribution and (ii) the employer does
not establish a "successor plan" (a term that the Bill does
not define).

The "lump-sum" restriction would prevent the
plan termination exception from applying in many cases in
which it was clearly intended to apply: where the securities
are transferred directly to another plan upon the termination
of the PAYSOP, where the employer maintains another stock
bonus plan (which must be aggregated with the PAYSOP for
lump-sum distribution purposes), or where, by design or inad-
vertence, the ESOP fails to distribute a single participant's
account balance in one calendar year. Likewise, the Bill's
introduction of the "successor plan" concept could, contrary
to Congressional intent, prevent plan assets from being trans-
ferred directly to another plan. See Blue Book at 715,
833-34. In addition, according to-some members of the Joint
Committee staff, the "establishment of a successor plan"
provision might prevent the plan termination exception from
applying merely because the employer also maintains a pre-
existing defined contribution plan (regardless of the fact
that the pre-existing plan was "established" before the PAYSOP
was terminated).

Since the proposed amendments conflict with the
clearly expressed intent of Congress, they should be stricken
from the Bill. Instead, the Bill should make clear that, in
accordance with the legislative history of the Tax Reform Act,
after a PAYSOP has been terminated, the employer securities
held by the PAYSOP (or the proceeds realized upon the sale of
those securities) may be transferred to another qualified plan
and distributed from that plan without regard to the 84-month
rule.
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b. Participant Consent. Code section 411(a)(11)
should be revised to provide that a terminating PAYSOP may
distribute its assets to plan participants without first
obtaining the consent of each participant.

As a result of the repeal of the PAYSOP credit, many
PAYSOPs will be terminating within the next few years. In
order to eliminate the cost of administering a dormant plan,
many plan sponsors will wish to terminate their PAYSOPs and to
distribute the PAYSOP assets to plan participants.

Section 411(a)(ll) may prevent a terminating
PAYSOP from making a mandatory distribution to any participant
whose account balance exceeds $3,500. In view of the rollover
opportunity that is available to the participant in these
circumstances, and in view of the amendment to the 84-month
rule in section 409(d) (which was clearly designed to
facilitate plan terminations), a conforming change should be
made to section 411(a)(ll) (and to the corresponding
provisions of ERISA) to permit the liquidation of terminating
PAYSOPs.

A similar amendment should also be adopted to
facilitate the termination of plans that accepted only
qualified voluntary employee contributions. Since the Tax
Reform Act eliminates the ability of a plan to accept such
contributions in the future, it is appropriate to allow plan
sponsors to terminate those plans whose only function was to
accept voluntary employee contributions, without being
constrained by participant (and spousal) consent requirements.

c. Distributions "in the Case of" Plan Termina-
tion. As it is now worded, the second sentence of Code sec-
tin409(d) provides that the 84-month restriction on the
distribution of employer securities "shall not apply in the
case of . . death, disability, separation from service, or
termination of the plan . . ." (emphasis supplied).

We urge that the phrase "in the case of" be
deleted and replaced by the word "after" so that the second
sentence of section 409(o) would state simply that the
84-month rule "shall not apply after . . . death, disability,
separation from service, or termination of the plan" (emphasis
supplied). The purpose of this change is to avoid making it
necessary to establish a causal relationship between one of
the specified events and the distribution in order for the
distribution to qualify for the exception to the 84-month
rule. This is likely to be a particularly troublesome issue
in the case of a termination of a PAYSOP, since post-
termination distributions may be made long after the plan has
been terminated (especially if, contrary to ERIC's recom-
mendation, participant consent is required in order to make
the distribution).

Although it is clear that post-termination
distributions should be exempt from the 84-month rule, the
phrase "in the case of" might suggest that if there is too
long an interval between the termination of the plan and the
distribution, the 84-month rule will apply. In order to avoid
this unintended and inappropriate reading of the statute,
"after" should be substituted for "in the case of."

78-959 0 - 88 - 22
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This amendment will be even more necessary if,
contrary to ERIC's recommendation, the amendment to section
409(d) set forth in section lll(i)(1) of the Bill is adopted.
Section ll1(i)(1) would limit the plan termination exception
to distributions "upon the termination of a plan." Since the
word "upon" suggests a close proximity in time as well as a
causal relationship, "upon" also should be replaced with
"after" if this amendment is retained in the Bill.

d. Diversification Requirement. The Tax Reform
Act added a new section 401(a)(28)to the Code. Section
401(a)(28) requires ESOPs and PAYSOPs to allow participants to
diversify the investments allocated to their accounts as they
approach retirement age. Because the diversification
requirement imposes an entirely new obligation on employee
stock ownership plans, the diversification requirement applies
only to securities acquired after December 31, 1986.

It is now apparent that applying the diversi-
fication requirement to PAYSOPs makes no sense in light of the
repeal of the tax credit for PAYSOP contributions as of the
end of the 1986 tax year and in light of the fact that the
diversification requirement applies only to securities ac-
quired after December 31, 1986. In the case of a calendar-
year taxpayer that maintains a calendar-year PAYSOP, the only
securities subject to the diversification requirement would be
the securities purchased in 1987 with the employer's contri-
bution for the 1986 year and the securities purchased in 1987
and subsequent years with dividends received by the PAYSOP.
If the employer made its 1986 contribution during 1986 or if
the plan distributes dividends directly to participants in
accordance with Code section 404(k), the diversification
requirement has even less applicability.

The purpose of the diversification requirement
is to permit a participant who is approaching requirement age
to diversify the investment of a "major source" of his
retirement savings. "Congress was concerned that employees
for whom an ESOP provided a major source of retirement savings
could be disadvantaged due to the fact that those savings
could-be invested exclusively in employer securities." Blue
Book at 833 (emphasis supplied). However, the repeal of the
PAYSOP tax credit makes it apparent that the securities
purchased after 1986 under a PAYSOP will never represent a
"major source" of a participant's retirement savings. More-
over, the costs of compliance with the diversification re-
quirement will be substantial; the costs will include the cost
of identifying and notifying the affected participants, the
cost of processing participants' elections, and the cost of
administering the diversification rule in conformity with the
84-month rule (which recognizes an exception only for the bare
minimum number of shares that must be distributed in order to
comply with the diversification requirement).

The minuscule benefits that the diversification
requirement confers on PAYSOP participants clearly do not
justify the costs of complying with that requirement.
Accordingly, PAYSOPs that do not receive contributions for
years after 1986 should be exempted from the diversification
requirement.

e. Timing of Distributions. The Tax Reform Act
added a new section 409(o) to the Code. Section 409(o)
requires a PAYSOP to permit early distributions to partici-
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pants who separate from service before normal retirement age.
Under section 409(o), unless a participant otherwise elects,
distribution of the participant's account balance under the
plan must commence no later than one year after the close of a
plan year (i) in which the participant separates from service
by reason of the attainment of normal retirement age under the
plan, disability, or death, or (ii) that is the fifth plan
year following the plan year in which the participant other-
wise separates from service unless the participant is reem-
ployed by the employer before that year. This requirement
applies only to distributions attributable to stock acquired
after December 31, 1986.

The Bill should clarify the relationship be-
tween the early distribution requirements imposed by section
409(o) and the distribution rule prescribed by section
411(a)(ll). Generally, under section 411(a)(ll), as inter-
preted by the Service's temporary and proposed regulations, a
plan may not begin to distribute a participant's interest in a
plan before the earlier of age 62 or the participant's normal
retirement age under the plan unless either the participant
consents to the distribution or the value of the participant's
nonforfeitable interest in the plan does not exceed $3,500.
Thus, while section 409(o) appears to require an early
distribution of plan benefits unless the participa-nt elects
otherwise, section 411(a)(ll) appears to direct a delayed
distribution of benefits unless the participant elects
otherwise. Moreover, while section 411(a)(ll) includes an
exception where the participant's vested accrued benefit does
not exceed $3,500, section 409(o) contains no such exception.

The Joint Committee's description of the Bill
indicates that section 409(o) was intended to accelerate the
otherwise applicable benefit commencement date. However,
neither the Joint Committee's description nor the Bill makes
clear that section 409(o) supersedes the provisions of section
411(a)(ll). See Staff of Joint Comm. on Taxation, Description
of the Technical Corrections Bill of 1987, 100th Cong., 1st
Sess. 158-59 (1987).

ERIC recommends that the Bill resolve the
conflict between these two provisions. In addition, ERIC
urges that, to the extent that section 409(o) supersedes
section 411(a)(ll), a de minimis rule be adopted, so that
PAYSOPs that do not accept employer contributions for years
after 1986, will not be subject to the requirements of section
409(o). It makes little sense to apply section 409(o) solely
to the stock that is purchased with employer contributions
made during 1987 for the 1986 year (as well as to any stock
purchased with reinvested dividends after 1986). In these
circumstances, section 409(o) would apply only to a very small
portion of the plan, while section 411(a)(ll) would apply to
the vast majority of the stock held by the plan. Accordingly,
ERIC recommends that section 409(o) be amended so that it
either (i) does not apply to a PAYSOP that does not accept
employer contributions for any year after 1987 or (ii) does
not apply where the employer securities purchased after 1986
have a value of $3,500 or less.

f. Lump-Sum Distributions. The Bill should
clarify that section 409(0) permits a plan to make mandatory
lump-sum distributions. As it is now worded, section
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409(o)(l)(C) provides that unless the participant elects
otherwise, the participant's account balance must be
distributed "in substantially equal periodic payments (not
less frequently than annually)" over a limited distribution
period.

The purpose of this provision -- to encourage
accelerated distributions from-employee stock ownership plans
-- would be advanced by permitting plans to make lump-sum
distributions. Moreover, even as the statute is currently

* worded, a plan could satisfy the periodic payment requirement
by making monthly payments during the course of a single
taxable year. There is no justification for requiring a plan
to go to the trouble of making monthly payments if the plan is
able and willing to make a lump-sum distribution.

If section 409(o) were interpreted to require a
plan to make periodic distributions over more than one taxable
year, section 409(o) would deprive plan participants of the
favorable capital gain, averaging, and rollover treatment
accorded to lump-sum distributions as well as the favorable
treatment given to lump-sum distributions of appreciated
employer securities. Since there is no suggestion in either
the language or the legislative history of the statute that
section 409(o) was intended to have this effect, section
409(o) should be revised to make clear that mandatory lump-sum
distributions are permissible.

2. Gift Tax.

Code section 2503(f) should be clarified to provide
that a plan participant who does not (with his spouse's
consent) waive a survivor benefit that is provided by the plan
in accordance with the requirements of the Retirement Equity
Act is not deemed, for gift tax purposes, to have made a
transfer of property by gift to his spouse at the time when
the spouse's right to the survivor benefit becomes
irrevocable.

Since the survivor benefits required by the
Retirement Equity Act are mandatory and can be waived only
with the spouse's consent, the participant does not make a
voluntary tranbfer of property in these circumstances. The
gift tax does not apply to involuntary transfers. See Harrisr-
v. Commissioner, 340 U.S. 106 (1950); Estate of DiMico v.
CoMissioner, 87 T.C. 653 (1986); but see LTR 8708008 (Nov.
2It 1986); LTR 8635031 (June 2, 198).

This result is consistent with the addition of
section 2503(f) to the Code. Section 2503(f) provides that if
an individual waives any survivor benefits under the
Retirement Equity Act, the waiver will not be treated as a
gift.

If a spouse's affirmative waiver of a survivor
benefit in favor of another beneficiary is not a gift, then a
participant's passive acceptance of the requirements of
Federal law is not a gift either. In short, neither the
provision nor the waiver of a survivor benefit in accordance
with the Retirement Equity Act should be treated as a gift for
gift tax purposes.
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3. Cash or Deferred Arrangements.

a. Business Dispositions. Section
401(k)(2)(B)(i)(1ii) and (IV) permits a cash or deferred
arrangement to make distributions after a "sale by a
corporation" of substantially all of the assets used in a
trade or business with respect to an employee who continues
employment with the "corporation" acquiring the assets and
after a "sale by a corporation" of the corporation's interest
in a "subsidiary" with respect to an employee who continues
employment with the "subsidiary." Section 111(l)(1) of the
Bill transfers these provisions to new Code section 401(k)(10)
and appropriately expands the provisions to cover all
dispositions and not just sales.

However, section 40L(k)(10)(A)(ii) and (iii)
should be revised to apply to unin, orporated entities as well
as to corporations. Since the business disposition provisions
were not intended to distinguish between entities that are
incorporated and those that are not, clauses (ii) and (iii)
should be revised to make clear that they apply to
unincorporated entities as well as to corporations.

For purposes of consistency, parallel changes
should be made in Code section 409(d)(2) and (3) (pertaining
to tax credit employee stock ownership plans).

In addition, in order to permit a pension plan
to make distributions in the same circumstances, a parallel
provision should be added to Code section 401(a) for pension
plans.

b. Contingent Benefit Rule. The Tax Reform Act
added a new section 401(k)(4)(A) to the Code to provide that a
cash or deferred arrangement will not be qualified if any
other benefit provided by the employer (other than a matching
contribution) is contingent on the employee electing to have
the employer make or not make contributions under the
arrangement in lieu of receiving cash. The Blue Book states
(at p. 642) that the contingent benefit rule is not limited to
benefits provided under a qualified plan and that the employer
could not condition the availability of health benefits on the
employee's making elective deferrals under a cash or deferred
arrangement.

The Bill should make clear that the contingent
benefit rule does not prevent an employer from adopting a
nonqualified "excess plan" that permits plan participants,
whose ability to participate in a qualified cash or deferred
arrangement has been restricted, either by the $7,000 limit
imposed by section 402(g) or by the actual deferral percentage
limit imposed by section 401(k), to defer additional
compensation under a nonqualified arrangement.

We understand that the contingent benefit rule
was designed to prohibit arrangements under which an
employee's ability to participate in a qualified defined
benefit plan was conditioned on his election to defer under a
cash or deferred arrangement. Whatever the validity of that
concern, it has no application to a nonqualified excess plan,
which receives no tax-favored treatment and whose only purpose
is to provide benefits on a nonqualified basis in
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circumstances where those benefits cannot be provided under a
qualified plan. Neither the Tax Reform Act nor its
legislative history contains the slightest suggestion that
Congress intended to prohibit an employer from maintaining a
nonqualified plan that provides those benefits that its
qualified cash or deferred arrangement may not provide.

4. Excess Contributions.

Section lll(m)(ll) of the Bill would amend Code
section 4979(f)(2) to prescribe two rules regarding the
taxation of excess contributions and excess aggregate
contributions that are distributed within 21 months after the
end of the plan year. The rules provide that if the amount
distributed is less than $100, it is treated as earned and
received in the year in which it is distributed; on the other
hand, if the amount of the distribution is $100 or more, it is
treated as earned and received in the prior year. ERIC
opposes the de ininimis rule for distributions of less than
$100.

The proposed de minimis rule would require the
employer or plan administrator to distinguish between
distributions that qualify for the de minimis rule and those
that do not. Distributions of under $100 would be required to
be reported on the appropriate form for the current year,
while larger distributions would be required to be reported on
the appropriate form for the prior year.

Meeting the extremely brief 2j month deadline is
difficult as it is. Requiring employers and plan
administrators to take the additional step of distinguishing
between small and large distributions will make the process
even more difficult and is likely to prevent many plans from
meeting the 2* month deadline.

An appropriate alternative to the de minimis rule
might be to require all distributions of excess contributions
and excess aggregate-contributions to be recognized in the
year of distribution, but to require that an additional
percentage of the excess (perhaps based on the current IRS
interest rate) to be distributed at the same time in order to
avoid giving participants an incentive to make excess
contributions. Of course, the additional required
distribution could not exceed the remaining balance in the
participant's account under the plan.

5. Highly Compensated Employees.

Section llI(j)(3)(B) of the Bill amends Code section
414(q) to provide that for purposes of identifying an em-
ployer's "highly compensated employees" and for purposes of
applying the rules regarding separate lines'of business,
employees who are nonresident aliens and receive no U.S.
source earned income from the employer $hall not be treated as
employees. This provision appears to be intended to respond
to ERIC's earlier request that section 414(q) be amended to
provide that nonresident aliens "may be" disregarded for
purposes of identifying the employees in the top-paid group.
However, ERIC's request was that an employer be permitted to
disregard nonresident aliens for this purpose, not that it be'
required to do so. In certain instances an employer may wish
to take nonresident aliens into account for purposes of
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identifying the employees in its top-paid group. There
appears to be no justification for preventing an employer from
doing so. Accordingly, ERIC recommends that section
llI(j)(3)(B) be revised to make the proposed rule regarding
nonresident aliens permissive rather than mandatory.

6. Taxation of Distributions.

a. Basis Recovery - Pre-Annuity-Starting-Date
Distributions. Section 1122(c)(3) of the Act generally
provides for basis recovery under a pro rata rule in the case
of amounts not received as annuities. The rule applies
retroactively to distributions made after July 1, 1986. The
Conference Report indicates that "a separate account of a
defined benefit plan (and the income attributable thereto) are
treated as a separate contract for purposes of section 72 and
application of the pro rata rule." See H.R. Rep. No. 841,
supra, at 11-462. However, in Notice-87-13 (Q&A-13) the
Internal Revenue Service took the position that if employee
contributions to a defined benefit plan are credited with a
stated rate of interest, such employee contributions (and the
earnings thereon) are not treated as a separate contract for
purposes of section 72(e)(9). As a result of the Service's
position, employee contributions to a typical contributory
defined benefit plan are not eligible for separate contract
treatment, since such plans typically credit employee contri-
butions with a specified rate of interest. Furthermore,
although Code section 72(e)(8)(D) establishes a transition
rule that exempts pre-1987 employee contributions from the new
pro rata rule in the case of a plan that, on May 5, 1986,
permitted the withdrawal of employee contributions before
separation from service, section 72(e)(8)(D) will not provide
relief tothe participants in typical contributory defined
benefit plans that do not permit distributions or withdrawals
until the participant separates from service.

In view of the retroactive effective date of
the new basis recovery rules, an the inapplicability of the
section 72(e)(8)(D) transition rule to contributory defined
benefit plans, the new rules have a harsh and unanticipated
effect on many participants in contributory defined benefit
plans who retired between July 1, 1986, and December 31, 1986.
Many of these participants elected, in accordance with the
terms of their plans, to receive refunds of their prior
contributions and the earnings thereon, after they had
separated from service, but before their employer-provided
pension commenced. Virtually all of these participants made
their decisions to withdraw their contributions (and earnings)
on the assumption that the withdrawals would be taxed in
accordance with prior law. Had they known of the retroactive
change in the basis recovery rules, many would never have
elected to make a withdrawal; others would have elected to
roll over the taxable portion of their withdrawal into an IRA
or qualified plan. Under current law, it is too late for
these participants to reverse their decisions. The
withdrawals have been made, and the 60-day rollover period has
expired.

In many cases, the change in the law has a
strikingly punitive effect. One of ERIC's members has
determined that the increase in the employee's taxable income
resulting from the change in the basis recovery rule has more
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than doubled in a number of instances. The same member has
found that the group of employees harmed were primarily
employees whose jobs were eliminated during 1986 and that the
overwhelming majority of these employees were from the hourly
and nonexempt salaried ranks. ERIC believes that these
employees have been unjustly and unintentionally harmed by the
retroactive application of the basis recovery rules to
contributory defined benefit plans.

Section lllA(a)(ll) of the Bill provides relief
from this unjust result, but only for participants in plans
maintained by States. Section lllA(a)(11) adds a new
paragraph (9) to section 1122(h) of the Tax Reform Act that
applies to a plan maintained by a State that, on May 5, 1986,
provided for employee withdrawals of employee contributions in
a form other than an annuity. Under the Bill, pre-annuity-
starting-date distributions from such a plan are subject to
the Act's new basis recovery provisions only to the extent
that the amount distributed exceeds the employee's basis under
the plan as of December 31, 1986. In addition, for this
purpose, amounts received (other than as an annuity) before or
with the first annuity payment are treated as having been
received before the annuity starting date.

However, while section lllA(a)(ll) eliminates
the punitive effects of the Act's retroactive change in the
basis recovery rules for State employees, it does nothing to
alleviate the harsh results for employees in the private
sector. There is no justification for such discrimination
against private sector employees, particularly in the context
of a Tax Reform Act that sought to add greater equity to the
income tax system.

Accordingly, section 1llA(a)(ll) should be
amended to eliminate completely the harsh effects of the
retroactive change in the basis recovery rules and to provide
equal treatment to public-sector and private-sector employees.

b. Basis Recovery - Annuity Refund Feature.
Section 72(c)(2) of the Code (both before and after the Act)
provides for a reduction in the investment in the contract
equal to the discounted value of any refund feature provided
under the contract. ERIC recommends that section 72(c)(2) be
repealed.

Prior to the enactment of new Code section
72(b)(2) -- which limits basis recovery under the exclusion-
ratio method to the taxpayer's unrecovered investment in the
contract -- there might have been some logic to the reduction
required by section 72(c)(2); since it was possible that the
taxpayer could recover more than 100 percent of his investment
in the contract by outliving his life expectancy, it might
have been appropriate to reduce his investment in the contract
to reflect the offsetting possibility that the taxpayer might
die prematurely and that his investment in the contract would
be recovered in the refund to the beneficiary pursuant to
section 72(e)(5)(E).

With the enactment of section 72(b)(2), there
is no longer any possibility that the taxpayer will recover
more than 100 percent of his investment. Accordingly, there
is no longer any justification for making the adjustment
required by section 72(c)(2). Moreover, if section 72(c)(2)
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is not repealed, it will effectively preclude full recovery of
the taxpayer's investment in the contract except in the case
where his premature death results in the payment of a refund.
Moreover, the adjustment required by section 72(c)(2) is
extremely complex and can be made only by an actuary or
someone trained in higher mathematics. See Treas. Reg.
S 1.72-7(c)(1). The repeal of section 7(}c)(2) would thus
advance the Tax Reform Act's objective of simplifying the
Code.

c. Small Distributions. Section 72(t)(2) should
be revised to provide that the tax on early distributions does
not apply to a participant to whom a plan makes a lump-sum
distribution of $3,500 or less following the participant's
separation from service. Although the literal language of the
statute does not now include such an exception, the Conference
Report indicates that the conferees intended to create this
exception. See H.R. Rep. No. 841, 2ura, at 11-456.

ERIC understands that at least some members of
the staff believe that the current provisions of the bill are
correct and that it is the Conference Report that is in error.
This view is reflected in section lllA(c)(13) of the Bill,
which provides that the tax on early distributions applies to
involuntary cash-outs.

However, ERIC believes that it is appropriate
to exempt small distributions from the section 72(t) tax.
Although the recipient of a large taxable distribution can
roll over the distribution and therefore avoid the additional
tax, many IRA sponsors are unwilling to accept small deposits.
Accordingly, ERIC believes that it is appropriate to establish
an exception for small distributions. Since Congress has
previously recognized $3,500 as the appropriate ceiling for
small distributions, ERIC urges that, in the interests of
simplicity and consistency, $3,500 should be the cutoff point
under section 72(t) as well.

d. Net Unrealized Appreciation. As amended by the
Tax-Reform Act, €ode section 402(e)(4)(J) permits a taxpayer
to elect not to have section 402(e)(4)(J) apply with respect
to a distribution of appreciated employer securities. By
making this election, a taxpayer may recognize all of the
income attributable to the appreciated employer securities and
to forego the exclusion that is otherwise available for the
net unrealized appreciation attributable to those securities;

Section iliA(b)(7) of the Bill corrects two
technical errors that appear in Code section 402(e)(4)(J) by
changing the phrase "this paragraph" to "this subparagraph"
and by allowing the taxpayer to make the election on the tax
return in which the distribution is required to included in
gross income if the election is made.

However, an additional technical error in
section 402(e)(4)(J) also requires correction. Section
402(e)(4)(J) should be revised to provide that the taxpayer
may elect to have this subparagraph and the second and third
sentences of section 402(a)(1) apply to the distribution. The
second and third sentences of section 402(a)(1) would other-
wise require a portion of the net unrealized appreciation to
be excluded -from the taxpayer's gross income -- contrary to
the purpose of the election offered by section 402(e)(4)(J).
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e. Section 1124 Election. Section 1124 of the Act
and section 402(e)(4)(B) of the Code should be clarified to
provide that an election under section 1124 to treat a 1987
lump-sum distribution as though it had been received in 1986
will not be treated as an election made under section

.402(e)(4)(B) after December 31, 1986.

The purpose of section 1124 is to permit an
employee who separated from service or became disabled before
1987, but who did not receive his lump-sum distribution until
1987, to treat the distribution as though he had received it
in 1986. Section 1124 reflects the Congressional judgment
that the employee in these circumstances should not be
adversely affected by the Tax Reform Act merely because of the
delay in distributing a lump-sum distribution following his
separation from service. As a result, Congress could not have
intended that an election under section 1124 would be treated
as a post-1986 election for purposes of section 402(e)(4)(B),
since such treatment would thwart the clear objectives of
section 1124.

In Notice 87-13 (O&A-24), the Internal Revenue
Service took the position that an election under section 1124
would be treated as a post-1986 election under section
402(e)(4)(B). The Bill should make clear that the Service's
position is erroneous.

Section lllA(d)(3) of the Bill adds a new
section 1124(c) to provide, in part, that for purposes of
section 1124, the term "lump-sum distribution" has the meaning
given to that term by Code section 402(e)(4)(A), without
regard to section 402(e)(4)(B) (which contains-the election
requirement). The Bill should clarify that, as a result of
this provision, a taxpayer who has made a section 1124
election will not be barred from making an election in the
future under section 402(e)(4)(B).

f. Excise Tax on Excess Distributions. Section
iliA(g)(5) of the Bill would add a new paragraph (5) to Code
section 4980A(d) to permit a spouse who is the beneficiary of
all of the interests in a deceased'imployee's retirement plans
to elect (i) not to have the special additional estate tax
apply and (ii) to have all of the distributions received by
the spouse in respect of the deceased employee aggregated with
the spouse's own distributions for purposes of applying the
general excise tax on excess distributions.

ERIC recommends a technical correction to this
rule. Many individuals, fearing their spouse's improvidence,
make their retirement benefits payable to trusts for the
benefit of their spouses. This common estate planning
technique was recognized and accommodated in Code section
401(a)(9)(B)(iii)(I), which recognizes that payments may be
made, for the life of a beneficiary, to or "for the benefit
of" the beneficiary. A similar provision should be added to
section 4980A(d)(5) to permit the election to be made if the
spouse and/or trusts for the benefit of the spouse are the
beneficiaries of all of the interests in the deceased
employee's retirement plans.

g. Additional Estate Tax. Unless a technical
correction is made, the additional estate tax imposed by
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section 4980A(d) may be erroneously applied twice to the same
distribution. This result occurs because the tax applies to
"the value of the individual's interests 'n qualified employer
plans and individual retirement plans ao of the date of the
decedent's death." As a result, if, for example, a partici-
pant's spouse is the beneficiary of the participant's plan
benefits and delays receiving a distribution from the plan or
rolls over a distribution into an individual retirement ac-
count (and the spouse does not make the election described in
the two preceding paragraphs), the additional estate tax could
be imposed both at the time of the participant's death and
again at the time of the spouse's death. Since section 4980A
is clearly designed to impose the additional tax once and only
once, the Bill should correct this technical error in section
4980A(d).

7. Integration.

a. Career Average Plans. Code section
401(l)(4)(C)(i) should be revised to permit a career av se
plan to use an integration level- exceeding covered
compensation.

Section 401(l)(4)(C)(i) requires the Treasury
to reduce the 3/4 percentage factor used in calculating the
maximum excess allowance (or the maximum offset allowance in
the case of an offset plan) where an excess plan has an
integration level exceeding covered compensation (or with
respect to any participant in an offset plan who has final
average compensation exceeding covered compensation). Section
405(l)(5)(E)(i) defines "covered compensation" as "the average
of the contribution and benefit bases in effect under section
230 of the Social Security Act for each year in the 35-year
period ending with the year in which the employee attains age
65."

If it is appropriate to limit the integration
factor for a final average plan by reference to "covered
compensation," it is inappropriate to limit the integration
factor for a career average plan by reference to "covered
compensation." In the case of the final average plan, all of
the participant's pension benefit is based on the partici-
pant's final earnings. In the case of a career average plan
where each year's earnings count toward Lhe participant's
bent:F It, the integration levels for the earlier years' earn-
ings might be at very low levels reflecting khe social
security compensation and benefit levels in defect in those
years, while the later years' earnings would typically be at
higher integration levels, reflecting the social security
compensation and benefit levels in effect in those years. If
the integration level used for each year under a career
average plan is limited to the then current 35-year average of
the social security compensation and benefit bases, the Act
would impose a much more restrictive limit on integration for
career average plans than for final average plans. Contrary
to the assertion in the Blue Book (at p. 697), we believe that
Congress did not intend any such result. Accordingly, we
recommend that section 401(l)(4)(C)(i) be amended by adding
the following:
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"No reduction shall be made pursuant to this
clause (i) if benefits are based on the
participant's earnings in each year of
participation, and the integration level
with respect to each year does not exceed
the limitation described in paragraph
(5)(A)(ii) for each such year.".

A career average plan with an integration level
with respect to compensation for each year equal to the com-
pensation and benefit base under social security then in
effect would produce an ultimate level of integration com-
parable to that of a final average pay plan with "covered
compensation" as the integration level, since covered com-
pensation would represent the average of the social security
bases over a 35-year period. Accordingly, the Code should be
revised to reflect our recommendation.

b. Simplification of Reduction in Maximum
Allowances. Code section 401(l)(5)(F)(i) should be revised to
simplify the required reductions in the maximum excess and
offset allowances.

Section 401(l)(5)(F)(i) instructs the Treasury
to prescribe rules for reducing the maximum excess allowance
and the maximum offset allowance in the case of a defined
benefit plan that provides for unreduced benefits commencing
before the social security retirement age as defined in
section 415(b)(8). Since there are three different retirement
ages under social security (65, 66, and 67), depending on the
employee's date of birth, there would have to be three sets of
benefit formulae under the plan in order to reflect the
reductions for employees '.n the three age groups.

To implement Congress' stated goal of simplify-
ing the integration rules, we recommend that section
401(l)(5)(F)(i) be amended by striking the words "the social
security retirement age (as defined in section 415(b)(8))" and
inserting in lieu thereof the words "age 65." Congress
considered it appropriate to use age 65, rather than social
security retirement age, for purposes of calculating "covered
compensation" (see Code section 401(1)(5)(E)); and we know of
no policy reason-why age 65 should not also be used in
reducing the maximum allowances to reflect unreduced early
retirement benefits.

ERIC opposes section lll(g)(3) of the Bill,
which would amend Code section 401(l)(5)(E) by substituting
"social security retirement age" for "age 65" for purposes of
calculating "covered compensation." This change would further
complicate the calculation of "covered compensation" and would
interfere with the goal of simplifying the integration rules.

8. Title-Holding Companies.

The Tax Reform Act added a new section 501(c)(25) to
the Code to exempt certain corporations and trusts organized
to acquire and hold title to real property, to collect the
income from the property, and to remit the income therefrom
(less expenses) to one or more specified categories of
tax-exempt organizations (including qualified pension,
profit-sharing, and stock bonus plans) that are the
shareholders of the corporation or beneficiaries of the trust.
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Since section 501(c)(25) states explicitly that the
functions of the title-holding company include the collection
of income, the payment of expenses, and the distribution of
the remaining income, it is implicit that the organization may
hold the cash or cash equivalents that are the necessary
incidents of these activities. However, the Joint Committee
staff's description of the Bill states that "a section
501(c)(25) title-holding company may only hold real property"
and (if the Bill is enacted) certain personal property that is
leased under, or in connection with, a lease of real property.
See Staff of Joint Comm. on Taxation, Description of the
Technical Corrections Bill of 1987, 100th Cong., 1st Sess. 280
(1987).

The Internal Revenue Service has recognized that a
section 501(c)(2) title-holding company may retain part of its
income each year to apply to indebtedness on property to which
it holds title. See Rev. Rul. 77-429, 1977-2 C.B. 189. There
is no justification for treating a section 501(c)(25)
title-holding company less favorably than a section 501(c)(2)
title-holding company in this respect. Accordingly, the Bill
should clarify that a section 501(c)(25) title-holding company
may retain income to defray its expenses.

9. Buy-Back Rights.

The Bill should clarify that a plan may require the
repayment of a withdrawal made on account of an employee's
separation from service before the close of the first period
of five consecutive one-year breaks in service commencing
after the date of the separation from service.

Section 1898(a)(4) of the Act amended Code section
411(a)(7)(C) and ERISA section 204(e) to provide that a plan
may require the repayment of a withdrawal made on account of
separation from service before the close of the first period
of five consecutive one-year breaks in service commencing
after the date of the withdrawal. Under Treas. Reg.
S 1.411(a)-7(d)(4), a withdrawal is deemed to be made on
account of an employee's separation from service if it is made
not later than the close of the second plan year following the
plan year in which the separation occurs. Accordingly, an
employee might have incurred as many as three consecutive
one-year breaks in service on the date oFFis withdrawal.

If the employee is permitted to repay such a
withdrawal at any time before the close of five consecutive
one-year breaks in service commencing after t-- date of the
withdrawal, the employee will be able to make the repayment
(and thus to "buy back" the forfeitable portion of his accrued
benefit) at any time before he has incurred a total of eight
consecutive one-year breaks in service. This provision is
inconsistent with section 411(a)(6)(C) of the Code, which
permits a plan to provide that the nonforfeitable percentage
of the benefit accrued prior to the employee's separation from
service will not increase after he has incurred five consecu-
tive one-year breaks in service. The suggested technical
correction would conform the repayment rule in section
411(a)(7)(C) to the vesting rule in section 411(a)(6)(C).
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10. Technical Corrections to COBRA.

a. Forign, Plans. The Act amended the definition
of "qualified beneficiary" in Code section 162(k)(7)(B)(iii)
to exclude any individual whose status as a covered employee
is attributable tc a period during which the individual was a
nonresident alien receiving no earned income from sources
within the United States. However, the amendment failed to
address the case of a United States citizen who is employed by
a foreign affiliate of a United States company and who is
covered by a foreign medical plan. Unless a technical
correction is adopted to address this situation, the foreign
medical plan will be required to provide health care
continuation coverage to the United States citizen and his
dependents. This result clearly was not intended by Congress
and is inconsistent with the provision that appears in ERISA
(but not in the Code) which exempts plans maintained outside
of the United States primarily for the benefit of persons
substantially all of whom are nonresident aliens. See ERISA
S 4(b)(4).

In order to avoid an inconsistency between the
health care continuation provisions of the Code and the health
care continuation provisions of ERISA, the Bill should amend
the Code to create a parallel exemption for foreign plans.
Large multinational companies are often not aware of the
number and identity of the United States citizens working
abroad for their foreign affiliates. This is particularly
true where the United States citizen is hired abroad and is
not a transferee from a domestic affiliate. There is no
suggestion in either the statute or the legislative history
that Congress intended to extend COBRA protection to employees
who work abroad. Indeed, section 4(b)(4) of ERISK strongly
indicates that Congress intended not to provide such
protection.

As a practical matter, it is difficult to
imagine how multinational companies will be able to teach
their plan administrators around the world to understand the
COBRA regulations and to send timely COBRA notices to their
nonresident United States citizen employees and their
dependents. There is absolutely no reason to believe that
Congress intended to impose these burdens on foreign plan
administrators or to impose draconian penalties on
multinational companies in the event of a single default by a
foreign plan administrator. Accordingly, the Bill should
amend section 162(k)(7)(B)(iii) to eliminate the inconsistency
between the Code and ERISA.

b. Controlled Group Rules and COBRA Sanctions.
Section lllB(a)(17) and (19) of the Bill would apply COBRA's
health care continuation requirements on a cctitrolled group
basis. As a result, a single violation of the COBRA
requirements by a plan to which one member of a controlled
group of corporations. contributes-causes all of the members of
the group to lose all of their deductions-1-or contributions to
all of their group'-Halth plans. In addition, all highly
compensated employees of the controlled group lose the benefit
of the exclusion for employer-provided group health benefits
unless all of the group health plans maintained by the
controlled group satisfy the COBRA requirements.



693

ERIC believes that the sanctions imposed for
noncompliance for COBRA are excessive. When these excessive
sanctions are imposed on a controlled group basis, the
sanctions become nothing less than an exercise in overkill. A
large controlled group of corporations with thousands of
employees could lose hundreds of millions of dollars in tax
deductions merely because one small affiliate failed, perhaps
inadvertently, to comply with COBRA. Moreover, all highly
compensated employees in the controlled group in this
situation would lose the benefit of the exclusion for
employer-provided group health coverage merely because of
actions that were totally beyond the control of all but a
handful of those employees.

Accordingly, ERIC urges that the COBRA sanc-
tions not be applied on a controlled group basis and that the
statute be amended to waive the sanctions where the violations
of COBRA are isolated, the result of a good faith effort to
comply, or are corrected on a retroactive basis.

11. Technical Corrections to the Tax Reform Act of
1984.

Section 1852(h)(1) of the Tax Reform Act of 1986
made a technical amendment to section 528 of the Tax Reform
Act of 1984.

The 1984 Act required that amounts contributed to a
section 401(h) arrangement for plan years beginning after
March 31, 1984, for retiree health benefits with respect to a
five-percent owner must be (i) maintained in a separate
account and (il) treated as "annual additions" for purposes of
the limits under Code section 415.

The 1-984 Act added a similar requirement to section
419A of the Code for contributions paid or accrued after
December 31, 1985, in plan years ending after that date, with
respect to key employees.

The technical correction in the 1986 Act sought to
eliminate the inconsistency between sections 401(h) and 419A
by amending section 401(h) to make it apply to key employees
rather than to five-percent owners. However, in eliminating
one inconsistency, the Bill created another, since the change
was made effective retroactively to plan years beginning after
March 31, 1984 (the effective date of the original section
401(h) separate account requirement for five-percent owners)
rather than for contributions paid or accrued after Decem-
ber 31, 1985 (the effective date of the section 419A separate
account requirement for key employees).

There is no justification for the earlier retro-
active effective date. If the objective is to treat key em-
ployees in the same manner under section 401(h) as under
section 419A, the effective date for section 401(h) arrange-
ments should be identical to the effective date for section
419A plans. Moreover, adopting a retroactive effective date
for section 401(h) arrangements creates serious practical
problems; the retroactive change in the law could cause an
employee to exceed the section 415 limits retroactively, long
after the employer had a timely opportunity to correct the
problem. An excess annual addition would be particularly
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difficult to correct if the employee has already separated
from service or has died.

We urge that the Bill be amended to change the
effective date of section 1852(h)(1) of the 1986 Act to plan
years beginning after December 31, 1986. If this is not
acceptable, the effective date should at least be changed to
be no earlier than the effective date of the separate account
rule under section 419A (contributions paid or accrued after
December 31, 1985, in plan years ending after that date).
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June 30. 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington# D.C. 20510

Dear Ms. Wilcoxi

I am deeply concerned about IRO Section 501(m)p that portion of the Tax Reform Act
of 1986 dealing with charitable gift annuities. I am writing to ask your support
amending the Technical Corrections Act of 1987 (H.R. 2636) to clarify that
charitable gift annuities are not subject to Section 501(m).

Charitable gift annuities are wnt the same as commercial type insurance annuities.
They are issued by IRC S01(c)(3) charitable organizations and do cat compete with
commercial annuities. Charitable gift annuities have been used for uver 100 years.
and are a significant source of gift monies to charitable organizations. Most of
these gifts would be lost if the now tax law is not clarified and charitable gift
annuities remain subject to IRC Section 501(m).

Another point should also be made: charitable remainder annuity trusts have
already been exempted from IRC 501(m). Annuity trbts are used primarily by larger
donors, while the donors of smaller gifts use the charitable gift annuity. It is
unfair for the larger donor's gift to be exempted from this provision of the tax
act, while penalizing the smaller donor.

Please support an amendment to the Technical Corrections Act of 1987 clarifying the
position on charitable gift annuities--specifically that they be exempted from IRC
Section 501(m) under TRA 86.

Sincerely,

LeoyJohson f
Executive Director of
Estate Planning Services

L3:pc

973
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September 11,1987

Sirs;

As a single mother and a published romance writer of
sixteen books for three publishing houses, I protest against
the new 1986 Tax Reform act -- the TRA-86.

I ask that clarification be made in the Technical
Corrections Bill S350, stating that freelance authors'
expenses in researching and writing a book not be subject to
capitalization rules.

Unlike article writers who are paid only once for a
project -- and paid immediately upon acceptence -- a
novelist's payback is already strung out over a series of
years (a minimum of one payment to a maximum of ?.
Reprints? Discounts? No distribution? Some never received
more than their advance, some only their books as an
advance.) It takes a year from the time it's finished until
the book is in print.., and a year can make a drastic change
in the audience or the sale of a particular topic. It would
be near impossible to judge in advance the amount of money
earned on any book -- and any second guessing would never be
equal for both author and government. It would always
favor government. Indeed, it already does. Along with the
already existing hardships facing writers, this new burden
could make more creative people fall by the wayside rather
than fight the system. It's already easier to receive a
paycheck on a regular basis -- like you do -- than to try to
budget money that sometimes comes in twice a year and
sometimes doesn't ....

Please think again. Isn't there some big top ten
corporation out there not paying taxes? Couldn't you try
going after them for a while instead of always hitting the
middle-income man -- or woman?

Sincerely,

Rita Clay Estrada
4314 Annawood Circle
Spring, Texas 77388
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July 13, 1987

Dear Sir:

Evangelistic Faith Missions is a non-profit religious corporation,
duly organized and existing since October 24, 1921, under the laws of
the State of Indiana. The corporate purposes and powers of our Hission
are: "To conduct evangelistic work, to establish, support, and main-
tain and conduct home and foreign missions, and to establish, support,
maintain and conduct orphanages in foreign countries, and to accept
gifts, donations and endowments for the above objects. * * *." Our
Mission is also an IRC Sec. 501 (c) (3) organization and sometimes
issues gift annuities to donors who support its work.

We are deeply concerned that IRC Sec. 501 (m) -- enacted by
TRA 1986 -- might be construed so as to treat gift annuities as
"commercial-type insurance." Please amend the Technical Corrections
Act of 1987 (H.R. 2636) to provide that gift annuities issued by IRC
Sec. 501 (c) (3) organizations are not "commercial-type insurance"
under IRC Sec. 501(m).

We use gift annuities to accommodate interested donors who desire
to make a gift to help our organization. Such gift annuities do not
compete with commercial annuities and are not "commercial-type insur-
ance". Gift annuities have been used by charitable and religious
organizations for over 100 years. Failure to clarify the law as
stated above will probably dry up an important source of funds which
are sorely needed to support charitable and religious work.

Your prompt attention and helpful assistance will be deeply
appreciated.

Very truly yours,

Re('ee'nd J. B. "Juddie" Peyton
President and Director of
Evangelistic Faith Missions
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LAW OFFICES OF

EVANS & FROEHLICH
Laura Wilcox
Committee on Finance, Hearing Administrator
United States Senate, Room SD-205
Washington, D.C. 20510

RE: Comments on the Technical Corrections Act
of 1987 (HR 2636 and S 1350); Tax-Exempt
Bonds and Intergovernmental Cooperation

Dear Ms. Wilcox:

Please accept and appropriately file and present this
as my formal written comments in connection with the Technical
Corrections Act of 1987 (HR 2636 and S 1350, collectively, the
"Bill"). The Bill provides technical corrections to the Tax
Reform Act of 1986 (the "Act"), which enacted the Internal Reve-
nue Code of 1986 (the "Code").

TAX-EXEMPT BONDS AND INTERGOVERNMENTAL COOPERATION

These comments will concern selected provisions of the
Act and the Code as they affect tax exempt bonds and local inter-
governmental cooperation. The essential problem is that the Act
and the Code seem to assume that all issuers of tax exempt bonds
are a single governmental entity. Although this appears to be an
inadvertency, certain tax exempt bond provisions of the Act and
the Code frustrate and discourage local intergovernmental cooper-
ation. The selected provisions which these comments will
address, concerning adverse intergovernmental cooperation conse-
quences, are as follows:

1. The $5,000,000 so-called "small issuer" exception of
Section 148(f)(4)(C) of the Code related to arbitrage
rebate.

2. The $10,000,000 "qualified tax-exempt obligation"
exception to financial institution non-deductibility of
Section 265(b) (3) of the Code.

3. The "available" revenues feature of footnote 173 of the
Joint Committee on Taxation's General Explanation of
the Tax Reform Act of 1986 (the "Blue Book") concerning
Section 148(f)(4)(B)(iii)(II) of the Code.

SECTION 148(f) (4) (C) SMALL ISSUER EXCEPTION

Section 148 of the Code basically provides, with cer-
tain exceptions, that to the extent investment yield on bond
proceeds exceeds the yield on the bonds the excess is to be re-
bated to the federal Treasury. Among the ways to avoid the re-
bate requirement, bond proceeds can be spent in 6 months or the
investment of bond proceeds can be in tax-exempts. Up to
$100,000 of debt service fund earnings are excepted from rebate.
Of the exceptions, the $5,000,000 so-called "small issuer" excep-
tion is perhaps the most critical. That exception is expressed
in Section 148(f) (4)(C) as follows:

(C) EXCEPTION FOR SMALL GOVERNMENTAL UNITS. -- An issue shall, for purposes of this
subsection, be treated as meeting the requirements of paragraphs (2) and (3) if--

(1) the issue is issued by a governmental unit with general taxing powers,

(ii) no bond which is part of such issue is a private activity bond,
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(ii) 95 percent or more of the net proceeds of such issue are to be used for
local governmental activities of the issuer (or of a governmental unit the jurisdiction
of which is entirely within the Jurisdiction of the issuer), and

(iv) the aggregate face amount of all tax-exempt bonds (other than private activ-
ity bonds) issued by such unit (and all subordinate entities thereof) during the calen-
dar year in which such issue is issued is not reasonably expected to exceed $5,000,000.

The intergovernmental cooperation concern relates to paragraph
(i)--"the issue is issued by a governmental unit with general
taxing powers." Let's look at an example where two cities and a
county form an intergovernmental contractual association (the
"Association") to develop a landfill located in the county's
unincorporated area for the disposal of solid waste.

The Association is not a governmental unit. It is
an intergcvernmental contractual association. It does not have
taxing power. Let's assume that otherwise it complies with
Section 148(f)(4)(C). This will not be an unusual situation, at
least under the constitution and laws of the State of Illinois
where there is very broad authority to engage in intergovernment-
al cooperation. Let's also assume that the landfill is an
Association owned and operated facility. There is no "private
activity" feature involved.

Because of the requirement of Section 148(f) (4) (C) (i)
of the Code that the Association be a "governmental unit with
general taxing powers" the Association's bonds to finance the
landfill or its operations are not literally subject to the
$5,000,000 small issuer exception. It is not a governmental
unit, and it does not have taxing power. Let's also assume that
the Association plans a $675,000 issue to fund its operations for
a year and to pay preliminary engineering and hydrogeology costs
related to the preliminarily selected landfill site. Let's also'
assume that the two cities and the county provide part time
personnel services to the Association to assist its start up.
This Association is literally subject to the arbitrage rebate
requirements for its $675,000 "seed money" issue.

To dramatize what this means, Infrastructure News (May
1987, CD Publications, Silver Spring, MD) reported that the Trea-
sure-i of the State of Maine said that with respect to a $1,151.59
rebate on a note issue the cost to the State of Maine was
$100,000 for the investment, computation, bidding and return
requirements concerning arbitrage rebate under Section 148(f) of
the Code. Assuming that $100,000 might be an exaggeration, we
all know from our experiences with Section 103(c) (6) of the In-
ternal Revenue Code of 1954, as amended, and the related Treasury
Regulations S1.103-15AT that many multiples of $1,151.59 would
not be surprising in that case. Even proving there is no rebat-
able amount will likely be expensive. It is critical for a small
issuer to be able to use an exception.

The Association's landfill is clearly a governmental
function. A landfill is a necessary, if not critical, require-
ment in any solid waste disposal approach. Recycling, energy
conversion and other approaches always leave some residual amount
for landfill disposition. The Association is marginally staffed.
The amount of $675,000 is hardly a large issue. This is 1 to 2
years of operating funds while site selection proceeds. Under
Section 148(f) of the Code the Association should invest, rebate,
compute yields and otherwise comply with certain technical tax
rituals even to prove it should rebate nothing.

This could be avoided. For example, the two cities and
the county could each issue $225,000 and make it available to the
Association. This would mean three sets of issuance costs. This
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is senseless and seemingly an unintended result of the Code.
However, as written the Code appears to require it. Section
148(f) (4) (C) (i) needs technical correction, or at least clarifi-
cation, in order to allow this and similar small issues for
clearly governmental purposes to proceed without the threat and
cost of arbitrage rebate.

The Association is made up of three local governmental
units which each have general taxing powers. The Association is
not a Section 501(c) (3) entity. The Association is an intergov-
ernmental contractual association of three local governmental
units. The Association issues bonds "on behalf of" those three
local governmental units. However, where those three local gov-
ernmental units under plainly available intergovernmental coop-
eration authority of the State's constitution and laws jointly
,created the Association to undertake and exercise a clearly gov-
ernmental function, Section 148(f) (4) (C) (i) of the Code should be
corrected, or sufficiently explained, to allow this sort of "on
behalf of" intergovernmental cooperation effort to avail itself
of the $5,000,000 small issuer exception to Section 148(f)
rebate.

The federal government should not discourage and frustrate local
intergovernmental cooperation by an unforeseen and unintended
result of the "general taxing powers" provision of paragraph (i)
of Section 148(f) (4) (C). This and an appropriate allocation of
an intergovernmental issue to the superior entities can be very
easily done by a corrective provision or explanatory statement to
the effect, as follows: An intergovernmental entity created by
governmental units having general taxing powers shall be deemed
to comply with Section 148(f) (4) (C) (i) and each such governmental
unit shall be allocated its proportionate share of the intergov-
ertniental issue.

There is another problem with the $5,000,000 small
issuer exception in Section 148(f) (4) (C). It does not anticipate
that the issuing entity could be multijurisdictional, such as
in the case of the Association. Where the issuing entity is mul-
tijurisdictional, how would the issue amount be allocated to
those local governments that created and established the Associa-
tion? Is it 1/3 to each, or some other fraction (e.g., popula-
tion ratios) based upon the intergovernmental agreement creating
and establishing the Association? Is each to be allocated 100%
so the effect is to essentially multiply the impact of the Asso-
ciation's issue? What if 10 or 20 local governments (a real
possibility in Cook County, Illinois) intergovernmentally cooper-
ate? Does this mean that the issue's impact is allocated and
multiplied 10 or 20 times? Certain authors of the Blue Book and
Treasury staff have divided in their public and private reactions
to this. Some say it is allocated 100%; some say it is divided;
and all say they haven't thought about it before, don't know and
aren't sure. Obviously, multiplying the issue by allocating 100%
to each superior entity will have a discouraging and frustrating
impact on intergovernmental cooperation. It does not seem that
this is an intended or required result of the Code. However,
staff members are divided and confused in their reactions to this
and how it is to be treated. Therefore, technical correction and
clarification to require an allocation is appropriate.

Of course, there is a way to avoid this at the local
level. Each city and the county could issue its own bonds and
make the proceeds available to the Association. This senselessly
expensive and time consuming technique of multiplying issuance
costs does not seem to be intended by tax reform to be the way to
use the $5,000,000 small issuer exception in Section
148(f) (4) (C) in an intergovernmental context. If the exception
cazi be utilized in that way, why not clearly allow the single



701

intergovernmental cooperation issue in the first instance. Tax
reform surely did not intend to discourage and frustrate inter-
governmental cooperation. Nowhere in the Code is local intergov-
ernmental cooperation recognized in this context. This unantici-
pated and unintended result is proper for technical correction,
or at least clarification in the legislative record. The way
Section 148(f) (4) (C)(i) is written it would seem most unlikely
that regulations (which will be too late and, in the usual case,
likely narrowly written) could or will provide relief.

Section 113(a) (17) (A) of the Bill in the context of
intergovernmental cooperation, in much the same manner described
above concerning Section 265(b) (3) of the Code, almost mandates a
multiplication of the impact of an issue similar to that planned
by the Association. This adds more confusion in the context of
local intergovernmental cooperation and deserves clarification
and appropriate correction.

SECTION 265(b) (3) SMALL ISSUER EXCEPTION

Section 265(b) (1) of the Code basically provides, sub-
ject to certain exceptions, that banks, savings and loan associa-
tions and other financial institutions may not deduct any of
their interest costs of purchasing and carrying obligations ac-
quired after August 7, 1986, the interest on which is excluded
from gross income under Section 103 of the Code. Section
265(b) (1) provides that in the case of such financial institu-
tions "no deduction shall be allowed for that portion of the
taxpayer's interest expense which is allocable to tax-exempt
interest" for bonds acquired after August 7, 1986. Prior to the
1986 Code such financial institutions could deduct 80% of such
interest expenses.

There is a so-called $10,000,000 "small issuer" excep-
tion from the general rule of nondeductibility. It is available
only for certain governmental and qualified 501(c) (3) bonds.
That small issuer exception applies only to "qualified tax-exempt
obligations". Section 265(b)(3) of the Code provides:

(3) EXCEPTION FOR CERTAIN TAX-EXEMPT OBLIGATIONS.--

(A) IN GENERAL.--Any qualified tax-exempt obligaticn acquired after August 7,
1986, shall be treated for purposes of paragraph (2) and section 291(e)(1)(B) as if it
were acquired on August 7, 1986.

(B) QUALIFIED TAX-EXEMPT OBLIGATION.--For purposes of subparagraph (A), the term
'qualified tax-exempt obligation' means a tax-exempt obligation which--

(I) is not a private activity bond (as defined in section 141), and
(ii) is designated by the issuer for purposes of this paragraph,

For purposes of the preceding sentence and subparagraph (C), a qualified 501(c)(3) bond
(as defined in section 145) shall not be treated as a private activity bond.

(C) LIMITATION ON ISSUER.--An obligation issued by an issuer during any calendar
year shall not be treated as a qualified tax-exempt obligation unless the reasonably
anticipated amount of qualified tax-exempt obligations (other than private activity
bonds) which will be issued by such issuer during such calendar year does not exceed
$10,000,000.

(D) OVERALL $10,000,000 LIMITATION. -- Not more than $10,000,000 of obligations
issued by an issuer during any calendar year may be designated by such issuer for pur-
poses of this paragraph.

(E) AGGREGATION OF ISSIEKS.--For purposes of subparagr ,)hs (C) and (D), an issuer
and all subordinate entities thereof shall be treated as 1 issuer.
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With respect to the Association's plans for 1987, the
$675,000 issue does not present any problems. The Association
does not contemplate the issuance of bonds in 1987 such that it
could fail to qualify for the $10,000,000 small issuer exception.
However, if plans proceed according to schedule, in 1988 the
Association reasonably anticipates issuing up to $9 million of
bonds to finance the acquisition and construction of a landfill,
access roads and related and appurtenant fixtures and equipment.
Other financings and increased costs may result in exceeding the
$10,000,000 limit for the small issuer exception. In any event,
the $10,000,000 limit clearly will resolve one way or the other.
As will be shown, the problem likely will be with respect to the
two cities and the county.

If the Association exceeds $10,000,000, it clearly
cannot utilize the small issuer exception. In this example of an
intergovernmental undertaking, the problem is with the aggre-
gation rules in subparagraph (E). That is, how does the $9+
mLilion become allocated to the two cities and the county that
contitute the Association? Will they each be attributed $9+
million such that their individual financing plans are compro-
mised as to "bank qualification" by being members of the Associa-
tion? In computing the $10,000,000, Section 265(b) (3) (E) re-
quires that "an issuer and all subordinate entities thereof shall
be treated as 1 issuer". The Association is issuing the bonds
"on behalf of" the two cities and the county. The situation, is
essentially the same as described above at page--concerning the
multiplication of the issue amount under Section 148(f) (C) (4) of
the Code. Section 109(b) (5) of the Bill almost reads as though
it mandates multiplication of the issue amount for the Associa-
tion. Instead of clarification another confusing concept is
added, particularly as to the impact on intergovernmental
cooperation.

There are several approaches to analyze this in the
intergovernmental context of the Association. The Association as
an issuer has no "subordinate" entity, and, therefore, neither of
the cities nor the county are charged with any allocation of the
Association's bonds. In fact, the Association is rather the
"subordinate" entity of the two cities and the county. We are
told by committee and Treasury staff, however, which is the case
also above described concerning the $5,000,000 small issuer ex-
ception under Section 148 (f) (c) (4), the "subordinate" concept
actually runs both directions. That is, the superior entity also
is charged in computing the exception. Section 109(b) (5) of the
Bill would seem to require this as a result in an intergovern-
mental context. The implications of this analysis for the Asso-
ciation's 1988 plans for a $9+ million issue also affect the
$5,000,000 exception under Section 148(f) (4) (C) for the two
cities and the county. It is important that the two cities and
the county preserve "bank qualification" for their issues by only
being allocated a part of the $9+ million Association issue in
1988.

Another approach is to allocate 100% to each of the
cities and to the county or to allocate on the basis of 1/3 each
(or otherwise as the intergovernmental agreement may allocate
costs and benefits--for example, by population ratios). Again,
as was the case for the above Section 148(f)(4) (C) analysis,
committee and Treasury staff divide among themselves as to the
approach. Section 109(b) (5) of the Bill may have created a local
intergovernmental problem that did not previously exist. How-
ever, as also was the case regarding Section 148(f) (4) (C), the
committee and Treasury staff who have commented are unanimous
that no one ever considered the local intergovernmental coopera-
tion impacts of the tax exempt bond provisions of the 1986 Code
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or of the Bill, and particularly as to the allocations of an
intergovernmental issue to the contracting local governmental
units.

As noted above related to .the similar Section
148(f)(4)(C) problem, it is difficult to believe concerning a
matter no one even considered that Congress intended to frustrate
and discourage local intergovernmental cooperation and activi-
ties. This is particularly so concerning clearly governmental
activities. The Association's landfill is anticipated to be
governmentally owned and operated. There are to be no private
activity features.

Since never addressed or considered, the above deserve
technical correction and clarification to permit the use of the
exceptions with the least impact on the intergovernmentally
cooperating units of local government.

INTERGOVERNMENTAL SOPHISTICATION

Staff members of tax writing committee when presented
with the above problems and concerns have replied that a major
consideration in the small issuer exceptions was to allow con-
cessions to less sophisticated issuers. This is more so with
respect to the terrible complexities of arbitrage rebate than
financial institution deductibility. Staff reply cuntinues to
the effect that the Association as an intergovernmental entity
must have a sophistication that justifies unavailability of the
exceptions. That is, the economies of scale and size of the
Association contradict the use of a rule intended to be available
to less sophisticated issuers. They say this is more so under
Section 148(f) (4) (C) than Section 265(b) (3).

However, this illustrates a misunderstanding of local
intergovernmental cooperation and how entities such as the Asso-
ciation are created, established and at least initially operate.
The activities of the Association are not a going concern.
Presently the Association has no facilities or staff. This is a
new intergovernmental undertaking. The public works, engineer-
ing, planning and legal staffs of the two cities and the county,
which constitute the Association, are taking this on as an addi-
tional duty and function. Much of the professional work is part
time and on weekends and evenings. Already these professionals
have a full week. In summary, at least for now, the Association
is likely less capable or sophisticated than any one of the
entities that make it up. This is not unusual for the start up
of an intergovernmental undertaking.

Illinois has over 6,500 units of local government.
There are approximately 102 counties, 1150 municipalities, 1500
townships, 2000 school districts and over 2000 other special pur-
pose districts, authorities, boards and commissions. Intergov-
ernmental cooperation, activities and undertakings are relatively
common. Joint undertakings, such as illustrated by the Associa-
tion, are encouraged by a great number of provisions in Illinois
law. Of particular note are two general provisions: Section 10
(Intergovernmental Cooperation) of Article VII of the Constitu-
tion of Illinois and Section 741 et seq. of Chapter 127 of the
Illinois Revised Statutes (Intergovernmental Cooperation Act).

The Association is one of a number of joint intergov-
ernmental contractual associations. Such associations of govern-
mental units should be treated as qualifying under Section
148(f)(4)(C)(i) as long as all member entities have general tax-
ing power. The divided allocation (not 100% attribution to each
governmental member of the Association) under Sections
147(f)(4)(C) and 265(b) (3)(E) should apply. These points deserve
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technical correction and clarification. [Although Illinois is
described above, as chairman of the National Institute of Munici-
pal Law Officers' Committee on Intergovernmental Cooperation, I
suggest to you that this is not unique to Illinois and is of
national concern.]

Blue Book-Footnote 173

Returning to arbitrage rebate, Section 148(f) (4) (B)
(iii)(II) of the Code concerns tax and revenue anticipation notes
and bonds (TRANS). The concern with TRANS is that an issuer will
issue bonds for operating revenues when there is no real need for
the funds (that is, no "cash flow deficit" exists or is reason-
ably imminent) and derive an arbitrage profit. This process
could be repeated in each fiscal period. Section 148(f) (4) (B)
(iii) (II) addresses this by providing that "the term cumulative

cash flow deficit means, as of the date of computation, the ex-
cess of the expenses paid during the [applicable] period...which
would ordinarily be paid out of or financed by anticipated tax or
other revenues over the aggregate amount available (other than
from the proceeds of the issue) during such period for the pay-
ment of such expenses." A major problem is describing what
amounts are "available". Footnote 173 of the Blue Book addresses
this problem in a far reaching way:

"173/ Congress intended that, for purposes of the rebate requirement, the Treasury Depart-
ment will adopt rules that provide that deficits are treated as occurring only if no amounts
other than bond proceeds are available to the governmental units to pay the expenses for
which bond proceeds are to be used. In determining whether an amount is available to a
governmental unit, these rules may provide that the fact that the amount is deposited in
special purpose accounts or otherwise earmarked is to be disregarded if the governmental
unit using the TRAN proceeds either (i) established the restrictions on the use of the other
funds, or (ii) has the power to alter the use of the other fund. But see, Treas. reg. sec.
1. 103-14(c)(3)."

IRS Notice 87-42 essentially forestalls the application of the
more far reaching implications of footnote 173 until its impact
and broad definitional reach can be reassessed. However, it is
not unreasonable to consider that the definitional problem of
"available" could or might be addressed in the debate surrounding
the technical corrections Bill.

There are local intergovernmental cooperation implica-
tions. The Association again provides an example. It is set up
solely as a revenue supported entity on an enterprise fund basis.
That is, it is self-supporting based upon its fees and charges,
much as many water and sewer systems. The $675,000 issue the
Association plans is largely for operating until a revenue gener-
ating facility is on line. Thus the planned issue essentially
constitutes a TRAN under the 1986 Code.

In the context of the Association, let's assume that as
to the two cities, City A has substantial contingency funds and
City B has none and that the county is operationally running with
expenses exceeding revenues. Within the meaning of footnote
173's treatment of "available", several concerns arise. One, the
Association conceivably could borrow from City A. Two, City A
participated in the intergovernmental agreement establishing the
Association and arguably established the restrictions contair:ed
in that agreement related to funding. Three, the two cities and
the county have the power to alter the intergovernmental agree-
ment related to funding. In this context, what funds, if any,
are "available" within an approach similar to footnote 173? Are
there "no amounts other than bond proceeds... available"?
Footnote 173 is extraordinarily broad in its literal reach.
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As to intergovernmental cooperation in the context
described above technical correction and clarification are neces-
sary. Such technical correction and clarificatiqn should be to
the effect that "available" in Section 148(f)(4)(B)(iii)(II) [and
any treatment similar to or succeeding footnote 1733 means that
all participants must have funds so "available". If any one
which has an ownership interest [mere purchase of services by
intergovernmental agreement should not qualify] on the same basis
as the others [to include a financially weak participant other
than on an ownership basis the same as the others would be an
abuse as well as an artifice and/or device] does not have funds
so "available", a TRAN shall be tested for qualification as to
cumulative cash flow deficit on the basis of the least capable.
Any other rule would discourage and frustrate local intergovern-
mental cooperation efforts and activities.

CONCLUSION

Based upon the comments and reactions of House Commit-
tee on Ways and Means, Senate Committee on Finance and Treasury
staff, no thought was given to the local intergovernmental im-
pacts of the 1986 Code's tax exempt bond provisions. Opportun-
ities for local intergovernmental cooperation are many and are
encouraged by the constitutions and laws of most states. Iden-
tified above are three selected areas of major concern: (1)
Section 148 (f) (4) (C) arbitrage rebate small issuer exception;
(2) Section 265(b) (3) small issuer exception covering financial
institution deductibility (so-called "bank qualification"); and
(3) Section 148(f) (4) (B) (iii) (II) [Blue Book footnote 173] con-
cerning "available" funds and TRANS.

An example involving solid waste disposal and the Asso-
ciation established by two cities and a county was used to illus-
trate the problems and concerns for which technical correction
and clarification efforts are requested. The example in all
material respects is not hypothetical. It is provided because it
is real and present. The City of Champaign, Illinois, the City
of Urbana, Illinois, and the County of Champaign, Illinois, have
created and established the Intergovernmental Solid Waste Dis-
posal Association as an intergovernmental contractual associa-
tion. It is not a unit of local government, and it does not have
taxing power. The above substantially describes a planned fin-
ancing and the impact of tax reform on the Association, the two
cities and the county. We are aware of other Illinois projects
which may be similar.

Immediate guidance is required in this area that
Congress never considered. The regulation process will be too
late, and it is difficult to envision other than an unyielding
regulation or private ruling approach in an area that Congress
has not addressed in the legislative process.

Please don't hesitate to contact me if you need any-
thing further or have any comments or questions. Your collect
calls to me, if any, will be accepted, and I would be happy to
meet further with you concerning these matters. Six copies of
these comments are herewith concurrently delivered.

Very truly yours,

VIA FEDERAL EXPRESS

cc: Mary McAuliffe
Committee Finance, Minority Chief of Staff
United States Senate, Room SD-GO8
Washington, D.C. 20510
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ESOP ASSOCIATION WRITTEN COMMENTS ON
S. 1350, TECHNICAL CORRECTIONS ACT OF 1987

Mr. Chairman and members of the Subcommittee on
Taxation and Debt Management, the ESOP Association is
generally pleased with those provisions of S. 1350 which
make techical and clarifying changes to provisions of the
Tax Reform Act of 1986 (TRA 86) that affect the
establishment and administration of Employee Stock Ownership
Plans (ESOPs).

Since passage of TRA 86, the ESOP Association has
submitted comments on the ESOP provisions to the tax
professionals of the Treasury Department, the IRS, the House
Ways and Means Committee, the Senate Finance Committee, and
the Joint Committee on Taxation. Many of these comments
have been addressed in IRS announcements and guidelines on
TRA 86, the "Blue" Book and in S. 1350. Several have not
yet been addressed, and several new matters have since been
called to our attention.

As usual, your professional and clerical staff have
received our comments in a most professional manner.

Anytime a massive piece of legislation like TRA 86
becomes law, very technical questions, and even
disagreements, arise over the meaning of the language of the
law. And it is understood by all that, despite good faith
efforts by Congress, its staff, the Executive Branch and its
professionals, the Judiciary and private commentators, some
questions and some disagreements over language and meaning
will never be resolved.

In this spirit, the ESOP Association has commented on
approximately 40 different provisions of TRA 86 since its
enactment.

The ESOP Association now submits comments on S. 1350.
Some are new comments arising from provisions of S. 1350,
and some are repetitions of comments provided earlier, where
an amendment or clarification is still needed, or modified
where the subject matter is addressed by S. 1350.

Because of the Committee's rules on printing, all
substantial comments now follow as an attachment to this
written statement. The ESOP Association understands that the
attachment will not be reprinted, but will be available for
review in the Committee's files.

We appreciate the opportunity to comment on
ESOP-related provisions of S. 1350.
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1OPcomment 1

Section 1llA(c)(2) of S. 1350, relating to section 1123 of
TRA 86; Code section 72(t)(2).

Background: This paragraph of S. 1350 completely rewrites
the original provisions of TRA 86 that provide for an
exemption from the 10% early withdrawal tax for certain
distributions from an ESOP. The ESOP Association
opposes the S. 1350 rewritten version because: (1)
it adds a new substantive requirement in order for an
ESOP distribution to be exempted from the 10% early
withdrawal tax; (2) the new substantive requirement has
no basis in the legislative history pertaining to TRA
86 Section 1123: and (3) the justifiable confusion over
the exact meaning of Code section 72(t)(2)(C) may be
significantly cleared up with a minor amendment, plus
guidance from the Blue Book, IRS Announcement 87-13,
and subsequent IRS regulations and guidelines.

Problems Section lllA(c)(2)provides that in order for an
ESOP distribution to be exempt from the 10% early
withdrawal tax, 2 tests must be met. The second test
is a requirement-not in current law that the
distributed employer securities must have met at all
times in the 5 years prior to distribution the
requirements of Code section 401(a)(28) (the ESOP
diversification rule) and Code section 409 -- which
currently contains rules for both leveraged and
tax-credit ESOPs, as well as to a lesser extent stock
boni- plans. (We assume that the employer securities in
existence prior to January 1, 1987, need not comply
with ESOP rules effective post-TRA 86 enactment. For
example, section 401(a)(28) does not apply to employer
securities acquired in 1934. If those securities were
distributed in 1988, the recipient should qualify for
the ESOP exemption, if all other requirements were met.
If the ESOP Association assumption is wrong, then
SlllA(c)(2) is a partial repeal of the effective dates
of the new ESOP rules included in TRA 86.) This new
requirement is harsh because it eliminates the
exemption for employer securities distributed from a
leveraged and non-leveraged ESOP because their employer
securities were not held under the rules of section 409
of the IRC of 1954 (because section 409 of the 1954
IRC primarily contained rules applicable to
tax credit ESOPs). For example, under section 409,
tax-credit ESOPs are required to vest immediately, to
comply with the 84-month rule, and to make allocations
based on no more than $100,000 in compensation. Other
ESOPs have never been required to comply with these
rules.

Furthermore, section lllA(c)(2) does not allow a
distribution from an ESOP -o qualify for the exception
if the employer securities were transferred, or
'converted" from a prior qualified plan to the
distributing ESOP, because the "converted" plan could
not, or would not, meet the requirements of sections
401(a)(28) and 409.

The Conference Report clearly intends that employer
securities from converted plans qualify for the ESOP
exceptions
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"In a case in which a plan is
converted to an ESOP, plan assets must have
been so invested for 5 plan years prior to
distribution...Tacking of investment periods
is permitted." (pp. 11-457-458 of
Conference Report).

The Blue Book also sets forth an intent that tacking
from one plan to another is permitted if assets
transferred were invested in employer securities in the
predecessor plan. (p.718).

But the new requirement of complying "at all times"
(i.e., for the 5 years preceding the distribution)
with the rules of sections 401(a)(28) and 409 designed
strictly for ESOPs, and mainly tax-credit ESOPs prior
to 1987, makes transfers ineligible for the ESOP
exception.

Finally, the criticism of current law 72(t)(2)(C) has
always focused on the words "at all times", which is an
absolute term. In the real world, very few things
occur "at all times" and this is particularly true of
an ESOP. Frequently the ESOP receives cash from the
plan sponsor which it uses to buy employer securities.
Unless the purchase is instantaneous (which it seldom
is), the plan would not comply with a strict "at all
times" interpretation. Similarly, an ESOP trustee may
invest a portion of plan assets in cash equivalents in
order to assure sufficient plan liquidity to meet
repurchase liability. Both actions may be prudent
trustee actions. Also, a corporate restructuring may
result in an existing ESOP holding securities of the
new spin-off corporation.

Current law ameliorates the "at all times" language by
also setting forth in the general rule for the
exception that "on the average, a majority of assets in
the plan have been invested in employer securities".
Although the "on the average" and "at all times"
language do not directly discuss the same rule in
current law, the use of "on the average" indicates an
intent to reflect in the statute a realistic
understanding of ESOP assets.

Section 111A(c)(2), however, drops the reasonable
language and proceeds to use "at all times" twice. If
enacted as drafted, it would seem to repudiate IRS
Announcement 87-13, Q&A 21, which tries to interpret
the "at all times" requirement in a more reasonable
manner recognizing that it is impossible to meet a
literally interpreted "at all times" test.

Solution: Amend only current law clause (ii) of
S72(t)(2)(C) to give the IRS regulatory authority

to apply the "at all times" test reasonably. Do not
adopt the S. 1350 version of 72(t)(2)(C).

Suggestion: Amend Subsection 1123(a) of TRA 86 (Code
section 72(t)(2)(C)) to read as follows (added words
underlined and deleted words stricken through)t

(C) Certain plans -
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(i) In General. - Except as provided'in clause (ii),
any distribution made before January 1, 1990, to an
employee from an employer stock ownership plan defined
in section 4975(e)(7) or section 409(a) to the
extent that, on average, a majority o assets in the
plan have been invested in employer securities (as-
defined in section 409(1) for the 5-plan-year period
preceding the plan year in which the distribution is
made.

(ii) Benefits Distributed Must Be Invested in
Employer Securities For 5 Years. - Clause (i) shall
not apply to any distribution which is attributable
to assets which have not been invested in employer
securities during the period referred to in clause
(i) except as provided in regulations prescribed by
the Secretary.

In addition, the Committee Report should provide
guidance with several examples, including language
indicating that (1) a de minimus amount may be held in
cash; (2) cash contributions including cash dividends
(interim cash) need not be invested in employer
securities for a reasonable period of time; and (3)
certain corporate reorganizations may result in the
replacement of employer securities for a reasonable
period of time, taking into account all the facts and
circumstances of the Leorganizaticn.

Justification: Although the ESOP exception to the early
withdrawal tax is to expire January 1, 1990, it is an
important ESOP provision because of the early
distribution requirement imposed on ESOPs and the
concept behind employee ownership that capital
ownership produces a supplemental income for a wage
earner. Thus, the ESOP Association wants the provision
to operate smoothly and effectively as intended by
Congress. The recommended changes are in line with the
Conference Report (i.e., conversion/transfers qualify
and plans in existence less than 5 years qualify), the
IRS Announcement 87-13 (tax-credit ESOPs qualify), and
the Blue Book (tacking allowed), except for the
specific grant of regulatory power to the Secretary.
The Committee Report could set forth the intent that
the "at all times" language be applied in a reasonable
manner, that "tacking" is permitted, and that for plans
in existence less than 5 years, the period of existence
of the plan is treated as the 5-year plan period.

ESOP Coament 2:

Section lllA(f)(2) and (3) of S. 1350, amending section
1132 of TRA 86; Code section 4980(c)(3).

Background: TRA 86 exempts certain excess reversions from
a terminated defined benefit plan from the new excess
reversion excise tax if they are transferred to an
ESOP.

Problem: Current law requires that the employer securities
acquired with the excess reversions stay in the ESOP
until distributed in accordance with the plan. This
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requirement may block a prudent action by the plan
trustee (e.g., in the case of a sale of stock). Also,
it would help to clarify that a plan sponsor can
contribute to another ESOP in order to amortize an ESOP
loan, provided that allocations under the combined
plans do not breach the 415 limits. Finally, paragraph
(3) of section lllA(f) uses the word "amount", which
may create confusion if the value of the employer
securities appreciate or decline.

Solution: Provide that the Secretary may waive the
requirement that securities remain in the ESOP
until distribution in accordance with plan, and
clarify that the employer may contribute to another
ESOP as long as the 415 rules are not breached.
Finally, change the word "amount" so that the
one-eighth minimum allocation is measured by numbers of
shares.

Suggestions: (1) Amend current law section
4980(c)(3)(A)(ii) and (II) to read as follows (new
words underlined):

"(ii) Under the plan, employer securities to
which subparagraph (B) applies must remain
in the plan until distribution to
participants in accordance with the
provisions of such plan. The Secretary
may waive the requirement of this clause."

(2) Amend subparagraph (B) of section lllA(f)(3) of
S'. 1350 to read as follows (new words underlined and
deleted words stricken through):

"(B) by adding at the end thereof the
following new sentence:

'The amount allocated in the year of
transfer shall not be less than the
lesser of the maximum ameank number
of employer securities allowed under
section 415 or 1/8 of the total amen,
number of employer securities
transferred.'

(3) Clarify in the Committee Report on S. 1350 that
the operable limitation on ESOP contributions utilizing
section 4980 is section 415. This clarification could
be provided by using the Blue Book explanation:

"The amounts held in the suspense account that
can be required to be allocated each year are to
be allocated to participants' account before any
other employer contributions are allocated. In
other words, during the period that reversion amounts
are held in a suspense account, the employer is not
permitted to make additional contributions to the ESOP
or any other plan to the extent that the contributions,
when added to the amounts held in the suspense account
which are required to be allocated each year, would
exceed the overall limits on annual additions under a
defined contribution plan if allocated to participants'
accounts." (p. 753).
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Justifications If the release of stock is within applicable
415 limits, there io no reason to prevent the release
of stock in a levpeaged ESOP in order to amortize an
ESOP loan provided required amounts are first released
and allocated from the Section 4980 reversion. It is
too rigid to "lockrup!' the employer stock from any
other ESOP transaction that might benefit plan
participants.

Using the word "amount", which connotes dollar value,
may mean that carefully structured 1/8 releases
combined with the sponsor's other plan contributions
are unravelled as the employer securities appreciate to
the detriment of other plan contributions, or decline
to the detriment of the sponsor's ability to
contribute. Also, section 4980(c)(3)(C)(ii)(I)
indicates that the value for section 415 purposes is
established at the time securities are first credited
to the suspense acco-nt.

ESOP Comment 3:

Section 1llA(j)(1) of S. 1350 amending Section 1136 of TRA
86, Code section 401(a)(27).

Backgrounds TRA 86 provides that a determination as to
whether a plan is a profit-sharing plan is to be made
without regard to the employer's profits. Section
lliA(j)(1) requires that in order to qualify under code
subsection 401(a), a plan sponsor must designate to the
Secretary whether the plan is a money purchase pension
plan or a profit sharing plan.

Problem: Because an ESOP is neither a profit-sharing plan
nor money purchase pension plan, it would not be
qualified under the proposed amendments. (The same
could be said of a defined benefit plan, or a stock
bonus plan.)

Solution: Either delete the provision of S. 1350; or amend
it to include other plans; or amend it by striking the
word "subsection" and substitute in lieu thereof
"paragraph".

ESOP Comment 4:

Section 1llB(h) amending Section 1173 and 1854(c) of TRA 86;
Code section 133.

Background: TRA 86 clarified that a qualified 133 loan may
not originate with any member of a controlled group,
and clarified that a qualified securities acquisition
loan may be refinanced and qualify for 133 treatment.
S. 1350 provides further clarification as to how long
133 treatment applies to a refinanced loan.

Problem: It is unclear whether a securities transaction
loan that is not eligible for 133 treatment (e.g.
because it is within a controlled group, or originates
with the employer) is eligible for section 133
treatment if refinanced in a manner qualifying for

78-959 0 - 88 - 23
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section 133 treatment. Furthermore, it is not clear as
to the meaning, or impact,' of current law section
133(b)(3)(B) pertaining- to "more rapid repayment...of
interest", because interest is paidl interest is never-
"repaid". In addition, the present wording may have
the unintended effect of implying that interest payment
is a repayment term for determining whether the terms
of a lender-to-employer loan and an employer-to ESOP
loan are "substantially similar".

Solution: Clarify that an otherwise in eligible securities
acquisition loan, is eligible for section 133 treatment
if refinanced, and delete any reference to repaying
interest.

Suggestion: Amend subparagraphs (C) and (D) of 1854(c) of
TRA 86 (Code section 133(b)(2) and (3)(B)) would read
as follows (added words underlined and deleted words
stricken through):

"(2)...
For purposes of this paragraph, subparagraphs (A)
and (B) shall not apply to any loan which, but for
such subparagraphs, would be a securities acquisition
loan if such loan was not originated by the employer
of any employees who are covered by the plan or by
any member of the controlled group of corporations
which include such employer, except that this section
shall not apply to any interest received on such loan
during such time as such loan is held by such employer
(or any member of such controlled group). This
paragraph does not apply to a loan used to refinance
a loan described In this paragraph unless such a
loan is described In subparagraph (A)or()

(B) repayment terms providing for more rapid
repayment of principal eo-lnteres on such loan
but only if - "

Justification: The loan origination was not intended to
preclude a refinancing which qualifies for the interest
exclusion because such a loan benefits plan sponsor and
participants with lower debt payments (provided the
original loan is used to acquire employer securities
after the effective date of section 133).

Note: As presently worded, Code section 133(b)(3),
which limits the 133 treatment to 7 years if the qualified
loan is refinanced, may not apply to the refinancing of a
loan directly to an ESOP as opposed to a loan to the
corporate sponsor of the ESOP. S. 1350 clearly limits
section 133 treatment to 7 years for refinanced, or a series
of refinanced loans, whether the original loan was to the
corporation or the ESOP. This problem came to the
Association's attention subsequent to our formal review of
TRA 86 and S. 1350.

350P Coment 5t

Section IIB(g)(3)(B), amending Section 1172 of TRA 86; Code
section 404(k).
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Background: Section lllB(g)(3)(B) clarifies that a
deduction is permitted for dividends paid on allocated
ESOP stock used to pay ESOP debt if employer securities
in equal to the dividends are released to participant
accounts. Because the payment of dividends on ESOP
stock, and their distribution to plan participants
creates a variety of anomalies with requirements
pertaining to distribution under 401, 409, and 4975,
Congress added language to Code section 404(k)
clarifying any distribution under 404(k) does not
violate any 401, 409, and 4975(e)(7) requirements.

Problems: (1) The word "amount" may cause confusion if the
value of employer securities appreciates or declines in
relationship to the value of dividends used to pay
debt.

(2) Paragraph (e)(7) of code section 4975 defines an
employee stock ownership plan. By limiting the
reference to paragraph (e)(7), the current 404(k)
provision leaves open to interpretation whether a
dividend distribution to ESOP participants or the use
of the dividends to pay an ESOP loan might not comply
with Code section 4975(d)(3), the ESOP exemption from
the prohibited transaction rules. Also, by addressing
only the distribution of dividends, section 404(k)
fails to clarify that dividends used to pay ESOP debt
(the dividends are thus not distributed) do not cause
an ESOP to violate sections 401,409, 4975(d)(3) and
(e)(7).

Solutions: (1) Delete the word "amount".

(2) Clarify that Code section 404(k) dividends do not
violate the prohibited transaction provisions.

Suggestions: (1) The sentence at the end of Code section
404(k)(2)(C) would read as follows (deleted word
stricken through):

"Paragraph (2)(C) shall not apply to dividends
from employer securities which are allocated to
any participant unless the plan provides that
employer securities in-an-ameuan equal to such
dividends are allocated to such participant for the
year which (but for paragraph (2)(C)) such dividends
would have been allocated to such participant."

(2) Add "and (d)(3)" to paragraph 1854(b)(3) and
the words "or used to make payments on a loan described
in section 404(a)(9)". The flush portion of code
section 404(k) would then read as follows (added
reference and words underlined):

"I(k)..
Any deduction under subparagraph (A) or (B) of
paragraph (2) shall be allowed in the taxable year
of the corporation in which the dividend is paid or
distributed to the participant under paragraph (2)
or used to make payments on a loan described in
section 404(a)(9). A plan to which this subsection
applies shall not be treated as violating the

I-
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requirements of section 401, 409, or 4975(d)L3) and
(e)(7) merely by reason of any distribution described
in paragraph (2). The Secretary may disallow the
deduction under this subsection for any dividend if the
Secretary determines that such dividend constitutes, in
substance, an avoidance of taxation. Any
deduction under paragraph (2)(C) shall-be allowable
in the taxable year of the corporation in which
the-dividend is used to repay the loan described in
such paragraph."

Justification: (1) Clarifies that employer securities
equal to value of dividends paid on debt are to be
allocated to participants.

(2) Code section 4975 sets forth prohibited
transactions and the tax thereon. Paragraph (e)(7)
only defines what is an ESOP. The intent was to
reference all the ESOP rules, not just 4975(e)(7).
To eliminate any doubt whether an ESOP deductible
dividend distributed to participants or used to pay an
ESOP loan is a prohibited transaction, the reference
also needs to include Code section 4975(d)(3).

NOTE: Proposed section 404(k)(2)(C) provides that in order
to deduct dividends on allocated employer securities, when
the dividends are used to pay an ESOP loan, a minimum
allocation of employer securities must be made to plan
participants. It is not clear whether this minimum
allocation requirement may be satisfied with securities
released from the suspense account (and allocated to
participant accounts under section 54.4975-11 of the Income
Tax Regulations) by reason of the use of dividends on
allocated shares to repay the ESOP loan. Although this
problem came to the ESOP Association's attention subsequent
to the Advisory Committee's technical critique of TRA 86,
the Association believes a clarification on this point would
be helpful.

ESOP Connent 6:

Section lllB(i)(1), amending TRA 86 section 1174; Code
section 409(d)(1)

Background: Section l1lB(i)(1) cross references to
401(k)(10)(B)(ii) (which is added by S. 1350 to
clarify the rules for distributions upon the
termination of a plan or the disposition of assets,
because the tax-credit for ESOP contribution was
repealed and the 84-month rule is to be, in essence,
waived.

Problem: The waiver of the 84-month rule references the
requirement that a terminated plan must distribute in a
lump sum as defined by section 402(e)(4) (as referenced
by 401(k)(l0((B)). This creates unintended results. For
example, if an employer also maintains a stock bonus
plan, employees' distributions from a terminated
tax-credit ESOP would not qualify for lump-sum
distribution treatment unless employees' stock bonus
account balances are also distributed in the taxable
year. Also, the REA pre-retirement consent requirement
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precludes a forced distribution, raising the
possibility that an employee could not terminate
a TRASOP/PASYSOP if a single employee objects to the
distribution. This was not the intent of the
amendment.

Solution: Add to paragraph 409(d)(1) a new exception to the
84-month rule that the rule does not apply in the
event of the total discontinuance of plan
contributions.

Suggestion: Add to paragraph 1174(a)(1) of TRA 86, the
words "or complete discontinuace of contributions".
Code section 409(d)(1) would read as follows (added
words underlined and deleted words stricken through):

"(1) death, disability, separation from service,
eo termination of the plant , or complete
discontinuance of contributions."

Justification: This addition would allow the employer to
distribute account balances in a simple manner from a
terminated or a dormant plan without having to make the
employees wait up to 7 years. Congress has repealed
TRASOP/PAYSOP9, and there is no reason to complicate
their phase-out.

ESOP Comment,7

Section lllB(J) of S. 1350, amending section 1175 of TRA
86; Code section 401(a)(28).

Background: The House wanted to make ESOP assets more
diversified as participants approach retirement age.
This desire led the House to impose a requirement on
ESOPs that allows a participant eo diversify his or her
account away from one asset, the employer's stock, as
retirement age approaches. Because this new rule is a
major change in how ESOPs operate, the House decided to
apply the rule prospectively -- to stock acquired by
the ESOP after December 31, 1986.

Problem: The contribution to an ESOP or PAYSOP usually
occurs several months after the close of a plan year
or tax year. For example, assume a PAYSOP sponsor has a
calendar plan and tax year ending December 31, 1986.
This PAYSOP sponsor will make its last tax-credit
eligible contribution sometime in 1987. As written,
Code section 401(a)(28) requires that this last PAYSOP
contribution (and only this last one) be eligible for
diversification. This diversification requirement for
a relatively small amount of stock would create a
needless administrative problem.

Solution: Exempt PAYSOPs from 401(a)(28).

Suggestion: Delete from paragraph 401La)(28)(A) thiwords
"or a plan which meets the requirements of section
409(a)." Code section 401(a)(28)(A) would then read as
follows (deleted words stricken through

"(A) In General. - In the case of a trust
which is part of an employee stock ownership
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plan (within the meaning of section 4975(e)(7))
e -a-plan-wh~ek-meebe-tke-*equweaenbe-ed
see en-499ja4y such trust shall not
constitute a qualified trust under this section
unless such plan meets the requirements of
subparagraphs (B) and (C)."

Justifications Diversifying the last contribution to a
PAYSOP will not serve congressional intent in enacting
the ESOP diversification rule because -

o there is no evidence that any sponsor of a PAYSOP
ever had the PAYSOP as the only ERISA plan for
employees;

o typically, employees' account balances are
relatively small in relation to other benefits
provided by the employer.

o generally, only a small percentage of the sponsor's
shares outstanding are held by.a PAYSOP; and

o the amount of value of the last year contribution
is more than likely less than the cost per account if
diversification is required.

ESOP Comment 8

Section 1llB(J) of S. 1350, amending section 1175 of TRA
86, TRA 86 subsection 1175(a)(1); Code section
401(a)(28)(B). 1

Background: See Comment 7

Problem: As written, the ESOP diversification rule may
require the diversification of ESOP assets invested in
other than employer securities. (ESOPs are required to
include a statement that they are designed to invest
"primarily" in employer securities.) Very few ESOPs
have assets consisting only of employer securities.
The non-employer security assets of an ESOP may be cash
equivalents, or any other of a variety of investments.

Solution: Clarify that the ESOP diversification rule
applies only to the portion of a participant's account
invested in employer securities acquired after 1986.

Suggestions: Add to clause 401(a)(28)(B)(i) the words
"invested in employer securities", which clause would
then read (added words underlined):

"(i) In General. - A plan meets the requirements
of this subparagraph if each qualified participant
in the plan may elect within 90 days after the close
of each plan year in the qualified election period
to direct the plan as to the investment of at least
25 percent of the participant's account in the plan
invested in employer'securities (to the extent such
portion exceeds the amount to which a prior election
under this subparagraph applies).
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In the case of the election year in which the
participant can make his last election, the
preceding sentence shall be applied by substituting
'50 percent' for '25 percent'."

Justification: The purpose of the ESOP diversification rule
is to permit a participant to partially "get out" of
employer stock. The rule should not require
diversification of that which is already diversified.
Because an ESOP must be designed to be primarily
invested in employer stock, not diversifying the
non-employer stock assets will not in any way weaken
the purpose of the ESOP diversification rule. The Blue
Book (on page 838) sanctions the plan sponsor using
"alternative assets" in the plan to satisfy a
diversification instruction. The clear thrust of the
Blue Book position (and the legislative intent) is that
the non-stock assets are not subject to
diversification.

ESOP Comment 9

Section lllB(j) of S. 1350, amending Section 1175 of TRA
86; Code sections 401(a)(28)(B) and 402(e)(4).

Background: The House recognized that mandating an employer
to maintain three investment options under the
diversification rule might create a burden on some ESOP
sponsors. Thus it authorized a distribution of the
amount the participant elects to diversify.

Problem: If the participant receives a distribution
pursuant to an ESOP diversification election after age
59-1/2, current law may deem that distribution to be
the only lump sum distribution under the special tax
rules for lump sum distributions.

Solution: Exclude a distribution pursuant to an ESOP
diversification election from the definition of "lump

.sum distribution".

Suggestion: Add words "and does not include amounts
distributed because of a distribution under
401(a)(28)(B)" to paragraph 402(e)(4). Code section
402(e)(4) would then read as follows, (added words
underlined):

"(A) Lump sum distribution. - For purposes
of this section and section 403, the term
'lump sum distribution' means the distribution
or payment within one taxable year of the recipient
of the balance to the credit of an employee which
becomes payable to the recipient -

(i) on account of the employee's death,
(ii) after the employee attains age 59-1/2,
(iii) on account of the employee's separation
from the service, or
(iv) after the employee has become disabled (within
the meaning of section 72(m)(7)).

from a trust which forms a part of a plan described
in section 401(a) and which is excempt from tax
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under section 501 or from a plan described in
section 402(a). Clause (iii) of this subparagraph
shall be applied only with respect to an individual
who is an employee without regard to section 401(c)(l),
and clause (iv) shall be applied only with respect
to an employee within the meaning of section 401(c)(l).
Except for purposes of subsection (a)(2) and section
402(a)(2), a distribution of an annuity contract from a
trust or annuity plan referred to in the first
sentence of this subparagraph shall be treated as a
lump sum distribution. For purposes of this subpara-
graph, a distribution to two or more trusts shall
be treated as a distribution to one recipient. For
purposes of this subsection, subsection (a)(2) of this
section, and subsection (a)(2) of section 403, the
balance to the credit of the employee does not include
the accumulated deductible employee contributions under
the plan (within the meaning of section 72(o)(5))v
, and does not include amounts distributed because
of a distribution under section 401(a)(28)(B)."

Justification: Because a 401(a)(28)(B) distribution does
not authorize a full distribution of the account, there
is no reason to treat the distribution as a lump sum
distribution. The diversification requirement was not
intended to disqualify employees' subsequent
distributions for lump sum distribution treatment.
Disallowing this exception would disadvantage
employees.

ESOP Comment 10

Section lllB(j) of S. 1350, amending section 1175 of TRA
86; Code sections 401(a)(28)(B) and 402(a)(5)(D)(i).

Background: Because the House decided to allow the ESOP
dTversificati~n election to be met by a distribution,
the House also decided that such a distribution would
be eligible for a tax-free rollover to an eligible
retirement plin. It is also necessary to note that TRA
'86 subparagraph 1175(a)(2) made the diversification
rule apply only to stock acquired after December 31,
1986.

Problem: Many ESOP sponsors, in order to ease
administrative burdens, will want to allow a
participant to diversify both pre-1987 and post-1987
employer stock. In other words, they will want to go
beyond the minimum legal requirements. Because clause
(i) of 402(a)(5)(D) seems to allow a tax-free rollover
only of the amounts required to be diversified, a more
generous diversification amount may not be eligible for
a tax-free rollover.

Solution: Substitute the word "permitted" for the word
"described" in Code section 402(a)(5)(D)(i), which
would then read as follows (added word underlined,
deleted word stricken through).

")(i)' Requirements. - Subparagraph (a) shall
apply to a partial distribution only if the
employee elects to have subparagraph (A) apply
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to such distribution and such distribution
would be a lump sum distribution if subsection
(e)(4)(A) were applied -

(I) by substituting '50 percent of the balance
to the credit of an employee' for 'the balance
to the credit of an employee',
(II) without regard to clause (ii) thereof,
the second sentence thereof, and subparagraph
(B) of subsection (e)(4).

Any distribution deser4bed permitted in
section 401(a)(28)(B)(ii) shall be treated as
meeting the requirements of this clause.

Justification: The Congressional purpose of encouraging
ESOP participants to diversify their accounts is
enhanced by greater diversification than is required by
the diversification rule. This enhancement should not
be thwarted by doubt as to whether amounts greater than
the required amounts are eligible for a tax-free
rollover. The Blue Book on page 836 states that a more
generous diversification percentage than that required
by section 401(a)(28)(B) is permissible.

SOP Coment 11

Section 1llB(k) of 8.1350, amending section 1176 of TRA
861 Code section 401(a)(22).

Background Section 1176 of TRA 86 was a Senate floor
amendment narrowly drawn to limit voting rights
pass-through on ESOP stock of certain newspapers.

Comment: Section lIIB(k), by amending the voting rights
provision in Section 401(a)(22), may make a substantive
change in the law pertaining to stock bonus plans of
publicly traded corporations. There is no evidence to
indicate Congress wanted to change the voting rights of
stock bonus plans sponsored by publicly traded
corporations.

180P Conment 12

Subsection 1174(b) of TRA 86 pertains to the period of time
an ESOP participant's balance must be paid to him or
her. Code section 409(o)(l)(C).

Background: The law requires that the distribution of the
participant's account be over a period of not less than
5 years if the account value does not exceed $500,000,
or 5 years plus 1 year for each $100,000 value, or
fraction thereof, the balance exceeds $500,000. The
House in adopting the 5 year payment period appears to
have done so in recognition that sizeable ESOP
accounts, when cashed out, may present a difficult
repurchase liability, or demand on corporate cash flow,
profits, and assets. If such a demand is unmanageable,
the payments to a departing, or a few departing
employees, can actually hurt the other ESOP
participants who could have their account balances
decline as the corporation is weakened by unmanageable
repurchase liability.
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Problem: It may be more advantageous both to the
corporation and to the remaining employees to
distribute the amount over a period of less than 5
years.

Solution: Clarify that the 5-year periodic payment
requirement allows for more rapid distribution.

Suggestion: Add the phrase "no less rapidly than" to Code
section 409(o)(l)(C). Code section 409(o)(l)(C) would
therefore read as follows (added words underlined):

"(C) Limited Distribution Period. - The plan
provides that, unless the participant elects
otherwise, the distribution of the participant's
account balance will be no less rapidly than
in substantially equal periodic payments (not
less frequently than annually) over a period not
longer than the greater of -"

Justification: There is no policy reason to require that the
distribution period always be 5 or more years.

ESOP Comment 13

Subsection 1174(b) of TRA 86 permits the participant to
elect distribution for a period longer than 5 years, or
less frequently than once annually. Code section
409(o)(1)(C).

Background: In order to allow both the participant and the
plan sponsor a degree of flexibility in making
payments over a minimum period of time, the House
agreed to allow the participant to elect distribution
for a period greater than 5 years.

Problem: As written, subsection 1174(b) may have no limit
on the participant's election - i.e., the limit is only
his or her creativity.

Solution: Clarify that participant's election only allows
choice of options permitted under the plan document.

Suggestion: Add the phrase "other options provided under
the plan" to Code section 409(o)(l)(C). This
subparagraph of the Code would read as follows
(incorporating Comment 12, added words are underlined
and deleted words are stricken through):

"(C) Limited Distribution Period. - The plan
provides, unless the participant elects
other options provided under the plan etheuwise,
the distribution of the partlcipant's account balance
will be no less rapidly than in substantially equal
periodic payments (not less frequently than annually)
over a period not longer than the greater of -"

Justification: Allowing options other than those set forth
in the plan document could be problematic if certain
creative distribution schemes were permitted.
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ESOP Comment 14

Subsection 1174(c) of TRA 86 pertains to the corporation's
obligation to honor a put by an employee. Code section
409(h)(5)(A).

Background: In 1978, Congress mandated that an employee,
who receives employer stock for which there is no
public market, could sell his or her stock back to the
ESOP corporate sponsor, and the ESOP sponsor must buy
the stock at a fair market value price. This
arrangement is the ESOP "put" requirement.

Problem: Code section 409(h)(5)(A) provides that the
employer meets its put obligation if it pays for the
employee's stock over a period not to exceed 5 years
with periodic payments, not less frequently than
annually. The literal wording of the subparagraph (A)
may preclude the- employer from making a lump-sum
payment in complying with the put rule.

Solution: Clarify that the 5-year payment rule does not
preclude a lump-sum payment.

Suggestion: Add to subparagraph (A) the words "not less
rapidly than". Code section 409(h)(5)(A) would then
read as follows (added words underlined):

"(A) the amount to be paid for the employer
securities is paid not less rapidly than anually
in substantially equal periodic payments (not
less frequently than annually) over a period
beginning not later than 30 days after the
exercise of the put option described in
paragraph (4) and not exceeding 5 years, and"

Justification: TRA '86 does not preclude lump-sum payments
by ERISA plans. Thus the ESOP sponsor should be able to
make lump-sum payments as permitted other ERISA plan
sponsors. On page 841 of the Blue Book, a lump-sum
distribution is implicitly sanctioned by reference to
"total distribution" within a year.

ESOP Comment 15

Subsection 1174(c) of TRA 86 sets forth an adequate
security rule for the ESOP sponsor to follow in meeting
a put. Code section 409(h)(5)(B).

Background: If the ESOP sponsor honors a put over a
multiple year period through periodic payments, its
commitment is analogous to the employee having an IOU
from its former employer. Congress recognized this
debtor-creditor analogy and requires the ESOP sponsor
to provide adequate security to the former employee in
order to have a reasonable assurance that the ESOP
sponsor's obligation will be honored.

Problem: The phrase "adequate security" is not precise, and
if interpreted in an unreasonable manner, could
result in all lenders to the ESOP being subordinated to
the former employee exercising a put that is being paid
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out over several years. If the former employee has a
higher call on corporate assets than other lenders to
the corporation, the corporation, in all likelihood,
will be impaired in its ability to obtain any kind of
financing, either long-term, short-term, bonds, letters
of credit, etc.

Solution: Clarify that "adequate security" does not mean a
lien on the corpora~iop higher than other corporate
creditors.

Suggestions Include in the Committee Report on S. 1350
that the requirement for adequate security may be
satisfied by a device such as a surety bond or letter
of credit.

Justification: If the adequate security required causes the
ESOP sponsor to impair (or possibly lose) its corporate
credit, current ESOP participants will be harmed as
surely the value of their stock would decline, perhaps
drastically.

3SOP Comment 16

Paragraph 1854(f)(1)(A) of TRA 86, pertaining to voting
rights pass through in an ESOP or workers' co-operative
(eligible worker-owned cooperative) (EWOC). Code
section 409(e)(5).

Background: Because a worker owned co-op does not have
percentage voting on governance issues based on
corporate shares owned, Congreps decided to sanction a
1 vote per participant method for ESOPs and EWOCs as an
alternative to percentage, or proportional, voting.

Problem: As written, the new l-man/l-vote rule may be
construed by some to be mandatory.

Solution: Clarify that Congress intended the l-man/l-vote
rule to be an alternative to pass through of voting
decisions.

Suggestions Add the word "also" to paragraph 1854(f)(l(A).
Code section 409(e)(5) would then read as follows
(added word underlined)t

"(5) 1 vote per participant. - a plan also
meets the requirements of paragraph (2T or
(3) with respect to an issue if -
(A) the plan permits each participant I vote with
respect to such issue, and
(B) the trustee votes the shares held by the
plan in the proportion determined after application
of subparagraph (A)."

Justification: As recognized in the Technical Corrections
Blue Book, page 162, Congress never intended to mandate
l-man/l-vote for all ESOP corporate sponsors.

9SOP Comment 17

Subparagraph 1854(f)(3)(C) of TRA 86, pertaining to the
distribution of employer securities. Code section
409(h)(2).
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Background: Among the Congressionally mandated rules
governing ESOPs is the rule requiring the ESOP to
distribute employer stock, but also allowing a put by
the participant of the stock it it is not readily
tradeable. Congress has sanctioned that an ESOP
sponsor, who wishes to become and/or remain
substantially or totally owned by active employees, can
require the participant to sell his or her stock back
to the ESOP sponsor.

Problem: In clarifying this rule, subparagraph (C) may make
it possible for the departed employee to keep the
stock, undermining the very purpose of the provision.

Solution: Clarify that an ESOP company can restrict
ownership of stock to current employees.

Suggestion: Change the word "may" to "must" in subparagraph
1854(f)(3)(C). Code section 409(h)(2) would then read
as follows (added word underlined, deleted word
stricken through):

"(2) Plan may distribute cash in certain cases. -
A plan which otherwise meets the requirements of
thi-s subsection or of section 4975(e)(7) shall not
be considered to have failed to meet the require-
ments of section 401(a) merely because under the plan
the benefits may be distributed in cash or in the
form of employer securities. In the case of an
employer whose charter or by-laws restrict the
ownership of substantially all outstanding employer
securities to employees or to a trust described
in section 401(a), a plan which otherwise meets the
requirements of this subsection or 4975(e)(7) shall
not be considered to have failed to meet the
requirements of this subsection or of section 401(a)
merely because it does not permit a participant to
exercise the right described in paragraph (1)(A)
if such plan provides that participants entitled to a
distribution from the plan shall have a right to
receive such distribution in cash, except that such
plan may distribute employer securities subject to a
requirement that such securities may must be
resold to the employer under the terms wWich meet
the requirements of section 409(o)."

Justification: The word "may" contradicts the very reason
the provision was enacted because it permits a
non-employee to retain distributed employer securities,
and thereby could result in an employer no longer being
substantially (or totally) employee-owned. The current
language allows employees to retain the stock. The
purpose of the provision is to require them to sell it
back to the corporation. Without the "must",
Congressional intent would be undone.

ESOP Comment 18

Sections 1132 and 1175 of TRA 86; Code section 41 and
4980(c)(3).

Comment: An employer who transfers excess assets from a
terminated defined benefit plan should not be allowed
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to use those employer securities in order to fund a tax
credit E80P (i.e.* when claimed on a carryforward
basis).

OP Commt 19

Section lllA(g) of S. 1350, relating to section 1133 of TRA
861 Code section 4981A (to be redesignated 4980A by
S. 1350.)

Backgrounds Code section 4981A(c)(5) "grandfathers" from
the excess distribution tax certain amounts distributed
from a plan or plans if (1) an election is made under
paragraph (5), and (2) if the accrued benefits as of
August 1, 1986. exceed $562,500.

Problem: The "grandfather" is not a true "grandfather" in
that it does not exempt individuals from paying the
tax, but exempts from the tax only the amount in their
account as of August 1, 1986. Thus, in the case of
employer securities that appreciate past August 1,
1986, there may be an excess excise tax on that value.

Comments Although not a technical comment, the ESOP
Association takes this opportunity to express once
again its strong opposition to the excess excise tax on
certain distributions. The Association strongly
believes that employee-ownership is to lead to
employee-owners getting more than "Just a little
money". ESOPs are to break the concentration of wealth
through widespread ownership of capital. An absolute
cap, or a tax on ownership wealth by employees is
contrary to the Association's overall position.
We also realize that the TRA 86 "grandather" is for
"accrued" benefits as of August 1, 1986, not for
individuals and their employer securities as of August
1, 1986. Thus we realize that a suggestion to amend
section 4980A(c)(5) to "grandfather" plan accounts, not
accrued benefits, would be a substantive change. We do
feel such a change, however, would be more equitable
than current law.

380P Coment 20

3ection lllB(h) of S.1350 amending section 1173 of
TRA 861 Code sections 133, 851(h) and 852(b)(5)(C).

Note: Subsequent to the technical review of TRA 86 by the
Association Advisory Committee, it was noted that certain
technical problems may exist that would prevent a mutual
fund from holding securities acquisition loans and paying
out tax-exempt dividends to one class and taxable dividends
to another class of stock. Because section 133 provides that
a precise $.50 of every interest dollar is exempt while $.50
is taxable, and because in real economic terms these two
income streams are not equal, the mutual fund may desire to
price its two classes of shares differently at inception.
But serious issues arise under the Investment Company Act of
1940 if redemption prices of the two classes of shares are
varied during the life of the fund.
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Also, as the relationship between the taxable and the
tax-exempt yield curve varies over the term of the loan (as
it almost certainly will), it may be impossible to reset
properly the interest rates on the two components of the
loan (i.e., due to the 50/50 split, either too much
tax-exempt or too much taxable interest will be paid).

To solve these problems, the mutual fund may frequently
reset the interest rates on the securities acquisition
loans. But it may not be possible, under current law, to
reset interest rates by the mutual fund because the one-half
and one-half requirement under section 133 may not allow a
downward adjustment.

A solution may be to allow 50% of the principal of a
securities acquisition loan held by a mutual fund with a
two-class arrangement to be treated as an obligation
described in section 103(a), and the interest attributable
to that principal amount would be excludible from income,
(thus permitting the interest rates for the two "halves" of
a securities acquisition loan to be set separately at
existing market rates). This concept already appears in
section 852(b)(5)(C)). The revenue impact of such a "fix"
should be positive because it should result in the least
possible amount of exempt interest being paid.

Finally, section 851(h) treats each fund of a series
fund as a separate mutual fund. It may be helpful to
clarify that, in the case of securities acquisition loans
held by a two-class mutual fund that constitutes a series
fund, one fund could be deemed to own the tax-exempt
principal portion and one fund the taxable principal
portion.
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THEFARMCREDITCOUNCIL
SO FSTREET.NW ' SUITE900 -WASHINGTON, DC 20001 • 202/393-3744

TESTIMONY ON TECHNICAL CORRECTION

TO THE TAX REFORM ACT

RELATING TO THE FARM CREDIT SYSTEM

Presented by

David Kasten

Summation of Key Points in Farm Credit System Statement

o The Farm Credit System (System) and the farmers and farmer-owned
cooperatives it serves are struggling in a severely distressed
agricultural environment.

o The U.S. Congress is currently considering a financial assistance package
to shore up the System.

o The 1986 Tax Reform Act added approximately $85 million in tax liability
to the System.

o This increase in tax liability will have a negative impact on the System's
ability to lower interest rates to its farmer borrowers.

o The additional tax burden discourages the building of loan loss reserves
at a time when such reserves are critically needed.

Mr. Chairman and members of the subcommittee, my name is Dave Kasten. I am a

farmer/rancher from Brockway, Montana, with a small grain and cow/calf

operation. I have been a Production Credit Association stockholder for 25

years and a Federal Land Bank stockholder for 16 years. The Farm Credit

System helped me get started in farming and develop a sound operation, and I

feel an obligation to serve as Chairman of the Board of the Glendive PCA for

three and a half years. I was elected to the district board of directors by

the Twelfth District PCAs in 1985, and it is my pleasure to represent the

Twelfth District and the Farm Credit System at this hearing today.

As a district director I am involved monthly in reviewing the financial

condition of each Twelfth District Bank and our Federal Land Bank Association

and PCA. Thus, I believe I am well qualified to testify as to the adverse

impact on the PCAs and Banks for Cooperatives resulting from the Tax Reform
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Act of 1986. As you know, the Tax Reform Act of 1986 repealed the provision

of the Internal Code (the Code) that permitted Farm Credit System institutions

to utilize the reserve method of accounting for loan losses for tax purposes.

Beginning in 1987, System institutions are permitted to claim bad debt

deductions only when specific Ican losses are realized. In addition, as part

of the transition from the reserve method of accounting for bad debts to the

specific charge-off method, System institutions will be required to

recapture" their existing loss reserves as income over a four-year period.

This will result in increased federal income taxes during the very period when

many System institutions are struggling to survive. We do not think it makes

any sense from a public policy standpoint to penalize System institutions

through changes to the Tax Code at a time when Federal financial assistance is

required to ensure the survival of this essential credit delivery system for

American agriculture.

However, even if we consider this matter strictly from the standpoint of

fairness and equity in the tax system, we believe that there is a compelling

argument for correcting the action taken in the Tax Reform Act of 1986 with

respect to the System' bad debt reserve deductions. As you will recall, in

early 1986 the System brought to the attention of the Senate Finance Committee

what we believed to be a major inequity in the tax reform proposal passed by

the House of Representatives. The House bill repealed the use of the reserve

method for taxpayers generally (including System institutions), but would have

essentially preserved the use of the reserve method for small commercial banks

and thrift institutions. The System pointed out that there is no sound

justification for the disparity of tax treatment between taxable System

institutions and small commercial banks (which are our principal competitors)

and that this disparity results solely from the fact. that neither PCAs nor BCs

are technically treated as banks for Federal income tax purposes because they

are not authorized to accept-deposits.

This Comnittee and the Full Senate responded to our plea by explicitly

preserving the reserve method for taxable System institutions in the Senate's

tax reform bill. Quite frankly, we thought that the action of the Senate
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merely corrected an oversight in the House bill and that we would not be in

Jeopardy when the tax reform bill went to conference. We were right up until

the very end of the conference when in the complicated final compromise

agreement apparently there was a decision made to drop this provision of the

Senate bill. I say "apparent decision" because the language of the summary of

the conference agreement was ambiguous on tiiis issue. It was only after many

days had elapsed that we were apprised by the staff that this provision of the

Senate bill had in fact been dropped. We have yet to receive a satisfactory

explanation of the factors that led to this decision.

Morever, the inequity of which we had complained had in fact become more

glaring with the conference agreement because the final tax reform bill

recognized the need to defer implementation of the repeal of the reserve

method for large troubled banks. Somehow or other, the System seemed to get

lost in the larger controversy surrounding the treatment of commercial banks

and thrift institutions.

I recount this brief tax history solely to renew our basic contention that

System institutions were treated unfairly in the 1986 Tax Reform Bill. System

institutions are in fact financial institutions that face the same types of

problems ds commercial banks. Even though System institutions raise their

funds through the public sale of debt securities rather than through the

acceptance of deposits there is no basis, in our view, for the disparate tax

treatment of their bad debt losses. Certainly System institutions are at

least as threatened by loan losses as their commercial bank counterparts.

Indeed, because System institutions are authorized only to extend credit to

the agricultural sector and thus cannot diversify their loan portfolios, a

strong argument can be made that they should have even more tax incentives

than commercial banks to build adequate reserves. At a minimum, they should

not be penalized.

Again Mr. Chairman, I want to express our appreciation to this Committee for

its efforts to address this problem during the consideration of the 1986 tax

bill. We appreciate that this issue was not at the top of anyone's agenda
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when the final decisions concerning that monumental piece of legislation were

made. We hope and trust that this Committee will take the opportunity this "

year to correct a real inequity that resulted from the last minute efforts to

achieve agreement on the 1986 tax reform legislation. It is a problem that is

very important to the farmer/rancher borrowers of the Farm Credit System and

one that we believe can and should be corrected.
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SUMMARY OF JULY 22, 1987 TESTIMONY
ON TECHNICAL CORRECTION TO THE TAX REFORM ACT

Presented by W. M. Harding, President
Central Bank for Cooperatives, Denver, Colorado

Before the U.S. Senate Committee on Finance
Subcommittee on Taxation & Debt Management

o The 12 district Banks for Cooperatives and the Central Bank for
Cooperatives provide financial services to about 3,000 farmer-owned
cooperatives and rural utility systems throughout the country. The
banks currently have about $8 billion in loans outstanding.

o Agricultural cooperatives, rural utility systems, and the Banks for
Cooperatives have a significant effect on the rural economy. Most
farmers and ranchers are served by a marketing or farm supply
cooperative, a rural electric cooperative, a rural telephone
cooperative, or another type of farmer-owned cooperative. Many
farmers and ranchers depend upon more than one cooperative for
supplies or services necessary for their operations.

o The Tax Reform Act of 1986 inadvertently repealed the right of the
Banks for Cooperatives and the Production Credit Associations to make
deductions to maintain a reserve for loan losses. As a result, these
institutions must recapture their reserves accumulated up to December
31, 1986, as income spread over four years, starting in 1987.

o The new tax will have an impact of $54.5 million on the Banks for
Cooperatives over the next four years. The total impact on the
Production Credit Associations and the Banks for Cooperatives will be
about $85 million.

o The new tax penalty on the Banks for Cooperatives will ripple
through the rural economy at a time when farmers and ranchers are
struggling to survive. Because the Banks for Cooperatives are
themselves cooperatives, they will have no choice but to pass the
$54.5 million onto their owner-borrowers through higher interest
rates. It is estimated that the tax will result in an increase in
interest rates of about 20 basis points. Cooperatives, which will be
faced with paying the higher interest rates, will be forced to pass
the increased costs directly to farmers and ranchers.

o A technical amendment to the Tax Reform Act should be enacted which
would allow Farm Credit institutions to continue to utilize the
reserve method for losses and, in order to avoid the adverse financial
impact on the Banks for Cooperatives and Production Credit
Associations, would not require them to recapture reserves created
prior to December 31, 1986.

o Allowing Farm Credit institutions to be treated in the same manner
as small banks for purposes of establishing reserves would address the
technical problem concerning the appropriate code section which should
be applied and would avoid the adverse financial impact by not
requiring a recapture of a previously accumulated reserves.
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Mr. Chairman, I appreciate this opportunity to testify before you

today and commend you for providing this forum to discuss a tax

issue of importance to American agriculture.

My name is Malcolm Harding. I am president of the Central Bank

for Cooperatives in Denver, Colorado, and I am appearing here

today as a representative of the Farm Credit System's Legislative

Committee.

My testimony concerns the need for a technical correction to the

Tax Reform Act of 1986 to extend to the Farm Credit System the

same right to use the reserve method of accounting for bad debts

as granted to commercial banks of less than $500 million in

assets.

I will focus on the impact on the Banks for Cooperatives and its

borrowers, and David K. Kasten will discuss the impact on

Production Credit Associations and the farmers they serve. The

Banks for Cooperatives and the Production Credit Associations are

part of the Farm Credit System which has experienced severe

financial stress because of economic conditions in agriculture.

The System has formally requested that Congress provide financial

assistance so that the cooperative lending system can survive and

continue to serve rural America.

Let me first provide some background on the Banks for

Cooperatives and the cooperatives we serve.

The 12 district Banks for Cooperatives and the Central Bank for

Cooperatives provide financial services to about 3,000

farmer-owned cooperatives and rural utility systems throughout

the country. The banks currently have about $8 billion in loans

outstanding.

The district Banks for Cooperatives are owned by the cooperatives

they serve, and the district banks own the Central Bank. The

Central Bank buys participations in large loans that exceed a
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district bank's lending limit. This is an important distinction

because the Central Bank for Cooperatives is unique among

financial institutions. Our bank does not make direct loans to

cooperatives. We simply assist the district banks in meeting the

credit needs of large cooperative borrowers.

The net income of the Central Bank is distributed to the 12

district Banks for Cooperatives and constitutes a major portion

of the district banks' net income. The district banks distribute

their income to the cooperatives which in turn distribute income

to their farmer-members. Any impact on the Central Bank's

income, such as that posed by the Tax Reform Act, significantly

affects all cooperatives that borrow from the Banks for

Cooperatives and ultimately the farmer-members of these

cooperatives.

Agricultural cooperatives, rural utility systems, and the Banks

for Cooperatives have a significant effect on the rural economy.

Most farmers and ranchers are served by a marketing or farm

supply cooperative, a rural electric cooperative, a rural

telephone cooperative, or another type ol farmer-owned

cooperative. Many farmers and ranchers depend upon more than one

cooperative for supplies or services necessary for their

operations.

For example, Montana is served by over two dozen rural electric

distribution cooperatives which provide electricity to rural

areas. These cooperatives obtain their power requirements

through ownership of a large generation and transmission

cooperative that services rural electric co-ops in seven other

states as well.

In addition, Montana has 70 farm supply cooperatives, 27 grain

marketing cooperatives, and nine rural telephone co-ops.

It is safe to say that virtually every farmer and rancher in

Montana is served by one or more of these cooperatives. In fact,



733

with a cooperative, the users are the owners, so Montana farmers

and ranchers have a direct stake in these businesses. It goes

without saying that cooperatives are equally as important to

farmers and ranchers in other farm states as well.

With this information about cooperatives as the backdrop, I want

to briefly discuss the impact of the Tax Reform Act of 1986 on

cooperatives that own and borrow from the Banks for Cooperatives.

The Tax Reform Act of 1986 inadvertently repealed the right of

the Banks for Cooperatives and the Production Credit Associations

to make deductions to maintain a reserve for loan losses. As a

result, these institutions would have to recapture their reserves

accumulated up to December 31, 1986, as income spread over four

years, starting in 1987.

However, the reserve method of calculating bad debts was retained

for commercial banks with less than $500 million in assets.

The new tax will have an impact of $54.5 million on the Banks for

Cooperatives over the next four years. The total impact on the

Production Credit Associations and the Banks for Cooperatives

will be about $85 million.

The new tax penalty on the Banks for Cooperatives will ripple

through the rural economy at a time when farmers and ranchers are

struggling to survive. Because the Banks for Cooperatives are

themselves cooperatives, they will have no choice but to pass the

$54.5 million on to their owner-borrowers through higher interest

rates. It is estimated that the tax will result in an increase

in interest rates of about 20 basis points. Cooperatives, which

will be faced with paying the higher interest rates, will be

forced to pass the increased costs directly to farmers and

ranchers.

The Farm Credit institutions clearly need a technical amendment

to the Tax Reform Act of 1986.
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Farm Credit institutions are truly financial institutions which

raise their capital in the public capital markets and which have

as their primary function providing credit and other financially

related services to their borrowers.

The Tax Reform Act in amending code Section 585 only aidressed

the treatment of reserve for losses on loans of barks and used

the traditional definition of bank as defined in cde Section 581

as being an institution "a substantial part of the business of

which consists of receiving deposits and making loans and

discounts..." Therefore, code Section 585 does not apply to Farm

Credit institutions because they are not banks for purposes of

the Internal Revenue Code.

Furthermore, as indicated, the intent of Section 805 of the Tax

Reform Act of 1986 was clearly to be effective for taxpayers

other than commercial banks and by its very terms "taxpayers

other than financial institutions."

Because neither cited section addressed the nature of Farm Credit

institutions as being truly financial institutions, a technical

amendment should be enacted which would allow Farm Credit

institutions to continue to utilize the reserve method for losses

and, in order to avoid the adverse financial impact on the Banks

for Cooperatives and Production Credit Associations, would not

require them to recapture reserves created prior to December 31,

1986.

Allowing Farm Credit institutions to be treated in the same

manner as small banks for purposes of establishing reserves would

address the technical problem concerning the appropriate code

section which should be applI.A and would avoid the adverse

financial impact by not requiring a recapture of a previously

accumulated reserves.

During these extremely difficult times in American agriculture,

the last thing farmers and ranchers and their cooperatives need

is another tax to pay.
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Mr. Chairman, I understand that you are considering the

introduction of legislation to restore the reserve method of

calculating bad debts for the Production Credit Associationb and

the Banks for Cooperatives.

We commend you for your concern for agriculture and rural

America, and we urge you to extend your legislation to cover all

of the Banks for, Cooperatives and Production Credit Associations

in the Farm Credit System and not limit it to institutions with

less than $500 million in assets.

Three district Banks for Cooperatives have more t-han $500 million

in assets, and the Central Bank has over $5 billion in assets.

It is important to recognize that this results from the unique

nature of the Farm Credit System. When Congress established the

System it established 12 Farm Credit Districts with a Bank for

Cooperatives serving each district. The Central Bank was

established by Congress to serve all 12 district banks.

Merely because of the regions served by the three district banks

these banks have more than $500 million in assets. This is a

function of the number of cooperatives and especially the number

of large regional cooperatives headquartered in these districts.

Some regional cooperatives serve wide geographic areas that

include many states and overlap two or more Farm Credit

districts. Nevertheless, a regional cooperative's loans are

originated by the district that includes the co-op's home office.

To again use Montana as an example, Montana cooperatives are

served, in effect, by two district Banks for Cooperatives and the

Central Bank. While Montana is part of the Spokane Farm Credit

District, two major regional cooperatives that serve the state

are headquartered in the St. Paul district. This is true also

for the generation and-transmission cooperative that provides the

electricity that goes to most of the farms and ranches in

Montana.
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The Spokane Bank for Cooperatives has less than $500 million in

assets while the St. Paul bank and the Central Bank exceed that

amount.

Consequently, local cooperatives in Montana borrow from the

Spokane bank but the regionals that serve these cooperatives

borrow from the St. Pa..l bank and the Central Bank. The tax

penalty would be passed to these co-ops through their regional

cooperatives.

In contrast, cooperatives in the neighboring state of North

Dakota would feel the impact of the new tax even more because

both the local and regional cooperatives in that state are served

by the St. Paul bank.

The effect of applying the $500 million cap to the Banks for

Cooperatives is to negatively impact all farmers and ranchers

served by cooperatives and to more severely impact those who live

in the Farm Credit districts served by Banks for Cooperatives

having more than $500 million in assets. Obviously, this is

neither fair nor reasonable.

I urge the subcommittee to support a technical amendment to

restore the reserve method of accounting to the Banks for

Cooperatives and the Productions Credit Associations for the

benefit of American farmers and ranchers. -

Thank you for this opportunity to testify today. I would be

happy to respond to any questions.
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J EDUCATION FUND
Senator Lloyd Bentsen, Chairman
Senate Committee on Finance
SH-703
Vashington, DC 20510

Dear Senator Bentsen:

I am writing to recommend an addition to S.1350, the Technical
Corrections Act of 1987, which would make technical amendments in the Tax
Reform Act of 1986.

The Tax Reform Act of 1986 treats charitable gift annuities issued by
501(c)(3) organizations as identical to "commercial-type insurance". We
believe that this Is an error that should be corrected in the Technical
Corrections Act of.1987. So far, as ve understand it, the bill does not
contain language that would correct this error.

Charitable gift annuities do not take the place of commercial annuities
in today's market. Commercial annuities'are competitive and insurance
companies offer rates based on the competitive factor in the market place
whereas charitable gift annuities are offered to a much more limited audience,
for an entirely different purpose.

The charitable gift annuity is not a competitive instrument; rather It
is used as a channel by which an individual contributor can make a significant
gift to his or her favorite organization. Our annuitants make their gifts to
vs based on their commitment to the organization. Host are small contributors
who need some income to supplement their retirement funds but who wish at the
same time to make a significant gift to our agency. The annuity is the tool
that allows them to accomplish both goals. For such small donors the
charitable gift annuity is the equivalent of a trust arrangement which is
almost exclusively available to wealthy and large donors.

The FCNL Education Fund initiated its annuity program in December 1983 in
response to a need expressed by both our volunteer committees and our larger
constituency. The program was seen as a tool by which we could build
endowment funds while simultaneously offering another way for our contributors
to participate in the financial future of the organization. The Gift Annuity
is a particularly good device to accomplish that end because It is a simple
concept to interpret and understand, can be initiated quickly and easily and
can be realistically considered by a large number of our smaller contributors.
Our experience indicates that these are all reasons why people choose to use
an annuity as a means of support for agencies which they respect. Ve have
also found that many of our contributors have retirement plans or annuity
arrangements at their place of work to which they regularly contribute, in
much greater amounts and on a steady basis. In contrast to such arrangements
they view their gift annuity contribution as just that--a contribution to an
organization which has their respect.

Ve urge you to make the necessary changes in the Tax Reform Act of 1986
to correct this situation and assure that philanthropic organizations can
continue to offor gift annuities to their supporters.

Sincerely,

Edward F. Snyder
Executive Secretary
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Federation of Bankers Associations 3-%KMUoU H$COWQ'WOOA4(U, TOI0 K OJAPAN
of Japan (ZENGINKYO) T 0342e7e1

FAX: 03.201-5e
TEX:GINKYO J26830

Summary of our Comments

July 21, 1987
Federation of Bankers Associations
of Japan

The Federation of Bankers Associations of Japan, a trade association representing
13 city banks, 64 regional banks, 7 trust banks, and 3 long-term credit banks, wishes
to express its deep concern over a provision in the pending Technical Corrections Act
of 1987 (hereinafter referred to as the TCA) that would unilaterally override existing
U.S. treaty obligations. Enclosed is a letter stating our position in detail.

(1) Our concern is with Section 112(y)(2) of the TCA, which provides that, with certain
limited exceptions, the provisions of the 1986 Tax Reform Act will apply
notwithstanding any contrary U.S. treaty obligation. As stated expressly in the Joint
Committee Print accompanying the proposed legislation, one principal effect of this
provision would be to override the protection afforded by treaty nondiscrimination
clauses against the so-called " excess interest " component of the branch profits tax
enacted in the 1986 Tax Reform Act.

This unilateral override of bilateral tax treaties would have serious repercussions
for Japanese banks with U.S. operations. Moreover, such action would inevitably
diminish the value of U.S. treaty commitments and impair the goodwill that has developed
between the treaty partners. As Treasury Secretary Baker has noted, _/creating the
perception that the United States is an unreliable treaty partner will severely hamper
the ability of the United States to negotiate treaty protection for American companies
doing business abroad, and will thus do serious harm to the international
competitiveness of American business.

(2) The imposition of branch profits tax including branch-level interest tax on
Japanese banks is inconsistent with these articles below of the Japan-U.S. tax treaty.

(Branch profits tax)
- Article 7 paragraph 2 of the Treaty

(Branch-level interest tax)
. Article 6 paragraph 2 and Article 13 of the Treaty
. Article 7 paragraph 2 of the Treaty
. Article 8 of the Treaty

(3) Therefore Japanese banks should be exempt from branch profits tax described in the
Section 1241 of the 1986 Tax Reform Act insofar as they are inconsistent with U.S.
treaty obligations.

We appreciate your consideration of the points addressed in the enclosed letter.

'I Letter from Treasury Secretary James A. Baker, M11 to Senate Finance Committee
Chairman Bob Packwood (R-Ore.), April 7, 1986.
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Federation of Bankers Associations 3-1,oA.KUtOYOWA

of Japan (ZENGINKYO) TX:03-20376
FAXJ;:03.2M56.6

TEE: GINKYO J2630

Ms. Laura Wilcox
Hearing Administrator
Committee on Finance
The United States Senate
205 Dirksen Senate Office Building
Washington, D.C. 20510

Comments on Proposed Technical Corrections Act of 1987
(S 1350)

We, the Federation of Bankers Associations of Japan, a trade
association representing 13 city banks, 64 regional banks, 7 trust
banks, and 3 long-term credit banks, would like to submit our comments
on the proposed Technical Corrections Act of 1987 (S 1350) (hereinafter
referred to as "the TCA') on behalf of the member banks which have more
than 500 offices (branches, agencies, subsidiaries and their branches)
in the U.S., as follows.

(1) In line with Section 112(y)(2) of the TCA which states "The
following amendments made by the 1986 Reform Act shall apply
notwithstanding any treaty obligation of t'e United States in effect on
the date of the enactment of the Reform Act', it appears that foreign
tax provisions of the 1986 Reform Act, with some exceptions, shall
override tax treaties between the United States and its treaty partners.

Of concern to us is that the branch profits tax which includes
branch level interest tax as defined in Section 1241 of the 1986 Reform
Act may possibly apply to Japanese banks operating in the U.S.
irrespective of the Japan-U.S. Tax Treaty.

We hereby state our opposition to the proposed provisions of the
TCA, and we would like to request that the TCA clearly stipulate that
the branch profits tax provisions shall not apply insofar as they are
inconsistent with U.S. treaty obligations.

(2) The income tax treaty, currently entered into by the United States
and 36 countries, is aimed mainly to ensure equal tax treatment for the
businesses of a treaty partner country and to avoid double taxation.
It also aims at promoting economic transactions, including the mutual
flow of capital, between the treaty partners and at promoting the

economic development of treaty partner countries.

The imposition of a new tax as proposed in the TCA which

unilaterally overrides the tax treaty concluded between the countries
concerned will not only diminish the economic value of the tax treaty,
but also impair the goodwill that has developed between the treaty
partners. Our concern about the application of the override provision

was underscored by Treasury Secretary James A. Baker III in his letter

of April 7, 1986 addressed to Senate Finance Committee Chairman Bob

Packwood saying that *This administration strongly opposes treaty
overrides in this tax reform legislation. If the United States makes a

practice of unilaterally renouncing its obligations under existing

treaties, the value of future treaty commitments from the United S-tates
is obviously diminished'.

It is our sincere belief that the treaty overrides will cast an

added element of uncertainty over the investment climate in the U.S.

since foreign banks, which have based their decision to operate in the
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U.S. in part on existing income tax treaty provisions, will become
subject to the possible risk of being burdened with a tax that is not
applicable to U.S. banks,

We fear that this might lead to a scale-down of U.S. operations by
foreign banks, which would inevitably result in a reduced flow of
capital into the U.S. and less employment opportunities for U.S.
citizens. In short, the U.S. economy would suffer adverse
repercussions. There is also the ominous prospect of retaliation by
treaty partner countries in the form of counter actions on U.S.
businesses, a concern also expressed by Treasury Secretary Baker III in
his above-mentioned letter.

(3) The imposition of branch profits tax on Japanese banks is
inconsistent with the languages of the Japan-U.S. tax treaty as
discussed below.

(Branch profits tax)

We are of the opinion that Japanese banks sh(,,;d be exempt from the
branch profits tax described in Section 884(a) of the Internal Revenue
Code 1986 (hereinafter referred to as *the IRC 1986'), since the tax
treaty provisions that allow for such exemption are applicable under
Section 884 (e)(2)(B) of the IRC 1986 and since the branch profits tax
is considered to be an exception as provided in Section 112 (y)(2)(C)
of the TCA which states "Except as provided in the Reform Act

As the wording of the TCA does not lend itself to a clear
interpretation, we request that the provision of the TCA be more
specific.

(Branch level interest tax)

The 1986 Reform Act does not explicitly mention who is subject to
the branch level interest tax as a taxpayer. Our understanding,
however, is that foreign corporations with branches in the U.S. are
subject to the tax under Section 884(f)(1) of the IRC 1986.

Although in the Joint Committee on Taxation Staff Description (JCS-
15-87) it is stated that the "Act's branch level interest tax provisions
are understood to be fully consistent with U.S. treaty obligations', we
have concluded that the branch level interest tax is inconsistent with
several provisions of the Japan-U.S. Tax Treaty.

The most important point that must be borne in mind for the purpose
of analyzing the issue at hand is that a U.S. branch and its head
office located outside the U.S. constitute one entity and should not be
regarded as separate entities. Following are our analyses on the
inconsistencies found between several Articles of the Japan-U.S. Tax
Treaty (hereinafter referred to as the "Treaty') and the branch level
interest tax provisions.

(A) Article 6 paragraph 2 and Article 13 of the Treaty

Article 6 paragraph 2 and Article 13 of the Treaty cover only
instances in which interest is to be paid on transactions between
distinct and separate entities. The amount that is subject to the
branch level interest tax is that which is calculated on single entity,
and should not be considered the interest income as defined in the
Treaty.

The imposition of branch level interest tax on such amount is
therefore inappropriate.

(B) Article 7 paragraph 2 of the Treaty
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Branch level interest tax shall be imposed on foreign corporation
as mentioned above. This causes more burdensome tax in addition to the
federal corporate tax for foreign corporation. On the other hand, this
tax is not imposed on U.S. domestic corporation. It clearly conflicts
with the article 7(2) of the Treaty.

According to "General Explanation of the Tax Reform Act of 1986*
and "Joint Committee on Taxation Staff Description (JCS-15-87) of
Technical Corrections Act of 1987", there seems to be a view that the
branch level interest tax is designed to ensure tax collection on
interest that is payable through the head office to third party lenders
outside the U.S. Although, Section 884 (f)(1)(B) of the IRC 1986
provides that the *foreign corporation shall be liable for tax under
Section 881 (a)", the existing legal framework does not allow for
foreign corporations on which the tax is imposed to pass it on to third
party lenders, if any.

Moreover, if such third party lenders who are interest recipients
are exempt from interest tax under the tax treaty between the lenders'
home country and the U.S., there will be no way for the foreign
corporation to pass on to them the imposed tax.

Therefore, this kind of tax that can not be passed to the final
interest recipients is an additional tax imposed upon foreign
corporations themselves, and therefore, violates the non-discriminatory
clause of the Treaty both literally and substantially.

(C) Article 8 of the Treaty

Branch level interest tax is an additional tax on a part of the
amount which has already been conceded as deductible expenses when

calculating the taxable income of the U.S. branch. This is a denial of
the authorized calculation method of taxable income gained by U.S.
operations, and is inconsistent with Article 8 of the Treaty which
allows expenses to be deducted when calculating taxable income earned by
the permanent establishment.

We, the Federation of Bankers Associations of Japan, strongly
request that above-mentioned points be carefully considered, and that
appropriate amendments of the ICA be made.

Sincerely yours,

Kenichi Kamiya
Chairman
The Federation of Bankers
Associations of Japan
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VINSON & ELKINS
ATTORNEYS AT LAW

3300 INST CITY TOWER THe WILLARo OIrice SUILOINO FIRST CITY CENTRE
f00l IrANNIN Oos CONGRESS AVENUE

HOU*TONT9XA$ P70026700 140 PENNSYLVANIA AVE. N.W. AUSTINTIXAS 70ZO1.841
TeLuPHoN6 7, 6051-822 WASHINGTON, D. C. 2OOO4-1007 TELEPHONE 518 40s-00

CASI VINCLIIINS.TELILX 76T14X
TE[LEPHONE 80* 633100llO TELEX 60600

47 CHARLES ST* SE9RCiLET SQUARE O00 LTV CENTER
LONDON WIX 7P. ENGLAND 3005 008S AVENUE

TIELEPHONE of "1 41-7fl36 OALLASTEXAS 75201-.3116

CAI, VNbLAWS LONOON WI491L Z4140 TELEPHONE 814 070-0600

.. July 17, 1987

Robert J. Leonard, Esq.
Chief Counsel
Committee on Ways a Means...
U.S. House of Representatives
1102 Longworth House Office Building
Washington, D.C. 20515

Re: Technical Corrections Act of 1987

Dear Mr. Leonard:

Enclosed herewith is a statement submitted on behalf of Federal
Express Corporation commenting upon the proposed Technical
Corrections Act of 1987.

This statement discusses problems caused by the amendment to
section 48(d)(5) of the Internal Revenue Code of 1986 which will
require the inclusion in income of 100% of investment tax credit claimed
by lessees (as opposed to the 50% amount as required by the Tax
Reform Act as enacted). While the corrective nature of this amendment
as enacted by the 1986 Tax Reform Act is understood, the amendment
causes severe financial reporting problems as explained in the attached
statement.

We appreciate the opportunity provided by the Committee to
comment upon this legislation.

Irertru yours,

Charlfs L. Almond

Enclosures

78-959 0 - 88 - 24
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MEMORANDUM

july 17, 1987

Coordination of Rules Allowing ITC Pass-Through to Lessees with ITC
Basis Adjustment (Section 48(d)(5) of the Internal Revenue Code of
1986 and Section 102(e) of the Technical Corrections Bill of 1986)

Section 103(e) of the Technical Corrections Bill amends section

48(d)(5) of the Internal Revenue Code of 1986 to require lessees to

whom investment tax credit ("ITC") is passed through under the

provisions of, section 48(d) to include 100% of the amount of the ITC in

income ratably over the shortest recovery period of the subject

property. Under the Tax Reform Act of 1986, as enacted, lessees were

required to so include only 50% of the ITC amount.

Although the corrective nature of this proposed amendment from

the federal government's point of view is understandable, the fact and

timing of the correction creates serious problems for publicly-held

corporations which, under financial accounting rules, are required to

report earnings to shareholders on the basis of the law as it exists

without regard to pending legislation. Therefore, if this amendment is

enacted, a company that has placed transition property in service in

periods for which financial reports have already been prepared and

dessiminated will show an aberational negative impact on earnings which

is not readily explicable to shareholders and other persons who rely on

financial statements in dealings with the company. This can clearly

have a detrimental effect on a company ts ability to raise capital.

Therefore, we request the opportunity to discuss and explore

possible solutions to the problem created by this proposed amendment.

Supplemental Information

This statement is submitted by John E. Chapoton and Charles L.

Almond of VINSON & ELKINS, 1455 Pennsylvania Avenue, N.W.,

Washington, D.C., 20004-1007, telephone number (202) 639-6500, on

behalf of FEDERAL EXPRESS CORPORATION.
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Hearing on S. 1350, The Technical*
Corrections Act of 1987

SUMMARY

LAWRENCE J. WHITE
BOARD MEMBER

FEDERAL HOME LOAN BANK BOARD

In the Tax Reform Act of 1986, Congress decided to continue,
through the end of 1988, the prior law relating to FSLIC-supervised
acquisitions. This policy meant preserving the special qualifying
reorganization rules in section 368(a) (3)(D) (ii), the tax attribute rules
of section 382, and the treatment of FSLIC assistance payments in section
597. Neither the Conference Report nor the "Blnebook" prepared by the
staff of the Joint Committee on Taxation expresses any intent to alter the
FSLIC tax provisions in any substantive way.

The Federal Home Loan Bank Board and the Federal Savings and Loan
Insurance Corporation request the Committee on Finance to include
three technical amendments to S. 1350. These amendments relate to new
Code section 382 as follows:

1. Preserve a rule of prior law, former section 382(b) (7) (B), benefitting
tax attributes in FSLIC mergers, which seems to have been omitted inad-
vertently in the 1986 Act. Under this rule, net operating loss (NOL)
carryovers were fully preserved in a supervisory merger of a failed thrift
if the acquired thrift's deposits comprised at least 20% of the combined
deposits of the combined institution after the merger. If this level was
not attained, the carryovers were "scaled down" by 5% for each 1 percen-
tage point below 20% represented by the transferred deposits. The 20%
"cliff" created by the 1986 Act frequently conflicts with the
safety-and-soundness concerns of the FSLIC in supervising and assisting
the acquisition of troubled thrifts. The problems of these institutions
are frequently best absorbed by comparatively large acquires, but the 20%
"cliff" may impede these mergers. The "slope" or scaling of the prior
law, if reinstated, would be less of an impediment.

2. The two-year provision of new section 382(1)(5)(D) was not intended
to apply to a FSLIC-supervised acquisition. This provision could totally
eliminate NOL carryovers in a FSLIC-supervised acquisition of an insolvent
thrift where the thrift's assets are first conveyed to an "interim"
savings and loan association created and operated by the FSLIC while a
buyer is sought and then a buyer acquires control of the interim associa-
tion. The two-step format in FSLIC transactions where an interim thrift
association is created is not part of any arrangement involving potential
abuse. The two-year rule appears to have been developed in order to
prevent creditors of a bankrupt regular corporation from becoming share-
holders of the corporation, preserving NOL carryovers for their ultimate
benefit, but thereafter selling off their stock to third parties who are
strangers to the company and whose money did not finance the operating
losses.

3. Eliminate the differential tax treatment, within the scope of a
special two-year "window" for mutual-to-stock thrift conversions, of
certain formalistic mechanics for accomplishing a conversion that
apparently were not focused on when new Code section 382 was drafted.
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Mr. Chairman, Members of the Subcommittee:

I am pleased to be here this morning, and I thank you

for the opportunity to present the comments of the

Federal Home Loan tank Board ("Bank Board") and the Federal

Savings and Loan Insurance Corporation ("FSLIC") regarding

S.1350, The Technical Corrections Act of 1987. We are proposing

three technical corrections to new Code section 382

(relating to limitations on net operating loss carryovers and

other tax attributes following a corporate reorganization) as

enacted by the Tax Reform Act of 1986. Our proposals supplement

the helpful corrections already included in S. 1350, as

introduced.

In the Tax Reform Act of 1986 ("1986 Act"), Congress

decided to continue the entire group of tax provisions dealing

specifically with FSLIC transactions but to subject them to

review at the end of 1988. The 1986 Act thus "sunsets" the

FSLIC provisions at the end of 1988, thereby enabling Congress

to review the continued need for the provisions beyond that

period. However, we have identified three items that we believe

are wholly technical in nature. They contain no hidden effects

or changes for FSLIC transactions, and we believe that they pose

no problem with respect to the harmonization of the treatment of

those items alongside the unaffected provisions of the 1986 Act.

1. 20% deposit continuity test for NOL carryovers.

Under prior law, in a supervisory merger of a failed

thrift, net operating loss (NOL) carryovers were fully preserved

if the acquired thrift's deposits comprised at least one-fifth

(20%) of the combined deposits of the combined institution after

the merger. If this level was not attained, the carryovers were

"scaled down" by 5% for each 1 percentage point below 20%

represented by the transferred deposits. (Former sec. 382

(b)(7)(B)). This provision treated thrift deposits as stock

for purposes of qualifying under the general rule of prior

sec. 382(b). That general rule, applying to all reorganiza-

tions, preserved the full dollar amount of NOL carryovers if

"shareholders" of the loss company received stock worth 20% or

*more of the value of all the stock of the combined company. If

the 20% level was not attained, the scaledown formula applied,

that is, the carryover dollar amo-int was reduced by 5% for each

1 percentage point below the 20% level.
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In the Tax Reform Act of 1986, Congress decided to

continue, at least through the end of 1988, the prior law

relating to FSLIC-supervised acquisitions. This policy meant

preserving the special qualifying reorganization rules in sec.

368(a)(3)(D)(ii)- the tax attribute rules of sec. 382, and the

treatment of FSLIC assistance payments in sec. 597. Neither the

Conference Report nor the "Bluebook" prepared by the staff of

the Joint Committee on Taxation expresses any intent to alter

the FSLIC tax provisions in any substantive way.

The statute itself, however, does not contain the graduated

scaledown of tax attributes where the 20% deposit proportion is

not attained in a FSLIC-supervised acquisition. As a result,

the NOL carryovers would be severely limited in those cases

after the merger. The annual limitation on utilizing the

defaulted thrift's tax attributes would come into play,

creating a large "cliff" depending on whether the 20% proportion

is met or missed, even barely. This inadvertent omission in the

statute creates undesirable difficulties for the Bank Board and

the FSLIC. On one hand, it tends to discourage the very type of

acquisition which FSLIC encourages, namely, very large acquirers

agreeing to rescue smaller institutions. Larger acquirers offer

better prospects of rehabilitating a troubled institution. On

the other hand, if the tax rules compel the FSLIC to locate

acquirers that are not so big as to trigger the "cliff" --

because the 20% deposit ratio will not be attained -- the Bank

Board has regulatory concerns over the safety and soundness of

the acquisition. The tax rules should not place the federal

regulator in such a difficult position.

In a sample of eleven FSLIC-assisted mergers completed in

1986 and 1987, six of the mergers did not meet the 20% ratio.

If these six mergers were subject to the statute as it now

reads, the NOL carryovers would be lost as a result of the

"cliff," and FSLIC would not receive any related benefit.

Furthermore, in one of the five mergers that did meet the 20%

ratio the asset mix was intentionally rearranged in order to

preserve $200 million in NOL carryovers. In addition, a primary

reason a pending merger has been delayed is to consider ways to

rearrange the deposit ratio in an attempt to preserve $110

million in NOL carryovers.

The scaledown rule of prior law was not ambiguous or

difficult to apply. It was part of the prior tax rules that
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applied to assisted thrift mergers and should be restored to

current law, as Congress intended.

2. Possible complete extinguishment of NOL carryovers

where FSLIC creates an "interim" association.

Under the 1986 Act, a second reorganization occurring

within two years after a first reorganization extinguishes NOL

carryovers in toto for the years following the second reorgani-

zation (sec. 382(1)(5)(D)).

This provision could totally eliminate NOL carryovers in a

FSLIC-supervised acquisition of an insolvent thrift where the

thrift's assets are first conveyed to an "interim" savings and

loan association created and operated by the FSLIC while a buyer

is sought, and then a buyer acquires control of the interim

association. In private tax rulings IRS has treated these steps

under prior law as two successive type (G) reorganizations.

See PLR 8411060 (Dec. 14, 1983). This two-step format would not

have had any adverse effect on NOL carryovers under prior law,

because no penalty arose based on a short time period between

successive reorganizations.

The two-step format in FSLIC transactions where an interim

thrift association is created is not part of any arrangement

involving potential abuse. The two-year rule in new sec. 382

appears to have been developed in order to prevent creditors of

a bankrupt regular corporation from becoming shareholders of the

corporation, preserving NOL carryovers for their ultimate

benefit, but thereafter selling off their stock to third parties

who are strangers to the company and whose money did not finance

the operating losses. FSLIC transactions are altogether

different. An interim thrift asaociation is created by the

FSLIC in receivership situations where it is essential to

protect depositors in the defaulted institution and quickly

remove assets and liabilities to a more secure corporate entity.

To achieve this objective, if an ultimate buyer for the institu-

tion has not been located at the time the failed thrift is

placed in receivership, the FSLIC may create a newly chartered

Federal mutual savings and loan association to receive assets

and deposit liabilities, and to operate thereafter with new

management, until an ultimate purchaser can be found. The

selection of a purchaser may itself involve a period of time

consisting of an invitation for proposals from interested
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potential purchasers and, after acceptance of a particular

proposal, negotiation of an assistance agreement with the FSLIC.

In substance, the creation of the interim mutual association is

a holding action, and the purchaser's acquisition of the interim

association is the true acquisition.

Therefore, the Board believes that the two-year provision

of new section 832(1)(5)(D) was not intended to apply to, and

ought not apply to, a FSLIC-supervised acquisition that may

involve a "holding" entity. Such a two-year rule was not a part

of prior law and should not now be imposed as a new obstacle in

view of Congress' policy to continue the prior law as it applied

to FSLIC transactions.

In accord with Congress' policy to maintain prior law

through 1988, the two parts of a supervisory acquisition should

not cause any loss of tax attributes.

3. Public offerings of stock in a thrift converting from

mutual to stock form.

Sec. 621(F) (4) of the Tax Reform Act of 1986 effectively

prevents the new limitations on NOL carryovers from applying to

public offerings of stock in a savings and loan association

that is converting from mutual to stock form during 1987 and

1988. The transition rule exempts from the definition of an

equity structure shift in new sec. 382 a public offering "with

respect to domestic building and loan transactions * * *." This

"window" clearly applies to a mutual thrift issuing its stock

directly to the public.

Three other mechanical ways to convert a thrift from mutual

stock form should also be covered under the special two-year

"window":

(1) A "merger conversion," where a mutual

S&L or savings bank merges into a

newly-created or existing S&L, and a public

offering is made of stock in the acquiring

association;

(2) A "holding company conversion," where a

holding company purchases all the conversion

stock and makes a public offering of stock

of the holding company; and

(3) A "holding company conversion" where

the mutual merges into a newly-created or
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existing S&L that is a subsidiary of a

savings and loan holding company, and the

public offering is made of stock of the

holding company (rather than of the

subsidiary itself).

The IRS has issued numerous private letter rulings

approving all three types of conversions as taxfree

reorganizations. However, under the new NOL carryover

restrictions the first and third formats would technically be

classified as equity structure shifts, which in turn will cause

NOL carryovers to be limited under the new general rule, i.e.

only a small percentage of the NOL carryover can be utilized

each year.l/ It is unclear, as the Board reads the language of

Section 621(f) (4) of the Tax Reform Act, whether the phrase

"domestic building and loan transactions" extends to a

conversion by merger with a different corporate entity and a

public offering of stock in the acquiring entity or in a holding

company which is the parent of the acquiring entity.

If a holding company buys the conversion stock and then

sells stock in the holding company (Situation (2)), it is also

unclear whether the public offering is a "domestic building and

loan transaction" within the meaning of the two-year window.

The mechanical form of accomplishing a mutual-to-stock

conversion should not be significant. Allowing form to prevail

over substance will inhibit the FSLIC's capital-raising goal to

forestall defaults and attract private capital into the thrift

industry. The conversion formats described above should be

equally protected under the two-year exemption in Sec. 621(f) (4)

of the Tax Reform Act for thrift conversions during 1987 and

1988.

A revision of the language of Sec. 621(f) (4) of the Tax

Reform Act, as proposed in H.R. 2636, also seems uncertain with

respect to covering the conversion mechanics described above.

The bill (sec. 106(d) (15)) would substitute a reference to

"institutions described in section 591 of such Code with respect

to any public offering before January 1, 1989." This language

seems literally inapplicable to a public offering of stock in a

holding company that is not itself a thrift institution. The

language fs also ambiguous with regard to whether it refers only

to a public offering of stock in the mutual entity itself, or



751

also to a public offering of stock in an entity which acquires

assets of the converting institution by means of a statutory

merger.

The Board and the FSLIC welcome the three items referred to

below that are already included in S. 1350, as introduced.

First, for purposes of the survival of NOL carryovers, the

20% deposit proportion test will be calculated solely by

reference to the value of the deposits and not by requiring

savings deposits to possess voting power. Section 106(d) (8) (A),

Technical Corrections bill.

Second, a firm commitment underwriting in connection with a

public offering of stock in a converting mutual savings and loan

association is protected against reduction in NOL carryovers

under the two-year "window" for thrift public offerings during

1987-88. Sec. 106(d) (15), Technical Corrections Bill.

Third, savings banks, in addition to savings and loan

associations, are included in the two-year "window" for NOL

carryovers in thrift public offerings during 1987-88. Sec.

106(d) (15), Technical Corrections Bill.

1/ The general rule of sec. 382 would govern because,

under the rules, investors in the public offering

would be viewed as causing a greater-than-50%

change in the ownership of the converting mutual

association. This result would occur pursuant to

new sec. 382(g) (4) (B) (i), which in the case of

a merger involving two distinct corporations,

segregates the shareholders of each separate

company in calculating whether an ownership change

has occurred.



752

0UPPLEMENTAL SHEET
COWMENT8 OF FIDELITY INVEBTXENTS

TO THE
COMMITTEE ON FINANCE
UNITED STATES SENATE

REGARDING
TECHNICAL CORRECTIONS ACT OF 1987

Summary of Comments

1. Description of the Short-Short Gain Test

Code section 851(b)(3) provides that a corporation will not be
eligible for the pass-thru treatment afforded RICs under
Subchapter M unless less than 30 percent of its gross income
is derived from the sale or other disposition of stock or
securities held for less than three months.

2. Expanded Definition of Short-Short Gain

Section 106(n) (2) of S. 1350 would amend section 851(b) (3) to
provide that short-short gain would include, in addition to
gain from stock and securities, gain from foreign currencies
(except as provided in regulations), options, futures and
forward contracts held for less than three months.

3. Procedural Considerations

a. The expansion of the short-short test to include 9ain from
investments which are not stock or securities is not a
technical correction to the Tax Reform Act of 1986 but
rather is a significant modification and expansion of its
provisions. Such changes should only be considered as part
of future legislation.

b. If enacted, the proposed change could result in such gains
being retroactively recharacterized as short-short gains.
If these changes are adopted as part of the Act, they
should be effective for tax years of RICs beginning after
the date of enactment of the Act.

4. Business of Investing Exceptions

In the event that a modification of the short-short test is
deemed to be necessary, gains related to a RIC's business of
investing in stocks or securities should be excepted from the
short-short test.

5. Regulatory Issues

In the event that the expansion of the t-short test is
adopted without the statutory exceptions d% ;ribed above, the
Secretary should be provided with regulatory authority to make
exceptions for gains from options, futures and forward
contracts relating to foreign currencies as well as
transactions in foreign currencies.

6. Treatment of Section 988 Gains

Alternatively, S. 1350 could be amended to provide that for
purposes of section 851(b)(3) of the Code all foreign currency
gain or loss from a section 988 transaction should be
considered as interest income or interest expense, while
providing the above described regulatory exceptions for all
transactions not covered by such legislative relief.
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Fidelity V Investments

Robert C Pozen -

Ms. Laura Wilson Senior Vice President

Hearing Administrator
United States Senate
Committee on Finance
Room SD-205
Dirkson Senate Office Building
Washington, DC 20510

Dear Ms. Wilson:

I am writing this letter to you to express the concerns of
Fidelity Investments over certain of the changes to Internal
Revenue Code ("Code") Section 851(b)(3) which are contained
in the Technical Corrections Act of 1987 - H.R. 2636 and
S.1350 ("the Act").

Fidelity Investments is a diversified financial services
business which at present is the manager of regulated
investment companies (RICs) and other accounts for over 3
million investors with over $80 billion under management.

The Short-Short Gain Test

Section 851(b)(3) of the Code provides one of the
requirements which a corporation must meet in order to be
treated as a RIC. At present, it provides that a
corporation will not be eligible for the pass-thru treatment
afforded RICs under Subchapter M unless less than 30 percent
of its gross income is derived from the sale or other
disposition of stock or securities held for less than three
months. Such nonqualifying gain is generally referred to as
"short-short gain" or "short three gain". It has been
stated that the purpose of the short-short gain ru is to
prevent the portfolio managers of RICs from churn. the
portfolios.

The Expanded Definition of Short-Short Gain

Section 106(n)(21 of the Act would amend Section 851(b)(3)
to provide that short-short gain would include, in addition
to gain from stocks and securities, gain from foreign
currencies (except as provided in regulations), options,
futures and forward contracts held for less than three
months. Our concerns principally relate to the application
of this expanded definition of the Act to those RICs which
invest primarily in securities of foreign issuers, the
purchase and sale of which are denominated in currencies
other than the U.S. dollar.

Procedural Considerations

We believe that the expansion of the Section 851(b)(3) test
by Section 106(n)(2) of the Act to include gain from
investments which are not stock or securities is not a
correction of the Tax Reform Act of 1986 but rather is a
significant modification and expansion of its provisions.
We believe that such substantive changes should not be part
of the technical correction effort which is currently being
undertaken. Rather such changes should only be considered
as part of future legislation.

As presently drafted, the Section 851(b)(3) changes would be
retroactive in their application to taxable years beginning
after the date of enactment of the Tax Reform Act of 1986 -
October 22, 1986. Such retroactive application could result
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in disqualification of many RICs for pass-thru treatment
under Subchapter M of the Code. Relying on Section
851(b)(3) as presently constituted, RIC's may have realized
substantial gains from transactions in foreign currencies.
If enacted, the proposed change could result in such gains
being retroactively recharacterized as short-short gains.
These funds may now find it virtually impossible to maintain
qualification as a RIC for their current fiscal year - a
result solely attributable to this retroactive application
of the change.

It is our view that it is not sound tax policy nor would it
be fair to RIC shareholders to retroactively apply such
substantive changes to Section 851(b)(3) as those proposed
by Section 106(n)(2) of the Act. Therefore, if these
changes are adopted as part of the Act, they should be
effective for tax years of RICs beginning after tho date of
enactment of the Act.

Business of Investing ExceDtions

In the event that a modification of the short-short test is
deemed to be necessary, we believe that an exception should
be provided for certain gains from foreign currencies and
gains from options, futures and forward contracts related to
foreign currencies. We recommend that such gains, to the
extent that they are related to a RIC's business of
investing in stocks or securities, be excepted from the
short-short test.

Congress clearly recognized that such business related
income should be considered qualifying income for purposes
of Section 851(b)(2) when it passed the Tax Reform Act of
1986. Section 653(b) and (c) of the Tax Reform Act of 1986
expanded the definition of qualifying income to include, in
addition to dividends, interest, income from security
lending and gains from stock and securities transactions:

. other income including gains from options,
futures and forward contracts derived with
respect to its business of investing in stock
or securities, and

gains from foreign currency except to the
extent determined under regulations to be not
directly ancillary to-a RIC's business of
investing in stock or securities.

We believe that Congress should expressly establish similar
exceptions to the short-short rule for gains from foreign
currencies and foreign currency related options, futures and
forward contracts. We recognize that Section 106(n)(2) of
the Act does provide Treasury with regulatory authority to
except foreign currency transactions from the short-short
rule. However, we believe that such an exception is so
important that it should be contained in the Act itself and
should not be delayed unless and until Treasury issues
appropriate regulations.

In any event, Section 106(n)(2) does not provide Treasury
with regulatory authority to except from the short-short
rule gains from options, futures and financial contracts in
foreign currencies. The use of such derivative instruments
is often a more efficient and effective method of minimizing
exposure to foreign currency fluctuations than by buying and
selling the actual currency. As a result, we advocate that
the exception apply to such instruments as well as foreign
currencies.

The proposed expansion of the short-short test without the
business of investing exceptions could require a corporation
to take undue speculative risk in the foreign currency
markets so as to meet the short-short test and maintain its
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RIC status. This is clearly inconsistent with the stated
purpose of Section 851(b)(3).

Regulatory Issues

In the event that the expansion of the short-short test is
adopted without the statutory exceptions described
immediately above (i.e., the business of investing
exceptions), we believe that new Section 851(b)(3)(B) should
provide the Secretary with regulatory authority to make
exceptions for gains from options, futures and forward
contracts relating to foreign currencies as well as
transactions in foreign currencies.

We believe that Congress should make it clear that these
regulations should provide a broad ancillary business
exception for gains from foreign currency and for related
options, futures and forward contracts. For example,
exceptions should be provided for gains from temporary
foreign currency holdings, and gains resulting from
settlement of security purchases and sales and related
options, futures and forward contracts.

In a relat6J matter, Section 851(g) provides, in certain
circumstances, a RIC with the ability to net gains and
losses on hedged positions for short-short vain purposes.
It appears that hedging transactions utilizing futures or
forward contracts may not qualify for this netting treatment
unless specifically provided for under regulations to be
issued pursuant to Section 851(g)(2)(A)(iii). We believe
that futures and forward contracts, being standard hedging
instruments, are eligible for Section 851(g) netting
treatment. However, to eliminate potential uncertainty in
this area Congress should confirm that futures and forward
contracts are to be included in the definition of "other
positions" as used in Section 851(g)(2)(A)(iii).

Treatment of Section 988 Gains

Almost all of the above described transactions, except for
those involving Section 1256 contracts, also are considered
transactions under Section 988 of the Code. Therefore, as
an alternative approach, Congress could enact appropriate
relief for short-short gains in connection with Section 988
transactions, while providing the above described regulatory
exceptions for all transactions not covered by such
legislative relief.

RICs which invest in foreign currency denominated securities
can generate gain from Section 988 transactions as defined
in Section 988(c) of the Code. All or a part of such gain
may constitute foreign currency gain as defined in Section
988(b) of the Code. Such foreign currency gain or loss
attributable to a Section 988 transaction is generally
treated as ordinary income under Section 988(a)(1)(A) of the
Code To the extent provided in regulations, such ordinary
income or loss is to be treated as interest income or
expense for certain purposes.

It is our view that the Act should be amended to
specifically provide that for purposes of Section 851(b)(3)
of the Code that all foreign currency vain or loss from a
Section 988 transaction should be considered as interest
income or interest expense. The basic rationale behind
Section 988 is that there is a direct relationship between
the movement of foreign exchange rates and interest rates.
In fact, the House of Representatives version of Section 988
specifically treated foreign currency gains and losses as.
interest income and interest expense. However, the Tax
Reform Act of 1986 in the final version left such interest
characterization to regulatory authority.

If blanket treatment of Section 988 foreign currency gains
and losses as interest income and expense is not adopted, it
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is our view that as a minimum certain specific gain or loss
transactions should be given such interest characterization.

Specifically, interest treatment should be provided for:

gain or loss attributable to the disposition of
an investment by a RIC in a foreign currency
which was held pending the purchase of a
foreign security;

gain or loss attributable to interest or
dividends receivable which are payable in a
foreign currency;

gain or loss attributable to the sale or
disposition of a debt instrument;

gain or loss attributable to the disposition of
forward contracts (which are not Section 1256
contracts) relating to foreign currencies.

It is our view that such treatment is consistent with the
rationale behind Section 988. Moreover, it would be
inconsistent with the objectives of Section 851(b)(3) to
jeopardize a RIC's status as a result of gains which could
arise from such purely passive non-speculative investment
activities.

If you wish to discuss any of these matters further, or have
any questions regarding them, please do not hesitate to call
me.

Sincerely,

Robert C. Pozen
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James C. Gould, Esq.
Chief Tax Counsel
United States Senate
Committee on Finance
205 Dirksen Senate Office Building
Washington, D. C. 20510

Re: Technical Corrections Act of 1987

Dear Mr.-Gould:

In response to Chairman Bentsen's invitation for
comments on the proposed Technical Corrections Act of 1987
(H.R. 2636, S. 1350), as introduced on June 10, 1987, (the
"TCA"), I am writing to recommend that the bill include a
technical correction in Section 1131 of the TCA, relating
to adjustments to the deduction limitations under Section 404
of the Internal Revenue Code of 1986 (the "Code"). The re-
quested correction relates to the application of Section 404
in the context of multiple employer plans described in Sec-
tion 413(c) of the Code.

The Financial Institutions Retirement Fund (the
"Fund") is a Section 413(c) multiple employer plan. The Fund
was established in 1943 to provide retirement and certain
other benefits for the eligible employees of the Federal Home
Loan Banks, and other financial institutions and those organi-
zations serving them.

Under Section 413(c)(6) of the Code, the deduct-
ible limits for Section 413(c) plans are calculated by ag-
gregating all participants of the plan and treating them
as if employed by a single employer, with the consequence
that all employers contributing to the plan are aggregated
and treated as a single employer. When a Section 413(c) plan
is subject to the full funding limitation imposed under Sec-
tion 404 of the Code, no deductible contributions to the plan
may be made by any employer and a 10% excise tax will be im-
posed on any nondeductible contributions which might be made.
This effectively precludes the Fund from collecting contribu-
tions from certain employers who have only recently begun par-
ticipating in the Fund who should otherwise be required to
contribute to fund the liabilities'attributable to their em-
ployees, allowing these employers to provide plan benefits
for their employees at the expense of those employers whose
participation in the Fund over the long term has contributed
to the fully funded status of the plan. This is also a ser-
ious deterrent for any new employers who might otherwise wish
to provide retirement benefits to their employees by joining
the Fund.

I have enclosed a position paper describing the is-

sue in more detail, as well as proposed statutory language.

We believe that Congress did not intend to adversely impact

Section 413(c) multiple employer plans, and respectfully 
re-

quest your consideration in correcting the technical problem.

We would like to meet with you and others on the

Senate Finance Committee staff at your convenience to discuss

the issue and to respond to any questions you may have. We

will be calling your office to arrange for such a meeting.

'oln W. Bagwill, Jr.
'esidentinancial Institutions

Retirement Fund --

)ectfully aubmitted,
A ".1 --------- f /
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Impact of Full Funding on Financial
Institutions Retirement Fund

Background

In 1943, the Federal Home Loan Banks and a group of savings
and loan institutions established a not-for-profit
organization, the Financial Institutions Retirement Fund,
which designs and administers benefit plans for employees in
the thrift industry. The organization administers two basic
programs, the Financial Institutions Retirement Fund (the
"Retirement Fund") and the Financial Institutions Thrift Plan.

The Retirement Fund is a multiple employer, single defined
benefit plan under section 413(c) of the Internal Revenue Code
which allows participating employers to design a normal
retirement income for employees at age 65 in accordance with
the benefit formula adopted by the employer. In addition to
basic normal and early retirement benefits, there are other
options available such as death and disability coverage,
increased early retirement incomes and post retirement
cost-of-living adjustments. The Retirement Fund provides
coverage for over 26,000 active employees and 6,600 retirees
of nearly 500 employers. The Retirement Fund serves primarily
smaller employers for which the costs of a separate plan would
present an impediment to the establishment of a pension plan.
Nearly half of the employers participating in the Fund have 20
or fewer employees and three-fourth have 50 or fewer employees.
The Retirement Fund's economies of scale result in reduced
administrative expenses which permit many small employers to
maintain defined benefit plans for their employees that might
otherwise be too costly or administratively burdensome to
maintain on an individual employer basis.

As a multiple employer plan, the Retirement Fund is viewed as
a single plan for purposes of the annual limitation on
deductible contributions. Under applicable law, no
tax-deductible contributions may be made to a qualified plan
when the plan is in full funding and any nondeductible
contributions which are made will be subject to a 10 percent
excise tax. Due to favorable investment experience, the
Retirement Fund, when viewed as a single plan, is in full
funding for the first time for the plan year commencing on
July 1, 1987. There is a 50 percent probability that the
Retirement Fund will remain in full funding for a period of 6
years.

Issues

Although the Fund is in full funding, the plans of certain
participating Retirement Fund employers, when viewed
separately, might not be in full funding. Nevertheless, such
an employer would not be able to make a tax-deductible
contribution to the Retirement Fund and thus will not be
funding the employer's share of the Fund's actuarial liability.

Prior to the Tax Reform Act of 1986, a participating employer
could have made a non-deductible contribution to the
Retirement Fund. The 10 percent excise tax on non-deductible
contributions imposed by the 1986 Act now effectively
precludes the Retirement Fund from collecting such
contributions.

These limitations prevent the Retirement Fund from properly
serving the thrift industry and the Fund has actually
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suspended all contributions. The Retirement Fund will not be
able to take contributions from employers whose plans, when
viewed separately, are not in full funding. Typically, these
would be employers who recently have joined the Retirement
Fund, or have improved the level of benefits under the
Retirement Fund. In addition, new employers will be excluded
from the Retirement Fund by their inability to make tax-
deductible contributions.

Proposed Solution:

Section 413(c) should be amended to permit a multiple employer
*plan to irrevocably elect to apply the annual limitation on
deductible contributions on an employer-by-employer basis.
This election would only be available when the procedures of
the plan permit the determination of separate funding
requirements and those requirements form the basis for actual
contributions. A conforming adjustment to the minimum funding
standard would also result from the election. However, a
multiple employer plan making the election would continue to
be treated as a single plan for all other purposes as under
present law.

Discussion:

The Retirement Fund, due to the special nature of the services
it provides and its economies of scale, enables many small
employers in the thrift industry to provide retirement
programs for their employees when it would be too costly to do
otherwise. The Retirement Fund contains many features such as
portability and improved benefit security which support the
policies embodied in recently enacted and proposed pension
legislation. The proposed amendment will permit (1) new
employers to participate in the Retirement Fund while the
Retirement Fund is in full funding by virtue of contributions
by others and (2) a more equitable allocation of cost of
benefits among participating Retirement Fund employers. Under
the amendment, when the plan is not in full funding, employers
who would be in full funding if viewed separately would not be
permitted to make deductible contributions.

Amendment Relating to Multiple Employer Plans

Viz:

Section 413(c)(4) is amended by striking "The minimum"

and inserting in lieu thereof: "Except as provided in

paragraph (7), the minimum"

Section 413(c)(6) is amended by striking "Each

applicable" and inserting in lieu thereof: "Except as

provided in paragraph (7), each applicable"

Section 413(c) is amended by adding at the end thereof

the following new paragraph:
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"(7) Election.--In the case of any 'qualified electing

multiple employer plan,'

(A) each applicable limitation provided by section

404(a) shall be determined

(i) by treating (solely for purposes of section

404(a)) each employer's participation in the plan as

the establishment and maintenance of a separate

defined benefit plan described in section 401(a)

covering only its own employees, and

(ii) by allocating to each such separate plan a

share of assets and liabilities determined by applying

the method specified by the planfor determining the

amount of plan assets and liabilities which would be

transferred to a successor plan of a withdrawing

employer, and

(B) the minimum funding standard provided by section

412 shall be determined by allowing as a credit under

section 412(b)(3) the amount of any charges less credits

to the funding standard account under section 412(b) with

respect to which a deduction would be disallowed under

section 404(a) by reason of the application of

subparagraph (A) of this paragraph.

(C) For purposes of this paragraph, a 'qualified

electing multiple employer plan' is any plan to which this

subsection applies and which has elected the application

of this paragraph in the form and manner provided for by

the Secretary.

The election provided by this paragraph shall be revoked only

with the consent of the Secretary."

Effective date.--The election provided under section 413(c)(7)

of the Internal Revenue Code of 1986 shall be available with

respect to the plan year which includes the date of enactment

of this Act or any subsequent plan year.
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Grace
Brethren
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Laura Wilcox
US Senate Committee on Finance
S.D. 205
Washington, DC 20510

Dear Laura Wilcox:

We are very concerned that the Technical Corrections Act which has just been
introduced has not clarified the gift annuities question.

Would you please do everything you can to see that this act states that gift
annuities are not treated as "commercial-type annuities" under the I.R.C.
Section 501 (m).

The monies we receive from gift annuities are an important element of our gift
income because of our donors' interest.

We follow the standard program of the Committee On Gift Annuities and are not
in competition with "commercial-type insurance" annuities.

We have used these gift annuities for many, many years. They are a way for
small donors to participate in a charitable life income arrangement who do not
have sufficient funds to establish a charitable remainder unitrust or a
charitable remainder annuity trust. Ihese latter two are unaffected by I.R.C.
Section 501 (m).

Your assistance will be greatly appreciated.

S* rely yours,

Russel H. Dunlap
Director

RHD:bk
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FINLEY. KUtMBLE. WAGNER. HEINE.
UNDERBERG. MANLEY. MYERSON & CASEY

Supplemental Sheet
Comments of

Toyota Motor Manufacturing, USA
to the

Committee on Finance
United States Senate

Regarding
Technical Corrections Act of 1987

A. Designated Representatives of Toyota Motor Manufacturing,
USA (TM)

1. Mark L. McConaghy, Esq.
Price Waterhouse
Office of Government Services
1801 K Street, N.W.
Washington, D.C. 20006
(202) 296-0800

2. James Shanahan, Esq.
Price Waterhouse
Office of Government Services
1801 K Street, N.W.
Washington, D.C. 20006
(202) 296-0800

3. Frank N. Ikard, Esq.
Finley, Kumble, Wagner, Heine,

Underberg, Manley, Myerson & Casey
1120 Connecticut Avenue, N.W.
Suite 1000
Washington, D.C. 20036
(202) 857-4425

B. Summary of Comments andRecommendations

1. Description of the Company

a. .TMM is a U.S. corporation chartered in Kentucky.

b. Its assets consist primarily of an $800 million
automobile manufacturing plant in its final stages of
construction in Georgetown, KY.

c. TMM files federal and state income tax returns.

d. It currently employs approximately 2,200 construction
workers and over 9,000 construction jobs will have
been created by the project. TMM is projected to
employ full-time 3,000 Americans and maintain an
annual payroll of approximately $85 million.

e. On July 23, 1985, the Board of Directors of the
parent Toyota Motor Company (TMC) initially approved
the construction of a U.S. manufacturing facility.

f. On December 11, 1985, TMC announced the selection of
a Georgetown, KY site and site preparation began
later in December 1985.

g. On February 28, 1986, TMC signed a construction

contract with its project manager and Kentucky.

h. On March 13, 1986, excavation of the site began.
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2. Proposed Revision of the Act

a. The proposed revision to S. 1350 would add the TMM
manufacturing facility to the list of projects
qualifying for the master plan exception under
Section 204(a)(5)(J)(ii) of the Act.

b. Section 204(a)(5) preserves prior law ACRS
depreciation for listed projects and such projects
are also entitled to a limited investment tax credit
under section 211 of the Act.

3. Arguments in Support of Revision

a. The revision recognizes the important tax policy of
granting transition relief to assist companies that
made significant commercial investments in reliance
on the existing tax structure.

b. TMM's pre-Act commitment to the Kentucky plant is
indistinguishable from the other projects of
competing domestic and foreign manufacturers that
received such treatment in the Act.

c. The provision was included in the Senate bill last
year, but was dropped in Conference for reasons
unrelated to its merits.

d. Without this revision, U.S. tax policy will be viewed
as discriminatory since more favorable tax laws would
be applied only to domestically-owned companies, or
to joint ventures involving domestically-owned
companies. TMC will be penalized for its decision to
bring production operations to the U.S., to create a
significant number of U.S. jobs and to voluntarily
subject itself to U.S. tax authority. Future similar
actions by Toyota and others will be frustrated.
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Comments of
Toyota Motor Manufacturing, USA

Toyota Motor Manufacturing, USA, Inc. (TMM) wishes to
thank the Committee on Finance for the invitation to comment on
S. 1350, the Technical Corrections Act of 1987. TMM takes this
opportunity to respectfully request that the attached draft
legislative language be included in some form in S. 1350. This
language clarifies that the TMM automobile manufacturing
facility would be entitled to transitional relief similar to
that already afforded to other automobile manufacturing
plants. This statement is submitted on behalf of TMM by its
Washington, D.C. legislative counsel who include Price
Waterhouse and Finley, Kumble, Wagner, Heine, Underberg,
Manley, Myerson & Casey.

A. Description of the Company

TMM is a U.S. corporation chartered under the laws of the
Commonwealth of Kentucky. Its assets consist primarily of an
automobile manufacturing plant currently in the final stages of
construction which is estimated to cost approximately $800
million. The plant is located 20 miles north of Lexington,
Kentucky in Scott County near Georgetown, Kentucky. The
Company files federal and state income tax returns and
currently employs approximately 2,200 workers in the
construction of the plant and over 9,000 construction jobs will
have been created by the project. When completed later this
year, the plant is projected to employ.approximately 3,000
Americans on a full-time basis and maintain an annual payroll
of approximately $85 million. TMM will create an estimated
35,000 jobs itself and through spinoff industries. The Company
expects to produce 200,000 Camry 4-door sedans annually by the
early 1990's.

A recent study conducted by the University of Kentucky
estimated that the plant will generate approximately $632
million in state income, sales and payroll taxes over the next
20 years from TMM, its suppliers and others drawn to Kentucky
by the plant. Substantial additional revenues that, in all
likelihood, will exceed that amount will also be generated in
federal individual and corporate income taxes.

On July 23, 1985, the Board of Directors of the parent
Toyota Motor Company (TMC) initially approved the construction
ot an automobile manufacturing facility to be located in the
U.S. On December 11, 1985, TMC announced that Georgetown,
Kentucky would be the site of the production facility. Site
preparation began in December 1985. On February 28, 1986, a
contract was signed between TMC, its project manager and
Kentucky in which the Commonwealth agreed, pursuant to the
proposal, to provide plant site and project improvements in
exchange for Toyota's promise to locate the plant in Kentucky,
with title to the project site, as improved, to be conveyed to
TMM upon completion of the project improvements. Excavation of
the site began on March 13, 1986.

B. Proposed Revision to the Act

The proposed revision to the Technical Corrections Act
would add new subclause (III) to section 204(a)(5)(J)(ii) of
the Tax Reform Act of 1986 (the Act). This subclause would
include the TMM Kentucky facility as one of the projects
described under section 204(a)(5) of the Act. Section
204(a)(5) of the Act provides generally that the changes in the
accelerated cost recovery rules (ACRS) made by the Act do not
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apply to any project described by and under section 204(a)(5).
Furthermore, section 211 of the Act provides generally that
projects exempt from the new ACRS rules (whether by section
204(a)(5) or some other provision) are entitled to a limited
investment tax credit.

If the TMM transition rule ultimately is included in the
Act, section.204 and 211 would operate together to permit TMM
to use investment tax credit and ACRS depreciation rules
similar to those in effect when construction began on the
plant. The proposed transition rule would not provide TMM with
a full investment credit. Rather, the credit that otherwise
would have been allowed under the pre-Act rules is subject to a
35 percent reduction. Furthermore, section 211 would require
TMM to reduce its basis in the qualifying property by 100
percent of the credit claimed, instead of the 50 percent
reduction provided under prior law.

C. Arguments in Support of Revision

Transition rules are provided n the tax law to assist
companies that make significant commercial investments in
reliance on the existing tax structure. Last year, Congress
recognized this policy by granting transition rules to a number
of TMM's competitors operating in the U.S., both domestic and
foreign. TMM's pre-Act commitment to the Kentucky plant is
indistinguishable from the other integrated projects described
under section 204(a)(5)(J). A written plan for the
construction of the facility was approved on July 23, 1985 --
well before the House version of the Act crystallized. This
fact was recognized in the Senate version of the Act which
included a transition rule for TMM. Moreover, it should be
noted that TMM is in the final stages of plant construction and
is further along in the process than the other projects
afforded transitional relief in H.R. 2636.

Toyota has pursued a responsible course in international
trade by operating within the U.S., by creating a significant
number of U.S. jobs, and by subjecting these operations to U.S.
taxing authority. In doing so, it relied on existing U.S. tax
laws. U.S. tax policy will undoubtedly be viewed as
discriminatory if more favorable tax laws are applied only to
domestically-owned auto manufacturers, or joint ventures
involving domestically-owned companies, and not to TMM, when
TMM is in the same or a more favorable position than other
manufacturers. Given the substantial economic commitment that
the TMM project represents, it is respectfully requested that
the Committee on Finance consider the merits associated with
the TMM rule and include some form of the attached provision in
H.R. 2636.

Section 204 of the Tax Reform Act of 1986, P.L. 99-514,
is amended to read as follows: (suggested changes are
underlined)

SEC. 204. ADDITIONAL TRANSITIONAL RULES

(a) Other Transitional Rules. --

(5) SPECIAL RULES FOR PROPERTY INCLUDED IN MASTER
PLANS OF INTEGRATED PROJECTS. - The
amendments made by section 201 shall not
apply to any property placed in service
pursuant to a master plan which is clearly
identifiable as of March 1, 1986, for any
project described in any of the following
subparagraphs of this paragraph: . .
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(J) A project is described in this
subparagraph if -

(i) the project involves an
automobile manufacturing facility (including
equipment and incidental appurtenances) to be
located in the United States, and

(ii) either -- -- or

(III) the Board of Directors of an
automobile manufacturer approved a written
plan for construction of the project on July 23,
1985, the automobile manufacturing facility
(including equipment and appurtenances) will
involve a total estimated cost of approximately
$790,000,000, and a construction contract was
signed on March 14, 1986.
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Thf First Chuv r .... f- Christ Scentist
Office of the Treasurer

July 1, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

Re: Section 501(m) of the Internal Revenue Code

Dear Ms. Wilcox:

The purpose of this letter is to request that the Senate
Finance Committee consider clarifying the status of Gift
Annuity Programs of tax-exempt organizations under §501(m) of
the Internal Revenue Code added by §1012 of the Tax Reform Act-
of 1986. Presumably, such clarification would have to be
included in an amendment to the Technical Corrections Act.

Apparently, the intent of Congress in adopting §501(m) was to
tax only the commercial-type insurance activities of tax-exempt
organizations, including the issuance of annuity contracts.
Some commentators indicate that the law is broad enough to
cover the issuance of Gift Annuities by such organizations. We
question whether that was Coigress' intent in view of the
nature of Gift Annuities.

As you may know, various tax-exempt organizations administer
Gift Annuity Arrangements as a part of their Planned Giving
Program. This Church has such an Arrangement whereby a donor
transfers cash or securities to the Church and in return
receives a lifetime annuity guaranteed by the assets of the
Church. It is called a "Gift" Annuity because the rates are
designed so as to provide that 50% of the principal transferred
to the Church ultimates in a gift to the Church.

This Church does not consider that it is engaged in commercial-
type insurance whatsoever but instead feels that it is using a
valuable planned giving tool. In fact, in our literature to
potential donors, we state that "Since you are making a gift to
the Church as well as funding an annuity, the amount of the
annuity is not as large as that paid by commercial insurance
companies."

Till I IRSI .,ItJR(11 0 1 IIRI%I,' ) IN II I. ( IIIIIAN V( IN( I ( INIl, I R I,10 N, MA, USA. (12115, T(LLPIION[ (617) 450-2000
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We believe that it is important to note that the motivation of
the donor is to make a gift, not to obtain an annuity. If the
latter reason were predominant, the donor could obtain a much
larger annuity from a commercial insurance company.

We understand that gift annuities have been used by charitable
organizations for over 100 years. This Church, however, began
its Gift Annuity Arrangements in 1972 and has found it a simple
method of obtaining contributions, readily understandable by
donors and easily administered by the Church. If Gift
Annuities were to be held subject to the provisions of §501(m),
it would seriously impair our planned giving function as it
would add a new complexity to that Program.

If the Church were to eliminate Gift Annuities because of the
new administrative burdens imposed by §501(m), the less
affluent donor would be restricted in his or her ability to
make contributions. The more affluent donors can make use of
charitable remainder Unitrusts, Annuity Trusts or Pooled Income
Fund Trusts. Because of the intricacies of administering the
foregoing types of Arrangements, we have had to place a fairly
substantial minimum funding amount on them and, thus, they are
not available for the less affluent. The Gift Annuity
Arrangement is designed for the non-wealthy donor. It is an
anomaly that the Annuity Trust under §664(d)(1), which is
somewhat similar to the Gift Annuity, is not affected at all by
§501(m) but that the latter arrangement might be.

We sincerely request that the Committee take appropriate action
to amend the Technical Corrections Act to provide that Gift
Annuity Arrangements are excluded from the scope of §501(m).

Yours truly,
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COMMENTS OF FMR CORPORATION
RELATING TO PROPOSED TECHNICAL

CORRECTION TO THE "SHORT-SHORT" RULE
OF CODE SECTION 851(b)(31

Sumary

These comments describe the need for, as well as the
basic elements of, a proposed technical correction that would
modify the "short-short" rule of Code section 851(b)(3) in cases
where regulated investment companies experience significant net
redemptions. In such cases, fund managers are required to convert
securities to cash and risk violation of the short-short rule.
The proposed technical correction would alleviate this problem by
allowing a limited amount of gains from the sale or other
disposition of securities held for less than three months to be
disregarded for purposes of the short-short rule in circumstances
where regulated investment companies experience substantial net
redemptions.

Background

Section 851(b)(3) of the Internal Revenue Code ("Code")
provides that, in order to qualify for pass-through treatment, a
regulated investment company ("RIC") muet derive less than 30 per
cent of its gross income from the sale or other disposition of
stock or securities held for less than three months. This
requirement is commonly called the "short-short" rule.

Section 654 of the Tax Reform Act of 1986 ("1986 Act")
requires a series mutual fund, composed of several portfolios, to
treat each portfolio as a separate RIC for all tax purposes
(including application of the short-short rule). Before the 1986
Act, some series funds applied the short-short rule on a fund
basis while others applied the rule to each portfolio. In resolv-
ing this disparity of treatment, Congress did not address the
relationship between a short-short rule based on each portfolio
and the level of redemptions experienced by each portfolio.

The Conference Report to the 1986 Act indicates that the
conferees retained the short-short rule as an "appropriate
requirement" to ensure that RICs are "passive" entities. H.R.
Rep. 99-841 at 11-245. While the legislative history at the time
of the inception of the short-short rule in 1936 sheds no light on
its purpose, the Internal Revenue Service has viewed the rule as
intended t- prevent RIC managers from engaging in excessive short-
term trading to the detriment of RIC shareholders. See, e.g.,
Revenue Ruling 75-376. This rationale simply does not apply to
net redemption situations where a RIC manager must convert securi-
ties to cash in response to the investment decisions of some RIC
shareholders over which the RIC manager has no control.

Problem

An individual portfolio can experience significant daily
changes in the level of redemption requests, including redemptions
resulting from exchanges between two portfolios in the same mutual
fund. In order to satisfy substantial net redemptions--where more
shares of a portfolio are redeemed than purchased by investors--a
portfolio manager must convert substantial amounts of securities
held by the portfolio into cash. Unless the short-short rule is
amended, portfolio managers will be forced to base these invest-
ment decisions on tax considerations to the detriment of portfolio
shareholders.

In order to cope with net redemptions and comply with
the short-short rule, portfolio managers will be forced to sell
long-term securities, hold short-term securities, or take other
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actions that may be contrary to their best investment judgment.
If periods of heavy net purchases are followed immediately by
period of heavy net redemptions, a portfolio manager can even be
forced to sell short-term securities and jeopardize the qualifica-
tion of the portfolio for pass-through tax treatment. For
example, one actual portfolio in 1986 had net assets of $9 million
on May 20, $40 million on July 8, and $16 million on July 18. In
order to pay shareholders redeeming between July 8 and July 19,
the portfolio had to sell a large block of securities held for
less than three months.

The short-short rule has always impeded RIC managers
from responding to market conditions and the results of investment
analysis in coping with net redemptions. By putting the short-
short rule on a portfolio by portfolio basis, Congress exacerbated
the problem posed by this rule in two important ways for RIC man-
agers previously operating on a fund basis in coping with net
redemptions.

First, a portfolio in a series mutual fund is obviously
much smaller than the fund itself. A small RIC is more vulnerable
than a large RIC to net redemption pressures because in a small
RIC a dramatic increase in net redemptions can be caused by the
withdrawal of only a few large shareholders on the same day. For
example, in a portfolio with only $50 million in assets, a port-
folio manager can be faced with a potential crisis if two share-
holders each redeem $1 million on the same day, although the
series fund as a whole may have $500 million in assets.

Second, with a short-short rule based on each portfolio,
the RIC manager can become vulnerable to net redemption pressures
caused by exchanges between two portfolios in the same mutual
fund. Such an exchange is accomplished by a redemption of shares
in one portfolio and a simultaneous purchase in another portfolio.
As a result, a manager of a portfolio with $50 million in assets
can be faced with a potential crisis if two shareholders each
merely transfer $1 million from this portfolio to another portfo-
lio in the same series fund, although the total assets of such
fund remain exactly the same.

In light of the above, Section 851(b)(3) should be
amended to provide relief from application of the short-short rule
in the case of certain gains attributable to net redemptions. By
correcting this problematic effect of the 1986 Act, Congress would
help small and start-up RICs, as well as series mutual funds, to
comply with the short-short rule. Congress would also be adjust-
ing the short-short rule to allow investors to enjoy a wider range
of choice through exchanges between portfolios.

Explanation

The proposed technical amendment would add a new
subsection (h) to Code section 851. The amendment is modeled
after subsection (g), added by the 1986 Act, concerning designated
hedges. Thus, any gain which comes within the scope of subsection
(h) would be excluded from both the numerator and the denominator
of the fraction called for by section 851(b)(3).

The amendment provides that certain gains derived during
a specified period are disregarded for purposes of Section
851(b)(3). The period begins on the day after a RIC experiences
daily net redemptions in excess of 1% of'its net asset value and
ends when net investments in the RIC are sufficient to counter-
balance the net redemptions experienced on the trigger date. The
ains disregarded for purposes of section 851(b)(3) would be
limited by the amount of sales proceeds needed to satisfy the net
redemptions. Other elements of this proposed amendment have been
considered in discussions between staff and representatives of FMR
Corporation.

In sum, the proposed technical correction would enable a
fund manager to respond to significant net redemptions without
Jeopardizing the status of the RIC.
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July 6, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

Dear Ms. Wilcox:

I am writing to comment in protest against the proposed
technical change to the tax law of 1987 which would repeal
the charitable deduction as an offset against the generation
skipping tax on charitable lead trusts created after June 10,
1987.

The proposed repeal of the GSTT is a substantive and not
technical change that would have a serious negative effect on
a number of charitable organizations. It is clearly wrong to
permit substantive changes to the tax act of 1986 under the
guise of technical corrections.

The tax law enacted by Congress last year with its elimination
of the charitable deduction for non-itemizers and the inclusion
of charitable gifts in the calculation of the alternative minimum
tax was destructive to the efforts of charitable organizations.
At a time when the Federal government is continuing to shift
funding responsibilities back to the states and local
communities, there is an increasing pressure on not for profit
organizations to help fill a large void in support to health and
human services, education and the arts.

The Senate Finance Committee is urged to
and, to not support approval of this
correction."

remember that value
proposed "technical

Sincerely,

William L. Spencer

WLS/if /

301 South Brevard Street Charlotte, North Carolina 28202 (704) 376-9541
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FRIEDMANALPREN & 1700 ROADWAY
NEW YORK, NY 10019

GREEN 212-582-1600
CERTIFIED PuJUC ACCOUNTANTS

July 15, 1987

Ms. Laura Wilcox
Hearing Administrator
Committee on Finance
Room SD-205
United States Senate
Washington, D.C. 20510

Dear Ms. Wilcox:

We are a regional firm of Certified Public Accountants and have a sub-
stantial number of clients in the real estate industry. Our comments in
this letter relate to several of our clients who we believe have been
unfairly treated under the "passive loss" provisions of the Tax Reform Act
of 1986 (TRA-1986). We are writing to you to gain your support for relief
through technical corrections or through other appropriate alternatives.

The intent of Congress in introducing the passive loss rules (Sec. 469
IRC) was clearly stated in the Senate Finance Cormmittee Report on H.R. 3838
(Pages 713-718). In summary, these rules were adopted to significantly
limit the use of tax shelters to restore faith in the Federal income tax
system, and to change the perception of average citizens that they are
bearing a disproportionate burden of the costs of government because of the
tax shelters of the wealthy.

The Senate intended to solve the problem by preventing outside inves-
tors from avoiding tax liability on salary and portfolio income by invest-
ing in tax shelters. In addition, they attempted to achieve fairness by
allowing those active in businesses (except rentals) to which tax prefer-
ences are directed to utilize those benefits even though they may shelter
unrelated income. However, with respect to several of our clients, the
passive loss rules have not been successful in achieving Congress' goals
because the rules prevent our clients from even being able to apply tax
losses from rental activities against income derived from non-rental activ-
ities related to the real estate business. Thus, the passive loss rules
single out rental real estate for harsher treatment than other businesses
because those active in other businesses can apply losses realized in those
businesses against all other categories of income.

The "passive loss rules" operate by not allowing the deduction for the
excess of losses from passive activities over income from such activities.
The term "passive activities" includes any activity which involves the
conduct of any trade or business in which the taxpayer does not materially
participate. Rental activities are arbitrarily treated as passive activi-
ties whether or not the taxpayer materially participates.

Under the rules, portfolio income (which among other things includes
interest income) is specifically not treated as income from a passive acti-
vity. However, interest income will not qualify as portfolio income where
it is derived in the ordinary course of a trade or business and it will not
qualify as passive income if the material participation standard is met.

Our clients own directly a substantial amount of rental real estate.
Their activities consist of developing real estate and/or buying, holding
and managing commercial and residential rental properties and selling the
properties when it is appropriate to do so. They generally hold the rental
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properties for a substantial period of time before they sell them. When a
property is sold, they have often taken back a purchase money note of the
purchaser while electing the installment method to report the gain on sale.
To summarize, our clients are real estate professionals engaged full-time
in the real estate business, (i.e., developing, buying, managing and sel-
ling), and it was not intended by Congress to have their tax benefits
curtailed as a result of tax reform efforts.

As a result of the enactment of the passive loss rules, we have pro-
jected that our clients will have non-deductible passive losses arising
from rental activities and, concurrently, will have to recognize develop-
ment, management and portfolio income (arising from interest on the pur-
chase money mortgages). While it is true that the passive loss limitation
merely defers the losses from a passive activity until all assets involved
in the activity are sold, our clients will not sell all of their rental
properties to recoup the losses because this is the business from which
they earn their livelihood and they are not ready to retire. The tax laws
should not be designed to encourage one to abandon his occupation.

Since the real estate business has been singled out for arbitrary
treatment where rental activities are present, we suggest that other
activities connected with the real estate business (including interest on
purchase money mortgages) should necessarily be accorded passive treatment
as well. Assuming this change is made, our clients would still be unable
to offset net losses from the real estate business against non real estate
related income, something which professionals in other fields can do.

We are not asking for a result that is unsupported by the expressed
intent of the Senate in passing this legislation. This change would give
to our clients the tax benefits which relate to the trade or business that
they are in. Even though the passive loss rules arbitrarily separate their
business into rental and other activities, the Tax Code should not operate
in such a manner so as to deny a real estate professional the opportunity
to offset deductions or losses incurred in his trade or business against
all sources of income included in that same business. It would be wrong
for us to have to suggest to taxpayers that they have to sell all of their
rental properties to use their deductions or that they sell their mortgages
and invest in a vechicle which generates passive income.

We trust that the foregoing information will enable you to develop a
remedy for this unfortunate and unfair situation. We deeply appreciate
your interest and your assistance.

Very truly yours,

Robert Kaplan
RK:lk
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DEwEY, BALLANTINE, BUSHmY, PALMER & WOOD

William J. Wilkins, Esq.
Chief Counsel
219 Dirksen Building
United States Senate
Committee on Finance
Washington, D.C. 20510

RE: Submission for the Record on S. 1350
the Technical Corrections Act of 1987

Dear Bill:

On behalf of the General Electric Pension Trust, I am
submitting the following comment on S. 1350, the Technical
Corrections Act of 1987. The comment, as more fully des-
cribed below, concerns the definition of "rents from real
property" for purposes of the unrelated business income tax
(UBIT) and for qualifying as a real estate investment trust
(REIT).

Background

The Tax Reform Act of 1986 (Pub. L. No. 99-514)(the
"Act") contained a provision that treats rents based on the
net income of the tenant as "rents from real property" for
purposes of meeting the REIT income requirements, provided
that the tenant's profits are derived only from sources that
the REIT would be permitted to earn directly (section 663(b)
of the Act; Code section 856(d)(2) and (6)). Under prior
law, such rents were not "rents from real property" for
purposes of qualifying as a REIT. The purpose of the prior
law limitation was to ensure that a REIT was a wholly
passive investor in real property, and not an active busi-
ness competitor with businesses that do not receive such
conduit treatment (S. Rep. No-. 1357, 93rd Cong., 2d Sess.,
reprinted at 1975-1 C.B. 517, 524 and H.R. Rep. No. 2020,
86th Cong., 2d Sess., reprinted at 1960-2 C.B. 819, 823).

Exempt organizations, such as pension trusts, face the
same limitation on rents based upon the profits of the
tenant as REITs previously did for similar reasons. Rents
from real property are exempt from unrelated business income
tax generally (Code section 512(b)(3)). However, if the
rents are based upon the income or profits derived by any
person from the leased property, the exemption does not
apply (Code section 512(b)(3)(B)(ii)). Exempt organizations
receiving rents based upon the tenant's profits are viewed
as assuming the risks inherent in the particular business of
the tenant, and thus as becoming engaged in a business
generally unrelated to their exempt purpose. If, however,
the income from the underlying business would be treated as
exempt if received by the exempt organization directly,
there is no reason zo impose the UBIT simply because the
income is received through an intermediary.

This is in fact the rationale for the change made to
the REIT definition of "rents from real property" by the
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Act. The Senate Finance Committee report concluded that a
REIT receiving rental income where the prime tenant's rent
from the property depends only on rents received from the
property is not participating in the profits of any active
business other than that pertaining to the rental of its own
property, even though the prime tenant's rent is based upon
its net profits (S. Rep ,No. 313, 99th Cong., 2d Sess. 776
(1986)).

Proposed Technical Correction

Pension trusts and other exempt organizations may also
receive passive income through a prime tenant whose rent is
based on its net profits from rents derived from subtenants.
Since their inception, the UBIT rules exempting rents from
real property that were not based on the income or profits
of the -tenant from tax have been linked to their REIT
counterpart. When Congress enacted Code section
512(b)(3)(B)(ii) in the Tax Reform Act of 1969 (Pub. L. No.
91-172), it intended to maintain the distinction between
passive and active business income, and purposely incorpo-
rated the test for "passive" rentals used for REITS into the
UBIT rules (S. Rep. No. 552, 91st Cong., 1st Sess. 68-69
(1969)). Consistent with the Committee Report, the Treasury
regulation implementing this part of the statute, Treas.
Reg. Sec. 1.512(b)-l(c)(2)(iii)(b), references the rules
contained in the regulations governing REITs, Treas. Reg.
Sec. 1.856-4(b)(3) and (6). By failing to conform the
definition of rents from real property for UBIT purposes,
the Act has upset the long-established congruity between
these two provisions.

Conformity could be reestablished by amending Code
section 512(b)(3)(B)(ii) by inserting after the parentheti-
cal ", except as provided in subparagraph (C)", by redesig-
nating subparagraph (C) as subparagraph (D), and by adding
the following new subparagraph (C):

"(C) Clause (ii) of subparagraph (B) shall-not
operate to prevent the application of subpara-
graph (A) to amounts received by an organization
if--

(i) an organization receives or accrues,
with respect to real or personal property,
amounts from a tenant which derives
substantially all of its income with
respect to such property from the sub-
leasing of substantially all of such
property, and

(ii) such tenant receives or accrues,
directly or indirectly, from subtenants
only amounts which would be treated as
rents excludable under this paragraph if
received by the organization."

I appreciate the opportunity to comment upon this
issue and the technical corrections legislation.

Sincerely,

J fF. Boyle

78-959 0 - 88 - 25
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1106 Monte Lergo. NE
Albuquerque. New Mexico 87123

(505) 208-1653

September 27, 1987

The Senate Finance Committee
Laura Wilcox, Hearing Clerk
SDOB 205
Washington, D. C. 20510

Dear Ms. Wilcox:

Concerning Technical Corrections Bill S1350 soon to be
considered by the Senate Finance Committee, I request that you
add my concerns to the official comments on this matter.

The Tax Reform Act of 1986 requires freelance writers to
capitalize deductions over the earning life of the work for
which the expenses were incurred, just as manufacturers deduct
expenses for assembling products. Unlike manufacturers,
however, writers will not be permitted to take deductions for
research and development of our products (ideas). The nature
of the publishing business is such that only a few big-name
authors can hope to presell their ideas. The rest of us must
research and develop a marketable piece of work before
approaching a publisher, with no assurances that our efforts
will be rewarded. Even if we have a contract or assignment,
estimating income from a book that may be on sale for 6 weeks
or 16 years, or from an article that may run once or be
reprinted several times, will be, to put it mildly, an
accounting nightmare.

The requirement that self-employed individuals show a profit
for 3 out of 5 years should prevent the unscrupulous or never-
successful writer from taking inappropriate deductions. The
captitalization rule, however, will prevent countless free-
lancers from ever becoming profitable (taxable), and it will most
certainly discourage budding talent, which can only develop with
time and a social environment conducive to creativity.

A clarification of_the Technical Corrections Bill S1350 is
needed. Specifically, this clarification should indicate that
freelance writers' expenses in researching and writing literary
products are not subject to capitalization rules.

June Gibson-"
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Summary of Comments on the Technical Corrections Act of 1987

T. Byron Collins, S.J.

Samuel Harvey, Jr.

Assistants to the President
Office of Federal Relations
Third Floor Healy
Georgetown University
Washington, D.C. 20057
625-3704

Summary of comments on The Technical Corrections Act of 1987, S. 1350, relating to the Tax
Reform Act of 1986 and provisions within it allowing for the issuance of Tax Exempt Bonds on behalf
of a university founded in 1789.

The present Tax Reform Act of 1986 has a provision allowing the particular university to issue
tax exempt bonds in the amount of 200 million dollars for projects completed or underway through the
jurisdiction in which the university resides, and with bonds approved by that jurisdiction. This
authority was signed into law. Prior to the signing into law, the particular university notified the
House Ways and Means Committee and the Senate Finance Committee of the inability to proceed because
of an unrelated court case affecting the governmental authority and the university.

A modification was made to the transition rule allowing the university to seek relief in
adjacent jurisdictions. Since that time, the University has petitioned the two adjacent
jurisdictions to get appropriate steps accomplished. Both jurisdictions were unable to accommodate
the request.

The intent of the Congress included consideration of the cost of the 200 million in tax exempt
bonds in permitting the transition rule. It is necessary to permit the University to issue tax
exempt bonds itself. There is a similar provision for certain universities in the present transition
rule.

Comments on the Technical Corrections Act of 1987

Comments on S-1350 The Technical Corrections Act of 1987 relating to the Tax Reform Act of 1986
and provisions within it allowing for the issuance of Tax Exempt Bonds on behalf of a university
founded in 1789.

Present text-page 414 (lines 9-25) page 415 (lines 1-3)

(33) Subparagraph (H) of section 1317(33) of the reform act is amended--

(A) by striking out clause (ii) and inserting in lieu thereof the
following:

"(ii) the proceeds of the issue are to be used to finance
projects (to be determined by such university and the issuer)
which are similar to those projects intended to be financed by
bonds that were the subject of a request transmitted to Congress
on November 7, 1985, and", and

(B) by adding at the end thereof the following new sentence:
"Bonds to which this subparagraph applies shall be treated as
qualified 501(c)(3) bonds if such bonds would not (if issued on
August 15, 1986) be industrial development bonds (as defined in
section 103(b)(2) of the 1954 Code), and section 147(f) of the
1986 code shall not apply to the issue of which such bonds are a
part."

For the purpose of clarification, this section (33) should be changed to read as follows:

(33)
(a) Subparagraph (H) of section 1317(33) of Public Law 99-514 is

amended by striking out clauses (i) and (ii) and inserting in lieu
thereof the following:
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"(I) the issue is issued by a university founded in 178?
and incorporated under the laws of the United States in 1815 (or
for the benefit of such a university by a state or local
government),

"(ii) the proceeds of such an issue are to be used to
finance projects which are similar to those projects intended to
be financed by bonds which were the subject of a request
transmitted to Congress on November 7, 1985,

"(iii) no bond issued as part of such issue would have been
an industrial development bond (as defined in section 103(b)(2)
of the 1954 Code) if issued before August 16, 1986, and

"(iv) such an issue meets the requirement of section
145(a)(1) of the 1986 Code."

(b) Subparagraph (H) of section 1317(33) of Public Law 99-514 is
amended by adding at the end thereof the following:
"Bonds issued as part of an issue to which this subparagraph applies
shall be treated for purpose of the 1986 Code as qualified 501(c)(3)
bonds (as defined in section 145 of such Code) issued by a State and
section 147(f) of Code shall not apply to such bonds."

(The above language was prepared by a joint committee staff member at the direction
of the Chairman of the Ways and Means Committee.)

Explanation

The present language permits a certain university to issue tax exempt bonds in the amount of
200 million dollars either through the jurisdiction in which it is located or through a jurisdiction
outside its location.

Because of an unrelated court case, this university and the jurisdiction in which it is located
are prevented from the issuance of the bonds. The court case does not appear to be resolvable in the
foreseeable future.

The University has found that the two appropriate neighboring jurisdictions , that the present
language would allow, will not issue the tax exempt bonds.

The above information has been presented in detail to the Chairman and Ranking member of the
Ways and Means Committee.

For this reason the clarification language was proposed to the Senate Finance Committee
Chairman in the first meeting by the Chairman of the the Ways and Means Committee.

In addition a petition was made by a Senator, who is a member of the Senate Finance Committee,
in a May 22, 1987, letter to the Chairman of the Senate Finance Committee:

"For several years, a "University founded in 1789" has attempted to
have tax exempt ,onds issued on its behalf through the District of
Columbia. The issuance of these bonds have been held up indefinitely by
an unrelated suit before the D.C. Court of Appeals.

Because this university had made plans based on prior law, Congress
included a transition rule in the Tax Reform Act of 1986, allowing the
university to rely on prior law with respect to the treatment of the tax
exempt bonds. Although this rule was included in the tax reform bill, a
clarification was provided in the concurrent resolution accompanying the
tax bill to permit the university greater latitude in having the bonds
issued. Unfortunately, a further modification of the transitional rule is
now necessary because, in spite of Congressional intent to the contrary,
it appears that this university will be indefinitely foreclosed from
having bonds issued on their behalf.

I believe this is a reasonable request and consistent with the ground
rules you have established for the Technical Corrections legislation.
Congress intended in the tax reform bill to permit up to $200 million of
the bonds to be issued for this university. The cost of these bonds was
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calculated in the revenue estimates of the bill and the requested a
modification would only serve to enable this university to do what Congress had
originally proposed. It is necessary that the technical amendment permit the
university to serve as the issuer of the bonds. While I realize this is
unusual, I understand it to be consistent with other transition rules in the
Tax Reform Act which permit certain state-related, private universities to
issue tax exempt bonds."

The response of the Chairman of the Senate Finance Committee to the Senator on May 28, 1987,
states:

"I understand that "the particular university" has been unable
to issue tax exempt bonds under the transition rule because of a
legal dispute in the District of Columbia. It is unfortunate that a
six year old court case is delaying the issuance of "the particular
university's" bonds.

The issue of this "particular university" has been seriously
discussed on a number of occasions in the preparation of that bill.
Unfortunately, under the very strict definition of technical
correction which we have utilized in sifting through the myriad of
requests, it does not appear that the change requested by "this
university" will qualify. Nevertheless, this is certainly an issue
that can be discussed in the Finance Committee when we meet to
consider technical corrections."

In a letter of June 18, 1987, a Republican Senator of the Senate Finance Committee made a
similar petition to the Ranking Member:

For several years, a particular university attempted to have tax
exempt bonds issued on its behalf through the District of Columbia. The
issuance of these bonds have been held up indefinitely by an unrelated
suit before the D.C. Court of Appeals.

You may recall that last year in recognition of the unique problems
facing this university transition relief was provided to permit up to $200
million of bonds to be issued. An interested Senator's amendment which
would provide issuing authority to the university is necessary to allow
this university to proceed.

I hope we will be able to resolve this problem during committee

consideration."

In Summary:

The present Tax Reform Act of 1986 has a provision allowing the particular university to issue
tax exempt bonds in the amount of 200 million dollars for projects completed or underway through the
jurisdiction in which the university resides, and with bonds approved by that jurisdiction. This
authority was signed into law. Prior to the signing into law, the particular university notified the
House Ways and Means Committee and the Senate Finance Committee of the inability to proceed because
of an unrelated court case affecting the governmental authority and the university .

A modification was made to the transition rule allowing the university to seek relief in
adjacent jurisdictions. Since that time, the University has petitioned the two adjacent
jurisdictions to get appropriate steps accomplished. Both jurisdictions were unable to accommodate
the request.

The intent of the Congress included consideration of the cost of the 200 million in tax exempt
bonds in permitting the transition rule. It is necessary to permit the University to issue tax
exempt bonds itself. There is a similar provision for certain universities in the present transition
rule.

Oln accordance with instructions in Press Release #G-3, Wed. June 17, 1987, the comments are
within the ten page limit, and a one-page summary is also included.

Submitted by:

T. Byron Collins, S.J.

Samuel Harvey, Jr.

Assistants to the President
Georgetown University
Washington, D.C.
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May 6, V)87

The Honorable Lloyd Bentsen
Chairman, Senate Finance Committee
205 Dirkeen Senate Office Building
Washington, D.C. 20510

Dear Senator Bentnen:

As Director of Planned Giving at Gordon College, a liberal arts
college with a student body of 1,200, 1 feel deep concern over
the potential taxation of charitable gift annuities.

Gordon College has a small endowment. Approximately six years
ago the Planned Giving Department was established for the purpose
of building endowment. The Charitable Gift Annuity has been one
of the most effective programs in achieving our goal. In most
cases our supporters are financially limited to the extent they
can make outright gifts. They are desirbous of making gifts to
Gordon College and the guaranteed life income from a gift annuity
enables them to satisfy their donative intent.

Gordon College will appreciate your leadership in clarifying that
I.R.C. Section 501 (m) does not apply to gift annuities from
taxation and preserving this plan which has been in use for over
100 years will be of unestimable service to the charitable
community.

Yours truly,

Miriam F. Kenyon (Mrs.)
Director
Department of Planned Giving

MFK:al
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Summary Statement on S. 1350
Government Finance Officers Association

The Government Finance Officers Association (GFOA) provides
comments on six technical issues in its written statement. The
Association which represents state and local government finance
experts, takes the position that:

1. The Committee should oppose any recommendation to overturn
the recent City of Tucson. Arizona v. Commissioner of
Internal Revenue decision in the proposed Technical
Corrections Act of 1987. The decision, invalidating the
Treasury Department's sinking fund regulations on tax-exempt
bonds, reverses rules which GFOA feels were overbroad and
failed to take into account traditional state and local
practices of sound fiscal management.

2. A provision should be added to the proposed Technical
Corrections Act that would ensure that the Treasury
Department regulations governing the State and Local
Government Series Securities (SLGs) fulfill Congressional
intent by making the program flexible and providing an
alternative to the arbitrage rebate requirement.

3. A provision giving an exemption to state and local
governments from the mandatory distribution rule should be
added to the Technical Corrections Bill to prohibit "double-
dipping"and permit states and localities to comply with
federal legislation prohibiting mandatory retirement.

4. Language should be added to the Technical Corrections Bill
clarifying that Section 457 of the Internal Revenue C'ode
relating to deferred compensation plans applies only to
elective compensation and not to nonelective plans. If
nonelective plans are covered, state and local employees
would be required to pay current income taxes on such
benefits as accrued vacation and sick pay.

5. Language clarifying that footnotes 160 and 173 in the Joint
Tax Committee's "Blue Book" do not reflect Congressional
intent should be added to the Technical Corrections bill.
This clarification would prevent excess tax receipts of
state and local governments from being subject to the
arbitrage rebate requirement and pension funds, insurance
reserve funds and other legally restricted funds of states
and localities would not have to be used to finance
operating needs.

6. Small governments should be given relief from the new tax-
exempt debt information reporting requirement to correct an
inconsistency in the treatment of small issuers and reduce
reporting compliance costs. GFOA supports insertion of a
technical change permitting issuers of not more than $10
million in tax-exempt financing per annum to fulfill the
reporting requirement by certifying to the IRS they will not
exceed the $10 million limit.

Designated representative: Cathy Spain/Cathie Eitelberg
Government Finance Officers Association
1750 K Street, NW, Suite 200
Washington, DC 20006
(202) 429-2750
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Comments of the
Government Finance Officers Association (GFOA)

on S. 1350
Technical Corrections Act of 1987'

A professional organization representing 11,000 state and
local officials and other finance professionals involved in all
the disciplines comprising public finance, the Government Finance
Officers Association (GFOA) is pleased to present these comments
on the Technical Corrections Act of 1987 for consideration by the
Senate Finance Committee. While we disagree in substance with
provisions enacted in the Tax Reform Act of 1986 affecting the
financing of state and local government facilities, we have
limited our comments to technical concerns.

GFOA opposes any attempt to overturn the City of Tucson decision
in the Technical Corrections Bill.

A June 12, 1987 decision of the U.S. Court of Appeals for
the District of Columbia Circuit, City of Tucson, Arizona v.
Commissioner of Internal RevejWt, overturned U.S. Treasury
Department sinking fund regulations. The rules which provoked a
firestorm of criticism by state and local governments when
introduced in 1978 were criticized by the Court as being at odds
with the underlying statutory precept. Congressional staff
members have been quoted in the press recently as supporting a
reversal of City of Tucsor in the pending Technical Corrections
Bill. GFOA strongly urges Congress to resist any recommendation
to overturn the invalidated sinkirg fund regulations as part of
the Technical Corrections Bill as it is not a matter for
technical correction.

Briefly, Treasury sinking fund regulations define as "bond
proceeds" any state or local government tax receipts or other
revenues such as revenues frorr the sale of property or a
favorable judicial judgment that are held in a sinking fund (a
debt service or other type of fund a stave or local government
borrower expects to use to pay principal or interest on an
issue). By making this designation, the investment of these
sinking funds until they are needed to repay bonds outstanding is
severely restricted because they are subjected to the arbitrage
limits that apply to bond proceeds that have not been spent.

To avoid both imposing undue restrictions on state and local
governments and the development of potentially abusive forms of
transactions, any changes in this area should only be made after
public hearings and careful deliberations including establishment
of a consultation process with representatives of state and local
governments. It is important for Congress to consider the cause
of discontent on the part of state and local governments with the
sinking fund regulations as well as the excessive breadth of the
regulations which the Court reversed. GFOA realizes there may be
matters of valid concern to which the proposed regulations
relate. Nevertheless our membership has taken the position that
the regulations imposed by Treasury were overbroad and failed to
take into account traditional state and local practices of sound
fiscal management.

*Prepared by Catherine L. Spain, Director, Federal Liaison
Center, Government Finance Officers Association, 1750 K Street,
NW, Suite 200, Washington, DC 20006, (202/429-2750). Questions
or additional information concerning the issues presented in
these comments should be directed to Ms. Spain or Cathie

Eitelberg, Assistant Director of the Federal Liaison Center.
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We believe the sinking fund problem is similar to the issue
surrounding Footnotes 160 and 173 in the Joint tax Committee
"Blue Book" which is discussed below. GFOA has written to
Treasury Secretary Baker offering to assemble a panel of state
and local officials to advise on forthcoming arbitrage
regulations implementing the 1986 Tax Reform Act provisions and
Footnotes 160 and 173. We believe this would be an appropriate
forum to discuss revisions to the sinking fund regulations.

GFOA supports adding a provision to the Technical Corrections
Bill that would fulfill Congressional intent regarding the State
and Local Government Series (SLGs) ProRram,

Section 1301 of Tax Reform Act of 1986 directed the U.S.
Treasury to modify the State and Local Government Series (SLGs)
program by providing issuers with instruments allowing flexible
investment of bond proceeds in order to eliminate the earning of
rebatable arbitrage. The Government Finance Officers Association
has reviewed these regulations and finds that they fail to meet
the intent of Congress to provide a flexible and administratively
simple alternative to the arbitrage rebate. We have identified
two aspects of the regulations that must be changed in order to
rescue the program.

Specifically, GFOA recommends that the prohibition in the
proposed regulations that, prevents an issuer from mixing
investments between the demand-deposit and time-deposit SLGs
programs be changed. To remedy this problem we propose that
Treasury permit issuers to make a one-time, up-front declaration
of a split between the respective percentages of the bond
proceeds they desire to be invested in demand-deposit SLGs and
time-deposit SLGs. This approach gives the state or local cash
manager the flexibility required for project financing without
disrupting the U.S. Treasury Department's cash management
operations because the total amount of funds available and the
cash flows will be reasonably predictable. Further, it can be
argued that this approach is even more predictable than the one
proposed in the regulations because there will be fewer early
redemptions by issuers who have failed to accurately predict
their cash requirements. As envisaged, as time-deposit
securities matured, they could be rolled over into the demand-
deposit program. Additionally, if an issuer's demand-deposit
balance was too high, an issuer could invest those proceeds in
the time-deposit program, consistent with the notification and
other rules of that program.

The formula designed by the Treasury for determining the
weekly interest rate on demand-deposit securities results in a
rate that is unacceptably low. The viability of the program
hinges on issuers' ability to earn an adequate return on their
investments. As proposed, issuers will earn a rate that is less
than the tax-exempt rate at which they borrowed. Our
recommendation is for Treasury to set a rate that is an index of
short-term municipal rates and is not further reduced by an
administrative fee. The use of such an index would preclude the
need to adjust the derived rate by an "average marginal tax
rate." We believe such a rate can be constructed easily based
upon data reported in the Bond Bu= or other publications and
will adequately cover Treasury's administrative costs. We reject
the use of the fed funds rate as a base for the formula proposed
by Treasury because of its inappropriateness under certain market
conditions.

Since the Treasury Department has not yet modified the
program to respond to our objections and fulfill Congress' intent
we endorse a technical correction to assure that state and local
government bond issuers will be able to avoid the overly complex
and costly recordkeeping and computational requirements of the
arbitrage rebate requirement.
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GFOA suiOorts adding a provision to the Technical Corrections
Bill to exempt state and local governments from the mandatory
distribution rule.

Section 1121 of the Tax Reform Act of 1986 repealed one of
two criteria that had been in the federal tax code governing the
timing of the distribution of pension benefits to employees.
Under prior law, distributions were required to begin on the
April 1st of the calendar year following the calendar year in
which (1) the employee attained age 70 1/2 9X (2) the employee
retired, whichever was later. The second criterion has been
repealed.

This tax reform provision was intended to preclude highly
compensated private sector employees from using a pension plan as
an estate planning device rather than for retirement purposes.
This practice resulted in the avoidance of or reduction in taxes.
However, state and local government systems operate under laws
which prevent retirement benefits from being used in this way.

The new distribution requirement creates both policy and
administrative burdens for state and local government retirement
systems. Moreover, when this tax act change is viewed in light
of two 1986 amendments to the Age Discrimination in Employment
Act (ADEA), the problem is further complicated. These two
provisions prohibit an employer from establishing a mandatory
retirement age and from using age as a criterion for stopping
retirement plan benefit accruals. We support a technical
correction because

o The combined result of the three provisions is that an
individual who has reached the mandatory distribution age
(approximately age 71) and continues to work would simultan-
eously (1) collect a salary, (2) collect a retirement
benefit, and (3) continue to accrue additional future
retirement benefits. This scenario is further complicated
as it can continue indefinitely because of the repeal of a
mandatory retirement age.

o This federal distribution rule conflicts with state and
local laws. Most states and scores of cities and counties
prohibit employees from collecting both a retirement benefit
and a salary. This practice, which is referred to as
"double-dipping," is prohibited on public policy grounds and
is similar to federal laws which restrict this practice in
its workforce.

0 Noncompliance with the federal law results in an extremely
harsh penalty for the participant and jeopardizes the plan's
tax-exempt status. A 50 percent nondeductible excise tax is
levied on the amount which should have been distributed and
is to be paid by the employee.

The Technical Corrections Bill should exempt state and local
government workers from this provision because it disrupts sound
state and local policy, creates extraordinary cost and
administrative burdens on pension plans and undermines the intent
of the repeal of a mandatory retirement age by making workers
choose between giving up their job or paying tax on monies never
received.

GFOA supports the inclusion of language in the Technical
Corrections Bill clarifying that Section 457 of the Internal
Revenue Code does not extend to nonelective deferred
compensation.
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Section 1107 of the Tax Reform Act of 1986 extended Internal
Revenue Code Section 457 rules limiting electiy deferred
compensation plans to certain tax-exempt organizations. Section
457 as enacted in 1978 formerly applied only to the deferral of
compensation by employees of state and local governments.

Since the passage of the Tax Reform Act, the Internal
Revenue Service has taken the position in Notice 87-13 that the
types and nature of deferred compensation plans governed by
Section 457 also includes r onelective deferred benefit plans
which generally had been thought to be outside the scope of the
Section 457 rules. Examples of nonelective benefits plans could
include vacation, sick time, and other benefits. The position
adopted by IRS is inconsistent with the statutory language in the
Tax Reform Act and the conference report accompanying the Act.
No indication is given of Congressional intent to expand the type
or nature of plans covered by Section 457. Additionally, the
Joint Tax Committee's General Explanation of the Tax Reform Act
of 1986 confirms our position that no change was made in the type
or nature of deferred compensation plans subject to Section 457
rules. It states that 457 "continues to apply to the same types
of deferred compensation to which it applied under prior law."
(p.654 )

GFOA supports a statement by Congress that Section 457 is
not intended to apply to nonelective deferred compensation. If
the IRS interpretation prevails state and local government
employers would confront administrative nightmares coordinating
elective and nonelective deferred benefit plans if both types of
deferrals were subject to Section 457 limits. Furthermore the
IRS position would result in state and local employees paying
income taxes on a current basis for nonelective deferred
benefits. This treatment is totally at odds with the history of
federal income taxation where individual taxpayers are taxed on a
cash-basis rather than an accrual-basis method of accounting.

GFOA supports the inclusion of a provision in the Technical
Corrections bill clarifying that Footnotes 160 and 173 in the
Joint Tax Committee's "Blue Book" do not reflect Congressional
intent,

Two footnotes (numbers 160 and 173) in Joint Tax Committee's
General Explanation of the Tax Reform Act of 1986 (the Blue Book)
contained unexpected and overly broadTh terpretations of the new
arbitrage provisions. The first provides that excess tax receipts
invested in a bond reserve fund are to be rebated to the
Treasury. The example given involves a general tax levy to pay
debt service on governmental bonds. Because some 1.* the taxes
may be paid late, additional (or excess) taxes may have to be
assessed to cover possible shortfalls. The footnote directs
Treasury to treat those tax receipts not used to pay debt service
as a reserve subject to the general arbitrage rebate requirement.

The second footnote instructs Treasury to require
governmental units to treat certain funds as being available to
an issuer if restrictions on the fund were established by the
issuer or the issuer has the power to alter the use of the fund.
This means that issuers of short-term tax and revenue
anticipation notes would have to factor in funds traditionally
unavailable when calculating their expected annual cash-flow
deficit. For example, funds set aside for self-insurance
reserves may have to be considered available for operating
purposes.

GFOA believes that these footnotes are beyond what Congress
intended. Further, it supports the addition of language in the
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Technical Corrections Bill clearly indicating that (1) excess tax
receipts In a debt reserve fund should not be subject to the
arbitrage rebate requirement and (2) state and local governments
should not be required to consider funds set aside for
nonoperating purposes to be available to meet current expenses
when sizing their short-term borrowings for cash-flow deficit
purposes. Examples are self-insurance and pension funds.

GFOA Droposes that Congress correct an inconsistency in its
treatment of small issuers by modifying the newly mandated
information reoorting reoutrement.

Section 1301 of the Tax Reform Act of 1986 requires issuers
of tax-exempt bonds to report each transaction to the Internal
Revenue Service. For purposes of the Act the term "bond" also
includes leases, loans and short-term note issues. This
requirement is especially burdensome for small governments that
do not finance their capital equipment by going to the municipal
bond market and obtaining the services of bond counsels who will
ensure that they comply with the new requirement. Small
borrowers often obtain their needed financing from local
financial institutions in the form of a loan and without the
benefit of a federal tax code expert assisting in the
transaction. Failure to report carries a stiff penalty--
retroactive taxability of the interest earned on the debt.

We recommend that this reporting cost burden be reduced by
permitting small issuers (not more than $10 million in tax-
exempt financing per annum) to fulfill the requirement by simply
certifying to IRS they have issued no more than $10 million
rather than reporting their financings. This treatment is
consistent with the Twx Reform Act provision permitting small
issuers to sell up to $10 million of tax-exempt bonds annually
which are e-.-gible for the bank interest deduction. The bank
deduction provision recognizes the needs and limitations of
smaller issuers and was included to reduce financing cost
burdens.

July 20, 1987
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GREAT WESTERN FINANCIAL CORPORATION
GREAT WESTERN SAVINGS

Michael J. Palko
s$NGIR viCe PACESDENT

July 23, 1987

Statement'to Senate Finance Subcommittee
on Taxation and Debt Management

Regarding S. 1350, The Technical Corrections Act of 1987

Great Western Financial Corporation wishes to recommend to the
Finance Subcommittee that it include in S. 1350 or other tax
legislation a correction of'the effective tax rate (ETR)
increase that will be incurred by most thrift institutions in
1987 as a result of the Tax Reform Act of 1986 (1986 Act).

We believe that it was intended that the 1986 Act should
continue the pre-1987 31.28% ETR of thrifts. However, through
an oversight, most thrifts will incur an unintended higher ETR
for 1987 of as much as 36.8% before returning to 31.28% in
1988. This will cause a serious reduction to the net worth and
1987 earnings of Great Western Financial Corporation and many
other thrifts because of the manner in which tax expense is
determined for financial accounting purpoqgs. However, we
understand that correction of this oversight will produce a
relatively negligible revenue loss of only about $20 million.

This effective tax rate (ETR) increase is a particularly
critical factor because it will cause most thrifts to incur a
direct adverse effect to 1987 earnings and net. worth far greater
than the tax revenues involved. This ironic effect will occur
because generally accepted accounting principles (GAAP) that are
unique to the thrift industry require the bad debt deduction to
be treated in a manner which directly affects the financial
accounting tax provision and the earnings of a thrift. Since,
in most cases, the financial accounting income of a thrift is
greater than its taxable income, the 1987 ETR increase will
produce a reduction to the earnings of thrifts that will be
materially greater than the tax revenue produced by the ETR
increase. This loss of earnings and net worth will be
particularly damaging to the thrift industry as it attempts to
ameliorate its long-term financial problems.

Prior to the 1986 Act, thrift institutions had three bad debts
reserve methods available to them: experience, percentage of
eligible loans, and percentage of taxable income. The
experience and percentage of eligible loans methods were the
same as those available to commercial banks. The percentage of
taxable income method (PTI), unique to thrift institutions,
allowed a deduction of up to 32 percent* of taxable income if at
least 82 percent of a thrift's assets were qualified. A thrift
eligible for the maximum PTI deduction was, therefore, able to
reduce its effective tax rate from the general corporate rate of
46% to 31.28%.

The PTI deduction was originally provided when thrift
institution act4-vities were severely restricted by state and

*As a preference item, the statutory maximum deduction of 40

percent was effectively reduced to 32%.
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federal regulators. The deduction was intended, at least in
part, to compensate thrifts for their inability to compete in
certain financial markets and also to encourage their primary
activity of providing residential mortgage loans.

In reviewing the thrift bad debt reserve methods for purposes of
the 1986 Act, it is noted in both Committee reports that both
thrift and non-thrift financial institutions are now competing
in many of the same markets due to a loosening of prior
restrictions on their activities. In recognition of this
situation, Congress, while reducing the tax rate of non-thrift
financial from 46% to 34%, decided t retain the ETR of thrifts
at 31.28%. This was accomplished by %educing the PTI from 32%
to 8% (92% of income taxable at the new corporate tax rate of
34% equals 31.28%). This change significantly "evened the
playing field" between thrift and non-thrift financial
institutions while continuing to encourage the thrift industry
to maintain its unique position as the major provider of
residential home mortgages.

With tax legislation as complex and far reaching as the 1986
Act, anomalies often arise between what was intended and what
actually results when the new law is applied. The amendment
affecting the PTI deduction for the 1987 taxable year is one
such example. The timing of the reduction in the corporate tax
rate was not matched with the timing of the reduction in the PTI
percentage, causing most thrifts to incur a tax rate higher than
31.28% for tax years beginning in 1987. For example, a calendar
year-end thrift will incur a 1987 effective tax rate of 36.8%.
For non-calendar year-end thrifts, the 1987 effective tax rates
will also vary from 31.28%; the extent of the variance depending
upon the particular year-end.

This is clearly not the intended result. The legislative
history evidences the desire to lower the corporate tax rate for
non-thrift corporations while keeping the rate for thrifts the
same. There is no stated or unstated policy reason which would
justify a one year tax increase. We, therefore, propose a
technical correction for this oversight that would bring the
1987 effective tax rate in line with the pre-1986 Act and
post-1987 rate of 31.28%.

We would be happy to discuss this issue in more detail and to
provide any additional information you may need. Please feel
free to contact Michael J. Palko, Senior Vice President, Great
Western Financial Corporation at 213/852-3349.
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Laura Wilcox
Hearing Administrator
Senate Finance Committee
205 Dirksen Senate Office
Building

Washington, D.C. 20510

Re: Passive Foreign Investment Company

Provisions

Dear Ms. Wilcox:

The following is submitted for the record on S. 1350 on
behalf of an ad hoc group of clients of Groom and Nordberg,
representing a broad ekoss section of American industries,
including pharmaceutical, electronics, natural resources
and food products.

The 1986 Act created a new entity referred to as a
si.-_Foreign Investment Company ("PFIC"). Despite the ref-
erence in its name to passive income, the PFIC provisions,
as enacted, apply to the active business income of a con-
trolled foreign corporation ("CFC"), as well as to passive
income. For the reasons discussed below, we believe that
the application of these provisions to the active business
of a CFC is inappropriate and beyond the stated purpose of
the PFIC provisions.

The PFIC provisions, as enacted, apply to any foreign
corporation, including a CFC, if 75 percent or more of its
gross income for the year is passive income or if 50 per-
cent or more of its assets (by value) produce passive in-
come. Many CFCs (including wholly-owned subsidiaries) that
are engaged in a substantial trade or business have substan-
tial accumulated income and could "qualify" as PFICs.

In general, but for the PFIC provisions, the active
business income of a CFC is not subject to U.S. taxation
until this income is distributed to the U.S. shareholders.
This basic concept of U.S. tax law is commonly referred to
as deferral. On the other hand, the passive investment
income of a CFC is subject to current taxation under the
subpart F provisions. In addition, a CFC is subject to
current taxation on income derived from a variety of ac-
tivities for which Congress has concluded tax deferral is
not justified. This income is generally referred to as
foreign base company income. If the foreign base company
income constitutes over 70 percent of the gross income of a
CFC, all of the income of the CFC is subject to current
taxation. Thus, subpart F contains a comprehensive set of
.... u ~s rnli? when the earnings of a CFC should be sub-
ject to ,;urrent taxation. These rules do not generally
CliiMlnate deferral for active business income unless de-
tlved from base company or other specified activities.
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The effect of the PFIC provisions is to eliminate de-
ferral on all types of active business as well as passive
income. A PFIC's shareholders are subject to an interest
charge on all excess distributions from the PFIC. The
charge is based upon the period of time that the amount
distributed enjoyed the benefit of deferral. The charge,
in effect, eliminates the benefit of deferral for these
distributions, including distributions paid out of earnings
derived from an active business. The only means of avoid-
ing the interest charge is to become a qualified electing
fund. In such a case, all income of the PFIC is currently
taxed to its shareholders, including income derived from an
active business.

Eliminating deferral on active business income is in-
appropriate for several reasons. It is a long-standing
fundamental principle of international taxation followed by
the United States (and all developed countries) that the
earnings of a foreign corporation are not subject to U.S.
tax until they are remitted to the U.S. shareholders. Nu-
merous proposals have been made in the past to eliminate
deferral for active business income. Congress, however,
has always rejected these proposals. The principal reasons
that these proposals have been rejected are as follows:

1. Practically all industrialized nations permit de-
ferral for active business income of foreign subsidiaries
until repatriated. Thus, if the United States eliminated
deferral for active business income, there would be a
higher tax burden on U.S.-owned foreign corporations than
on foreign-owned companies. This would place U.S.-owned
foreign subsidiaries at a competitive disadvantage and
reduce the American share of these foreign markets. Since
foreign-owned companies would seize the investment oppor-
tunities abroad, the loss of these markets would directly
reduce domestic employment currently generated by supplying
materials, technology, and supportive services to U.S.-
owned foreign affiliates.

2. American companies that export substantial amounts
of goods and products need to have significant overseas op-
erations in connection with their U.S. production in order
to minimize high tariffs and other export costs. The elimi-
nation of deferral for active business income would damage
these companies' ability to export.

3. The elimination of deferral would increase the tax
burden on subsidiaries of U.S. companies located in foreign
countries which have low effective tax rates. Such coun-
tries would be encouraged to increase their taxes applica-
ble to United States-owned enterprises because the total
tax burden on the investment would not be changed, and the
tax revenue which would otherwise go to the United States
Treasury would be retained by the foreign country.

4. Deferral allows the tax incentives given by devel-
oping countries to be effective for foreign subsidiaries of
U.S. companies. Denying these benefits will be resented by
foreign governments as interference in their domestic af-
fairs. Further, the impact will be more adverse for invest-
ment in developing countries than in developed countries.
For example, Ireland is able to attract companies that wish
to invest in a country in the European Economic Community
(EEC) in order to avoid the high tariff on imports from
non-member countries. If deferral is eliminated, these
companies will still invest inside the EEC, but on the
continent rather than in Ireland.
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Consistent with longstanding U.S. policy favoring de-
ferral, neither the House nor the Senate PFIC provisions
would have subjected U.S. shareholders of CFCs to current
taxation on their active business income. The House pro-
vision would have treated a PFIC as a CFC and would have
treated each U.S. person who owns stock in a PFIC as a U.S.
shareholder of a CFC. Thus, the House provision by ex-
tending the treatment of U.S. shareholders of CFCs to U.S.
persons who own stock in a PFIC would have eliminated de-
ferral for the passive income of a PFIC not otherwise sub-
ject to Subpart F. Moreover, the Senate provision con-
tained an election that PFIC treatment would not apply if a
U.S. person elected to be treated as a U.S. shareholder of
a CFC. Thus, both the House and Senate bills would have
eliminated deferral for passive investment income but not
active business income.

The effective elimination of deferral on active busi-
ness income is the fundamental defect associated with PFIC
status. Given the fact that neither the House nor the
Senate PFIC provisions would have subjected U.S. sharehold-
ers of CFCs to current taxation on active business income
and the failure of the bill as approved by the Conference
to provide for a section 902 credit and relief from double
taxation of income that has been previously taxed under
subpart F, it is fair to say that Congress paid little
attention to the applicability of the PFIC provisions to
CFCs.

The legislative history also demonstrates an intention
to apply the PFIC provisions to tax passive investment in-
come earned by foreign corporations where the subpart F
provisions were not applicable. For example, the General
Explanation states at pages 1023 to 1024:

o Since current taxation generally is required for
passive investments in the United States, Congress
did not believe that U.S. persons who invest in
passive assets should avoid the economic equiva-
lent of current taxation merely because they in-
vest in those assets indirectly through a foreign
corporation. Congress further believed that the
nationality of the owners of controlling interests
of a corporation which invests in passive assets
should not determine the U.S. tax treatment of its
U.S. owners. In Congress's view, the absence of
U.S control did not necessitate preferential U.S.
tax treatment to U.S. persons who invest in pas-
sive assets through a foreign corporation. More-
over, Congress recognized that U.S. persons who
invested in passive assets through a foreign
corporation obtained a substantial tax advantage
vis-a-vis U.S. investors in domestic investment
companies because they not only were able to avoid
current taxation but also were able to convert
income that would be ordinary income if received
directly or received from a domestic investment
company into capital gain income.

o Under prior law, a U.S. investor may never have
been fully taxed on his or her share of a foreign
investment company's accumulated earnings. Con-
gress noted that if similar income were generated
by a domestic investment company or was otherwise
currently subject to U.S. tax, the U.S. investor
would have been taxed on the full amount of in-
come. In Congress' view, if current taxation of a
passive foreign investment company's actual income
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is required, U.S. investors should be taxed on
their entire share of the company's earnings, re-
gardless of whether the earnings are distributed.

Nowhere in the Reasons For Change portion of the Gen-
eral Explanation is there any reference to, or a policy
discussion of, the taxation of the active business income
of CFCs. Moreover, the revenue estimate of the provision,
as enacted, is identical with the revenue estimate of the
Senate provision and almost identical to the revenue esti-
mate of the House provision. If there had been a clear
understanding that active business income of CFCs would be
taxed under this provision, as enacted, the revenue esti-
mate would have been significantly increased.

For the reasons stated above, we do not believe it is
sound policy to eliminate deferral for active business
income. Even those that may have a contrary view would
agree, we trust, that such a fundamental change should not
have been made without specific acknowledgement and debate
of the results of the change.

The purpose of the PFIC provisions was to eliminate
deferral for passive income. To accomplish this purpose,
it is unnecessary to apply these provisions to U.S. share-
holders of CFCs because subpart F already eliminates de-
ferral for passive in.-ome in this situation. If the PFIC
provisions are applied to U.S. shareholders of CFCs, de-
ferral is also eliminated for active business income of
CFCs. We believe this result 'is unsound tax policy and was
not intended by Congress. Accordingly, S. 1350 should ex-
clude U.S. shareholders of CFCs from the application of the
PFIC provisions.

Respectfully submitted,

Carl A. Nordberg, Jr.
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SU Y
STATEMENT

ON
H. R. 2636, THE TECICAL CORRECTIONS ACT OF 1987

BY
JOHN P. Z. KENT, DIRECTOR - FRRRAL/IMTRRMATIONAL TAXES

GTE SERVICE CORPORATION
SUBMITTED TO THE

TAXATTONS AND DEBT MANAGEMENT SUBCOMMITTEE
OF THE

COWMTTTRE ON PTNANCE
UNTTRD STATES S NATE

JULY 22, 1987

The Tax Reform Act of 1986, H. R. 3838, repealed the investment tax credit
(OTTC") on a retroactive basin, effective January 1, 1986, and reduced its
value and the taxpayer's ability to use it on a tax return to offset U. S.
income tax liability, where it is still available, in several ways:

o By decreasing the amount of U. S. income tax that can be offset by ITC
to 75% from 85%.

o By reducing the amount of ITC itself from 10% in 1986 and earlier
years to 8.25% in 1987 and 6.5% in 1988 and succeeding years (to
reflect the impact of the corporaL.e tax rate reduction). '

o By introducing a full ITC basis adjustment for transition property
versus the one-half ITC basis adjustment under existing law.

This is a complicated area of the tax law involving a number or different
provisions. Congressional intent, as enunciated in the Conference
CohtL.ten Report, and general tax policy considerations would lead to the
conclusion that. the basis or property L.o be deprecialed should not, in-any
case, be reduced by an amount that exceeds the TTC used on a tax return to
offset U. S. income tax liability. An interpretal.tion of the technical
statutory language in this area of the Internal Revenue Code of 1.986 leads
one Lo t.he possibility that, where an TTC carryover from 1986 to 1987 or
from 1987 to 1988 exists, the depreciable basis of property may be reduced
by more than the amount of TTC being utilized by the taxpayer. An example
of this "mismatching" would be a basis reduction of $10 on a $100 asset
(eligible for ITC) placed In service in 1986 and an TTC carryover of $8.25
being claimed on a tax return In 1987 -- $1.75, in effect, is not eligible
For TTC or depreciation. A taxpayer placing a $100 asset (eligible for
ITO) in service in 1987 would make a basis reduction of $8.25 and claim an
$8.25 'TC on a 1987 tax return. Further- inequity could also occur in a
disposition of an asset generating an TTC carried forward from 1986 to
1987 in an ITC recapture situation where the proper amount would not be
restored to basis.

The most appropriate way to correct any possible misunderstanding with
regard to this matter would be to revise Section 49 of the Tnternal
Revenue Code of 1986 to allow For an "upward adjuLment' in the basis of
depreciable property for any reduction of allowable ITC that occurs in a
carryover situation. This type of treatment is logical and consistent
with legislative history in similar situations and achieves fairness in
the treaLmen. of similarly situated taxpayers that is one of the principal
objectives of the Tax Reform Act of 1986.
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STATEMENT
ON

H. R. 2636, THE TECHNICAL CORRECTIONS ACT OF 1987
BY

JOHN P. Z. KENT, DIRECTOR - FEDERAL/INTERNATIONAL TAXES
GTE SERVICE CORPORATION

SUBMITTED TO THE
TAXATIONS AND DEBT MANAGEMENT SUBCOMMITTEE

OF THE
COMMITTEE ON FINANCE
UNITED STATES SENATE

JULY 22, 1987

The Tax Reform Act of 1986, H. R. 3838, repealed the investment tax credit
("ITC") on a retroactive basis, effective January 1, 1986, and placeL new
limitations on the taxpayer's ability to use it to offset U. S. income tax
liability, where ITC was still available due to a carryover situation or
transitional relief. The tax reform legislation also reduced the value of
ITCs From 10% in 1986 to 8.25% in 1987 and to 6.5% in 1988 and succeeding
years for calendar year taxpayers in order to reflect the fact that the
corporate tax rate is being reduced From 46% to 39.95% in 1987 and 34% in
1988. At the same time, the Tax Reform Act of 1986 reduced the value of
ITC For "transition property" (basically, property placed in service after
1985 not eligible for or subject. 1o the new modified depreciation system)
by requiring a full TTC basis adjustment, as opposed to the one-half ITC
basis adjustment of existing law. This full ITC basis adjustment means
that the depreciable basis of property qualifying For transition relief is
reduced by 10% in 1986, 8.25% in 1987 and 6.5% in 1988, consistent with
the amount. of TTC earned in those years.

Congressional intent, as enunciated in the Conference Committee Report, is
certainly clear that the basis of property to be depreciated should be
reduced by t.he amount of ITC being used to offset U. S. income taxes. The
tax statute itself, however, is not clear tha. in the case of an ITC
carryover From 1986 to 1987 or From 3987 to 1988 that the basis of
property is reduced by the same amount as the TTC being actually used by
the taxpayer on a tax return. Tn those two instances it is possible that
the depreciable basis of property may be reduced by more than the amount
of ITC utilized (for example, the basis could be reduced by 10% and the
taxpayer only use an 8.25% TTC due to a carryover From 1986 to 1987).
Clearly, this would be an inequitable result which is not consistent with
the I.reatment of other ITCs being generated in the same year that the
carryover ITC is being uitilzed and the inl.enl. of Congress in enacting
this legislation. T have attached, as Exhibit A, a simple example which
illustrates the possible "mismatching" i.hat could occur between the
depreciable basis of a capital asset investment and the related ITC
utilized if this situation is not clarified and placed in its proper order
by the Technical Corrections Act of 1987. Further inequity could also
occur in a disposition of such asset in an ITC recapture situation where-
the proper amount is not. restored to basis.

The most appropriate way to correct any possible misunderstanding with
regard to this master would be to revise Section 49 of the Tnternal
Revenue Code of 1986 to allow for an "upward adjustment" in the basis of
depreciable property for any reduction of allowable ITC that occurs in a
carryover situation through The Technical Corrections Act of 1987. This
type of treatment is consistent with legislative history in similar
situations and achieves fairness in l.he treatment. of similarly sitTted
taxpayers that is one of the principal objectives of the Tax Reform Act of
1986. The technical correction could be accomplished in any number of
ways and if the Subcommittee deems it appropriate, I stand ready to submit
suggested statutory language.

I deeply appreciate the attention of this distinguished SubcommiLtee to this
technical correction of the tax statute and respectfully submit that such
correction is logical, fair and consistent with past and present
legislative treatment and intent relating to IT legislation.
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POTENTTAL EFFECT OF TAX RRFORM ON
INVESTMENT TAX CREDIT (TTC) CARRYPORWARDS

Exhibit A

IF YOU INVEST $100 IN A CAPITAL ASSET IN 1986 AND CLAIMED ITC TN 1986.

DEPRECIATION
BASIS ADJUSTMENT ITC

$100.00 BASIS $100.00 BASIS
($ 10.00) BASIS ADJUSTMENT 10% ITC

$ 90.00 ADJUSTED BASIS $ 10.00 ITC

IF YOU MADR THE SAME INVESTMENT IN TRANSITION PROPERTY

DEPRECIATION
CREDTT TAKEN BASIS ADJUSTMENT

1987 $100.00 BASIS
($ 8.25) BASIS ADJUSTMENT

$ 91.75 ADJUSTED BASIS

1988 $100.00 BASIS
($ 6.50) BASIS ADJUSTMENT

$ 93.50 ADJUSTED BASIS

TN 1987 OR 1988.

ITC

$10o.00
8.25%

$ 8.25

$100.00
6.50%

$ 6.50

BASIS
ITC

ITC

BASIS
ITC

ITC

IF YOU HAVE AM TTC CARRYPORWARD PROM 1986 AMD CLAIM TT

DEPRECIATION
CREDIT TAKEN BASIS ADJUSTMENT

1987 $100.00 BASIS
($ 10.00) BASIS ADJUSTMENT

$ 90.00 ADJUSTED BASIS

$1.75 NON DEPRECIABLE A

1988 $100.00 BASIS
($ 10.00) BASIS ADJUSTMENT

$ 90.00 ADJUSTED BASIS

$3.50 uJOm DEPRECTARI,1 B

TN 1987 OR 1988.

ITC

$100.00
8.25%

$ 8.25

BASIS
ITC

ITC

lAStS

$100.00 BASIS
6.50% ITC

$ 6.50 ITC

M~IS

I
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HALE AND DORR
COUNSELLORS AT LAW

Ms. Laura Wilcox
United States Senate Committee
on Finance

SD 205
Dirkson Senate Office Building
Washington, D.C. 20510

Re: Technical Corrections Act
Interplay of At Risk Rules and
Rehabilitation Tax Credit Amendments

Dear Ms. Wilcox:

In connection with your consideration of technical
corrections to the Tax Reform Act of 1986 (the "Act"), we are
writing to bring to your attention two inconsistencies, and
perhaps unintended consequences, of the provisions under Section
503 of the Act relating to the extension to real property of the
at risk-limitations (the "At Risk Rules"). As you know, by
extending to real estate the At Risk Rules contained in Section
465 of the Internal Revenue Code (the "Code"), the at risk rules
applicable to tax credits (the "Credit At Risk Rules") contained
in Section 46(c)(8) of the Code apply to real estate. See I.R.C.
§45(c) (8) (B3).

Issue 1. Effect on Rehabilitation Tax Credits of Absence of
a Transition Rule Under Section 303 of the Act.

The extension of the At Risk Rules to real property generally
applies to losses incurred after December 31, 1986, with respect
to property placed in service by a taxpayer after December 31,
1986. Act §503(c). In contrast, amendments made with respect to
the rehabilitation tax credit provisions, which are generally
effective for property placed in service after December 31, 1986,
contain transition rules. Specifically, the amendments to the
rehabilitation tax credit provisions do not apply to (1) property
placed in service as rehabilitation property before January 1,
1994, if the rehabilitation was completed under a written contract
binding on March 1, 1986, and (2) rehabilitation of property
(including any leasehold interest) acquired before March 2, 1986
or acquired on or after that date, if (a) the rehabilitation was
completed under a written contract binding on March 1, 1986, and a
historic certification application was submitted to the Department
of the Interior (or its designee) before March 2, 1986, or (b) the
lesser of $1,000,000 or 5% of the rehabilitation cost was incurred
before March 2, 1986, or is required to be incurred under a
written contract binding on March 1, 1986. Act §251(d).

Based upon the foregoing, if the transition rules set forth
in Section 251(d) of the Act apply, the reduced rehabilitation
credit percentages contained in the Act do not apply. Despite
such qualification, however, the taxpayer may not be permitted to
utilize the greater amount of rehabilitation credits (or, for that
matter, any rehabilitation tax credits) because of the absence of
a transition rule under the At Risk Rules set forth in Section 503
of the Act. As a result, in many instances the transition rules
under the rehabilitation tax credit rules do not produce a
beneficial or intended effect.

For example, if a real estate project otherwise eligible for
the grandfather provision provided in Section 251(d) of the Act
had financing commitments prior to the Act providing for more than
80% leverage, it would not comply with the 80% test set forth in
Section 46(c)(8)(D)(ii)(II) of the Code, described below, and
therefore would not generate any rehabilitation tax credits.
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As a further illustration, assume the renovation of a shell
of a real estate property ("Project") is completed and placed in
service in 1986. Assume further that tenant improvements were
commenced in late 1986, but will be completed and placed in
service in 1987. Because the shell of the Project was placed in
service before January 1, 1987, any rehabilitation tax credits
generated by it are not subject to the Credit At Risk Rules under
Section 46(c)(8) of the Code. However, the tenant improvements
will not be placed in service until 1987. Therefore,
rehabilitation tax credits generated by the tenant improvements
will be subject to the Credit At Risk Rules.

We believe that the purpose of providing a meaningful
transition rule with respect to transactions generating
rehabilitation tax credits is undermined by the omission of a
transition rule in the At Risk Rules set forth in Section 503 of
the Act. To eliminate this incongruity, we respectfully suggest
that you amend the Technical Corrections Bill to include
transition rules relating to Section 503 that are comparable to
Section 251 of the Act. Such an amendment would be consistent
with Section 209 of the Act, which provides that rehabilitation
projects covered by the transition rules contained in Section
251(d) of the Act are exempt from the new extended depreciation
periods applicable to real estate.

Issue 2. Effect of Applying to Real Estate the Qualified
Commercial Financing Test in Section 46(c)(8)(D) of the Code.

As noted above, by extending to real estate the At Risk Rules
contained in Section 465 of the Code, the Credit At Risk Rules
contained in Section 46(c)(8) now apply to real estate. Under
Section 46(c)(8)(D)(ii)(II), nonrecourse financing may not be
included in the credit base if the total amount of nonrecourse
debt on the property exceeds 80% of what would otherwise be the
credit base of the property (the "80% Test"). Under Section 47(d)
of the Code, the 80% Test will result in recapture of
rehabilitation tax credits at any time in which indebtedness on a
building is increased above 80%. Such a consequence would occur
even though a taxpayer who sells (rather than refinances) a
building would be subject to a declining amount of recapture
during each of the first five years of ownership and no recapture
after the fifth year of ownership. See I.R.C. S47(a)(5).

To eliminate the foregoing incongruous result, we
respectfully suggest that you amend Section 47(d) of the Code as
part of the Technical Corrections Bill to provide for a reduction
or phase-out of investment tax credit recapture realized upon an
increase in nonqualified nonrecourse financing. Such a reduction
would be consistent with Section 47(a)(5) of the Code, which
provides for a reduction or phase-out of investment tax credit
recapture if a taxpayer sells property which generated investment
tax credits.

If you have any questions or require additional information
concerning this matter, please contact the undersigned.

Respectfully submitted,

Steven S. Snider

SSS:sls
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SHarvard ±\cdcichc
25 Si:atuud .Scet. 3)s w m a ;u.c r 02! 5

(617) 732-1530

July 6, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, DC 20510

Dear Ms. Wilcox:

I am writing on behalf of Harvard Medical School regarding
the potential taxation of charitable gift annuities under
Section 501(m) of the Tax Reform Act.

Gift annuities have been used in the charitable community
for over 100 years. A donor decides to make his/her gift to
help Harvard Medical School, not so tnat he/she will receive
annuity payments. If the income payment was the primary
concern, these individuals would be purchasing commercial
annuity contracts whose payment rates are far more generous.
Charitable gift annuities are not "commercial-type insurance",
and therefore do not compete with commercial annuities.

One might look at the charitable gift annuity as being the
equivalent of a wealthy donor's charitable remainder annuity
trust, which is unaffected by Section 501(m). Because gift
annuities are suph an attractive form of giving for many who are
unable to consider making a large gift (our minimum gift annuity
amount is $5,000 while our annuity trust minimum amount is
$50,000), failing to clarify the law would dry up an important
source of funds for Harvard Medical School, as well as for all
charitable institutions. We need your help in clarifying that
Section 501(m) does not apply to gift annuities.

Please ammend the Technical Corrections Act of 1987 (H.R.
2636) to clarify that charitable gift annuities issued by IRC
Sec. 501(c)(3) organizations are not "commercial-type insurance"
under IRC Sec. 501(m).

Thank you.

Sincerely,

Jon E. Abrams
Director of Planned Giving

JEA/was
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HARRIs, MERICLE ORR

Ms. Linda Wilcox, Hearing Administrator
U. S. Senate
Room S-D 205 Dirksen Office Building
Washington, D. C. 20515

RE: Tax Reform Act of 1986 (P.L. 99-514) Section 633(d);
Technical Corrections Bill of 1987 (H.R. 2636 and
S. 1350) Section 106(g)(5)-(6)

Dear Ms. Wilcox:

Pursuant to Senate Finance Committee Chairman Lloyd
Bentsen's invitation to examine and comment on the Technical
Corrections Bill of 1987, which was introduced by Chairman
Bentsen on June 10, 1987 as S. 1350, we submit the following
written statement in support of delaying the effective date of
the 5-year stock holding requirement of the special
transitional rule provided for certain closely held liquidating
corporations until June 10, 1987 (the date on which S. 1350 was
introduced).

Prior Law

Under prior (as well as present) law, corporate earnings
from sales of appreciated property were generally taxed twice,
first to the corporation when the sale occurred, and again to
the shareholders when the net proceeds were distributed as
dividends. If the income to the corporation resulted from the
sale of inventory or other ordinary income assets, the income
was taxed to the corporation at ordinary rates. If the income
resulted from the sale by the corporation of a capital asset
held by it for more than 6 months, the income wag taxable at
capital gains rates. With certain exceptions, shareholders
were taxed at ordinary income rates to the extent of their pro
rata share of the distributing corporation's current and
accumulated earnings and profits.

An important exception to the general rule discussed above
generally permitted the non-recognition of gain by corporations
on certain liquidating sales of corporate property and 0y
certain distributions to shareholders of appreciated property.
The exception, commonly known as the OGeneral Utilities
doctrine,"2is based upon General Utilities and Operating Co. v.
Helvering. Although the General Utilities case involved a
dividend distribution of appreciated property by an ongoing
business, the term "General Utilities rule" is often used in a
broader sense to refer to the non-recognition treatment
accorded in certain situations to liquidating as well as non-
liquidating distributions to shareholders and to liquidating
sales.

The General Utilities doctrine was reviewed by Congress
and codified i Section 337 of the 1954 revision of the
Internal Revenue Code of 1954 (hereinafter referred to as the
"1954 Code"). Section 337 provided that if a corporation
adopted a plan of complete liquidation and within 12 months of
the adoption of the plan of liquidation distributed all of its
assets in complete liquidation, gain or loss on any sales by
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the corporation during that period generally was not recognized
by the corporation. Excepted from the Section 337 non-
recognition provisions were sales of inventory (other than
inventory sold in bulk), stock in trade, and property held
primarily for sale to customers in the ordinary course of
business. In addition, if a liquidating corporation accounted
for its inventory on a LIFO basis, Section 337 required the
amount of any LIFO recapture to be included in the
corporation's income.

Present Law

The Tax Reform Act of 19863 (hereinafter referred to as
the "Act"), provides that gain or loss is generally recognized
by a corporation on a liquidating distribution of its assets as
if the corporation had sold its assets to the distributee at
fair market value. The distributee/shareholder is also subject
to tax to the extent that the fair market value of the assets
distributed exceeds the;basis of the shareholder's stock in the
liquidating corporation.

Although the repeal of the General Utilities rule is
generally effective for liquidating sales and distributions
after July 31, 1986, the Act provides a number of general
transitional rules, some of which are based on actions before
November 20, 1985 (the date of action by the House Ways and
Means Committee), on actions before August 1, 1986 (the date of
action by the Conference Committee), and on actions after July
31, 1986 and before January 1, 1987. With certain exceptions
(i.e., depreciation recapture, investment tax credit recapture,
ordinary gains or losses, gains from installment sales, gains
or losses on capital assets held for less than six months,
etc.) amendments made by the Act, including the repeal of the
General Utilities rule and Section 337 of the 1954 Code, are
inapplicable to transactions covered by the general
transitional rules.

In addition to the general transitional rules, the Act
specifically provides for a special transitional rule for
certain small corporations. Section 633(d) of the Act
generally provides that in the case of the complete liquidation
of a corporation on or before January 1, 1989, the amendments
made by the Act concerning the recognition of gain by a
corporation on a liquidating distribution of its assets will
not apply if the liquidating corporation is a "qualified
corporation." The term "qualified corporation" is defined by
Section 633! 1)(5) as any corporation if -

(A) On August 1, 1986, and at all times thereafter before
the corporation is completely liquidated, more than
50 percent (by value) of the stock in such
corporation is held by 10 or fewer qualified persons,
and

(B) The applicable value of such corporation does not
exceed $10,000,000. --

The term "qualified person" means an individual, estate or
any trust described in Section 1361(c)(2)(A)(ii) or (iii) of
the Internal Revenue Code of 1986 (hereinafter referred to as
the "Code").
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As enacted and as cited above, the definition of a
qualified corporation as codified in Section 633(d)(5) does not
include or require that more than 50 percent (by value) of the
stock in such corporation be held by ten or fewer qualified
persons who have held their stock for a period of 5 years or
longer.

Proposed Technical Correction Amendment

As proposed, Sectifn 106(g)(5) of the Technical
Corrections Bill of 1987 (hereinafter referred to as tAe
"Bill") amends Section 633(d)(5) of the Act by deleting the
words "10 or fewer qualified persons" and inserting in lieu
thereof the phrase 0a qualified group". Subsection 6 of
Section 106(g) of the #ill provides the following definitions
of the terms "qualified'group" and "qualified person.9

(A) QUALIFIED GROUP. - The term "qualified group"
means any group of 10 or fewer qualified persons who
at all times during the 5-year period ending on the
date of the adoption of the plan of complete
liquidation (or, if shorter, the period during which
the corporation or any predecessor was in existence)
owned (or was treated as owning under the rules of
subparagraph (C)) more than fifty percent (by value)
of the stock in such corporation.

(B) QUALIFIED PERSON. - The term "qualified person"
means -

(i) An individual,

(ii) An estate, or

(iii) Any trust described in clause (ii)
or clause (iii) of Section 1361(c)(2)(A) of
the Internal Revenue Code of 1986.

Section 119 of the Bill concerning the effective date of
the technical corrections provides that "Except as otherwise
provided in this title, any amendment made by this title shall
take effect as if included in the provision of the Reform Act
to which such amendment relates."

Detrimental Impact of Retroactive Amendment to Transitional
Rule for Certain Small Corporations - Act Section 633(d)

In March of 1987 SP Energy Development Company, a limited
partnership organized under the laws of the State of Washington
and on whose behalf this statement is submitted (hereinafter
referred to as "Spedco"), commenced negotiations with the sole
shareholder of a group of small, related Oklahoma oil and gas
corporations to acquire the assets of those corporations.
Subsequently, in May of 1987, those Oklahoma oil and gas
corporations adopted a plan of complete liquidation in reliance
upon the transitional relief provided by Act Section 633(d).
Pursuant to that transitional rule, the oil and gas
corporations which were qualified corporations within the
meaning of Act Section 633(d), were entitled to avail
themselves of the Section 337 liquidation election provided
under the Internal Revenue Code of 1954. In May of 1987,
SPEDCO agreed to purchase all assets and assume all liabilities
of the liquidating corporations for an aggregate purchase price
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of $1,500,000. The transaction was closed on June 5, 1987 and
pursuant to the escrow instructions, all assets and proceeds
'were distributed at that time.

At all times during the negotiations and at the time of.
the adoption and actual liquidation of the corporations, the
corporations were qualified corporations within the meaning of
Act Section 633(d)(5) as enacted (i.e., on August 1, 1986 and
at all times until the corporations-were completely liquidated,
all of the stock of such corporations was owned by one
individual and the applicable value of each corporation did not
exceed $5,000,000.)

As noted previously, current law as promulgated by Section
633(d) of the Act makes no reference to the Congressional
Conference Committee Report requirement that a corporation will
be eligible for the transitional rule only if its stock does
not exceed $10,000,000 and more than 50% of its stock is owned
by ten or fewer individuals who have held their stock for five
years or longer. H. Rep. 99-841, Volume II, Page 206.

Where the meaning of a statute is clear and unambiguous on
its face, it is a well-established principle that the statute
should be interpreted literally and its legislative history
should not be resorted to. Patagonia Corp. v. Bd. of Governors
of Fed. Reserve Syst., 517 F.2d 803 (9th Cir. 1975); In re
Parkwood, Inc., 461 F.2d 158 (D.C. Cir. 1971); C.I.R. v.
Ridgeway's Est., 291 F.2d 257 (3rd Cir. 1961). The-proper
function of legislative history is to resolve ambiguity and not
to create it.

Where doubts exist and construction is permissible,
reports of the committees of Congress and statements
by those in charge of the measure and other like
extraneous matter may be taken into consideration to
aid in the ascertainment of the true legislative
intent. But where the language of the enactment is
clear, and construction according to its terms does
not lead to absurd or impracticable consequences, the
words employed are to be taken as the final
expression of the meaning intended. And in such
cases, legislative history may not be used to support
a construction that adds to or takes from the
significance of the words employed. (Emphasis Added).

U.S. v. Missouri Pac. R. Co., 278 U.S. 269, 278, 49 S. Ct. 133,
136 (1929).

Moreover, it has been held that an intentional omission of
a word from a statute constitutes evidence that Congress did
not intend to grant the power which the inclusion of the word
or words omitted may have given. Shell Oil Co. v. Fed. Energy
Admin., 400 F. Supp. 964 (D.C. Tex. 1975), aff'd. 527 F.2d 1243
(Temp. Emer. Ct. App. 1975).

On December 31, 1986, the Internal Revenue Service issued
guidance in the form of Revenue Ruling 87-4, I.R.B. 1987-2,
relating to the applicability of the transitional rule provided
under Section 633(d) of the Act to complete corporate
liquidations under Section 333 of the 1954 Code. The Internal
Revenue Service determined that the language of the
transitional rule for qualified corporations extended
transitional relief not only to corporate-level gain under
Section 337 corporate liquidations, but also with respect to
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gain which would otherwise be recognized at the shareholder-
level as a result of a Section 333 liquidation. In reaching
that determination, the Service reviewed the Section 633(d)
transitional rule and specifically noted the following:

Section 633(d)(5) of the Act generally defines
"qualified corporation" as any corporation of which
more than 50 percent (by value of the stock is held
by 10 or fewer qualified persons," as defined in
Section 633(d)(6) and the applicable value of which
does not exceed $ip,000,000.

As noted previously, Section 633(d)(6) of the Act defines
a qualified person as an individual, estate, or certain trusts.

Thus, not only did Spedco rely upon the definitions
contained within the law as it existed at the time of the
transaction and as it exists at present time, but so did the
Internal Revenue Service in issuing its interpretation of the
applicability of the -transitional rule to certain qualified
liquidating corporations. Based upon the transitional rule as
promulgated in Section 633(d) of the Tax Reform Act of 1986,
the cases cited above concerning statutory construction and
interpretation, and the fact that the Internal Revenue Service
relied upon the current definition of the term "qualified
corporation" when it issued Revenue Ruling 87-4, Spedco, the
selling Oklahoma oil/gas companies and similarly situated
liquidating qualified corporations should be entitled to rely
on the law as it currently exists.

In the event that Sections 633(d)(5) and (6) of the Act
are retroactively amended to require a 5-year holding
requirement by enactment of Section 106(g)(6)(A) of the Bill,
Spedco's effective costs to purchase the assets of the Oklahoma
corporations will be increased by approximately $400,000. Such
additional cost will cause Spedco irreparable harm.

Proposed Amendment to Section 106(g)(6)(A) of the Technical
Corrections Bill of 1987

Section 106(g) (6) (A) of the Technical Corrections Bill of 1987,
H.R. 2636 and S. 1350 states as follows:

"(A) QUALIFIED GROUP. - The term 'qualified
group' means any group of 10 or fewer
qualified person who at all times during the
5-year period ending on the date of adoption
of the plan of complete liquidation (or, if
shorter, the period during which the
corporation or any predecessor was in
existence) owned (or was treated as owning
under the rules of subparagraph (C)) more
than 50 percent (by value) of the stock in
such corporation."

The following amendment to Section 106(g)(6)(A) of the Technical
Corrections Bill of 1987, H.R. 2636 and S. 1350 is proposed:

"Subparagraph (A) of Section 106(g)(6)(A) of the
Technical Corrections to the T~x Reform Act of 1986
is amended by adding at the end thereof the following
sentences
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For the purposes of the preceding sentence,
the requirement that more than 50 percent (by
value) of the stock in such. corporation be
owned (or treated as owned) at all times
during the 5-year period ending on the date
of the adoption of the plan of complete
liquidation (or, if shorter, the period
during which the corporation or any
predecessor was in existence) shall not apply
if such corporation adopted a plan of
complete liquidation prior to the date of
enactment of ihis Act.

Revenue Effect

The Staff of the Joint Committee on Taxation estimated that
the provisions requiring the recognition of gain or loss on
liquidating sales and distributions (i.e., the repeal of the
General Utilities doctrine) (Sections 631, 632 and 633 of the Act
and Sections 336, 337 and 1374 of the 1954 Code) will increase
fiscal year budget receipts by $15 million in 1987, $180 million
in 1988, $348 myjlion in 1989, $460 million in 1990 and $551
million in 1991.

The amendment we recommend would have a revenue impact only
during a part of fiscal year 1987. It would apply only to the
very limited number of completed transactions where otherwise
qualifying stockholders had not owned their stock for at least 5
years. There would be a very minimal effect on fiscal year 1987
budget receipts, and no revenue impact thereafter.

To alleviate the irreparable harm and inequity which will
be caused by the retroactive enactment of a 5-year holding
requirement to the-special transitional rule for certain small
corporations provided by Section 633(d) of the Act, we
respectfully request that the applicability of the 5-year
holding requirement of Section 106(g)(6)(A) of the proposed
Bill be delayed until June 10, 1987 (the date on which H.R.
2636 and S. 1350 were introduced).

Should you have any questions or require any additional
information concerning this issue, please do not hesitate to
contact the undersigned or any of the persons listed in Exhibit
A attached hereto. Your time and careful consideration of this
matter is most appreciated.

Respectfully submitted,

HARRIS MERICLE & ORR

San Kye

a L unW 'V

Enclosure
cc: Mr. William Bennett, President,

Mr. Rick Freeman, Vice President,
SP Energy Development Company
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The term appreciated property' as used herein refers to
property whose fair market value or sales price exceeds its
adjusted basis in the hands of the transferor corporation.
2 General Utilities and Operating Co. v. Helvering Property,
296 U.S. 200 (1935).

Tax Reform Act of 1986, P.L. 99-514.

4 Section 633(d) of the Tax Reform Act of 1986, P.L. 99-514.

5 Technical Corrections Bill of 1987, introduced June 10 as
H.R. 2636 and S. 1350.

6 General Explanation of the Tax Reform Act of 1986 as
prepared by the staff of the Joint Committee on Taxation, May 4,
1987.
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Exhibit A

PERSONS SUBMITTING HARRIS, MERICLE & ORR
WRITTEN STATEMENT: Sanford Kinzer, Esq.

Gloria Lung Wakayama, Esq.
3210 First Interstate Center
999 Third Avenue
Seattle, Washington 98104

Telephone: (206) 621-1818

ON BEHALF OF: SP ENERGY DEVELOPMENT COMPANY
Suite 1400
2201 Sixth Avenue
Seattle, Washington 98121

Telephone: (206) 441-8313

SUMMARY OF COMMENTS AND RECOMMENDATIONS IN WRITTEN STATEMENT:

The Tax Reform Act of 1986, P. L. 99-514 (hereinafter
referred to as the "Act"), provides that gain or loss is
generally recognized by a corporation on a liquidating
distribution of its assets as if the corporation had sold its
assets to the distributee at fair market value. The
distributee/shareholder is also subject to tax to the extent
that the fair market value of the assets distributed exceeds
the basis of the shareholders stock in the liquidating
corporation.

With certain exceptions (i.e., depreciation recapture,
ordinary gains or losses, gains from installment sales, etc.),
the foregoing general rule does not apply to transactions
covered by the special transitional rule for certain small
corporations provided under Section 633(d) of the Act. As
enacted and as it currently exists, Section 633(d) of the Act
generally provides that in the case of the complete liquidation
of a corporation on or before January 1, 1989, the amendments
made by the Act concerning the recognition of the gain by a
corporation on a liquidating distribution of its assets to its
shareholders will not apply if the liquidating corporation is a
"qualified corporation." As defined by Section 633(d)(5) of
the Act, a corporation is a qualified corporation if, on August
1, 1986, and at all times thereafter before the corporation is
completely liquidated, more than 50% (by value) of the stock in
such corporation is held by 10 or fewer qualified persons and
the applicable value of such corporation does not exceed $10
million dollars. The term "qualified person" means an
individual, estate or certain trusts.

As proposed, Sections 106(g)(5) and (6) of the Techncial
Corrections Bill of 1987 (H. R. 2636 and- S. 1350), amend the
transitional rule provided by Section 633(d) of the Act by
replacing the term "qualified persons" with the term "qualified
group." As defined in Section 106(g)(6) of the Bill, the term
qualified group means any group of 10 or fewer qualified
persons who at all times during the 5-year period ending on the
date of the adoption of the plan of complete liquidation (or,
if shorter, the period during which the corporation or any
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The term "appreciated property" as used herein refers to

property whose fair market value or sales price exceeds its

adjusted basis in the hands of the transferor corporation.

2 General Utilities and Operating Co. v. Helvering Property,

296 U.S. 200 (1935).

3 Tax Reform Act of 1986, P.L. 99-514.

4 Section 633(d) of the Tax Reform Act of 1986, P.L. 99-514.

Technical corrections Bill of 1987, introduced June 10 as

H.R. 2636 and S. 1350.

6 General Explanation of the Tax Reform Act of 1986 as

prepared by the staff of the Joint Committee on Taxation, May 4,

1987.

-7 Th OP8

predecessor was in existence) owned (or was treated as owning)
more than 50% (by value) of the stock in such corporation.

To alleviate the irreparable harm and inequity which will
be caused by the retroactive enactment of a 5-year holding
requirement to the special transitional rule for certain small
corporations provided by Section 633(d) of the Act, it is
proposed that the applicability of the 5-year holding
requirement of Section 106(g)(6)(A) of the proposed Bill be
delayed until June 10, 1987 (the date on which H. R. 2636 and
S. 1350 were introduced).

glw:g:35

78-959 0 - 88 - 26
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Hercules Incorporated

Ms. Laura Wilcox
The Dirksen Senate Office Building
Room 205
Washington, D.C. 20510

Re: Treatment of Export Interest

Dear Ms. Wilcox:

Hercules Incorporated, Wilmington, Delaware is a
multinational chemical corporation whose exports sales total
$400-$500 million annually.

Over the past few years, it has become increasingly
difficult to maintain our competitive market positions overseas.
The primary factors are the relative strength of the dollar, the
export financing facilities available to our competitors and
various non-tariff barriers.

Hercules formed Hercules Finance Company Limited in 1985
overseas to provide more attractive financing to our overseas
customers and other exporters.

By supplying attractive financing rates, this helped us
compete more favorably with our overseas competitors. This
Hercules financing facility also finances U.S. exports of other
U.S. companies.

The Tax Reform Act of 1986 contains an exception to the
subpart r provisions for export financing interest relating to
the sale of inventory property of a related manufacturer.
However, the provision as drafted is virtually meaningless
because of its limitation to products of a related manufacturer
and of a technical am-endment made to section 864(d) of the Code
which denies the export financing exception to sales of inventory
property of a related manufacturer. Thus, the exception is
limited to export sales of non-inventory property of a related
manufacturer.

We recommend consideration of two items:

1) Remove the factoring provisions of Section 864(d) which
seems to conflict with the export financing exemption
provided for by the Tax Reform Act.

2) The export financing exemption is only available to
related U.S. exporters. All U.S. exporters should be
able to obtain favorable U.S. export financing whether
related or unrelated to the overseas bank.

Enclosed is a more detailed technical memorandum.

V y uly yours,

Odn B. gebretsen
Vice Chai an of the Board &
Chief Financial Officer
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MEMORANDUM

Re: The Export Financing Exception For Subpart F Income
In The 1986 Act Should Be Corrected Because As
Drafted It Provides Virtually No Benefit For Exports

INTRODUCTION

For the purpose of assisting U.S. exports, the Tax Reform
Act of 1986 contains an exception to the Subpart F provisions, in
the case of a foreign bank, for export financing interest. This
exception, however, is so narrow and questionably drafted that it
provides essentially no benefit to export activities.

The exception does not apply to interest from the export
financing of products produced by a person which is unrelated to
the foreign bank. Further, it does not apply to interest from
the export financing of any inventory property produced by a
person related to the bank. The exception only applies to
interest from the export financing of property initially
manufactured by a related person for use in its own trade or
business which it later exports.

Given the expressions of concern by. the Congress over
exports, it is difficult to believe that the Congress would
approve an export financing exception that benefits virtually no
exports. In order to make the export financing exception
meaningful, in the case of a foreign bank, it is recommended that
the provision be amended to apply to sales of inventory by
related and unrelated Persons.

BACKGROUND

The 1984 and 1986 Tax Acts have almost totally eliminated
the tax benefit of deferral for a foreign bank in financing the
export of U.S.-made goods of related and unrelated persons.
Prior to these Acts, a foreign bank could finance the sale of
export products of related and unrelated persons and the profits
therefrom would not be subject to U.S. tax until distributed to
the U.S. shareholders as a dividend.

Unrelated Persons - Before the 1986 legislation, interest
received by a foreign sank in connection with the financing of
export sales of unrelated persons was not subpart V income
because the banking exception to the foreign personal holding
income rules applied. The 1986 Act eliminated the banking
exception. The Conference Report appears to indicate an
intention that the change was not intended to have a negative
impact on exports. It states that an exception for interest from
export financing was included because of "concern that this tax
reform legislation might otherwise have the effect of reducing
the availability of export financing in some cases, which could,
in turn, have a negative impact on the volume of exports".
(Conference Report at 565.) However, the exception provided in
the 1986 Act does not apply to exports of unrelated persons and
thus, contrary to the objective stated in the Conference Report
will adversely impact exports.

Related Persons - Before the-1984 legislation, interest
received by a foreign bank in connection with the financing of
exports sales of related persons was not foreign personal holding
income because the banking exception applied. The 1984
Legislation was intended to treat factoring income from factoring
a related persons trade receivables as interest income because
factoring was the functionally equivalent of interest income*.



810

The solution to the problem was to provide in section 864(d) that
income from the factoring of a trade receivable is to be treated
as if it were interest earned by the factor on a loan to the
obligor of the receivable.

Moreover, factoring income was denied the banking exception
to foreign personal holding company income. There was no reason
given for treating interest income of a foreign bank from
financing the sale of related persons' products as not being
entitled to the banking exception. Once factoring is
characterized as interest income, there is no justification for
treating factoring any different than other forms of interest
income. Moreover, the 1984 legislation provided that an actual
loan to an unrelated person to finance sales of a related-
person's goods is to be treated as if it were factoring income.
That is, it is to be treated as income from a factoring
transaction. Of course, since factoring income is treated as
interest income, the income is treated as interest income which
is not eligible for the exception to subpart F income.

Finally, the 1986 Legislation appears to provide an
exception to foreign personal holding income for interest from
the financing of the export sale of U.S. products manufactured by
a related person. However, the exception does not apply to the
sale of inventory products, because the rules adopted in 1984
were made applicable the export financing exception. It is
incongruous to provide an exception for exports of products of
related persons and then to provide that the exception does not
apply to inventory property. If there was an intention to assist
the export of U.S.-made goods by providing an export financing
exception, it clearly must have been intended by the policymakers
that the exception applies to sales of inventory property.

IMPORTANCE OF EXPORT FINANCING

Attractive export financing rates is a key element in the
sale of goods. Many foreign governments provide significant
assistance to their manufacturers in making exports sales by
providing export financing at a lower than market rate. The
United States Export-Import Bank does not provide short-term
export financing assistance to U.S. exporters. Thus, the burden
of providing competitive financing rates falls on the U.S.
manufacturer wishing to make the export.

There are very few products, if any, where U.S.
manufacturers are not facing stiff competition as to quality and
price from foreign manufacturers. Thus, providing favorable
financing rates helps U.S. companies compete with overseas
manufacturers. This is true regardless whether export financing
is being provided to facilitate the sale of related persons'
goods, or the export of goods made by other U.S. companies.

The ability to defer U.S. tax on export financing interest
until the income in repatriated has in the past permitted U.S.
companies to establish foreign banks to provide export financing
at a rate competitive with foreign overseas competitors. The
1984 legislation and the 1986 legislation has totally eliminated
the ability of foreign banks owned by U.S. companies to provide
favorable export financing. Thus, while concern is generally
expressed over the U.S. balance of trade and the impact of the
U.S. tax laws on exports, during the past two years amendments
have been made to the tax law which totally hinders the ability
of U.S. companies to provide competitive export financing.
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RECOMMENDATIONS

In order to assist U.S. companies in the export of
U.S.-made goods, it is recommended that the export financing
exception for foreign banks be amended so that it applies to
interest from the export financing of inventory product produced
in the United States by related and unrelated persons.

Under prior law, the Internal Revenue Service had held that

income from the factoring of a receivable was service
income and not interest for purposes of the subpart F
provisions of the Internal Revenue code. Accordingly, the
factoring income was not included as personal holding
company income. The General Explanation states that a
"factoring transaction is a financing transaction in which
the factor has assumed a loan to the obligor on the account
receivable and the discount earned by the factor is
functionally the equivalent of interest. By structuring
the transaction as the factoring of a receivable rather
than as a loan, however, the parties could significantly
alter the tax consequences of the transaction and, in
particular, could plan around anti-abuse rules of prior
law." (General Explanation at 365.)
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THIS PAGE CONTAINS BOTH SUMMARY AND COMMENT ON CAPITAL GAINS
TREATMENT FOR PRE-EMISTiNG I NSTALLMENT SALES CONTRACTS

TO: Committee on Finance
United States Senate

RE: Public Comment on TECHNICAL CORRECTIONS ACT of 1987

SENATORS:

Pre-existing real estate installment sales contracts should be
" grandfathelred in" for purposes of the 60% long-term capital
gains exclusion.

In 1984. I sold a real property on a five-year installment sales
contract. Because I had ,)wned the property since 1979, the sale
qualified for the long-term 60% capital gains exclusion for
income tax purposes.

But now, halfway through t.± contract, yoti declare that )0%
is taxable, which will create a severe tax k*-urden for me and
countless other small investors, even at the so-called "lower"
tax rat.es.

rh 1986 Tax Raform Act -hangad th e rules halfwa:," through thp
game. This is akin to an ex p. st facto law and -s grossly unfair.
If you want to make long-term capital gains 100% taxable, so be
it. But, be FAIR about it and grandfather in the installment
sales contracts that were in existence prior to the passage of
this law. Pre-existing installment sales contracts Rhould still
receive the 60% long-term capital gains exclusion.

Susan Hood
10508 E. Mission Lane
Scottsdale, AZ. 85258
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THIS PAGE CONTAINS BOTH SUMMARY AND COMMENr ON MORTGAGE INTEREST
DEDUCTIBILITY WHEN REFINANCING HOME FOR PURPOSES OF RESALE.

TO: Committee on Finance
United States Senate

RE: Public Comm,'nt..jn 'vt'CUNiCAL CORREC!'ri£O: ACT of 1 )87

SENATORS:

I am concerned over the 1986 Tax Reform 4=t's rule -: regarding
refinancinij your principal residence. Az; I underM.tand, the new
low states that the interest on the new mortgqe amount over the
adjusted basis of the home is NOT deductioie unless the proceeds
are used for medical or educational purposes. In my opinion,
this is too restrictive, particularly for those people who are
trying to sell their homes.

This spring I put my house up for sale. It had an old mortgage
with a very low balance; the hiqh equity made it virtually
unsaleable. So I decided to ref,-nt:,-e it irid offer it for sale
with a new high-balance, low-dcwn mc'rt-age. I had the house sold
on a "wraparound" whert I would rer-: '/c ra/mnunt ; from the uuyer
at 94%, then I in turn would pay on tlie iw ]an at 9!i.

However, I rau into this pr-iblem: Lh interest income froma the
buyer's payments t. me w;s fully taxib'e but the interest i paid
out on the n,%w "under 'ytng" mort, , ci, wac not fuLly deductible.
I could deduct only the interen- uip trc th' idjii.ted ba:;is of tiv'
house, whicii wni far below the curr~rnt t.irket j-tue. Thut. ht::
killed the s , z . . r 7ould ric, u af,.,rd t - rv e fu, t.a:,hi
interest come with -nly partiAl, dd,,:tiol-' nteret e. ;..: &.

Could yo'i r .'i the iao4 to remody l.hi , itu .):m ri; t ~:r.'t'.
"if refinancinj i for" u , f -:. tr. , te,, *

interest on th!e ncw iortgq e wil.e W b tf (/ dI;.-t I
As the law is itw, it sevn-r:.!y i . tl, .t r' c .
financing alternatives,

Susan Hood
10508 E. Missvon Lane
Scottsdale, AZ. 8525d
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HODOSON. Russ, ANDREWS. WOODS & GOODYEAR
AroTUMs AT LAw

TREATMENT OF OPTIONS AND WARRANTS UNDER
SECTION 382 OF THE INTERNAL REVENUE CODE

SUMMARY

The following comments concern the treatment of options and
warrants under Section 382 of the Internal Revenue Code of 1986
and the proposed amendments by the Technical Corrections Act of
1987. We believe that clarification is necessary to ensure that
the operation of the deemed exercise rule is consistent with the
purposes underlying Section 382 and to prevent illogical results
in the case of certain options and warrants.

The first situation involves options or warrants issued prior
to the beginning of the testing period that have a zero exercise
price. With a zero exercise price the option or warrant holder
is in economic reality an owner of the corporation as of the
beginning of the testing period. Thus, a clarification should be
made that options, warrants or similar rights that have a zero
exercise price as of the beginning of the testing period should
be treated as stock at all times during the testing period
whether deemed or actually exercised.

This clarification also should apply to options, warrants or
similar interests that are issued prior to the testing period and
are not transferred during the testing period, but which have an
exercise price greater than zero. If the option or warrant is
deemed exercised during the testing period, the implicit
assumption is that the option in economic substance is an
ownership interest. There is no justification for limiting this
assumption to the instant when a change of ownership would
result. Thus, the deemed exercise should relate back to the date
of acquisition of the option or warrant, resulting in no increase
in ownership during the testing period as a result of the deemed
exercise and establishing a consistent base line or testing
period ownership structure. The same result should apply if the
option or warrant is actually exercised. Actual exercise only
reinforces the assumption of ownership in economic reality.

The proposed Technical Corrections Act of 1987 would amend
the deemed exercise rule of Section 382 to eliminate the
reference to Section 318(a)(4). The Staff of the Joint Committee
states in its General Explanation of the Tax Reform Act of 1986
that the change is necessary to prevent options on unissued stock
from escaping the ambit of Section 382. Since the amendment is
substantive in nature, its application should be prospective.
Particularly in light of the intricacy of Section 382,
transactions planned and implemented based on existing law should
not be upset by the Technical Corrections Act.

These issues are central to the operation of Section 382 and
require immediate guidance. We respectfully request that these
issues be resolved by Congress and not be left to the Treasury
Department's regulatory authority.
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TREATMENT OF OPTIONS AAD WARRANTS UNDER
SECTION 382 OF THE INTERNAL REVENUE CODE

DISCUSSION

We are pleased to provide the following comments regarding
Section 382 of the Internal Revenue Code of 1986 and the proposed
amendments by the Technical Corrections Act of 1987. We believe
these comments are consistent with the goal of Section 382, to
limit the carryover of tax losses following a change in the
ultimate beneficial ownership of the corporation during the
testing period, and thereby eliminate "trafficking" in tax
losses.

Our comments relate to the treatment of warrants and options
which occurred in the following situation. In July 1986, our
client, a domestic corporation (Acquiring) purchased 25% of the
stock of an unrelated domestic corporation (Target 1) from its
owner (O), and received from Target 1 warrants to purchase
unissued Target 1 stock. At that time, Target 1 had significant
net operating loss carryforwards. Due to the uncertain value of
Target 1 as of the acquisition date, the exercise price of the
warrants was determined by a formula based on the net capital of
Target 1, without regard to its net operating loss carry-
forwards.

Acquiring assigned 20% of its then 25% Target 1 stock
interest and 20% of the Target 1 warrants to two unrelated
business organizations (A and B). By December 1986, Acquiring's
accountants had determined that the net capital of Target 1 was
such that the exercise price of the warrants would be zero. In
December 1986, Acquiring purchased the remaining 75% of the stock
of Target 1 from 0 and simultaneously granted A and B an option
to acquire 20% of that 75% interest. Since the exercise price of
the warrants to acquire Target 1 stock equaled zero, exercise of
the warrants was a mere formality. On January 31, 1987, the
exercise of the warrants was completed for no cost and additional
Target 1 stock was issued to A and B. Shortly thereafter A and B
exercised their option to purchase 20% of Acquiring's 75%
interest as well and became full 20% shareholders in Target 1.

In February 1987, Target 1 granted an option to a domestic
corporation (C) to acquire unissued stock of Target 1 sufficient
to give C a 20% interest in Target 1. In March 1987, Target 1
began negotiations to acquire all of the outstanding stock of a
domestic corporation (Target 2) in exchange for a combination of
cash and Target 1 stock.

The Target 2 acquisition can only be accomplished if a
significant amount of the equity of Target 1 can be offered to
Target 2 shareholders and to persons who will provide the cash
necessary to buy out the remaining Target 2 shareholders. In
order to determine the amount of Target 1 equity that is
available for the Target 2 acquisition without triggering a
change of ownership of Target 1 under Section 382, several
questions have arisen regarding the proper treatment of the
warrants and options granted to A, B and C to acquire Target 1
stock. The most important of these questions lies in the
determination of the "base line" ownership of Target 1 in
December 1986 to enable Target 1 to decide what will constitute a
50% increase in the ownership of its shareholders under Section
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382. Are A and B's no cost warrants which were converted to
stock in early 1987 considered stock equivalents for purposes of
determining their percentage ownership in December 1986? What
about the options granted by Acquiring in favor of A and B in
December 1986 which were also later exercised? Does the option
given to C on unissued stock of Target 1 contribute to a
potential change of ownership, or should the rules of Section 318
apply to require that these options be disregarded until
exercised?

1. The General Explanation of the Tax Reform Act of 1986
prepared by the Staff of the Joint Committee on Taxation (p. 311,
fn. 32) states that, "tilt is expected that the Treasury
Department may consider whether there are circumstances in which
it may be appropriate to limit the operation of [the deemed
option exercise) rule to transactions occurring during any three-
year testing period that includes the date the option or other
interest is issued or transferred." We request that the
committee reports for the Technical Corrections Act of 1987
clarify that Congress expects the Treasury Department to consider
as exercised from the date of issuance options, warrants or
similar rights issued before the beginning of the testing period
that have a zero exercise price as of the beginning of the
testing period and that are not transferred during the testing
period. Moreover, if the warrant or option ultimately is
exercised during the testing period, the warrant or option should
be treated as exercised as of the beginning of the testing
period.

The conversion of a no cost warrant or option to a share is a
mere formality without economic effect, and thus should be
treated as such. The purpose of Section 382, to limit the
carryforward of net operating losses following an ownership
change during the testing period, would be thwarted if the
exercise (deemed or actual) of the no cost warrant or option were
treated as an increase in ownership. The no cost warrant or
option holder was in economic reality an owner of the corporation
as of the beginning of the testing period and should be so
treated.

The effect of this clarification on the acquisition of
Target 2 by Target 1 would be to make more certain the base line
ownership percentages against which later changes could be
measured. It is noteworthy that if the impact of Section 382 had
been understood fully prior to the end of 1986, A and B clearly
would have exercised the no cost warrants at that time in order
to increase their base line ownership.

2. Section 382(l)(3)(A)(iv) generally provides for the
deemed exercise of warrants and options if an ownership change
would result. The General Explanation of the Tax Reform Act of
1986 by the Staff of the Joint Committee on Taxation (at p. 311,
fn. 32) indicates that, if an option is deemed exercised, the
shareholder will be treated as owning the stock on and after the
date on which the option is acquired or is later tra'iiferred. It
is not clear which is intended, that the deemed exercise of an
option relate back to the date of acquisition by the option
holder, or that the option is deemed exercised only at the
instant that a change of ownership would occur. We believe that
the first interpretation is correct as a matter of economic
substance, consistency and sound tax policy. In addition, it
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must follow that if the deemed exercise of an option relates back
to the acquisition date of the option, the actual exercise of an
option also must relate back to the acquisition date.

The deemed exercise of an option rule recognizes that, in
most cases, an option on stock #qd a share of stock are
economically indistinguishable.-/ Consistency requires that an
option treated as an ownership interest be treated as such from
the date of acquisition. There is no justification for limiting
the deemed exercise of an option to a moment in time based on
changes in ownership interests among other shareholders. We
recognize that in certain instances, options may be issued which
were never intended to be exercised in order to circumvent the

Section 382 limitations. We suggest that the proper method for
dealing with such abuse would be to ignore options that do not
qualify as such in economic substance.

Further, the relation of the deemed exercise of an option
back to the date of acquisition of the option is analogous to the

provision under Section 382 that allows the loss corporation to

file amended tax returns for prior years if an option expires
without being exercised, but the existence of the option resulted
in an ownership change and net operating loss carryforward
disallowance. If the expiration of an option is treated as
relating back to correct mistaken assumptions about the substanceK
of an ownership interest in the corporation, the same rule should

apply to a deemed exercise of an option.

Finally, a deemed exercise rule that is limited to the
instant when a change of ownership would result effectively
extends the testing period beyond the statutory boundaries. An
option issued with a ten year term could contribute to an
ownership change at any time during its ten year life, spanning
four (and possibly five) three year testing periods. The policy
underlying the limitation on the carryforward of net operating
losses has always recognized the need to limit the time period
for measuring changes in ownership. Section 382 as amended by
the Tax Reform Act of 1986 extended the time period to three
years. The Technical Corrections Act of 1987 should clarify that
an exception to the three year testing period was not intended in
the case of options.

Assuming that the deemed exercise of an option acquired.
before the testing period relates back to the acquisition date
(and thus does not cause an increase in percentage ownership),
then the actual exercise of the option also should relate back to
the acquisition date. The alternative conclusion, that the
actual exercise of an option does not relate back, is
illogical. The deemed exercise of an option assumes the economic
substance of the ownership interest represented by the option.
If the assumption of economic substance relates back in the case
of a deemed exercise of an option, then the same result must
apply where the economic substance is proven by the actual
exercise of the option.

The effect of the relation bac;' rule to the factual situation
described above would result in an increase in the percentage
ownership of Target 1 by A and B as of the base period date.
Thus, following the exercise of the options and warrants acquired
in 1986, A and B would experience a smaller increase in
percentage ownership from the base perioddate to the date of
exercise. This would allow Target 1 to use more of its equity to
acquire Target 2 without causing a change of ownership.
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3. Section 382(l)(3)(A)(iv) as enacted by the Tax Reform
Act of 1986 provided for the deemed exercise of options in
accordance with Section 318(a)(4) (if an ownership change would
result). As recognized by the Staff of the Joint Committee in
its General Explanation of the Tax Reform Act of 1986 (at p. 311,
fn. 33), case law supports the view that, in certain circum-
stances, options on unissued or treasury stock are disregarded
under Section 318 (a)(4). In order to correct this apparent
defect, the proposed Technical Corrections Act of 1987 amends
Section 382(l)(3)(A)(iv) to eliminate the reference to Section
318(a)(4) and to treat all options to acquire stock as deemed
exercised if a change of ownership would result. Although we do
not oppose the amendment, we believe that the change is
substantive and should be limited to options issued on or after
the date of introduction of the Technical Corrections Act. We
request clarification in the committee reports that options on
unissued stock granted prior to the date of introduction would be
ignored for purposes of Section 382(l)(3)(A)(iv).

The effect of this clarification on the acquisition of
Target 2 would be to ignore the option granted to C and thereby
increase the equity of Target 1 available for the acquisition of
Target 2 without triggering a change of ownership. Although the
proposed amendment may be appropriate, its retroactive
application would unfairly upset transactions planned in reliance
upon existing law.

Due to the likely delay in the issuance of regulations and
the need for guidance to complete transactions, we respectfully
request that resolution of these issues not be left to the
Treasury Department's regulatory authority.

Dated: July 16, 1987

A share of stock is economically equivalent to an option.
Black F., M. Scholes "The Pricing of Options and Corporate
Liabilities" Journal of Political Economy, May/June 1973,
pp. 637-659. A share of stock represents the right to the
liquidation value of a corporation after payments due to
creditors. The exercise price of this "option" is zero and
the strike price is the amount owed to creditors. Since an
option on stock grants the holder and option to become a
shareholder, it is merely an option on an "option."
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HAND DELIVERED

Ms. Laura Wilcox
Hearing Administrator, U.S. Senate
Committee on Finance
Room SD205
Dirksen Senate Office Building
Washington, D.C. 20510

Re: Comments on S.1350, Technical Corrections Act
of 1987, Effect of 1986 Tax Reform Act Retroactive
Repeal of Investment Tax Credit on Horizon Air

This statement explains an unusual and totally unfore-
seen problem now facing Horizon Air Industries, Inc. d/b/a Hori-
zon Air, a large commuter air carrier based in Seattle, Washing-
ton, as well as its parent corporation., Alaska Air Group, Inc.
also headquartered in Seattle. The problem arises from the ret-
roactive repeal of the investment tax credit which under the
legislative history of the 1986 Tax Reform Act was not supposed
to adversely affect contracts entered into prior to January 1,
1986. However, because of the unusual confluence of circum-
stances set forth below, Horizon will be deprived of any invest-
ment tax credit unless a technical correction addressing Horizon
Air's problem is included in H.R. 2636.

The relevant facts are next discussed.

On August 30, 1985, Horizon Air Industries ("Horizon")
entered into a contract for the purchase of ten new DHC-8 air-
craft from The De Havilland Aircraft of Canada Limited ("De
Havilland") at a cost of $5.55 million each (total purchase price
of $55.5 million). Horizon made a downpayment of $1 million on
the contract. Expected delivery dates were December 1985 through
November 1986. Horizon agreed to assign the purchase contracts
to UT Financial Services Corporation ("UT Financial") in December
1985 and to lease the planes back from UT Financial. The leases
contemplated that UT Financial would be entitled to an investment
tax credit of 10 percent of the cost of each plane and provided
that, if such credits were not available, Horizon would pay an
increased monthly rent to UT Financial over the 14 year lease
term.

The Tax Reform Act of 1986 retroactively repealed the
investment tax credit for property placed in service after 1985
unless certain transitional rules applied. Horizon satisfies one
of the statutory transitional rules since it had a binding con-
tract to purchase the aircraft prior to December 31, 1985. How-
ever, the Conference Report states that the "binding contract"
exception is not available if a contract has a liquidated damages
clause providing for damages of under 5 percent of the contract
price. Since the Horizon-De Havilland contract limited damages
to the $1 million downpayment (roughly 2 percent of the contract
price), it would not be considered "binding" under that report,
despite the fact that $1 million is by no means a minimal amount
of damages.

The obvious policy behind the Conference Report is to
require that payments under a liquidated damages clause in a
purchase contract be significant enough such that the buyer will



820

not easily "walk away" from the contract. Only under such cir-
cumstances can a contract truly be considered binding. In imple-
menting this policy, the Conference Report assumed that a 5 per-
cent damages clause would ensure that a buyer would not default
on a contract. However, in the context of a company such as
Horizon, those same policy considerations -are satisfied in the
instant case. Clearly Horizon was not going to walk away and
leave $1 million on the table. Horizon's average operating reve-
nues for its 1984 and 1985 fiscal years were only $51 million and
it had an average net operating profit of only $1.15 million for
those same years. The $1 million downpayment was extremely sig-
nificant to Horizon and ensured it would honor this contract, as
in fact, it did. Obviously, this contract was binding on Horizon
when it was signed in 1985 in every real sense of the word.

Nine of the ten planes were in fact placed in service
during 1986 (one each in February, March, June, September and
November and four in December) and Horizon is paying additional
monthly rents of approximately $58,900 because of the unavaila-
bility of the investment credit. Over the fourteen-year lease
term, Horizon will be required to pay approximately $9.9 million
in additional rents, which costs must be passed on to air travel
customers in the Northwest United States. To the extent the
costs cannot be passed on to customers, Horizon will have to
reduce its employee or other costs to remain competitive, thus
setting off significant repercussions among Horizon's almost 1000
employees in the states of Washington, Oregon, Idaho, Montana and
Utah.

In April 1987, UT Financial exercised its contractual
right to lock-in the higher monthly lease payments predicated on
the assumption that the investment tax credit would not be avail-
able. However, UT Financial also transferred to Horizon the
right to pursue the investment tax credit to which Horizon
believes it should be entitled. If Horizon Air can realize the
investment tax credit on these 10 aircraft which it most certain-
ly deserves and thereby partially offset the now permanent higher
lease payments Horizon is required to pay UT Financial, that
savings can be passed on to its customers in the form of fare
reductions as well as helping Horizon's employees and the many
businesses which rely on Horizon.

Si erely yours,

Mars hall S. Sinice.-

cc: Honorable Charles A. Vanik
William Diefenderfer, Esq.

MSS:mc
Enclosure
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LAW OFFICtS

HUFFMAN ARRINGTON KIHLE GABERINO & DUNN

Ms. Laura Wilcox
Hearing Administrator
Senate Finance Committee
United States Senate
Room 205
Dirksen Senate Office Building
Washington, D. C. 20510

Re: Section lllB(i), H.R. 2636/S. 1350

Technical Corrections Act of 1987

Dear Ms. Wilcox:

We join the reported position of numerous other commentors
on the provisions of Section lll(B)(i) of H.R. 2636/S. 1350 that
a "technical correction" should not be made to limit distribu-
tions in the case of termination of a tax credit ESOP under
section 409(d)(1) of the Internal Revenue Code of 1986.

In particular, it is respectfully submitted that a limita-
tion or denial of distributions upon termination of a tax credit
ESOP because the employer has a separate and pre-existing defined
contribution plan is not consistent with the legislative history
of the Tax Reform Act of 1986.

The intendment of Section 1174(a)(l)-of the Tax Reform Act
of 1986, is to promote administrative ease and reduce complexity
in the tax laws by eliminating the tax credit ESOP distribution
restrictions in any case of termination.

The proposed change will have the opposite effect. It will.
unduly complicate planning for employee benefits by both
employers and employee participants, especially in cases where
employers have already initiated the restructuring of their
benefit programs to take into account the ESOP rules enacted by
the Tax Reform Act of 1986.

If . this type of change is to be made by a technical
correction, a grandfather provision or exception should certainly
be afforded to permit employers to proceed with distributions
pursuant to ESOP terminations which have been effected or
authorized prior to the enactment of a Technical Corrections
Act.

In addition, a distribution upon tax credit ESOP termination
at a participant's election should be allowed in any case where
the participant may also elect, in the alternative, to have
distribution deferred by rollover or transfer of ESOP assets to
the trust of another qualified employer plan. That approach will
permit a terminated tax credit ESOP participant to continue with
qualified plan retirement savings. At the same time, there will
be more uniformity in treatment of plans, and employers will not
be arbitrarily burdened with a requirement of maintaining and
administering duplicative plans, which, after an otherwise
permissible ESOP termination, will not provide measurable
additions to benefits in the form of stock ownership or savings.

Very tuyo

Sheppard F. Miers, Jr.
For the Firm
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Supplemental sheet to statement submitted by John
B. Huffaker, Esquire relating to Interest on Estate Taxes
on Vested Remainders Postponed Under Section 6163.

The following information is supplied pursuant
to the formatting requirements for printing of written comments
with respect to S. 1350.

Statement submitted by:

John B. Huffaker, Esquire
Pepper, Hamilton & Scheetz
2001 Fidelity Building
Philadelphia, PA 19109-1083

(215)893-3067

Name of Clients: Executor of the Estate of Mary P. Benson
and the Executor of Estate of Eleanor P. Morris.

Payment of Estate taxes on vested remainders can
be postponed by the executor of the remainderman until he
is entitled to receive the trust principal. Interest accrues
at the rate applicable to tax deficiencies and the rate
changes each quarter as the rate on three-month Treasury
bills changes. Because the value of the remainder is computed
using the discount rate in effect when the remainderman
died, there is a severe hardship on estates which have a
high value for the remainder (hence a high tax) due to the
use of a low discount rate (such as the 3 h% rate in effect
before 1975) but are subject to a high rate of interest
accrual (such as the current 9% rate). The interest is
equal to over a 30% rate on a tax computed under the current
discount rate.

We request that the interest rate be fixed for
the period the estate tax is postponed at a rate that bears
a rational relation to the discount rate used to compute
the tax. The cases of severe hardship are those in which
the value of the remainder interest is over !0% of the adjusted
gross estate because the executor will not have an alternative
to postponing the payment of interest and tax. Therefore,
the requested relief is limited to such cases.

Re: Amendment to Sec. 1511 of the Tax Reform Act of 1986
Relating to Interest on Estate Taxes on Vested Remainders
Postponed Under Section 6163.

1. Introduction

This statement is submitted by John B. Huffaker
as counsel for the Executor of the Estate of Mary P. Benson
and the Executor of the Estate of Eleanor P. Morris. The
decedents were sisters, the former dying in 1964 and the
latter in 1966.

Sec. 1511 of the Tax Reform Act of 1Q86 changed
the way that interest on unpaid taxes, including estate
tax, is computed. It provided for interest to vary quarterly
(instead of semi-annually) to reflect the current rates
on three-month Treasury bills and created a 1% addition
to the interest charged taxpayers as compared with the interest
on refunds. This differential reflects the underlying concept
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that the deferral is a series of short term loans by the
Treasury to the taxpayer (or by the taxpayer to the Treasury
in case of overpayments).

We urge that the 1986 Act be changed to recognize
that in certain limited circumstances the "loan" should
be viewed as a long term loan at a rate of interest fixed
at the time the tax liability is incurred. We believe that
current law imposes an unintended hardship when the major
asset of an estate is a vested remainder and the payment
of the tax and interest is deferred pursuant to Section
6163.

A vested remainder occurs when the decedent had
the right to receive the corpus of a trust upon the termination
of another person's prior right. Both of the estates upon
whose behalf this statement is submitted involved this fact
pattern that is, a father established a trust for each of
his two daughters subject to a life estate in their mother
and both daughters pre-deceased their mother who is still
living.

Thus the vested remainder is an asset to be valued
in each daughter's estate and a tax computed. However,
in recognition of the fact that the trust is not available
as a source for payment of the tax, the executor may postpone
payment of the tax under Section 6163 until mother's death.
This provision has been part of our estate tax since its
inception. Interest accrues on the unpaid tax -- our request
is for Congress to provide a special rule for computing
the interest. A special rule was provided until 1975.

When the vested remainder is a large part of the
estate, the deferral is involuntary because the executor
does not have assets available to pay the tax. in the above
example, assuming one daughter had died in 1964 (as actually
happened), by current date the tax plus the accrued interest
would be in excess of the value of the trust principal when
the daughter died.

II. Valuation and Taxation

A vested remainder is valued by formula at the
date of death, taking into account (1) the market value
of the trust principal, (2) the life expectancy of the income
recipient and (3) the discount rate set by the Treasury.

1. Discount Rate

The discount rate at the date of death is
critical to the tax burden. A small discount means a bigger
value and a bigger tax; a big discount means a smaller value
and a smaller tax. The discount rate was 3% prior to 1975,
then 6%, and, since 1983, 10%. The discount rate is established
by the Treasury.

2. Deferral Interest Rate

Deferral interest accrues on the estate
tax postponed. Prior to 1975 a special low rate was provided
for vested remainders (4%) recognizing their unique nature.
In 1975, Congress provided a floating rate on all unpaid
taxes without considering the impact on vested remainders.
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3. Overall Tax Burden

The overall tax burden on estates with vested
remainders is the estate tax plus whatever deferral interest
accrues. Sec. 6163 allows deferral until six months after
the death of the income beneficiary since that may be the
earliest funds are available to meet the burden.

III. Illustration of Hardship

The change made in 1975 can cause a huge increase
in the interest burden. For example, consider a vested
remainder in $1 million subject to a twenty-year deferral
and subject to a 50% estate tax:

Annual Annual
Value of 50% Interest Interest
$1 Million Estate at 4% at 10%
Remainder Tax Rate
for Estate
Tax Purposes

3 % Discount
Table -Jsed
Prior to 1975 $500,000 $250,000 $10,000 $25,000

Current 10%
Discount Table 150,000 75,000 3,000 7,500

Because the estate tax remains constant after
the initial computation, the fluctuation. in deferral interest
rates produces wild swings. This tablc shows that the combined
interest and tax burden anticipated when the eleqtion was
made to postpone the tax in 1966 was a tax of $250,000 and
annual interest cn the tax of $10,000 at 4%. The initial
tax burden vould only have been about $75,000 if the current
10% discount rate had been in use and the interest $7,500
at a 10% rate. In each case the discount rate and interest
rate reflect the economic situation on the valuation date.
However, when current law applies a rate of 10% to the tax
of $250,000, we see the equivalent to a 33 1/3% rate on
$75,000. This 33 1/3% rate is not a theoretical "worst
case" -- it is actually happening in each of the estates.

IV. Corrective Action

1. What Congress did in the 1986 Act by
changes in the way of computing interest on unpaid taxes
was to aggravate a bad situation. However, the right rule
to prevent undue hardships to estates with vested remainders
is to use consistent rates for both valuation of the remainder
and interest on the postponed tax. We request an amendment
to relate the two rates.

2. The most glaring cases of hardship are
when the remainder interest was the major part of the estate.
Therefore, the amendment should be restricted to instances
when the remainder interest is more than 50% of the adjusted
gross estate. We do not propose extending the new rule
to reversions because the same potential hardship does not
exist.
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3. The Amendment applies to all amounts
of interest that were accrued but not payable as of the
date of enactment of the 1986 Act. However, no recomputation
of interest would be provided when the interest has been
previously paid. That limitation removes any chance of
a double benefit.

4. Future changes in interest rates may
provide a potential windfall when the discount rate was
high on the valuation date but there is a lower current
interest rate. That possibility is removed by the amendment.

5. A technical consideration is that discount
rates are generally only reset at long intervals, while
the interest rates are reset each quarter. For this reason
the Amendment covers situations in which the interest rate
and discount rate are considerably apart at the outset.
While this was not the situation with either of the estates
for whom this is submitted, we believe it appropriate to
cover the possibility.

We are certain that anticipated revenue loss would
be very small. The text of the suggested Amendment is attached.

Attachment

Section 1511 of the Tax Reform Act of 1986 is amended by
adding the following at the end thereof:

SEC. . RATE OF INTEREST ON POSTPONED ESTATE TAX
ATTRIBUTABLE TO REMAINDER INTERESTS IN
PROPERTY.

(a) IN GENERAL.--Section 6601 of the internal Revenue
Code of 1986 (relating to interest on underpayment,
nonpayment, or extension of time for payment, of tax) is
amended by redesignating subsection (k) as subsection (1) and
by inserting after subsection (j) the following new
subsection:

"(k) RATE OF INTEREST ON ESTATE TAX POSTPONED UNDER
SECTION 6163 WITH RESPECT TO REMAINDER INTERESTS.--

"(1) IN GENERAL.--If--

"(A) the time for payment of an amount of tax
imposed by chapter 11 is postponed as provided in
section 6163 with respect to any qualified remainder
interest, and

"(B) the value of the qualified remainder
interests included in determining the gross estate of
the decedent exceeds 50 percent of the value of the
adjusted gross estate, interest on the amount so
postponed to the extent attributable to qualified
remainder interests shall (in lieu of the annual rate
provided by subsection (a)) be paid at the modified
underpayment rate, compounded annually.

"(2) MODIFIED UNDERPAYMENT RATE.--For purposes of
paragraph (1)--
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"(A) IN GENERAL.--Except as otherwise provided
in this paragraph, the term 'modified underpayment
rate' means the underpayment rate modified (if any)
as provided by subparagraph (B).

-'(B) COORDINATION WITH DISCOUNT RATE USED FOR
VALUATION PURPOSES.--

"(i) UNDERPAYMENT RATE IN EXCESS OF DISCOUNT
RATE BY MORE THAN 1 PERCENTAGE POINT.--If the
underpayment rate exceeds the discount rate by
more than 1 percentage point, the term 'modified
underpayment rate' means the percentage equal to
the sum of the discount rate and 1 percentage
point.

"(ii) DISCOUNT RATE IN EXCESS OF
UNDERPAYMENT RATE BY MORE THAN 1 PERCENTAGE
POINT.--If the discount rate exceeds the
underpayment rate by more than 1 percentage
point, the term 'modified underpayment rate'
means the percentage equal to the discount rate
minus 1 percentage point.

"(C) UNDERPAYMENT RATE; DISCOUNT RATE.--For
purposes of this paragraph--

"(i) UNDERPAYMENT RATE.--The term
'underpayment rate' means the underpayment rate
established by section 6621.

"(ii) DISCOUNT RATE.--The term 'discount
rate' means the rate used to value a remainder
interest in property for purposes of chapter 11.

"(iii) RATES DETERMINED AS OF DUE DATE FOR
ESTATE TAX RETURN.--The underpayment rate and the
discount rate used for purposes of this paragraph
shall be such rates as in effect on the last date
prescribed for filing the return of tax imposed
by chapter 11 (determined without regard to
extensions thereof).

"(3) OTHER DEFINITIONS.--For purposes of this
subsection--

"(A) QUALIFIED REMAINDER INTEREST.--The term
'qualified remainder interest' means any remainder
interest other than a reversionary interest.

"(B) ADJUSTED GROSS ESTATE.--The term 'adjusted
gross estate' has the meaning given such term by
section 6166(b)(6).

"(C) VALUE.--Value shall be value determined for
purposes of chapter 11 (relating to estate tax)."

(b) EFFECTIVE DATE.--
(1) IN GENERAL.--The amendments made by this section

shall apply to interest on taxes the payment of which is
postponed until after October 21, 1986, under section 6163
of the Internal Revenue Code of 1986.

(2) EXCEPTION FOR INTEREST PAID.--The interest
required to be paid with respect to an estate tax postponed
under section 6163 of such Code after the application of
the amendment made by this section shall not be less than
the interest paid on or before October 21, 1986, with
respect to the estate tax so postponed.
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Mary M. Levontin, 
Esq.

Joint Committee on Taxation
1015 Longworth House Office Building
Washington, D.C. 20515

H.R. 2636 - Technical Corrections Act of 1987

Dear Ms. Levontin:

It has come to my attention that a reference in
the Internal Revenue Code of 1986 (the "Code") is in need
of a technical correction that does not appear to be
addressed in the Technical Corrections Act. Although this
point may have been noted since H.R. 2636 was released, I
wanted to bring it to your attention in the event it has
been overlooked.

Code section 415(d)(1) refers to adjustments for
cost-of-living increases similar to the procedures used to
adjust primary insurance amounts under section 215(i)(2)(A)
of the Social Security Act. Section 215(i)(2)(A) of the
Social Security Act does not exist. Section 415(i)(2)(A)
of the Social Security Act refers to the cost-of-living
increases and would appear to be the correct reference.

Please let me know if you have any questions
about this matter.

Claire V/Grant
Legal Assistant

4803G
cc: Harry J. Connoway, Esq.

Ms. Laura Wilcox
Ms. Mary McAuliffe
Mark S. Dray, Esq.
James T. Tilton, Esq.
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STATEMENT OF SENATOR CHRISTOPHER J. DODD

Mr. Chairman and Members of the Committee, I appreciate

the opportunity to testify before you this morning. My

appearance before the Committee today is to highlight my

concern about a substantial inequity in the Tax Reform Act

of 1986 ("1986 Act") that I believe should be corrected

through an amendment to S. 1350. This inequity arises from

the transition rules regarding the implementation of new

discounting rules applicable to property and casualty

insurance companies. These rules are referred to as the

"fresh start rules."

The 1986 Act's fresh start rules treat otherwise

identically situated property and casualty insurance com-

panies differently, depending on whether or not a company

previously discounted loss reserves as now mandated for

everyone. Quite unfairly, a company that previously dis-

counted reserves is disadvantaged by the fresh start rules

in comparison to the company which is only now beginning to

discount. Specifically, if two property/casualty insurers

have identical reserve liabilities, but one previously dis-

counted loss reserves on its annual statement and the other

did not, the company that has been discounting will receive

a substantially smaller fresh start than its competitor.

The competitive concerns associated with this inequitable

treatment are apparent. Attached to my statement is an

illustration of the inequity and statutory language that

would address it (Attachment A).

I believe that it is appropriate to address this

problem in the technical corrections bill. The change that

I am asking you to consider is not a new transition rule.

It is an amendment to a transition rule contained in the '86

Act.
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I am of course aware that revenue concerns represent a

major factor in assessing technical corrections legislation.

While I believe that the fairness aspects of this matter

independently justify addressing the matter in S. 1350

without regard to revenue considerations, I also believe

that the proposed amendment properly should be treated as

having no revenue effect. The proposed amendment would

conform the statute to the method of estimating the cost of

the fresh start benefit at the time of the enactment of the

1986 Act. Attached to my statement is a memorandum which

discusses this point in more detail (Attachment B).

I am informed that the analysis of the revenue cost of

the proposed amendment set forth in the attached memorandum

is consistent with the approach the Joint Committee on Tax-

ation took in estimating a conceptually comparable provision

inL. uded in S. 1350. Specifically, section 105 (a) (10) of

S. 1350 indicates that post-1986 installment sales income

attributable to pre-1987 sales of passive loss type activi-

ties will be treated as passive income for purposes of

offsetting passive losses under section 469 of the IRC.

This provision of S. 1350 specifically reverses the pub-

lished position of the Internal Revenue Service on this

matter. It is my understanding that the Joint Committee on

Taxation has taken the position that section 105 (a) (10)

of S. 1350 has no revenue effect because the change will

conform the statute to the assumption under which the Joint

Committee on Taxation originally estimated the revenue

effect of the passive loss rules. I believe this situation

is conceptually identical to the situation concerning the

proposed amendment because the amendment would conform the

statute to the assumptions under which the Joint Committee

on Taxation originally estimated the revenue effect of the

fresh start rules.
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I very much appreciate the attention of the Committee

to this important matter.

ATTACHMENT A

TAX REFORM ACT OF 1986
PROPERTY AND CASUALTY INSURANCE RESERVES:

FRESH START TRANSITIONAL RULES

Tax Reform Act of 1986 -- Sec. 1023. Section 1023 of the
Act (section 846 of the Code), relating to the taxation
of property and casualty insurance companies, requires
these companies to discount their loss reserves for the
first time. As a part of this provision, section 1023
(e) (3) provided a so-called "fresh start" rule. The
purpose of the "fresh start" rule was to allow insurers
to start the year 1987 on the new, discounted basis for
their loss reserves without taking into account any
differences between the old and new bases for purposes
of determining their taxable income.

Problem. This fresh start rule determines the new base by
applying the new tax reserve discount factor to the

-"undiscounted annual statement reserve."

Thus, this rule provides a different amount of "fresh
start" depending solely upon whether or not a company
has been discounting its reserves on its annual
statement. In other words, two insurance companies
with identical liabilities will receive a different
fresh start benefit if one company has been discounting
such reserves on its annual statement ("A/S"), and the
other company has not. The company that has been
discounting such reserves will receive a smaller fresh
start amount than the other company. This result is
inequitable.

Solution. This inequity could be substantially corrected by
applying the tax reserve discount rate to the "annual
statement reserve (line 2 below) rather than the
"undiscounted annual statement reserve" (line 1 below).
This approach would result in substantial equity
between Company A and Company B.

Illustration.
Company A Company B

1. Undiscounted A/S Reserve 100 100
2. A/S Reserve 100 95(disc.)
3. Fresh Start Rule:

Old Basis (line 2) 100 95
New Basis (line 1) x (.93,

assumed tax discount rate) 93 93
Fresh Start Amount 7 2

4. Proposed Fresh Start Rule:
Old Basis (line 2) 100 95
New Basis (line 2 x .93) 93 88.35

Fresh Start Amount 7 6.65
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Statutory Draft

This proposed fresh start transition rule might be
implemented by amending section 1023 of the Tax Reform Act
of 1986 as follows:

SEC. . AMENDMENT RELATED TO SECTION 1023 OF THE ACT.

Paragraph (2) of section 1023 (e) of the Tax
Reform Act of 1986 (relating to transition rules) is amended
by adding at the end thereof the following new sentence:

"For purposes of the first sentence of this
paragraph, unpaid losses with respect to workers'
compensation shall be determined without application of
paragraph (2) of section 846 (b) of such Code (as added by
this section) where such unpaid losses were shown on the
annual statement on a discounted basis."

ATTACHMENT B

MEMORANDUM

ANALYSIS OF PROPER ESTIMATING CONVENTION FOR
TRANSITION RULE INTENDED TO CONFORM FRESH START

BENEFIT FOR PRE-1986 DISCOUNTED RESERVES

I. Background

The Tax Reform Act of 1986 ("1986 Act") for the first
time requires property and casualty insurance companies to
discount unpaid losses and certain unpaid expenses. Section
1023 of the 1986 Act and section 846 of the IRC. This
provision is generally applicable to taxable years after
December 31, 1986. Section 1023(e)(1). Application of the
discounting provisions to existing reserves is governed by
section 1023(e)(2). It provides that opening reserves on
January 1, 1987, are to be calculated as if the discounting
provisions of the 1986 Act originally had been applicable to
the losses and expenses related to these reserves. The
provision is simila: to a comparable provision provided in
the Deficit Reducti.., Act of 1984 related to a modification
of the reserve deductions allowed for life insurance
companies. The effect of this provision is to provide a
double deduction of the amount equal to the difference
between undiscounted expenses and losses and the discounted
expenses and losses (the "fresh start benefit"). Under
section 1023(e)(3), the fresh start benefit is not to be
taken into account for purposes of the Internal Revenue Code
of 1986. The fresh start benefit for a property and casualty
insurance company generally is equal to the difference
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between the undiscounted reserves and the discounted
reserves. For example, if a company had an undiscounted
reserve of $100 on December 31, 1986, effective January 1,
1987, such reserve would be restated as if it had been
discounted originally, i.e., at $93. In this case, the
amount of the fresh start benefit is $7.

Prior to the 1986 Act, almost all property and casualty
companies did not discount unpaid losses or unpaid expenses.
A small minority of companies already had begun discounting
of such reserves prior to the 1986 Act. For those companies,
the application of the fresh start rules will provide a
smaller benefit than for those companies that had not been
discounting reserves. For example, if in the example
discussed above the company had discounted its $100 reserve
to $95 prior to the 1986 Act, the amount of the fresh start
benefit would only be $2 (i.e., the difference between $93
and $95).

II. Proposed Conforming Transition Rule

The operation of the fresh start rule under section
1023(e) unfairly discriminates in favor of those companies
that had not discounted reserves prior to the 1986 Act while
penalizing companies that already had been discounting
reserves. It is suggested that a proper method of addressing
this discriminatory aspect is to provide a conforming
transition rule which would provide companies that had been
discounting reserves prior to the 1986 Act with treatment
comparable to that of companies that had not discounted
reserves.

III. Proper Estimating Convention for Transition Rule to Conform
Fresh Start Benefit.

A. Overview.

In considering the proposed transition rule, a
relevant factor will be, what, if any revenue effect
should be attributable to it. The purpose of this memo
is to suggest that the transition rule proposed should
be treated as having no revenue effect. There are two
possible ways in which the fresh start benefit
originally could have been estimated. Under either
approach, it is believed that the inclusion of the
proposed transition rule would not have affected the
revenue estimate and, therefore, should be treated as
having no revenue effect if implemented as part of
technical correction legislation. The two possible
methods of originally estimating the fresh start
provision are discussed below along with the basis for
concluding that the proposed transition rule should be
viewed as having no revenue effect as part of technical
corrections legislation.

B. Estimate of Transition Rule Assuming that the Fresh
Start Benefit was not Originally Taken Into Account in
Computing Discounting Provisions.

It is possible that the estimate of the discounting
provisions of the 1986 Act did not take into account the
fresh start aspect of these rules. No publicly released
documents indicate that the fresh start benefit was
taken into account. if this is the case, the inclusion
of the proposed technical correction transition rule
would have had no impact on the estimate of the impact
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of the discounting provisions nor would it have had an
impact on the overall estimate of the provisions
affecting the property and casualty industry. If this
is the case, inclusion of the technical correction
transition rule as part of the technical corrections
process also should be viewed as having no revenue
effect.

C. Effect of Proposed Transition Rule Assuming that the
Fresh Start Provisions were Taken into Account in
Estimating the Discounting Provision.

In the alternative, the method used to estimate the
discounting provisions may have assumed some loss of
revenue attributable to the fresh start benefit. Given
the small minority of companies which were actually
discounting reserves prior to the 1986 Act, however, it
is unlikely that any assumption was made as to the
effect which the discounting of those reserves prior to
the 1986 Act had on the effect of the fresh start
benefit. That is, it is assumed that the fresh start
benefit was calculated assuming that no companies were
discounting reserves prior to the 1986 Act. As a
consequence, the inclusion of the proposed technical
transition rule to provide all companies with the same
fresh start benefit without regard to whether they were
discounting reserves prior to the 1986 Act would have
had no impact on the validity of the initial revenue
estimate. As a result, the inclusion of the proposed
technical transition rule as part of the technical
corrections legislation also should be viewed as having
no revenue impact.
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STATEMENT OF SENATOR GORDON J. HUNPHREY
ON 3.13509 THE TECHNICAL CORRECTIONS ACT OF 1987

ADOPTION EXPENSES TRANSITION PERIOD SHOULD BE INCLUDED IN
THE TECHNICAL CORRECTIONS BILL

MR. CHAIRMAN, ONE OF THE GREAT ACCOMPLISHMENTS OF THE
99TH CONGRESS WAS THE TAX REFORM BILL. I STRONGLY SUPPORTED
TAX REFORM. HOWEVER, I HAVE SERIOUS CONCERNS ABOUT ONE
PROVISION WHICH, IF NOT ADDRESSED, WILL ADVERSELY AFFECT
ADOPTIVE PARENTS AND THE MOVEMENT OF CHILDREN OUT OF THE
FOSTER CARE SYSTEM AND INTO PERMANENT HOMES.

ACCORDING TO THE DEPARTMENT OF HEALTH AND HUMAN
SERIVCES, AN ESTIMATED 276,000 CHILDREN ARE IN FOSTER CARE,
AT LEAST 36,000 OF WHOM ARE LEGALLY FREE AND WAITING FOR
ADOPTIVE HOMES. MANY ARE CHILDREN WITH SPECIAL NEEDS, THAT
IS, CHILDREN WHO ARE OLDER, IN SIBLING GROUPS, PHYSICALLY OR
EMOTIONALLY DISABLED, OR MEMBERS OF MINORITY GROUPS.

CONGRESS HAS RECOGNIZED THE NEED TO ENCOURAGE AND REDUCE
THE FINANCIAL BURDEN ASSOCIATED WITH THE ADOPTION OF CHILDREN
WITH SPECIAL NEEDS. UNTIL JANUARY OF THIS YEAR, THAT WAS
ACCOMPLISHED, IN PART, THROUGH A MODEST $1500 TAX DEDUCTION.
THE TAX REFORM ACT OF 1986 REPEALED THIS DEDUCTION AND
REPLACED IT WITH A NEW ENTITLEMENT PROGRAM UNDER TITLE IV-E
OF THE SOCIAL SECURITY ACT, WHICH WOULD ALLOW STATES TO
REIMBURSE DIRECTLY FAMILIES WHO ADOPT THESE CHILDREN FOR SOME
OR ALL OF THEIR EXPENSES.

UNFORTUNATELY, WHILE ADOPTIVE PARENTS HAVE LOST THE TAX
DEDUCTION, THE NEW REIMBURSEMENT SYSTEM IS A LONG WAY FROM
BEING IN PLACE. IT IS NOT CLEAR WHEN HHS WILL PROMULGATE THE
FINAL REGULATIONS. UNFORTUNATELY, THE TAX REFORM ACT
CONTAINED NO PROVISION FOR A TRANSITIONAL PERIOD TO ALLOW THE
FEDERAL GOVERNMENT, STATE TITLE IV-E ADOPTION AGENCIES, AND
PRIVATE ADOPTION AGENCIES TIME TO WORK OUT PROCEDURES TO
IMPLEMENT THE DIRECT PAY SYSTEM.

THE DELAYS IN IMPLEMENTING THIS PROGRAM MIGHT PREVENT
ELIGIBLE PARENTS FROM RECEIVING THE BENEFITS THEY NEED IN A
TIMELY FASHION, AND THUS DISCOURAGE ADOPTION. I FEEL WE NEED
TO AVOID THIS. ON THE FIRST DAY OF THIS CONGRESS, I
INTRODUCED S. 270, TO PROVIDE FOR A TRANSITION PERIOD FOR THE
DIRECT REIMBURSEMENT PROGRAM. THIS MEASURE READS SIMPLY:

"THE AMENDMENTS MADE BY SECTION 135 SHALL APPLY TO
TAXABLE YEARS BEGINNING AFTER DECEMBER 31 OF THE CALENDAR
YEAR IN WHICH FINAL REGULATIONS ARE ISSUED TO IMPLEMENT THE
REIMBURSEMENT OF NONRECURRING ADOPTION EXPENSES UNDER ANY
ADOPTION ASSISTANCE AGREEMENT UNDER SUBTITLE E OF THE TITLE
IV OF THE SOCIAL SECURITY ACT.

NO DEDUCTION SHALL BE ALLOWED WITH RESPECT TO AMOUNTS
PAID FOR ADOPTION EXPENSES DIRECTLY RELATED TO THE LEGAL
ADOPTION OF A CHILD WITH SPECIAL NEEDS UNDER SECTION 222 OF
THE INTERNAL REVENUE CODE OF 1986 TO ANY TAXPAYER RECEIVING
REIMBURSEMENT FOR SUCH AMOUNTS UNDER ANY ADOPTION ASSISTANCE
AGREEMENT UNDER SUBTITLE E OF TITLE IV OF THE SOCIAL SECURITY
ACT."

THE ADOPTIVE PARENTS ENTITLED TO THIS REIMBURSEMENT ARE
THE INDIVIDUALS AND COUPLES WHO GIVE PERMANENT HOMES TO
CHILDREN WHO NEED IT THE MOST. THEY ARE PEOPLE WHO ARE
WILLING TO TAKE ON LARGE RESPONSIBILITIES IN ORDER TO BUILD A
FAMILY AND BRING JOY TO A CHILD WHO NEEDS A HOME.

MR. CHAIRMAN, I URGE YOU AND THE COMMITTEE TO ASSIST
SPECIAL NEEDS ADOPTIONS BY ADDING THE TEXT OF S. 270 TO S.
1350.
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,EOR J MITCHELL

U nited OtoOwe
WASHINGTON. DC 20510

May 22, 1987

Senator Lloyd Bentsen
Chairman
Senate Finance Committee
205 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Lloyd:

I am writing to agaln express my support for further
modifications in the language of the Technical Corrections
bill -that would enable Georgetown University to issue tax
exempt bonds.

For several years, Georgetown University has attempted
to have tax exempt bonds issued on its behalf through the
District of Columbia. The issuance of these bonds have been
held up indefinitely by an unrelated suit before the D.C.
Court of Appeals.

Because Georgetown had made plans based on prior law,
Congress included a transition rule in the Tax Reform Act of
1986, allowing the university to rely on prior law with
respect to the treatment of the tax exempt bonds. Although
this rule was included in the tax reform bill, a
clarification was provided in the concurrent resolution
accompanying the tax bill to permit Georgetown greater
latitude in having the bonds issued. Unfortunately, a
further modification to the transition rule is now necessary
because, in spite of Congressional intent to the contrary,
it appears. that Georgetown will be indefinitely foreclosed
from having the bonds issued on their behalf.

I believe this is a reasonable request and consistent
with the ground rules you have established for the Technical
Corrections legislation. Congress intended in the tax
reform bill to permit up to $200 million of bonds to be
issued for Georgetown University. The cost of these bonds
was calculated in the revenue estimates of the bill and the
requested modification would only serve to enable Georgetown
to do what Congress had originally proposed. It is
necessary that the technical amendment permit the university
to serve as the issuer of the bonds. While I realize this
is unusual, I understand it to be consistent with other
transition rules in the Tax Reform Act which permit certain
state-related private universities to issue tax exempt
bonds.

Thank you for your attention to my request.

With best regards,

Sincerely,

George J. Mitchell
United States Senator
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A BILL
To provide a transition perio( for the lull implementation of the

lioiireut.irring adopt ion expenses reimbursement program.

1 le ii Cfl(?'cIh'db I/ th'elfl( .iid House of ft)rehcl(l-

2 /i.'," oftho I'mi/cd irl/(Shk. of .Imerica in Oon!ress assembled,

:3 SE('TION i. TRANSITION 'PERiOI) FOR FULL IMPLEMENTA-

4 TION OF NONRECURRING AI)OPTION EXPENSES

5 REIMBURSEMENT PROGRAM.

6 (a) IN GENERI,.-Seetion 151 of the Tax Reform Act

7 of 1986 (relating to effective dates) is amended by adding at

8 the end thereof the following new subsection:

() "(f) ADOPTION EXPENSES.-
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2

1 "(1) IN GENERAL.-The amendments made by

2 section 135 shall apply to taxable years beginning after

3 December 31 of the calendar year in which final regu-

4 lations are issued to implement the reimbursement of

5 nonrecurring adoption expenses under any adoption as-

6 sistance agreement under subtitle E of title IV of the

7 Social Security Act.

8 "(2) DENIAL OF DOUBLE BENEFIT.-No deduc-

9 tion shall be allowed with respect to amounts paid for

10 adoption expenses directly related to the legal adoption

11 of a child with special needs under section 222 of the

12 Internal Revenue Code of 1986 to any taxpayer re-

13 ceiving reimbursement for such amounts under any

14 adoption assistance agreement under subtitle E of title

15 IV of the Social Security Act.".

16 (b) EFFECTIVE DATn.-The amendment made by this

17 section shall take effect as if included in section 151 of the

18 Tax Reform Act of 1986.

0

OS 27o
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The Honorable George J. Mitchel
United States Senate
WSashington, D.C. 20510

Dear Geor:'e:"

Tnank you for your letter reard6inc the transtlOn re

Georgetown University received in the 1966 Tax Reforl- Act.

I understand that Georgetown has been unable 
to issue tax

exempt bonds under the transition rule because of a legal

dispute in the District of Columbia. 
It is unfortunate

that a six-year old court case is delaying 
the issuance

of Gecrgetown's bonds.

As you know, Dan Rostenkowski and I have 
been working for

the'past few months putting together a technical corrections

bill. We hope to be able to introduce that bill in the

next few weeks. From the outset, Dan and I agreed to

keep the bill free from substantive amendments in order

to minimize the chances for delay in enacting these im-

portant corrections.

The Georcetown issue has been seriously discussed on a

number of occasions in the preparation of that bill.

Unfortunately, under the very strict definition of technical

correction which we have utilized in sifting 
through the

myriad requests, it does not appear that the change requested

by Georgetown will qualify. Neverheless, this is certI

an issue that can be discussed in the Finance Committee

when we meet to consider technical corrections.

Thank you again for bringing this matter to my attention.

I will keep your concerns in mind as we consider this issue

again in the future.

Sincerely..--

Lloyd Bentsen
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WILLIAM V. ROTH. JR. GOVtAN , FNtA", F.V-4
OILAWARi
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WASHINGTON, OC 20510

June I.:, L9,.'

The Honorable Bo Packwood
United States Senate
Washington, D.C. 20510

Dear Bob:

it is my understanding that Senator Mitchell nay
offer an amendment when we consider the Technical
Corrections bill wnich would enable Georgetown University
to issue tax exe.npt bonds.

For several years, Georgetown University has at-
tempted to have tax exempt bonds issued on its oehalf
through the District of Colu-nbia. The issuance of che;.
bonds have been held up indefinitely by an unrelated suit
before the D.C. Court of Appeals.

You nay recall that last year in recognition of
the unique problems facing Georgetown University tran-
sition relief was provided to .)erinit up to $200 million of
bonds to be issued. Senator ritcaell's a nendnent which
would provide issuing authority to the University is
necessary to allow Georgetown to proceed.

I hope we will be able to resolv,;! this .)roulem
during Coammittee consideration.

Wi . RotIl, .r.

Seatt;

WVR/aca

78-959 0 - 88 - 27
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STATEMENT BY SENATOR MURKOWSKI FOR THE JULY 22, 1987 SENATE
FINANCE COMMITTEE HEARING ON THE TECHNICAL CORRECTIONS TAX BILL
TO THE TAX REFORM ACT OF '86.

LAST-SESSION, IN.RECOGNITION OF THE NEED FOR GREATER TAX
EQUITY, WE REMOVED MILLIONS OF LOW-INCOME PEOPLE FROM THE TAX
ROLLS WHEN WE PASSED THE TAX REFORM ACT OF '86. THAT WAS ONE OF
THE PRIMARY REASONS WHY I SUPPORTED TAX REFORM.

I NOW FIND THAT THE COMBINED EFFECT OF SEVERAL CHANGES IN
THE TAX REFORM ACT WILL SUBJECT OVER 1/4 OF ALASKA'S POPULATION,
ALL OF THEM CHILDREN UNDER THE AGE OF 14, TO A NEW TAX AND
FILING REQUIREMENT,, EVEN THOUGH NEARLY ALL OF THEIR ARE OF LOW-
INCOME. I BELIEVE THAT THIS EFFECT WAS UNINTENDED, AND I ASK FOR
YOUR SUPPORT FOR AN AMENDMENT TO CORRECT THIS.

THE TAX REFORM ACT REQUIRES CHILDREN UNDER THE AGE OF 14 TO
FILE A RETURN AND PAY A TAX ON UNEARNED INCOME OF MORE THAN $500,
IF THEY ARE CLAIMED AS A DEPENDUTTJfN NEOTS TAX RETURN.
UNLIKE IN THE PAST, THOSE CHILDREN NO LONGER MAY OFFSET THE TAX
ON THAT INCOME DUE TO THE LOSS OF THE FULL USE OF THE STANDARD
DEDUCTION, ITEMIZED DEDUCTIONS, AND PERSONAL EXEMPTION.

EACH YEAR ALASKA CHILDREN ARE ENTITLED TO RECEIVE AN ALASKA
PERMANENT FUND DIVIDEND FROM THE ALASKA PERMANENT FUND. THE
ALASKA PERMANENT FUND IS A STATE ROYALTY OIL TRUST SET UP IN 1976
TO PROVIDE FOR ALASKA'S FUTURE. THE AMOUNT OF THE DIVIDEND
VARIES FROM YEAR TO YEAR DEPENDING ON THE FUND'S EARNINGS. LAST
YEAR 129,455 CHILDREN UNDER THE AGE OF 14RECEIVED A DIVIDEND OF
$556. THIS YEAR, IT IS EXPECTED TO BE ROUGHLY $700.

THE DIVIDEND IS CONSIDERED "UNEARNED INCOME" FOR TAX
PURPOSES. THIS YEAR UNDER THE NEW TAX ACT, ALASKA CHILDREN WHO
HAVE NO INCOME OTHER THAN AN ALASKA PERMANENT FUND DIVIDEND WILL
HAVE TO FILE AND PAY A TAX OF ROUGHLY $22.00.

NOT ONLY DOES THIS PLACE AN UNNECESSARY BURDEN ON CHILDREN,
BUT IT IS HIGHLY LKELY THAT THE COSTS INCURRED IN COLLECTION MAY
EXCEED THE REVENUE COLLECTED!

MY REQUEST IS SIMILAR TO ANOTHER PROBLEM CORRECTED BY
CONGRESS AT MY REQUEST IN 1982 WHEN IT RAISED THE DOLLAR
THRESHOLD AMOUNT TRIGGERING THE FILING OF A TAX RETURN OF A
DEPENDENT TO $1001. THIS WAS DONE IN RECOGNITON OF THE UNIQUE
TAX CONSEQUENCES OF THE ALASKA PERMANENT FUND DIVIDEND.

FINALLY, I MIGHT ADD THAT THE EFFECT OF THE TAX ACT'S
CHANGES, AS UNINTENDED AS IT MAY HAVE BEEN IN THIS CASE, IS ALSO
NOT IN KEEPING WITH ONE OF THE PURPOSES FOR THOSE CHANGES -- TO
PREVENT THE TAX SHELTERING OF INCOME THROUGH THE SHIFTING OF
INCOME FROM A PARENT TO A CHILD IN A LOWER TAX BRACKET. THE
DIVIDEND FALLS OUTSIDE THE CONTEXT OF INCOME SHIFTING. IT IS A
STATE BENEFIT GIVEN DIRECTLY TO A CHILD THAT IS NOT PART OF A
FAMILY TAX PLANNING SCHEME.

BECAUSE OF THESE REASONS, I ASK THE COMMITTEE ACCEPT MY
AMENDMENT TO ALLOW DEPENDENT CHILDREN UNDER THE AGE OF 14 WHO DO
NOT ITEMIZE DEDUCTIONS TO INCREASE THEIR LIMITED $500 STANDARD
DEDUCTION BY THE AMOUNT OF THEIR ALASKA PERMANENT FUND DIVIDEND.

MY AMENDMENT IS LIMITED TO ONLY THOSE CHILDREN WITH LITTLE
OR NO INCOME OTHER THAN AN ALASKA PERMANENT FUND DIVIDEND. I
BELIEVE THAT IT IS A MODEST REQUEST IN RELATION TO THE
DISPROPORTIONATE BURDEN ON ALASKA'S CHILDREN. THE JOINT TAX
COMMITTEE ESTIMATES A REVENUE LOSS OF ONLY $1 MILLION FOR FY '88.
BUT, IT MAY VERY WELL BE "REVENUE-NEUTRAL" IF ONE DEDUCTS
ENFORCEMENT COSTS.

I THANK THE COMMITTEE FOR ITS CONSIDERATON ON THIS AND
OFFER TO YOU WHATEVER ASSISTANCE THAT MAY BE NEEDED.
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Financial Division Francis X. Smith
CityPlace V.ce President

Taxes and Accounting Pol"'y
Hartford, CT 06156 (203) 275-2876

July 20, 1987

Ms. Laura Wilcox
Hearing Administretor
U.S. Senate
Committee on Finance
Room SD-205
Dirksen Senate Office Pullding
Washington, D.C. 20510

RE: COMMENTS ON TECHNICAL CORRECT"PPS BILL
TRANSITION RULE FOR MARKET DISCOUNT BONDS

Dear Ms. Wilcox:

Sprtior 110 of H.R. 2636 provides that capital gains on "market
discount bonds" held by certain life insurance comp-ries will be
taxed at a rate cf 31.6 . Section 110 "corrects" the 1986 Tax
Reform Act, making two charges ir the transition rule provided
by that Act: (1) coverage is expanded from the original 15
companies to all life insurance companies, and (2) the tax rate
is increased from 28, to 31.6%.

rAtna supports the written corments submitted by the American
Council of Life Insurance in urging a generic 29.1% rate.
Simply put, the cost of a 29.1% generic rate equals the cost of
the original 15 company transition rule. Therefore, changing,
the tax rate to 29.1% (instead of 31.6%) will not change the
gov:?rn'mnt's budget, as reflected in the February baseline.

For Atna, Section 110's rate ircrease from 28% to 31.6%
represents a significant cost. The coppery has relied on prior
Conares.ioncl policy, first established in the 1984 Act, to
grant transitionA.ltax relief for market discount bonds.
Investment returns from these bonds are reflected in the
interest rate' that tna has guaranteed to its customers. lhe
company cannot now recover from these customers ,Iy increase in
the tax costs of these bonds.

While a 29.1% rate does not fully restore the relief provided by
the original tre.rsitional rule, the ACLI proposal is equitable
and provides much of the original, intended relief.
Accordingly, the Committee should adopt the proposal.

Sincerely,

Vice President
Taxes and Accounting Policy

/jch
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INDEPENDENT PETROLEUM ASSOCIATION OF AMERICA

O1101 Sixms rmPSTu. N.W.
WASKINGTON. DC. 2036

(202) $574722

CAW G. GOOOMAN
SENIOR COUNSEL AND June 30, 1987

DIRECTOR OP ENERGY AND TAX POLICY

Ms. Laura Wilcox
Hearing Administrator
Room SD-205

--United States Senate
Washington, D.C. 20510

Dear Ms. Wilcox:

I have set forth below for your consideration three recommendations
for technical correction to the Tax Reform Act of 1986. IPM and its
members would greatly appreciate any consideration you might give to these
proposals.

ITEM I
El imination-7F-e Unintended

Penalty Against Oil and Gas Producers Which Occurs
as a Result of New IRC Section 163(d)(5)(A)(ii)

Section 469 of the Tax Reform Act of 1986 limits a taxpayer's ability
to deduct losses from a "passive activity" against any income other than
passive income. A "passive activity" Is defined as the conduct of a trade
or business In which the taxpayer does not "materially participate".
However, because of the "severe hardship due to the worldwide collapse in
oil and gas prices," the Congress excluded from the operation of the
passive loss rules, owners of working interests in oil and natural gas
properties where liability is not limited by reason of the form of such
ownership. Congress specifically intended that losses attributable to the
ownership of such working interests be fully deductible against other
forms of "active income". Interest expense, would normally be a component
of such losses. However, IRC Section 163(d)(5)(A)(1i) appears to conflict
with the new passive loss rules and imposes another "material
participation" standard which determines separately the deductibility of

follow that these same expenses also were intended to be included within

the working interest exception to these rules.

New Section 163(d)(5)(A)(ii) acts as a penalty which specifically
targets operators and investors in oil and natural gas activities at a
time when Congress specifically intended to grant the industry a limited
form of relief. IPAA urges Congress to clarify, as a technical
correction, that interest expenses attributable to working interests in
oil and natural gas properties are fully deductible when computing losses

under the working interest exception to the passive loss rules.

RECOMMENDED TECHNICAL CORRECTION

We recommend that Section 163(d)(5)(A)(ii) IRC be deleted.
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ITEM 2
Exemption From Overhead and
Interest Capitalization Rules

Section 803 of the Tax Reform Act of 1986 requires capitalization, and
inclusion in inventory, costs of certain expenses. It is unclear whether
"property produced by a taxpayer" should include the "construction"

(drilling) of an oil or gas well under IRC Section 263A(b)(1). However,
if IRS takes the position that an oil or gas well is a "self-constructed

asset", overhead and interest expenses allocable to drilling a well may be
subject to capitalization. It should be noted that Section 263A(c)(3)

provides an exception from this capitalization requirement for any cost
allowable as a deduction under Section 263(c), intangible drilling and

development costs.

In the face ofstrong industry opposition, the IRS has argued for the

last several years that indirect costs and overhead should be allocated to
a taxpayer's IDC costs, and therefore treated like IDCs. If this position

is correct, it would follow that under new Section 263A, any overhead

interest expense for owners of working interests in oil and natural gas

properties.

IPAA maintains that there should not be two separate "material
participation" standards for computing losses attributable to owners of
working interests in oil and gas properties. If a working Interest owner

qualifies for the exclusion from the passive loss rules under new Section
469(c)(3), that exclusion should apply to all expenditures, including
interest expenses, associated with that working interest.

The Senate-passed version of the passive loss rules is the definitive
legislative history on the Congressional intent behind the "material
participation" standard. In the Senate Finance Committee Report, it

plainly states on page 717 that the Committee believes "...that financial
risks or other factors rather than material participation should be the

relevant standard" for the oil and natural gas industry. Direct
working-interest owners in oil and natural gas specifically were excluded

from the material participation standard because relief from the worldwide
collapse of oil prices "requires that tax benefits be provided to attract

outside investors". However, as written, new IRC Section 163(d)(5)(A)(ii)
actually could penalize outside investors in oil and gas activities. This

occurs because the second "material participation" standard will, in
effect, work to limit not only interest expenses associated with the
working interest, but also any other investment interest expenses the
investor may have as well.

In further support of this position, Section 501 of the new Act
specifically includes interest expense as a component of any loss that is
computed under the new passive loss rules. The conference agreement

reads, in part, as follows:
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"The passive loss rule applies to
all deductions that are from passive
activities including deductions allowed
under sections 162, 163, 164, and 165."

IPAA maintains that if deductions under section 163 (interest expense)
are intended to be included within the passive loss rules, it should

costs that are attributable to the "construction" of an oil or natural gas
well should be exempt from this rule under Section 263A(c)(3).

Sometimes as much as 80 percent of the cost to drill an oil or gas
well is IC, deductible under Section 263(c). Therefore, using IRS logic,
as much as 30 percent of the allocated overhead costs under Section 263A
should be exempt from this rule. It would be impractical to capitalize
and depreciate or deplete the small amount of overhead that is not treated
in the same manner as IDC's by the IRS.

IPAA therefore recommends that oil and natural gas drilling be
exempted from this new rule. The costs of compliance would be overly
burdensome, and the revenue impact on the Treasury should be minimal.

RECOMMENDED TECHNICAL CORRECTION
We recommend that IRC Section 263A(c)(3) be amended to read as follows:

"(3) CERTAIN DEVELOPMENT AND OTHER COSTS OF OIL
AND GAS WELLS OR OTHER MINERAL PROPERTY. This
section shall not apply to the drilling of oil and
gas wells or geothermal wells nor will it apply to
any cost allowable as a deduction under Section
616(a) or 617(a)."

ITFM 3

Elimination of the Double
Tax Detriment In

Determining Items of
Tax Preference

Section 57(a)(1) generally provides that the excess of percentage
depletion over the adjusted basis of the property at the end of the year
is an item of tax preference. Section 57(a)(2) generally provides that
the amount (if any) by which the amount of excess IDC is greater than 65
percent of the "net income from oil and natural gas" is also an item of
tax preference. howeverr, in determining "net income from oil and natural
gas", gross income must be offset by the "amount of any deductions"
allocable to the property [See: Section 57(a)(2)(C)(ii)]. Since one tax
preference item ("excess" percentage depletion) is used to compute another
tax preference item ("excess" IOC's) taxpayers are inequitably penalized
by "double counting" items of tax preference when computing alternative
minimum tax liability.
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RECOMMENDED TECHNICAL CORRECTION
We recommend the following statutory change to Section 59(g):

1. Change the title of Section 59(g) to:
"SPECIAL RULES IN DETERMINING ITEMS OF TAX PREFERENCE".

2. Redesignate Section 59(g) as Section 59(g)(1).

3. Add new Section 59(g)(2), as follows:

•(2) NO DOUBLE COUNTING OF PREFERENCES. - For purposes of this part,
each tax preference is determined without regard to any other
tax preference."

After you have a chance to review this material please give me a call

so that Mark Edmunds and I can stop by to discuss these issues with you

fythe . Thank you again for your time and consideration.

yours,
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July 15, 1987

IPC Laura Wilcox
Hearing Administrator
Committee on Finance
Room SD-205
United States Senate
Washington, D.C. 20510

RE: Finance Qmuittee Requests for Public cmment on
S.1350 Technical Corrections Act of 1987

Dear Ms. Wilcox:

In accordance with Finance cminittee Press Release #G-3 dated 17
June 1987, we are respectfully submitting cement on an apparent
oversight concerning Act Section 1107 of TRA '86 and Section 457
of the Internal Revenue Code.

Act Section 1107 of TRA '86 extended for the first time unfunded
deferred coensation plans described in IRC §457 to employees of
nongovernmental tax-exempt organizations on supposedly the same
basis as they are made available to employees of State and local
governments. Nongovernmental tax-exempt organizations are
defined at IRC §§501(c) and 501(d), and in total consist of some
25 different types of organizations ranging from credit unions to
labor organizations.

However, the Department of Labor, in a release dated December 19,
1986, has indicated such is not the case (see U.S. Dept. of Labor
News Release dated 19 December 1986 enclosed). In this Release,
the Department of Labor has taken the position that plans
described in IRC §457 maintained by nongovernmental tax-exempt
organizations are only available for a "select group of
management or highly cmpesated employees". This position is
based on the premise that no Act Section exists under ERISA
whereby plans maintained by nongovernmental tax-exempt
organizations are excluded from the requirements of Title I of
ERISA.

This position was further confirmed in a telephone conversation
with Department of Labor representative, Linda Shore, 7 July
1984. As stated by her, Congressional action must be taken to
specifically exclude IRC §457 plans maintained by nongovernmental
tax-exempt organizations from the requirements of Title I of
ERISA before such plans would be permissible. As indicated by
her, such an exclusion does exist for governmental plans under
§3(32) of Title I of ERISA; therefore, IRC §457 plans maintained
by State or local governments can be offered to all employees in
general and is not linitod to only a "select group of management
or highly compensated employees".
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IP c In the locale that we serve, we have numerous credit unions,
labor organizations, etc., that are poised to offer such plans to
all of their employees, but are now stymied by what appears to be
conflicting positions being maintained by two branches of the
government. Treasury, on the one hand stating it is permissible
for nongovernmental tax-exenpt organizations to sponsor IRC §457
plans; and Labor, on the other hand, stating not so until a
specific exclusion is provided from Title I requirements of
ERISA.

Therefore, we respectfully request that immediate attention be
given to this area in the Technical Corrections Act as it
pertains to Act §1107 of TRA '86. To deny nongovernmental tax-
exempt organizations to maintain such plans simply because of a
conflict between two regulatory agencies of the government would
be a travesty; especially so, since 'IRA '86 now prohibits these
same nongovernmental tax-exept organizations frcum maintaining
401(k) plans.

Should you have any further questions concerning these ccumnts,
please contact the undersigned, or Gerry Tornow of my staff.
Should you wish to contact Linda Shore of the Department of
Labor, she may be reached at phone number 202-5232-8672.

Sinoerel "

J Nff (SM President
IPCCarpanies, Inc.

cc: Senator Daniel J. Evans
Senator Brock Adams
Congressman Rod Chandler
Congressman John Miller
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UNFUMMDMMMEENAIEFHD APAGEEMOF S7=iMx 4 LOCAL G TRM
AMD TAX XEMT MPWYS.
(Section 111(e) of the JA1 '87 bill, Section 1107 of the Reform Act, and
Section 457 of the Internal Revenue Code)

(a) Application to tax-exempt emplayers: Z[S Coverage

PresentIaw

State and local government are permitted undex Section 457 of the
Internal Revenue Code to maintain eligible unfunded deferred compensation
plans. Amounts of current ccapenation deferred on behalf of participants
under these plans are excluded frum their gross income until such time as
the funds are paid or made available to them. Because Congress determined
that unfunded deferred compensation plans should be available to employees
of nongovernmental tax-exempt organizations on the same basis as they are
made available to employees of the State and local governments, Act Section
1107 was enacted effective for taxable years beginning after 31 December,
1986. The Act applies the limitations and restrictions applicable to
eligible unfunded deferred xmpensation plans of State and local
governments to unfunded deferred compensation plans maintained by
nongovernmental tax-exempt organizations.

Accordingly, these plans need not satisfy any of the requirements of
Internal Revenue Code Section 401(a); but must satisfy all of
the requirements of Internal Revenue Code Section 457.

However, Title I of ERISA, which mirrors many of the provisions of Internal
Revenue Code Section 401(a), is applicable to unfunded deferred
cacensation plans. As such, certain participation and vesting, funding,
and fiduciary responsibility provisions are applicable to Section 457 plans
sponsored by nongovernmental tax-exempt organizations, unlike State and
local government sponsored Section 457 plans, which have a specific
statutory exclusion frcon the requirements of Title I of ERISA.

Reason for 2Ichnical Correction Ctang

In the absence of a specific ERISA exclusions, Section 457 plans sponsored
by nongovernmental tax-exempt organizations would be required to satisfy
Title I or ERISA; and in so doing would fail to satisfy Internal Revenue
Code Section 457 requirements.

Action Needed to Correct

A specific ERISA exclusion must be granted to nongovernmental tax-exempt
organizations sponsoring Section 457 plans identical to the exclusions
currently granted to State and local governments which sponsor this same
type of plan.
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LABOR DEPARTMENT ISSUES VIEWS ON ERISA COVERAGE OF
TAX-EXEMPT ORGANIZATIONS

DOL News Release (USDL: 86-527). December 19, 1986.
Tax-exempt organizations: Unfunded deferred compensation plans: ERISA coverage.

-Unfunded deferred compensation plans established by tax-exempt organizations under
Code Sec. 457 following the Tax Reform Act of 1986 are not exempt from ERISA
Title I provisions concerning vesting, funding and fiduciary responsibility.

Certain employee benefit plans estalb-
lished by tax-exempt organizations follow-
ing recent tax law changes ordinarily would
be covered by the Employee Retirement
Income Security Act (ERISA), the Labor
Department warned today.

The department's Pension and Welfare
Benefits Administration said it was refer-
ring to unfunded deferred compensation
plans established by tax-exempt organiza-
tions under Section 457 of the Internal
Revenue Code as amended by the Tax
Reform Act of 1986.

Such plans ordinarily would be subject
to the requirements of title I of ERISA,
the Labor Department said.

State and local governments are per-
mitted under the code to maintain eligible
unfunded deferred compensation plans.
Amounts of current compensation deferred
on behalf of participants under these plans
are excluded from their gross income until
stich timie as the funds are paid or made
availamblc to them.

Under the Tax Neform Act of 1986, this
treat I w s v; d tt(Ic(l to tinfth Ied de-
fe'rited cimi, ,Iisal. i, I)laiis of other tax-
exes:ilpt orgal.i atifilts.

In tle absence of specific ERISA exclut-
sifms, uinfinded deferred comnpensatioi
plais nvoilh! :ciieral ly he considered pen-
,4i1m 1.itI silI' i 't to certain participation
ami ve"tiHs:',, fimnhdiim:. mil fimimiciary rcspon-
s1llility I ,V 1m o f title I of ER ISA.

I I,,vw,.vcisKl. ISA exchdes from the re-
(Itiutinciits of title I any emp)oyec benefit

plan whicla is defined as a governmental
plai mhider section 3(32) of title I. How-
ever, such cxclision does not extend to
plans maintained by tax-exempt organiza-
tions.

Tie Labor l)epartmcnt said it is con-
ccrned that thJ employee benefit plan com-
munity may be broadly interpreting the
1986 amendment of section 457 of the code

as excluding the unfunded deferred com-
pensation plans of tax-exempt organiza-
tions from title I coverage.

Consequently, the department is express-
ing its view that unfunded plans maintained
by entities which are not statutorily exempt
from title I of ERISA are subject to all
applicable provisions of title I.

However, the department noted that if a
tax-excmpt organization maintains an un-
funded plan primarily for the purpose of
providing deferred compensation for a
"Shelct grotip of management or highly
coml)Cisatc(l employCes" within the con-
templatioii of sections 201(2), 301(a)(3)
an 1 401(a)(1) of ERI SA, the plan may be
(.emlt from certain of ER IISA's provi-
simis. r'lat ilg to participation and vesting,
funding and fiduciary responsil)ility.
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Laura Wilcox
U.S. Senate Committee on Finance-
S.D. 205
Washington, D.C. 20510

Dear Ms. Wilcox:

I have reviewed the Technical Corrections Act of 1987
("TCA 1987") and I have the following criticisms regarding
Section 114 entitled "Amendments Related to Title XIV of the
Reform Act":

1. Treatment of Distribution from Trust for Children of
a Predeceased Child

Section 2612(c)(2) of the Internal Revenue Code of
1986 ("IRC") creates the so-called "predeceased child excep-
tion." Under this section, if property passes to the children
of a deceased child, those grandchildren of the transferor
(who are normally considered skip persons) move up one genera-
tion and are considered non-skip persons for purposes of
determining whether a direct skip has occurred. If a trust is
created for such grandchildren (with the intervening child
predeceasing the transferor) no direct skip occurs upon the
trust's creation because such a trust is not a skip person
under the rule of section 2612(c)(2).

However, this special rule of section 2612(c)(2)
applies only "For purposes of determining whether any transfer
is a direct skip." Thus, distributions from the trust to the
grandchildren are taxable distributions because the special
rule of section 2612(c)(2' does not apply to taxable distribu-
tions (which are not direct skips) and the generation assign-
ments of the trust :jnd beneficiaries are not changed pursuant
to section 2612(c).

As a solution, I recommend including in the TCA 1987
the following new paragraph (3) as an addition to section
2612(c) of the Internal Revenue Code of 1986:

"(3) In the case of any transfer which
would be a generation-skipping transfer but for
paragraph (2), section 2653(a) shall apply as
if such transfer were a generation-skipping
transfer."
This new paragraph (3) vould have the effect of

lowering the generation level of the trust to that of the
deceased child's generation; thereafter, distributions to the
grandchildren would not be generation skipping transfers, but
distributions to great-grandchilqen would be. I believe this
achieves the proper result. I have modeled this paragraph
after subparagraph (C) of section 1433(b)(3) which has been
proposed in the TCA 1987 as an amendment to section 1433(b)(3)
of the Tax Reform Act of 1986 ("TRA 1986"). I believe that
making this change would further the congressional intent that
no generation-skipping transfer tax be generated where distri-
butions are made to the children of a deceased child of a
transferor.
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Section 114(g) of the TCA 1987 clarifies the treat-
ment of a $2 million gift (made before January 1, 1990) made
for the benefit of a grandchild in trust (which under section
1433(b)(3) of the TRA 1986 is not a direct skip). The TCA
1987 replaces section 1433(b)(3) enacted as part of the TRA
1986 with an expanded set of rules. Subparagraph (C) of these
expanded rules provides that even though no generation-
skipping transfer has occurred, section 2653(a) of the Inter-
nal Revenue Code of 1986 shall be applied as if the transfer
had been a generation-skipping transfer for the purposes of
determining the generation assignment of the trust. The sec-
tion 2612(c) situation is analogous to this situation since in
both situations property is in trust for the benefit of only
grandchildren and no generation skipping transfer has
occurred. Therefore, I believe that the modification of sec-
tion 1433(b)(3) of the TRA 1986 made in the TCA 1987 supports
the analagous modification to section 2612(c) that I have
recommended above.

2. Repeal of the Charitable Deduction as an Offset
Against the Generation-Skipping Transfer Tax on
Charitable Lead Trusts

I am strongly opposed to the changes made in
Section 114(f)(4)(C) & (D) of the TCA 1987. The repeal of the
charitable deduction in calculating the applicable fraction
under IRC section 2642 is unsound for several reasons. First,
the charitable lead trust is an accepted and widely used dis-
positive device; the charitable lead trust should not be sin-
gled out for harsher treatment than other dispositive devices
because the bill drafters personally disfavor the use of such
a device. Second, if valuation principles are to be uniform
and the valuation tables are to be applied consistently, those
principles and tables should be used in all situations where
interests are valued. It makes no sense to value property
passing to a charitable lead trust for purposes of calculating
the applicable fraction of that trust in one manner and to
value the property for estate or gift tax purposes in another
manner. Carving out an exception seriously undermines any
attempt by Congress to implement a uniform system of property
valuation for estate, gift and generation skipping transfer
tax purposes. Third, this change appears to be a substantive
change to the IRC and I do not believe that the TCA 1987 is
the proper forum to be making such changes.

Sincerely,

Jco$R. Cohan
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INSTITUTE OF FOREIGN BANKERS, INC.
200 PARK AVENUE. NEW YORK, NEW YORK 10166

f2121 682-2533

COMMENTS ON CERTAIN TREATY OVERRIDE PROVISIONS
OF THE TECHNICAL CORRECTIONS ACT OF 1987

The proposed Technical Corrections Act of 1987 (the "TCA"),
as introduced in the House and Senate on June 10, 1987, provides
that with certain limited exceptions the amendments made by the
Tax Reform Act of 1986 will apply notwithstanding any contrary
U.S. treaty obligation.l/ For the reasons set forth below, the
Institute of Foreign Bankers2/ urges that this broad override of
U.S. treaty obligations be deleted. At a minimum, the provision
should be amended so it is clear existing U.S. treaties will be
available to protect treaty residents against the new branch
level taxes, including specifically the branch level tax on "ex-
cess interest." In addition, the committee and conference re-
ports accompanying the TCA should clearly express Congress' in-
tent to that effect.

I. Background

The Tax Reform Act of 1986 made numerous changes to the
rules governing the federal income tax treatment of foreign tax-
payers. In particular, the Reform Act imposed two new branch
level taxes on foreign corporations: a branch profits tax and a
branch interest tax, which includes a so-called "excess interest"
tax. Because banks organized in other countries frequently oper-
ate in the United States through branches for regulatory and
business reasons, the branch tay primarily affects foreign banks.
The excess interest tax is imposed on a foreign bank with a U.S.
branch to the extent that interest deducted by the bank for fed-
eral income tax purposes under the formula method provided by
Treas. Reg-. S 1.882-5 exceeds the interest actually paid by its
U.S. branch to its depositors or other creditors. Absent a trea-
ty rate reduction or a statutory exemption, the tax is 30 percent
of the excess interest amount.

The excess interest tax is imposed on the foreign bank

itself, not on any recipient of interest paid by the foreign

bank. As a result, foreign banks cannot pass on the cost of the

excess interest tax to their creditors. Moreover, there is no

such tax imposed on similarly situated U.S. banks or other U.S.

corporations. Consequently, in the view of the Institute, the

excess interest tax clearly violates the nondiscrimination claus-

es of most U.S. bilateral tax treaties. It also appears the tax

would violate the provisions contained in a number of U.S. tax

treaties that prohibit or sharply limit taxation by the United

States of interest paid by a foreign corporation. These views of

the excess interest tax are shared by many of the foreign treaty

partners of the United States.

The staff of the Joint Committee on Taxation have taken the

contrary position that the excess interest tax is not discrimi-

natory.3/ This position overlooks the point noted above that the

excess interest tax, unlike a withholding tax, is imposed on the

payor (i.e., the foreign bank), not the recipient of the inter-

est. In apparent recognition of the questionable validity of
this position, the Joint Committee staff go on to state that "if,
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in any of the cases described above where conflicts are under-
stood not to exist, any treaty is somehow read to bar operation
of the Act, the Act is to be effective'notwithstanding the trea-
ty." This explicit intent to override treaties is carried out in
section 112(y)(2) of the TCA, which provides that with certain
narrow exceptions, the amendments made by the Tax Reform Act of
1986 shall apply "notwithstanding any treaty obligation of the
United States in effect on the date of the enactment of the Re-
form Act." Thus, it is clear that if the TCA is enacted in its
current form, existing treaty nondiscrimination clauses will not
be available to protect foreign banks from the excess interest
tax.

II. The Proposed Treaty Override Should Be Deleted

1. The Proposed Rule Is A Major Change In Tax Policy

The treaty override rule proposed in the TCA constitutes a
major departure from established U.S. tax policy that would sig-
nificantly affect U.S. relations with its tax treaty partners.
The proposed treaty override would be a unilateral abrogation of
bilateral treaty commitments which could not fail to damage the
standing of the United States with its trade partners. An action
of such sweeping consequence should, at the very least, be con-
sidered only after hearings have been held and an effective op-
portunity for considered comment has been afforded to affected
private parties and foreign governments.

2. Overriding Treaties Will Adversely
Affect U.S. Corporations Abroad

Congress should be mindful that U.S. tax treaties are mutual
compromises designed to benefit U.S. persons and businesses
abroad, as well as foreign persons and businesses in the United
States. The proposed treaty override would deny foreign persons
the benefits negotiated for them by their governments, while re-
taining the significant benefits the United States has success-
fully negotiated for U.S. persons doing business overseas. Any
action which so drastically undermines the protections negotiated
by the treaty partners of the United States will offend these
foreign governments and ultimately jeopardize the current favor-
able tax treatment of U.S. corporations abroad.

Moreover, the proposed treaty override rule comes at a time
when the United States is attempting to renegotiate a number of
its existing tax treaties. Demonstration by Congress of a will-
ingness to override bilaterally agreed-upon treaty provisions in
an unexpected manner will make prospective treaty partners lose
confidence in their ability to reach an effective agreement with
the United States, and thus severely undercut Treasury's ability
to negotiate protection for U.S. individuals and corporations
residing or doing business abroad.

In addition, overriding treaty obligations could well trig-
ger other adverse consequences. The intense negative reaction in
the Eurobond markets to the recent notice by Treasury of termina-
tion of the U.S. treaty with the Netherlands Antilles is a clear
indication of the importance foreign investors attach to U.S.
treaty commitments.

3. Treaty Overrides Are Not Needed To Combat
Abuse Or To Further Other Tax Policy Objectives



854

Treaty overrides are conceivably defensible on tax policy
grounds only in situations where there has been proven and sus-
tained abuse of a treaty by foreign taxpayers with U.S. opera-
tions or investments, or where it is clear that failure to enact
a treaty override will invite such abuse. For example, a recent
treaty override provision contained in the Foreign Investors in
Real Property Tax Act of 1980 ("FIRPTA) was reluctantly enacted
by Congress primarily to prevent wholesale avoidance of the new
tax through treaty abuse. At that time, a number of U.S.
treaties would have prevented the tax, but no adequate protection
existed in U.S. tax law or in the treaties themselves against
treaty-shopping. In order to prevent foreign investors from sim-
ply routing their U.S. real estate investments through a country
with a favorable treaty, Congress provided that the new tax en-
acted by FIRPTA would override any contrary treaty provision be-
ginning five years after the enactment of FIRPTA.

In contrast, no treaty abuse or risk of treaty abuse exists
in the present context. First, foreign banks, the foreign corpo-
rations most widely affected by the branch level tax, are not
among the categories of foreign investors that have historically
abused income tax treaties. The overwhelming majority of foreign
banks with U.S. operations are large publicly-traded institutions
in their home countries. These banks have not made improper use
of other countries' treaties and the Institute is not aware of
any contrary allegation. Second, the Tax Reform Act of 1986
largely eliminated the opportunities for treaty-shopping by for-
eign taxpayers, primarily through the enactment of "qualified
resident" limitations on treaty benefits. These rules are more
than adequate to protect against any treaty abuse.4/

4. The Proposed Treaty Override Will
Not Produce Significant Revenue

Finally, it must be emphasized that permitting the excess
interest tax to override U.S. treaty obligations would not result
in a significant revenue gain for the Treasury. Rather, the ex-
cess interest tax would be so burdensome that foreign banks sim-
ply could not pay the tax and maintain a competitive position as
compared with U.S. banks and other foreign banks not subject to
the tax.

Foreign banks in the United States already pay a "foreign
premium" for their domestic funds depending in large part on the
domestic perception of the quality of the bank. Accordingly, the
excess interest tax will force foreign banks either to cease or
sharply curtail U.S. operations in branch form or, as explained
below, to restructure the funding of their U.S. branches in an
artificial manner solely to avoid risking imposition of the tax.

5. The Proposed Treaty Override Will Place
Foreign Banks At A Competitive Disadvantage

Foreign banks may be forced tr-seek to reduce or eliminate
their exposure to the excess inte 'est tax by funding U.S.
branches to the extent possible through increased borrowings in
the U.S. financial markets. However, for the reasons noted
below, this course of action will serve only (i) to disrupt the
normal financing practices of many foreign banks in their home
country markets; (ii) to reduce the level of head office funds
allocated to U.S. offices and thus to reduce the quasi-capital
funds available on the books of those U.S. offices and (iii) to
place these foreign banks at an increased competitive disadvan-
tage with regard to the funding of their U.S. operations.
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In general, banks have greatest access to the deposit mar-
kets in their home countries, and thus can achieve, on average,
the lowest cost of funds by borrowing there. For example, U.S.
banks typically obtain most of their low-cost funding in the
United States because of their large retail deposit base in this
country. The same is true for most foreign banks in their re-
spective home countries.5/ However, the excess interest tax will
deny foreign banks the use of such low-cost funds for their U.S.
branches because the transfer of any such funds to the U;S.
branch by the home office would create potential exposure to the
excess interest tax. Thus, foreign banks potentially subject to
the excess interest tax will be forced to place greater reliance
on higher-cost funds in the United States than their domestic
competitors and their foreign competitors not subject to the tax.

III. Conclusion

The Institute can see no sound rationale for a tax proposal
that will (i) unilaterally abrogate existing U.S. treaty obliga-
tions when there has been no demonstrated or asserted treaty
abuse; (ii) create a significant risk of adverse reaction by U.S.
treaty partners with regard to U.S. corporations operating
abroad; (iii) raise no significant amount of new revenue;
(iv) disrupt the normal funding operations of many foreign banks;
and (v) put foreign banks at an increased competitive disadvan-
tage with.regard to their funding operations in the United
States.

The principal effects of section 112(y)(2) will be reduced
competition in the U.S. banking markets, which can only work to
the disadvantage of U.S. corporate borrowers and their sharehold-
ers, and reduced foreign investment in the United States with no
significant increase in tax revenue. Consequently, the Institute
urges that section 112(y)(2) of the TCA be deleted or, at a mini-
mum, amended in the manner noted above.

1/ H.R. 2636, S. 1350, 100th Cong., 1st Sess. § 112(y)(2)
(1987).

2/ The Institute of Foreign Bankers is a trade association rep-
resenting over 230 foreign banks from more than 50 countries
with operations in the United States.

3/ Staff of Jt. Comm. on Taxation, 100th Cong., ist Sess., De-
scription of the Technical Corrections Act of 1987 (Jt.
Comm, Print June 15, 1987) at 235.

4/ Importantly, these rules have been criticized by several Eu-
ropean treaty partners of the United States. We understand
that six European nations have submitted or will submit to
Treasury a demarche setting forth their position on this
issue. This concerted action by the European governments is
further evidence of the sensitivity of foreign governments
to unilateral U.S. legislative overrides of treaties.

5/ To the extent these lower-cost funds are currently used by
the U.S. office of a foreign bank, the lower cost of such
funds is reflected in the foreign bank's calculation of its
interest expense deduction under Treas. Reg. S 1.882-5.
Thus, foreign banks gain no tax advantage by using such
low-cost funds in their U.S. operations.
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COVINGTON & BURLING

Ms. Laura Wilcox Ms. Mary McAuliffe
Hearing Administrator Minority Chief of Staff
Committee on Finance Committee on Finance
Room SD-205 Room SD-G08
United States Senate United States Senate
Washington, D.C. 20510 Washington, D.C. 20510

Re: Technical Corrections Bill (H.R. 2636)

Section 112(a)(1)(A) (Foreign Tax Credit)

Dear Ms. Wilcox and Ms. McAuliffe:

On behalf of International Business Machines
Corporation ("IBM"), I am writing to urge the Committee to
adopt a technical correction clarifying the application of the
separate foreign tax credit limitations for financial services
and passive income to income earned by foreign subsidiaries
that lease a local affiliate's manufactured product.

In some cases, to comply with foreign regulatory
restrictions, a foreign operating affiliate of a U.S. company
must set up a local leasing subsidiary to lease the operating
affiliate's products to local customers. Absent clarifying
legislation, income earned by the leasing subsidiary inappro-
priately could be thought to fall within the purview of
"financial services" or "passive" income, with the result that
the credit for foreign taxes paid on that income would be
subject to a separate limitation under Section 904(d).

The leasing income would not be subject to a separate
foreign tax credit limitation if the operating affiliate had
engaged in the leasing activities directly. Because the
operating company would not be "predominantly engaged" in
financial services activities, its income would not be within
to the separate financial services basket. Section 904(d)(2)(C)
(as amended by the Section 112(a)(1)(A) of the Technical
Corrections Bill). Similarly, because the leasing activities
would be an adjunct of the operating affiliate's manufacturing
or marketing efforts, the income would be "active rental"
income, and hence would be excluded from the definition of
passive income. Section 904(d)(2)(A)(i), referencing Section
954(c)(2)(A).

This result should obtain similarly where the
foreign operating company is required by local law to place
its leasing operations in a local subsidiary. In the domestic
context, the Conference Report recognizes that it may be
appropriate to apply the "active rental income" rules on a
consolidated group basis. Conf. Rep. 99-841, 99th Cong., 2nd
Sess. 11-566 (1986). The Technical Corrections Bill should
contain a similar clarification that this rule (as well as the
"predominantly engaged" rule) may be applied on a group basis
in the case of a foreign affiliate and its local leasing
subsidiary. Proposed bill language to this effect is
attached.

Thank you for your attention to this matter.

Sincerely,

Andrew H. Friedman
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PROPOSED TECHNICAL CORRECTION

Section 904(d)(2) of the Internal Revenue Code of

1986 is amended by adding at the end thereof the following

/hew subparagraph:

"(J) LEASING ACTIVITIES. -- Whether

income received by a corporation that

engages primarily in leasing activities is

passive income or financial services

income shall be determined as if the

recipient and its affiliated corporations

(within the meaning of Section 1504(a)

without reference to the limitation of

Section 1504(b)(3)) that are organized

under the laws of the same country as the

recipient were a single taxpayer."
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July 23, 1987

INTERNATIONAL BUSINESS MACHINES CORPORATION

PROPOSED TECHNICAL CORRECTION TO THE
SUPERFUND REVENUE ACT OF 1986

Submitted for the Hearings of the Senate Finance
Subcommittee on Taxation and Debt Management

Technical Corrections Act of 1987

International Business Machines Corporation ("IBM")

urges the adoption of a technical correction to the Superfund

Revenue Act of 1986 that would cure a manifest error in the

computation of the Superfund tax, affecting the competitive

position of United States corporations operating abroad

through branches and subsidiaries. The technical error is the

inclusion of foreign taxes (or the Section 78 "gross-up" for

foreign taxes deemed paid by a foreign subsidiary) in the base

upon which the Superfund tax is imposed where the taxpayer has

claimed the foreign tax credit for income tax purposes.

The Superfund Revenue Act imposes a new environmen-

tal tax based generally on corporate alternative minimum

taxable income ("AMTI"). The environmental tax is imposed

even if the corporation is not otherwise subject to the

alternative minimum tax. No credits are allowable for purpos-

es of the environmental tax.

For regular and alternative tax purposes, a taxpayer

that claims the foreign tax credit is not entitled to deduct

from taxable income the foreign taxes paid by a branch operat-

ing abroad. To allow a deduction in conjunction with the

credit would provide the taxpayer with a double benefit, and

also would produce an inaccurate comparison between the U.S.

and foreign tax rates for purposes of the foreign tax credit

limitation. For these same reasons, a corporation claiming a

credit for foreign taxes deemed paid by a foreign subsidiary

must increase its taxable income by the amount of those taxes

pursuant to Section 78 of the Code. However, the inclusion of
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foreign taxes in a corporation's taxable income never increas-

es U.S. income tax by more than the credit allowed. A deduc-

tion for foreign taxes paid by a branch is allowed, and no

Section 78 "gross-up" is required, in circumstances where the

taxpayer does not claim the foreign tax credit. It is there-

fore well established that the inclusion of foreign taxes in

the income of a corporation is appropriate only when an

offsetting foreign tax credit is available.

The alternative minimum tax allows a foreign tax

credit, albeit limited to 90 percent of the alternative tax.

As a result, for taxpayers choosing the benefits of the

credit, foreign taxes and the Section 78 gross-up amount

appropriately should be included in AMTI for alternative

minimum tax purposes. The Superfund tax on the same base,

however, allows no foreign tax credit. Consequently, the

Superfund provisions tax phantom income never received in this

country, a result that cannot be rationally defended.

The practical effect of including foreign taxes and

the Section 78 gross-up in the base upon which the Superfund

tax is imposed is to subject U.S. companies with foreign

source income to a two-fold competitive disadvantage. First,

the provision discriminates unfairly against U.S. companies

with multinational operations versus U.S. corporations with

only domestic operations. Secondly, a U.S. company operating

abroad would be disadvantaged over its foreign competitors

operating in the foreign marketplace. These consequences

clearly are not desirable from a policy perspective, especial-

ly given the lack of technical justification for the erroneous

inclusion of foreign taxes in the Superfund tax base.

Proposed Technical Correction

IBM proposes the following as a technical correction

to the computation of the Superfund tax base:
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Section 59A(b) of the Internal Revenue Code of 1986

is amended by replacing the period at the end thereof with a

semicolon, and adding the following language:

"and, if the taxpayer chooses to have the benefits of
subpart A of part III of subchapter N (relating to
foreign tax credit) for the taxable year, reduced by

(3) the amounts provided in the applicable
paragraph of section 901(b), plus

(4) the taxes deemed to have been paid under
sections 902 and 960."
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STATEMENT OF

THE INTERNATIONAL COUNCIL OF
SHOPPING CENTERS

ON THE

TECHNICAL CORRECTIONS ACT OF 1987
(S. 1350)

INTRODUCTION

My name is Wallace R. Woodbury. I am Chairman of the
Board of Woodbury Corporation, Salt Lake City, Utah, a long-
established real estate development, brokerage, management and
consulting firm. I am also chairman of the Tax Subcommittee of
the Government Affairs Committee of the International Council of
Shopping Centers (ICSC), and a member of the Board of Trustees.
I submit this testimony on the proposed Technical Corrections Act
of 1987 (S. 1350) on behalf of the members of ICSC.

ICSC is the trade association of the shopping center
industry with over 21,000 members. Membership includes
developers, owners, retailers, lenders, and others having a
professional interest in the shopping center industry. ICSC
members represent most of the 28,500 shopping centers in the
United States. In 1986, these centers generated $554 billion in
retail sales, representing 54% of total retail sales (exclusive
of automotive sales). These centers generated $20.3 billion in
sales tax revenues and employed 6.9 million people.

STATEMENT

(1) Material Participants in the Real Estate Business

Although the Tax Reform Act of 1986 contained many
provisions increasing the taxes paid by the real estate industry,
there is one provision which is so discriminatory, so unfair and
so central to our business that we must call it to your attention
and request that it be corrected at the earliest opportunity. We
refer specifically to those parts of the passive loss rules which
define all rental income as passive, regardless of the material
participation of the taxpayer in producing that income. Shopping
center developers are not passive investors looking for tax
deductions. They are full-time businessmen and women who, if
they were in any other industry, would be allowed to offset
losses from one part of their business against all other income.
However, material participants in the real estate business cannot
offset losses from rental properties against other kinds of
income, or even against such real estate related income as
management and development fees and commissions. This is a
grossly unfair discrimination against one industry -- real
estate.

When the tax reform process started, its stated
objective was to eliminate distortions in business planning
caused by taxes. It is most strange that a discriminatory
provision, which singles out recipients of rental income for
special onerous treatment, emerged from a reform process
dedicated to producing a Olevel playing field" among taxpayers.
The passive loss provisions will have the clear effect of
penalizing and discouraging development of and investment in real
estate -- a distinct tilt to the playing field.
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This special rule for material participants in the real
estate business works in a particularly harsh manner against the
new developer trying to enter the business and will work to
reduce competition with all the attendant unwholesome effects of
such a result. The rule means that a new entrant must finance
his new projects, which typically have losses in the early years,
with after-tax dollars, while entrepreneurs in all other fields
can use pre-tax dollars.

For example, assume a taxpayer owns and manages a
clothing store and a restaurant. Both produce active income or
loss, and a loss from one of these stores can offset income from
the other. If both stores show a net loss, he can offset this
loss against portfolio or other income.

Compare this with a taxpayer in the real estate
business. He has losses from rental properties and management
fees from other properties, a not uncommon situation. Even
though this is all part of his real estate business, the 1986 tax
act does not permit the losses from rents (passive losses) to
offset the income from the management fees (active income). This
is true even if the rental losses are real, out-of-pocket losses,
i.e., the loss is greater than the depreciation deductions.

The passive loss rules were intended to restrict truly
passive investors from offsetting rental losses against salary
and professional income. We are not objecting to that result.
Although we do not think it was necessary to go as far as the Tax
Reform Act of 1986 did to achieve this result, we consider the
elimination of the tax-abusive real estate transactions to be
salutary. However, we object to the classification of the real
estate related income of full-time, active real estate developers
as "passive," particularly when material participants in all
other businesses are allowed to offset all their income and
losses.

When Congress voted on the 1986 tax act, it did not
have the opportunity to vote on particular provisions separately.
We believe that many Members of the House and Senate were
disturbed by the unfairness of this provision. Accordingly, the
passive loss rules should be amended to provide for a material
participant exception for real estate at the earliest
opportunity.

(2) Installment Sales

ICSC supports the provisions of the proposed Act in
section 108(f) of S.1350 which clarify the application of the new
rules to pre-1987 installment sales transactions. The bill would
clarify that payments received after January 1, 1987 would be
categorized as active or passive as required by the new law.
This provides a desirable consistency in treatment of such
payments.

However, ICSC believes an even better solution to the
installment sales issue is that contained in S. 719 which
restores the pre-1987 installment sales rules for non-dealers.
The Tax Reform Act of 1986 limits the use of the installment
sales method by treating as a payment in the year of the sale an
imputed amount equal to the face amount of the installment
obligation multiplied by the ratio of the taxpayer's total debts
(broadly defined) to his total assets (the adjusted basis of his
assets plus the amount of all installment obligations).
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This calculation requires data on both debts and asset
values that is not required for any other tax or business
purpose. Therefore, this information is not readily available in
taxpayers' records for either the taxpayer's determination of the
tax or a revenue agent's review on audit, thus creating difficult
compliance and enforcement problems.

The present "proportional disallowance" rule law is
unfair and not supported by sound tax policy grounds. It makes
the unwarranted assumption that there is some nexus between all
of the taxpayer's debt and his installment obligations. In the
case of real estate investments, each project is financed to
stand alone. It is improper for the tax code to consider totally
extraneous investments in order to impute, as cash received, an
artificial amount equal to the ratio of total debt, including
unrelated debt, to book value of total assets, including
unrelated assets. This is not a situation where the purchase
money note or the underlying property is used as security for a
separate loan.

The practical effect of the installment sales provision
is to discourage its use in the real estate business. This
constitutes an unnecessary restriction on business financing and
is unnecessary to correct any perceived abuse in the tax law.
This is especially true in view of the fact that the use of the
installment method provides only a deferral of tax, not an escape
from tax, for the period when there is insufficient c-q! to pay
the tax. The tax policy consideration that a tax should be
assessed only when cash is available from a transaction to pay
the tax is sound and should be reinstated. It is additionally
justified in the case of the installment method because the
seller may never receive the payments provided by the obligation.
For example, payments under an installment sales agreement may
never be made if the buyer becomes insolvent, although the seller
has paid taxes based on the "proportional disallowance" rule.

We appreciate the opportunity for submitting these
comments and hope they are of use to you.
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INTERNATIONAL PAPER COMPANY
TWO MANHATTANVILLE ROAD. PURCHASE, NEW YORK 10577

Senator Lloyd Bentsen. ,
Chairman
Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Senator Bentsen:

Pursuant to your release of June 30, 1987, we respectfully
submit this letter of comment for inclusion in the record of
the hearings to be held on July 22, 1987, regarding S.1350,
the Technical Corrections Act of 1987 (the "Act"). This
comment is limited to Section 107(c)(4) of the Act.

The above referenced provision amends Section 57(a)(3) of
the Code by striking out "section 422A" and inserting in
lieu thereof "section 422A whether or not the holding period
requirements of section 422A are met." This provision would
make a material and substantive change in the tax
consequences of incentive stock options (ISO's) by
subjecting individual taxpayers to the alternative minimum
tax, notwithstanding that the taxpayer has made a
disqualifying disposition of the ISO shares.

The treatment of an item as ordinary income and as a tax
preference for alternative minimum tax purposes runs
contrary to the purpose or underlying tax theory of the
alternative minimum tax. The alternative minimum tax is
designed for the purpose of requiring taxpayers who benefit
from special treatment or deductions undex the law to pay at
least a minimum amount of tax. See IRS Publication 909.
Pursuant to Sections 422A(a)(1) and 421(a) of the Code, no
income is realized upon the grant or exercise of a qualified
ISO if no disposition of such shares is made by the employee
within two (2) years from the date of granting of the
option, nor within one (1) year after the transfer of such
shares to the employee. However if the above holding period
requirements are not met, the employee is treated as having
received income in the year of disposition in an amount
equal to the difference between the exercise price and fair
market value of the stock on the date of exercise (Section
421(b); Prop. Reg. Section 1.422A-l(b)). Therefore, in a
disqualifying disposition, there is no special tax treatment
from which the taxpayer is benefiting which should trigger
application of the alternative minimum tax. Application of
the alternative minimum tax in this situation is therefore
contrary to the purpose of the alternative minimum tax.

There is no basis in legislative history for this proposed
change in tax treatment of ISO's. In fact, when Congress.,
amended Code Section 57 to include the ISO spread as a t ax
preference, this issue was addressed. The Conference
agreement to the Tax Equity and Fiscal Responsibility Act of
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1982 provides: "It is intended that the incentive stock
option preference not apply where there is an early
disposition of the stock acquired through the exercise of
the option." See H.R. Rep. No. 97-760 (Conf. Rep.), 97th
Cong. 2d Sess. 475 (1982), 1982-2 C.B. 600, 603. The IRS
appears to have a similar view as seen in a recent letter
ruling. In PLR 8713054, the IRS ruied that Section 57
(a)(10) of the Code (the ISO preference) would not apply in
the situation where by June 16, 1987, there was a proposed
disposition of ISO stock acquired on June 16, 1986.

The Tax Reform Act of 1986 (TRA) did not alter the treatment
of the ISO spread as an item of tax preference. The only
substantive change made by the TRA with respect to this item
of preference was the addition of Code Section 57(a)(3)(B)
which provides a basis adjustment rule for minimum tax
purposes when determining the amount of gain or loss on a
subsequent disposition of ISO shares. In light of the
above, it is apparent that the Act's provision is much more
than a technical correction, but is a significant material
amendment without support in legislative history or intent.
Another apparent problem with this provision of the Act is
its retroactive effective date. Taxpayers justifiably have
relied upon legislative intent and more recently the above
referenced IRS ruling in concluding that the minimum tax
would not apply when there is a disqualifying disposition of
ISO stock. The effective date of this provision of the Act
is apparently governed by Section 119 of the Act which
causes it to be treated as if included in the provision of
the Tax Reform Act to which such amendment relates. This
would indicate an effective date for tax years beginning
after December 31, 1986. Certainly fairness to taxpayers
who have relied on prior law in making their decisions
dictates that the change, if made, be made on a prospective
basis only.
One of the purposes of your request for comments was to
receive recommendations for additional items to be included
in the Act. There is a need for clarification in the area
of elimination of the ISO tax preferences by an early or
disqualifying disposition of the stock. Section 57(a)(3)
defines the ISO preference in terms of an ISO as defined in
Section 422A. Therefore, if an early or disqualifying
disposition occurs in the same tax year, the option would
not meet the requirements of 422A and thus there would be
no ISO preference. However, there is no guidance as to what
occurs when the disqualifying disposition occurs in a
subsequent tax year. This issue merits attention and
clarification, particularly in licht of PLR 8713054.
The TRA made a significant reduction in the benefits of
ISO's by virtue of the elimination of the capital gains
deduction. If this provision of the Act is passed, it will
raise the question as to whether there are any real benefits
left in the use of incentive stock option plans to attract
and retain personnel.
In conclusion, the proposed change to Section 57(a)(3) is a
material substantive change to the Code which is void of
basis in legislative intent or sound tax theory.

Very Truly Yours,

JOHN T. LEYDEN
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Sept. 10, 1987

The Honorable Lloyd Bentsen
703 SHOB
Washington, D.C. 20510-4301

Dear Senator,

The Tax Reform Act of 1986 was clearly formulated by
legislators who have no knowledge whatever about the creative
process of writing: deductions for expenses on unsold
material are no longer permitted, all expenses must be
allocated to specific projects, and (this one defies logic)
the writer must be able to estimate the earning power of what
he has sold in order to spread the deductions out over the
earning life of the work for which he has incurred expenses.
Under the new law, only the financially secure author can
continue to work.

I repectfully request that you use your influence to
demand a clarification of the Technical Corrections Bill
S1350, stating that free-lance authors' expenses in
researching and writing a book not be subject to
capitalization rules. Perhaps, with your help, common sense
will prevail and this threat to American literature will be
removed.

Sincerely

Teresa W. trvin
P.O. Box 13328
El Paso, TX 79913
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WRITTEN STATEMENT SUBMITTED BY CATHERINE L. HERON
-- FOR INCLUSION IN THE PRINTED RECORD

The accompanying statement is submitted to the
Subcommittee on Taxation and Debt Management of the Committee
on Finance of the United States Senate by Catherine L. Heron,
Deputy General Counsel of the Investment Company Institute,
1600 M St., N.W., Washington, D.C 0036 (telephone 293-7700).
The statement sets forth the Institute's concerns regarding
certain provisions of S.1350, the Technical Corrections Act of
1987, that relate to the tax treatment of regulated investment
companies and their shareholders. The statement addresses the
following issues.

I. Proposed Amendment to I.R.C. Section
851(b)(3) to Include Foreign Currency
Gains

II. Mergers of RICs with Other Investment
Companies

III. The Institute's Proposed Technical
Corrections to Section 4982

A. Computation of Required
Distribution

B. Preservation of Earnings and
Profits to Support Dividends
Paid Deduction

IV. Partnership and Trust Income Under
Section 851(b)(2)

V. Exemption From Section 851(b)(3) For
RICs in Liquidation
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STATEMENT OF IU INTERNATIONAL CORPORATION

This statement is submitted by IU International Corporation,

919 North Market Street, Wilmington, Delaware, with executive

offices at 1500 Walnut Straet, Philadelphia, Pennsylvania. IU

International Corporation (IU) is a diversified services company

with operations in food and inventory distribution, environmental

services and trucking services. IU has operations concerning one

or more of these services in Pennsylvania, Illinois, Texas,

Florida, Kansas, Tennessee, Ohio, Colorado, West Virginia,

Delaware, Alabama, Arkansas, Georgia, Indiana, Michigan, Min-

nesota, Missouri, New Jersey, New York, Oklahoma, California,

Maine, New Hampshire, Oregon, Washington, Wisconsin, Mas-

sachusetts, Connecticut, Montana -South Dakota, Rhode Island,

Nebraska and North Dakota, as 4llias several other states. This

statement relates to a proposed technical amendment to the Tax

Reform Act of 1986, specifically to section 633(f) of that

legislation.

On October 2, 1973, IU owned approximately 86 percent of

Canadian Utilities Limited (CUL), an Alberta-based, regulated

Canadian natural gas and electric utility company. Pursuant to

direct and indirect pressure by the Canadian Government to

increase Canadian ownership of Canadian based companies, par-
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ticularly in the energy business, IU had sought to increase

Canadian ownership in CUL and reduce the IU interests in CUL.

By November 1979, IU's ownership in CUL had dropped to ap-

proximately 58 percent. This pressure continued, however, and

became particularly acute by 1980. In fact, as far as could be

determined, no other Canadian gas or electric utility had the

level of non-Canadian ownership and control IU had in CUL. In

addition, IU was under statutory/regulatory requirements in the

United States to limit the percentage of IU stock owned by non-

United States' citizens.

Consequently, in 1980, IU entered into a transaction which

would both reduce the non-Canadian ownership of CUL and reduce

the Canadian/foreign ownership of IU. Or stated differently, the

transaction would increase Canadian ownership of CUL and increase

United States ownership of IU. In essence, an unrelated Canadian

company made a tender offer to buy IU shares. After purchasing

those IU shares, this Canadian company exchanged the IU shares

with IU for IU's CUL shares. Based on a reading of the then

current law I.R.C. §311(d)(2)(B), two law firms gave opinions to

IU that the exchange was non-taxable. Indeed, the transactions

met the literal statutory requirements, and were within thG

intent of the statute. Subsequent to the IU transaction, two
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other publicly-held companies, Esmark and Brunswick, undertook

substantially identical §311(d)(2)(B) transactions.

In 1982, Congress repealed §311(d)(2)(8) so that these

exchanges would be taxable in the future. Nevertheless, the

Internal Revenue Service alleged retroactively that all three of

the transactions (IU, Brunswick and Esmark) would be taxable. In

September 1986 (the date of Conference action on the Tax Reform

Act), all three companies were in some stage of audit procedures

with the IRS.

Section 633(f) of the 1986 legislation effectively rejects

the Service's position but only with respect to one (Brunswick)

of the three affected companies. Section 633(f) does not

technically apply to the Esmark and IU transactions even though

they are essentially identical and, in fact, preceded and served

as the pattern for the Brunswick transaction. Simple fairness

requires that the existing provision should not be confined to a

single company but should be expanded to cover the other two

companies in identical situations.

S. 1350 should remove this perhaps unintended unfairness

and give equal relief to all three companies.
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INTERNATIONAL PAPER COMPANY

TWO MANHATTANVILLE ROAD. PURCHASF. NEW YORK 10577

Senator Lloyd Bentsen
Chairman
Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Senator Bentsen:

Pursuant to your release of June 30, 1987, we respectfully
submit this letter of comment for inclusion in the record of
the hearings to be held on July 22, 1987, regarding S.1350,
the Technical Corrections Act of 1987 (the "Act"). This
comment is limited to Section 107(c)(4) of the Act.

The above referenced provision amends Section 57(a)(3) of
the Code by striking out "section 422A" and inserting in
lieu thereof "section 422A whether or not the holding period
requirements of section 422A are met." This provision would
make a material and substantive change in the tax
consequences of incentive stock options (ISO's) by
subjecting individual taxpayers to the alternative minimum
tax, notwithstanding that the taxpayer has made a
disqualifying disposition of the ISO shares.

The treatment of an item as ordinary income and as a tax
preference for alternative minimum tax purposes runs
contrary to the purpose or underlying tax theory of the
alternative minimum tax.. The alternative minimum tax is
designed for the purpose of requiring taxpayers who benefit
from special treatment or deductions under the law to pay at
least a minimum amount of tax. See IRS Publication 909.
Pursuant to Sections 422A(a)(1) and 421(a) of the Code, no
income is realized upon the grant or exercise of a qualified
ISO if no disposition of such shares is made by the employee
within two (2) years from the date of granting of the
option, nor within one (1) year after the transfer of such

shares to the employee. However if the above holding period
requirements are not met, the employee is treated as having
received income in the year of disposition in an amount
equal to the difference between the exercise price and fair
market value of the stock on the date of exercise (Section
421(b); Prop. Reg. Section 1.422A-l(b)). Therefore, in a
disqualifying disposition, there is no special tax treatment
from which the taxpayer is benefiting which should trigger
application of the alternative minimum tax. Application of
the alternative minimum tax in this situation is therefore
contrary to the purpose of the alternative minimum tax.

There is no basis in legislative history for this proposed
change in tax treatment of ISO's. In fact, when Congress
amended Code Section 57 to include the ISO spread as a tax
preference, this issue was addressed. The Conference
agreement to the Tax Equity and Fiscal Responsibility Act of
1982 provides: "It is intended that the incentive stock
option preference not apply where there is an early
disposition of the stock acquired through the exercise of
the option." See H.R. Rep. No. 97-760 (Conf. Rep.), 97th
Cong. 2d Sess. 475 (1982), 1982-2 C.B. 600, 603. The IRS
appears to have a similar view as seen in a recent letter

78-959 0 - 88 - 28
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ruling. In PLR 8713054, the IRS ruled that Section 57
(a)(10) of the Code (the ISO preference) would not apply in
the situation where by June 16, 1987, there was a proposed
disposition of ISO stock acquired on June 16, 1986.

The Tax Reform Act of 1986 (TRA) did not alter the treatment
of the ISO spread as an item of tax preference. The only
substantive change made by the TRA with respect to this item
of preference was the addition of Code Section 57(a)(3)(B)
which provides a basis adjustment rule for minimum tax
purposes when determining the amount of gain or loss on a
subsequent disposition of ISO shares. In light of the
above, it is apparent that the Act's provision is much more
than a technical correction, but is a significant material
amendment without support in legislative history or intent.

Another apparent problem with this provision of the Act is
its retroactive effective date. Taxpayers justifiably have
relied upon legislative intent and more recently the above
referenced IRS ruling in concluding that the minimum tax
would not apply when there is a disqualifying disposition of
ISO stock. The effective date of this provision of the Act
is apparently governed by Section 119 of the Act which
causes it to be treated as if included in the provision of
the Tax Reform Act to which such amendment relates. This
would indicate an effective date for tax years beginning
after December 31, 1986. Certainly fairness to taxpayers
who have relied on prior law in making their decisions
dictates that the change, if made, be made on a prospective
basis only.

One of the purposes of your request for comments was to
receive recommendations for additional items to be included
in tht Act. There is a need for clarification in the area
of elimination of the ISO tax preferences by an early or
disqualifying disposition of the stock. Section 57(a)(3)
defines the ISO preference in terms of an ISO as defined in
Section 422A. Therefore, if an early or disqualifying
disposition occurs in the same tax year, the option would
not meet the requirements of 422A and thus there would be
no ISO preference. However, there is no guidance as to what
occurs when the disqualifying disposition occurs in a
subsequent tax year. This issue merits attention and
clarification, particularly in light of PLR 8713054.

The TRA made a significant reduction in the benefits of
ISO's by virtue of the elimination of the capital gains
deduction. If this provision of the Act is passed, it will
raise the question as to whether there are any real benefits
left in the use of incentive stock option plans to attract
and retain personnel.

In conclusion, the proposed change to Section 57(a)(3) is a
material substantive change to the Code which is void of
basis in legislative intent or sound tax theory.

Very Truly Yours,

JOHN T. LEYDEN
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ORAL STATEMENT OF
DAVID SILVER
PRESIDENT

INVESTMENT COMPANY INSTITUTE

Mr. Chairman. xy name is David Silver. I am President of

the Investment Company Institute, the association which

represents America's nutual fund industry. I appreciate the

opportunity to testify today.

Mutual funds have become a preferred vehicle for millions

of middle income, working Americans trying to accumulate savings

and retirement income.

The subject of cur comments is Internal Revenue Code

Section 67(c): a provision added as a technical amendment in

last year's tax reform bill. Unless corrected Section 67(c) will

impute phantom or fictional income to nearly 20 million U.S.

taxpayers next January.

The section was added in the Senate last year in the last

hour of the Senate's consideration of the bill, without hearings

or debate, in a package with hundreds of other amendments

labelled as technical and represented as having no substantive

impact. The infirmities which afflict Section 67(c) flow from

its genesis as a technical amendment shielded from the rigors of

debate or time for reflection.

First, the section is unfair to twenty million individual

taxpayers by saddling them with phantom income. To the average

taxpayer phantom income will truly be an amazing concept. The

section works like an alchemist's formula transmuting a mutual

fund's bus±iiess expenses into income for the fund's shareholders.

As with other attempts to turn lead into gold, this one also

fails. For the so-called "income" to be received by these 20

million shareholders cannot be banked, cannot be invested, and

cannot be used to buy groceries. The only thing it is good for

is to pay taxes on.

Section 67(c) is therefore grotesque as a matter of tax

equity.
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A second infirmity arises from the fact that these twenty

million taxpayers will receive 1099s which show more taxable

income than shown on their account statements. Confused and

resentful many of these taxpayers will pay their taxes on the

dollars they know they received, not on fictional amounts. The

result will be administrative chaos as there will be a gigantic

mismatch between tax returns and 1099s. IRS will be relegated to

trying to collect relatively small amounts from millions of

taxpayers.

Section 67(c) is therefore absurd from the viewpoint of

administration of the tax laws.

Third, the section is unfair as a competitive matter. As

shown in Attachment B to our written statement, no financial

product competitive with mutual funds is saddled with phantom

income.

Section 67(c) therefore violates another cardinal tenet of

tax policy -- that of neutrality.

Thus, Section 67(c) fails every test of tax policy -- from

fairness to neutrality and ease of administration.

Behind me are charts illustrating the impact of Section

67(c) on the actual tax liability of a 78 year old retired widow

with mutual fund investments which produced $6,898.85 in income

in 1986. Because of this provision, her tax bill, assuming the

same income, will increase from $495 in 1986 to $511 in 1987.

Withoiit phantom income, her 1987 tax bill would be only $393.

Section 67(c) has eliminated her entire benefit from the 1986 Tax

Reform Act.

Mr. Chairman: the policy considerations I have mentioned

this morning, and the bizarre result illustrated on these charts

in human terms, is why you, Senator Moynihan and 13 of your

Finance Committee colleagues have joined together to introduce

S. 1489 to correct Section 67(c).

I would be happy to answer any questions.
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TESTIMONY OF
DAVID SILVER, PRESIDENT

INVESTMENT COMPANY INSTITUTE
BEFORE THE

COMMITTEE ON FINANCE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

ON TECHNICAL CORRECTIONS TO THE
TAX REFORM ACT OF 1986

JULY 22, 1987

Section 67(c) was added as a technical amendment to the Tax
Reform Act of 1986 as an anti-evasion provision.

Instead, the effect of the Section will be to impute
"phantom income" -- income never received -- to 20 million
mutual fund shareholders.

Most mutual fund shareholders are working Americans saving
for retirement or retirees relying heavily on their
investments for income. They will be astonished to find
additional taxable income imputed to them on these savings.

Furthermore, the section places mutual funds at an unfair
competitive disadvantage. Virtually every other investment
product, which competes with mutual funds, is not subject
to this provision.

Fifteen members of the Finance Committee have cosponsored
legislation, S. 1489, to alleviate the discriminatory
impact of Section 67(c) upon mutual fund shareholders and
mutual funds.

S. 1489 is a necessary technical change and should be
enacted in the earliest available legislative "vehicle."
Absent timely congressional action, relief for taxpayers
for 1987 may not be possible.

I.R.C. Section 67(c), added as a technical amendment last
year, imposed an unfair and discriminatory tax on 20
million mutual fund shareholders. This was simply improper
and, we believe, unintended. S. 1489, endorsed by three-
fourths of the Finance Committee. provides the Proper
remedy. It should be passed at the earliest available
opportunity.
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TESTIMONY OF
DAVID SILVER, PRESIDENT

INVESTMENT COMPANY INSTITUTE

I. INTRODUCTION

Mr. Chairman. I appreciate the opportunity to testify
today. My name is David Silver. I am president of the Investment
Company Institute, the association which represents America's

mutual fund industry. The Institute's membership includes 2,086

open-end investment companies ("mutual funds"), their investment
advisers and principal underwriters. Its mutual fund members hold
assets accounting for approximately 90% of total industry assets

and have over 29 million shareholders.

Mutual funds clearly have become a highly preferred
investment vehicle for millions of middle income investors and
working Americans trying to accumulate savings and retirement
income. They provide investors of moderate means the opportunity
to obtain professional investment management and diversification of
their investments. Over half of all mutual fund shareholders
(excluding those in tax-exempt funds*) have household incomes of

less than $50,000; forty percent have adjusted gross income under
$40,000. Excluding money market mutual funds, thirty-eight percent
of all fund shareholders are retired. Many of these retirees
depend heavily on their mutual fund investments for day-to-day
living expenses.

The subject of our comments today is Internal Revenue Code
Section 67(c): a provision added to the tax code in last year's

tax reform measure. Absent timely congressional action, Section
67(c) could adversely affect almost every mutual fund and mutual

fund shareholder in America. As currently written, Section 67(c)
will impute phantom taxable income, i.e., income not received but

included in taxable income, to nearly 20 million U.S. taxpayers

this year. Mutual fund households will have to pay taxes on $100

-$200 or more of income they never receive.

We are most pleased, Mr. Chairman, that 15 members of the
Senate Finance Committee recently joined in introducing S. 1489, a

bill authored by Senator Moynihan to remove the discriminatory

impact of Section 67(c) upon mutual funds and mutual fund

shareholders. We hope that this Committee will agree that S.1489

would be a suitable technical change to last year's tax reform law
which ought to be enacted as part of the earliest available

legislative "vehicle."
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Please consider the following reasons for enacting 8.1489

as promptly as possible.

II. SECTION 67(0) VASTLY OVERSHOT THE MARK INTENDED BY CONGRESS

LAST YEAR.

A. Section 67(c) Was Intended To Be a Narrow Anti-evasion

Provision.

I.R.C. Section 67, added to the Code last year, imposes a

two percent floor on certain "miscellaneous itemized deductions,"

including deductions under Section 212 for expenses incurred in

producing investment income. Section 67(c) was added as one of

hundreds of technical amendments at literally the last hour of the

Senate's consideration of the Tax Reform Act. On its face it

appears to be solely an anti-evasion or "loophole closing"

provision: to prevent the indirect deduction through

"pass-thru entities" of amounts not deductible if incurred by an

individual directly.

Theoretically, I suppose, some sort of specialized "mutual
fund" might be established by a handful of taxpayers seeking to

avoid Section 67's restrictions -- although I believe that

hypothetical possibility is farfetched. Were that to occur, the

application of Section 67(c)'s "loophole closing" intent would be

appropriate.

However, Section 67(c), as written, went far beyond that

narrow prophylactic purpose. Regulations may be issued to

effectuate Section 67(c)that would impute phantom taxable income

to virtually all individual mutual fund shareholders in an amount

equal to a portion of the operating expenses of their mutual fund.

These operating expenses have, in the past, been recognized by the

Internal Revenue Service as ordinary and necessary business

expenses. Under the new provision, however, a fund shareholder

will be treated-as having personally incurred the expenses and (if

he or she itemizes) will be permitted to deduct the expenses only

if, together with the shareholder's other miscellaneous itemized

deductions, the expenses exceed the two percent floor.

B. Section 67(c) Inappropriately Affects 20 Million

Shareholders of Publicly Offered Mutual Funds.

It is patently ludicrous that a natrow anti-evasion

provision should impute phantom income to 20 million shareholders

of publicly-offered mutual funds. The more so when one considers
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that Section 67(c) will apparently impute income to nonitemizers as
well as itemizers and that nonitemizers will in no event be able to
deduct these expenses. Of these mutual fund shareholders who do
itemize their deductions, only a small percentage will
have expenses in excess of the two percent floor. Section 67(c)
will thrust a peculiar new tax burden upon 20 million taxpayers
which defies reality.

Who are these taxpayers? I can assure the Committee they
are not wealthy manipulators of the tax code. Nor are they
conversant with such arcane concepts as phantom income. Many
shareholders are pensioners or working Americans building their
retirement savings. They thought the Congress was reducing their
overall tax burden last year via increases in the standard
deduction and personal exemption amounts and decreases in the
effective tax rates. They will be astonished next January to see
on their Forms 1099 that the Congress actually cut those tax
benefits by imputing to them significant amounts of phantom income.

C. The Phantom Taxable Income Created by Section 67(c)
Unfairly Increases the Tax Burden of Mutual Fund
Shareholders.

The impact of Section 67(c) will first be felt by mutual
fund shareholders next January. They will receive a Form 1099
which includes in taxable income an amount greater than that which
is reflected in their year-end statements of account or their own
checkbooks.

The effective rate of tax on all mutual fund dividends will
be increased significantly by Section 67(c). In the case of
shareholders in equity funds, the effective tax rate on dividends
will be increased by 20 percent or more for investors of every

income level.

The penalty imposed by Section 67(c) falls even more
heavily on older shareholders than it does on-younger shareholders.
This is because retirees depend heavily on their mutual fund
investments for living expenses. In addition, elderly shareholders
are less likely to be able to deduct any portion of the imputed
income, because they either use the standard deduction or have
insufficient miscellaneous deductions to exceed the 2 percent
floor. I would draw the Committee's attention to Attachment A

which illustrates the impact of Section 67(c) on elderly
shareholders.
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D. The Enforcement of Section 67(c) Will Be An
Administrative Nightmare.

And what will be the impact upon mutual funds and the U.S.
government? In a word, chaosl Ease of entry and swift
redeemability have been a hallmark of mutual fund investing.
Trillions of dollars are invested and withdrawn from mutual funds
each year. A severe administrative logjam could develop in
identifying millions of individual shareholders and then allocating

phantom income to them. It will be a worse problem for the
government. The IRS will face an administrative nightmare in
trying to collect the tax attributable to Section 67(c). The
income reported on Form 1099, which will include Section 67(c)
"phantom income", will disagree with shareholders' own records and
yearly account statements received from the funds. Millions of
shareholders will be confused by this discrepancy and will simply
report on their tax returns the income they know they received.
The result will be a mismatch between tax returns ana 1099s,
leaving the IRS in the unenviable position of trying to collect
$30, $40 or $100 from millions of citizens who do not believe that
they have underpaid their taxes.

E. Section 67(c) Puts Mutual Funds At An Unfair
Competitive Disadvantage.

Finally, Section 67(c) might at least have made logical
sense had it been applied to all competing investment products.

But it applies to mutual funds alone. Even real estate investment
trusts investing in securities are excepted from this provision
even though REITs are taxed under the provisions of Subchapter M of
the Code along with mutual funds. Virtually every investment

product which competes with mutual funds is unaffected. This
discrimination against mutual funds and mutual fund shareholders is

illogical and is objectionable tax policy. I have attached, as

Attachment B, a brief analysis which illustrates the discriminatory

nature of Section 67(c).

III. SECTION 67(c) WAS INAPPROPRIATELY ADOPTED AS A TECHNICAL
AMENDMENT.

A. This Provision Was First Introduced on the Floor of the
Senate Buried Among Hundreds of Technical Provisions.

I scarcely need remind the Committee that Congress is not

in the habit of imputing phantom taxable income to millions of
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Americans by way of technical amendment or otherwise. It should
not have happened here.

Sectio 67 was included in the House version of the tax

reform legislation and was subsequently modified by the Senate
Finance Committee. However, the provision that became Section
67(c) first surfaced only in the last hours of Senate floor
consideration in a ninety-page package of technical provisions.
We believe that the Senate floor managers assumed that every
provision in that package was purely technical, nonsubstantive.
They so assured the Senate. Without debate, the Senate thereupon
approved the entire package. Yet, in the end, there was Section
67(c).

B. Section 67(c) Would Never Have Survived the
Deliberative Process.

I must tell you candidly that the mutual fund industry
feels seriously aggrieved by last year's process. The deliberative

tax reform process lasted for months. We participated actively

while the tax reform bill moved through the Congress. There was

never a hearing or even one minute of debate on the Senate floor
about a proposal to impute phantom taxable income to mutual fund
shareholders or to discriminate against mutual funds. To put it

bluntly, we were denied any meaningful opportunity to oppose -- or
even to comment on --Section 67(c). But the failure of the normal

legislative process to work was not merely a technical infirmity --
it had serious consequences.

Had Section 67(c) ever been proposed during the Senate's
deliberative process, it never would have survived. Retrospective

consideration of Section 67(c) finds a conspicuous absence of

support:

0 Secretary Baker has written to members of Congress stating
that Section 67(c) was not required for revenue neutrality
last year and urging its reconsideration;

0 The House Conferees last year opposed the application of

Section 67(c) to mutual funds and we believe that the House
Ways and Means Committee still maintains that position;

and,

0 Three quarters of the Senate Finance Committee members have
sponsored S.1489, legislation modifying Section 67(c).
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C. Section 67(c) Was a Dramatic, Substantive Change, Not
a Technical Provision.

Now that the scope of Section 67(c) is understood, no one
can seriously maintain that extending Section 67(c) to mutual fund
shareholders generally was "technical." Section 67 of the Code is
a provision which limits the deductibility of certain miscellaneous
itemized deductions by individuals. Prior to the introduction of
Section 67j j, mutual fund shareholders were unaffected by the

debate on Section 67, because mutual fund expenses were
appropriately treated as business expenses of the fund, not
investment miscellaneous expenses of individuals deducted under
section 212. By converting business expenses of a mutual fund into
miscellaneous expenses of its individual shareholders, the

introduction of Section 67(c) resulted in a dramatic, substantive
change. Not only was this change inappropriate as a technical
amendment, but any reasoned consideration of this change would have
revealed it to be poor tax policy.

D. The Scope of Section 67(c) Was Unintentionally Broad.

The application of Section 67 to mutual funds through
Section 67(c) is also not defensible as an anti-evasion device. No
one would say that absent Section 67(c), 20 million mutual fund
shareholders would suddenly be using their mutual funds to sidestep
the restriction on Section 212 deductions. People invest in mutual
funds to obtain professional investment management and
diversification, not to engage in tax avoidance schemes.

S.1489 would restore the original congressional purpose of
this provision. It would leave Section 67(c) intact as an anti-
evasion, loophole closing provision. With regard to mutual funds,
it would restrict Section 67(c)'s application to taxpayers who
somehow endeavor to use a mutual fund investment to circumvent
Section 67, while eliminating the need for Treasury to impose a
discriminatory phantom income tax upon the vast majority of mutual
fund shareholders.

IV. RELIEF FOR MUTUAL FUND SHAREHOLDERS SHOULk BE ENACTED
IMMEDIATELY.

For the reasons stated above, S.1489 clearly should qualify
for inclusion in the technical corrections bill. We are concerned,
however, that enactment of the technical corrections bill will be
delayed beyond the time when effective relief will be possible.
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Retroactive relief from Section 67(c) would be costly and
unmanageable. Once shareholders begin filing their 1987 tax
returns in January and February of 1988, correction of Section

67(c) would be an enormous administrative burden. Moreover, the
lead time required to prepare 1099 forms to be mailed next January
makes immediate relief appropriate.

We, therefore, urge the Committee to enact S.1489 in the
earliest available legislation.

V. REVENUE ESTIMATES ASCRIBED TO SECTION 67(o) AFTER THE FACT
SHOULD NOT DETER CONGRESS FROM CORRECTING LAST YEAR'S
ERROR.

A. Section 67(c) Was Introduced As a Technical Provision,
Not Intended to Produce Any Revenue.

Secretary Baker has written to members of Congress that
Section 67(c) was not required for revenue neutrality in last
year's tax law. Indeed "technical provisions" are not supposed to
yield independent revenues. We believe that no revenue was
attributed to this provision either at the time it was proposed as
a technical amendment on the Senate floor or at the time the
President signed the bill into law.

We appreciate the Committee's concern about the revenue
impact associated with various amendments to the tax law. I am
sure you can appreciate our concern over the suggestion that
revenue implications might prevent Congress from amending Section
67(c). Even though it is wrong as a matter of policy; was never
intended to affect 20 million taxpayers; was never intended to
impose a harsh competitive inequity on an industry: and was never
intended to create administrative chaos for the government.

Here is a provision -- now generally disdained -- adopted
only because it was proffered as a technical amendment and thus

presumably not intended to produce independent revenue impact. Yet

changing it may prove impossible because revenue came to be
associated with it once it had been enacted? This is a Catch-22 of
the highest order.

Mr. Chairman, it would be most unfortunate if techni-
calities of the budget estimating process were to prevent the
Congress from modifying a provision that will adversely affect 20
million taxpayers. The Committee should disregard the revenue



883

impact ostensibly associated with Section 67(c). I am not familiar
with the technicalities of the budgetary process. But it makes
sense to me that something introduced as a technical amendment, not
designed to produce revenue, should be corrected as a technical
amendment, without being saddled with revenue consequences.

B. The Revenue Attributed to Section 67(c) Should Be

Reduced Under An Appropriate Construction of the Law.

While we believe that equity requires correction of Section

67(c) without consideration of any revenue impact, the whole
discussion of revenue should be put in perspective. We urge the

Committee to consider the following points.

Secretary Baker has written that the upward limit of

revenue impact could be as much as $530 million per year. This

purely theoretical figure is valid only if Treasury, in
regulations, imputes 100 percent of a mutual fund's expenses as

income to its shareholders. This is an unrealistic assumption that
does not comport with even the most extreme construction of the

law.

The legislation directed that Treasury should determine
those mutual fund expenses comparable to the expenses of an

individual which are subject to the two percent floor. While we do

not believe that the business expenses of a mutual fund are

analogous to personal miscellaneous expenses, we have,

nevertheless, done our best to draw the analogy.

The mutual fund industry has presented Treasury with two

analyses--one which considered the industry at large and one which

actually examined the practices of eight diverse funds--to
ascertain that portion of a fund's expenses which could be viewed

as comparable to those individual expenses subject to the floor
and, therefore, to be allocated as income to shareholders under
Section 67(c). These analyses demonstrate that the appropriate

percentage is no more than 22 percent.

Under these analyses, the maximum annual revenue impact
associated with congressional modification of Section 67(c) would
barely exceed $100 million.

C. The Revenue Estimate Should Also Be Reduced for Non-

compliance, Non-collection and Other Factors.
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In practical terms, even the $100 million revenue figure
ought to be discounted to recognize probable shortfalls
attributable to noncompliance, noncolleoction and other factors.
Experienced tax lawyers have predicted that many taxpayers will
have already prepared their tax returns on the basis of year-end
statements of account prior to receiving 1099s; many will not
understand the imputed income and will not pay the
additional tax. The IRS will face the choice of implementing
costly collection procedures or foregoing the amounts of tax at
issue. In either case, the potential revenue figure associated

with Section 67(c) ought to be discounted.

VI. CONCLUSION

Mr. Chairman, thank you for this opportunity to testify.
The defects in Section 67(c) are readily apparent and have been
broadly acknowledged. A technical correction to restore the
original congressional intent -- that Section 67(c) merely prevent

evasion of Section 67 -- ought to be enacted in time to provide
relief to taxpayers and to mutual funds this year.

* Shareholders in tax-exempt funds have been excluded from these
statistics because it appears that such funds may be largely
unaffected by Section 67(c).

ATrAHMENT A

IMPACT OF SECTION 67(c) ON OLDER SHAREHOLDERS

The significance of the fact that the numbers shown on these
tables represent only average numbers may also be seen in Table 5,
which illustrates the impact of section 67(c) on shareholders age
65 or older. Excluding money market fund owners, 38 percent of all
mutual fund shareholders are retirees.
In general, the section 67(c) penalty falls more heavily on
shareholders in this age group for three reasons. First, retirees
and older individuals generally own more investments than younger
individuals in the same income class. Second, elderly shareholders
are less likely to be able to deduct any portion of the imputed
income, because they either use the standard deduction or have
insufficiant miscellaneous deductions to exceed the 2 percent
floor. Most importantly, retirees and older shareholders often
rely heavily on their investments for living expenses and,
therefore, tend to notice any decrease in the return on their
investments. The penalty imposed under section 67(c) on mutual
fund investors age 65 or over is even more substantial than that
imposed on younger shareholders and is, therefore, even more likely
to be disturbinS to these shareholders.
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The impact of the section 67(c) tax penalty on the elderly
may also be analyzed in terms of its effect on the tax benefits
otherwise gained by the elderly under the new law. By changing the
personal exemption and standard deduction amounts available to the
elderly, the 1986 Tax Reform Act increased the amount of income
which may be earned by an elderly couple before any tax liability
is imposed. On average, at least one quarter of this benefit is
offset by the section 67(c) imputed income.

Average Ta iabilityas mateel Pud Dividends and the ffect of the 67(c) Groan-UpI
- Sbarabore 65 Tears of Age ed Over, AllMutual lund Types

(1986 Levels)

IncomeClass Ta" Liability to AditLional Taxable Additional Tx prcentale change in taie
(Thousade of Mutual und DLi6Mtd. Income due to liability due o o mutus, fund dvidanded
19S& deolirI) No 67(c) Groan-up 67(c) $rOss-up 67(c) rua-up 'due to 67(c) $oss-up

lee than 10 $191 $137 21 "10.6

10-20 190 132 20 10.,

20-30 614 241 66 11.1

30-40 590 260 62 10.6

40-SO 931 243 88 10.8

50-75 1.200 417 122 10.2

75-100 1,591 453 146 9.2

100-200 1,734 $41 168 9.7

sore tha 200 1,747 716 201 11.5

Total 601 278 61 10.2

1/ All tax calculations are per ued separately for each taxpayer within each incom class. The average
3f the individual clculation. I then coeputed end reported here. Therefore, the reaule for each income
clean are the average for all tpysra v0thint hat clans, including Itemtsera end non.Itesimere, Joint
and non-Joint filer., etc.

Source: price Vaterhouae

Kay 25, 1987

ATTACfEW B

COMPETITIVE EFFECT OF SECTION 67(c)

The attached chart graphically illustrates the adverse
competitive impact of section 67(c) on the mutual fund industry. For
the entire spectrum of the $800 billion plus mutual fund industry,
there exists one or more competing investment product which is not
similarly disadvantaged. As illustrated, each major type of fund
competes with other investment vehicles for the dollars of investors
seeking to purchase a debt, tax-exempt debt or equity investment.
Not one of these alternative investment vehicles4-is burdened with
the investor penalty of section 67(c).

Examples of two products which compete directly with
particular sectors of the mutual fund industry are bank money market
deposit accounts and managed brokerage accounts invested in equity
obligations. The impact of section 67(c) on money market mutual
funds and equity mutual funds may be sufficient to tip the
competitive balance in favor of the non-mutual fund alternative
product.

1. Money Market Funds v. Bank Money Market Deposit Accounts

At the present time, approximately one-third of all mutual fund
assets, some $230 billion dollars, are invested in money market
mutual funds. By contrast, the bank money market deposit accounts, a



financial product created by Congress in 1983 for the express purpose
of competing with money market mutual funds, currently hold some $570
billion. The yield on bank money market deposit accounts is
typically set at a level very close to that paid by money market
mutual funds. However, bank money market deposit accounts have the
additional benefit of FDIC insurance. With the impact of section
67(c) on the effective after-tax yield on money market mutual funds,
the competitive balance will, in many cases, tip clearly in favor of
the bank money market deposit account.

2. Equity Mutual Funds v. Managed Brokerage Accounts

Although equity mutual funds are not typically as yield sensitive
as money market mutual funds, they also have a directly competitive
alternative investment product. Moreover, investors in equity mutual
funds zay be even more likely to be motivated than shareholders in
other funds to seek out an alternative investment vehicle because of
the greater impact of section 67(c) on such funds. The overall
.expenses of equity funds tend to be greater than those of other
funds. Moreover, such funds, because they try to maximize capital
appreciation rather than ordinary income dividends, typically
distribute relatively small amounts of divided income. For these two
reasons (higher expenses and lower ordinary income dividends),
section-67(c) may be expected to have a greater impact on
shareholders of equity mutual funds than shareholders of other funds.
As a percentage of yield, the shareholder's pro rata share of
expenses subject to the two percent floor will be greater in an
equity mutual fund.

Investors seeking an alternative investment without the
tax disadvantages of equity mutual funds can establish managed
equity portfolio accounts with brokerage firms. These
portfolios, which typically include stocks taken from the
brokerage firm's approved list can be offered to customers of
the firm with no investment charge for the investment advisory
services. Only brokerage commissions, which are not subject
to the two percent floor, will be paid by the investor for
transactions within the managed equity account.

The essential viability of the mutual fund industry has
traditionally rested upon the absence of any tax disincentive to
investor in mutual funds. The mutual fund investor has been treated,
for tax purposes, comparably to the direct investor in securities.
Section 67(c) represents a significant departure from this basic
principle. It places the mutual fund investors in a less favorable
tax position than many other direct investors and thereby places
funds at a considerable competitive disadvantage.

* Although it had been previously believed that commodity pools
and other partnership investment products might also be affected
by Section 67(c), it now appears that only mutual funds will be
affected by the provision.
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July 22, 1987

Statement of J&B Management Company

on

S. 1350

The real estate management company J&B Management
Company and its affiliated partnerships (J&B)-* own and
operate 152 multifamily housing projects in 19 different
states.!_[/ Over half of the projects participate in HUD's
rent subsidy programs, such as its Section 8 program, making
J&B one of the largest owners of low-income units in the
country.

J&13 strongly supports Section 105(a)(10) of S. 1350.
This section reiterates that the passive activities rules in
the Tax Reform Act of 1986 apply to post-1986 income
recognized on pre-1987 installment sales. Without this
provision, Treasury's proposal to deny passive activity
treatment to such income from pre-1987 installment sales
will have a profoundly adverse effect on J&B"s ability to
continue to provide housing to low income tenants. (IHS
Announcement 87-8, December 24, 1986).

Over the years J&B has, as a regular matter, sold
projects to others on an installment sales basis. Often
this was the only way the new owner could afford to purchase
the property. Some of the income from these past
installment sales will be recognized in 1987. Under current
market conditions this income from past installment sales
will represent the vast bulk, perhaps 80% to 90%, of J&B's
1987 total expected income. The low-income properties
currently owned by J&B are generating little or no income,
and most are, in fact, generating losses which in total may
equal most of the income that will be recognized this year
from the prior installment sales.

If Treasury's proposal to treat income from pre-1987
installment sales differently from any other kind of passive
activity prevails, J&B will be required to pay tax on the
income realized from the installment sales without any
recognition of the losses incurred in the same year by the
same taxpayer from the same type of real estate proper-
ties. This would be an extremely illogical and inequitable
result. Section 105(a)(10) avoids this result, and by
treating the passive income from such prior installment
sales the same way as deductions generated by J&B's existing
passive investments, will make it possible for J&B to offset
one against the other.

* / This statement is submitted to the Senate Finance
Committee by Mr. Bernard Rodin in his capacity as general
partner of J&B Management Company.

**/ The states are Texas, Missouri, Georgia, South
Carolina, Louisiana, North Carolina, Oklahoma, Florida,
Kansas, New Jersey, New Mexico, Pennsylvania, Arkansas,
California, Illinois, Kentucky, Maryland, Michigan, and
Tennessee.
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Section 105(a) (10) of S. 1350 is fully consistent with
the purpose of the underlying passive activity rules, which
is to prevent a taxpayer from using losses from passive
activities to shelter earned income. The proposed language
preserves that policy. It .is also consistent with the clear
meaning of the language in last year's Act. Section 469 of
the new Code provides that income from one passive activity
shall be deducted against passive losses from another.
These passive activity rules apply to income or losses
recognized in "taxable years beginning after December 31,
1986." (Section 501(c)(1) of the Reform Act). Nothing in
the 1986 Act's transition provision suggests that income so
recognized in taxable years beginning in 1987 from pre-1987
installment sales might be singled out for any different
treatment. To the contrary, Section 501(c)(2) of the 1986
Act specifically provides that carry-overs of pre-1987 Net
Operating Losses shall not be subject to the passive
activity rules, thereby-ndicating that in the absence of
such specific exemption, income or losses realized in 1987
from pre-1987 transactions would be subject to the same
rules as any other passive income.

Enactment of Section 105(a)(10) as part of S. 1350
will, therefore, protect the original intent of the 1986 Tax
Reform Act. The provision will do no more than ensure that
the substantive policies Congress adopted last year are
implemented in the way intended. In the absence of such
provisions, the unintended and unexpected impact of the
Reform Act's passive activity rules on J&B will seriously
harm this company's ability to maintain its investments in
low-income housing.
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JOINT STATEMENT OF THOMAS A. JORGENSEN, ESQUIRE
AND ELAINE K. CHURCH

BEFORE THE COMMITTEE ON FINANCE,
U.S. SENATE

This statement is submitted Jointly by Thomas A. Jorgensen, an
attorney with the law firm of Calfee, Halter & Griswold in
Cleveland, Ohio, and Elaine K. Church, a senior manager with the
national accounting firm of Price Waterhouse. We appreciate the
opportunity to provide written comments to your Committee on
S. 1350, the Technical Corrections Act of 1987, and to address an
important issue related to Employee Stock Ownership Plans
(ESOPs).

Since 1913, Congress has supported the development and growth
of ESOPs though a series of legislative initiatives. Congress
viewed ESOPs as a bold and innovative method of strengthening the
free enterprise system and solving the dual problems of securing
capital funds necessary for corporate growth and of bringing
about stock ownership for a large number of corporate employees.

The Deficit Reduction Act of 1984 further expanded the tax
incentives for establishing ESOPs by adding Section 1042 to the
Code. Through Section 1042, Congress sought to encourage
closely-held corporations to establish ESOPs by providing certain
taxpayers with the ability to defer the recognition of any gain
realized on the sale of employer securities to an ESOP. To
realize the Congressional intent underlying Section 1042, the
Code needs to be amended.

We urge that S. 1350, now before the Committee, include a
provision amending Section 409(n) of the Code to provide that the
allocation restrictions be applied separately to each unrela.e4
seller of employer securities. This would eliminate the
unnecessarily punitive position taken by the Treasury Department
that the allocation restrictions apply to all securities acquired
by the ESOP from unrelated sellers in a Section 1042 transaction.

I. BACKGROUND

Section 1042 of the Code generally permits an individual who
sells qualifying employer securities to an ESOP to defer recog-
nition of gain realized on the sale, provided certain conditions
are met. To ensure that the transaction actually benefits a
broad group of employees, Sect.ion 1042(b), as originally enacted,
denied nonrecognition treatment if the ESOP allocated securities
acquired in a Section 1042 transaction to or for the benefit of
(1) the seller, (2) certain family members of the seller, or (3)
any 25 percent shareholder.

Because of the three-year statute of limitations typically
applicable to an individual's tax return, it was determined that
denying Section 1042 nonrecognition treatment to the seller was
an ineffective sanction. Once the statute had expired with
respect to the seller's return, no enforceable penalty would
apply if the ESOP allocated the Section 1042 securities to the
prohibited participants. To remedy this situation, the Tax
Reform Act of 1986 (the "Act") replaced Section 1042(b) with new
Section 409(n). Section 409(n) generally provides that an
allocation of Section 1042 securities to prohibited individuals
will (1) be treated as a distribution to these individuals and
(2) be subject to the 50 percent excise tax imposed by Section
4979A.

II. INTERPRETATIONS OF THE ALLOCATION RESTRICTIONS PRIOR TO THE
TAX REFORM ACT OF 1986

The scope of these restrictions on the allocation of
securities acquired in a Section 1042 transaction has never been
clearly articulated. Section 1042(b)(3) originally restricted
allocations of "assets...attributable to employer securities,..
acquired by the plan described in paragraph (1) [of Section
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1042]." This language, which was not addressed in the Senate
Finance Committee Report (S. Rep. 98-169, 98th Cong. 2nd Sess.
1183), arguably would have totally precluded prohibited
individuals from participating in an ESOP that is a party to a
Section 1042 transaction (including participation in a
pretransaction period). However, the General Explanation of the
Deficit Reduction Act of 1984 suggests'that this prohibition was
not intended. The General Explanation states, at page 897, that
the allocation restrictions extend merely to "assets attributable
to the qualified securities involved in the nonrecognition
transaction." Thus, where the allocation restrictions would
apply to the seller and family members, they appeared merely to
restrict the allocation of the securities acquired from the
seller in the Section 1042 transaction.

The General Explanation appeared also to suggest, therefore,
that if there were a series of Section 1042 transactions
involving unrelated sellers, the allocation restrictions would
apply separately to the securities acquired in each transaction.
Assume, for example, that in two Section 1042 transactions
involving unrelated sellers, the allocation restrictions would
apply separately to the securities acquired in each transaction.
Assume also that $15 million of securities are acquired from
Seller A in year one and $1 million of securities from Seller B
in year three. Assume further that A and B are unrelated and
that A, B and their family members are not twenty-five percent
shareholders. In that case, the General Explanation suggests
that Seller A (and family) are precluded from receiving an
allocation of any of the $15 million of securities acquired in
the sale by A, but are eligible to participate in the allocation
of the $1 million of securities in the sale by B. Similarly, B
(and family) are precluded from receiving an allocation of any of
the $1 million of securities acquired in the sale by B, but are
eligible to participate in the allocations of the securities
acquired in the sale by A.

The Treasury Department, however, took a contrary view in
temporary regulations issued under Section 1042. Question and
Answer 2 of Section 1.1042-IT provides that the allocation
restrictions apply to every seller and family member with respect
to all securities acquired in any sale (either concurrent or
subsequent) to which Section 1042 applies. Under this
interpretation, A (and family) could not participate in the
allocation of the securities acquired from either A or B. Also,
although B (and family) could participate in year one and year
two allocations of securities acquired from A, they could not, by
virtue of B's sale in year three, thereafter participate in
further allocations of securities acquired from A. We believe
this position is unnecessarily punitive.

III. THE TAX REFORM ACT OF 1986

When the Act altered the sanctions for allocating securities
to restricted individuals, the issue of the scope of the
allocation restrictions resurfaced. By its terms, Section 409(n)
now generally restricts the allocation of "securities acquired by
the plan... in a sale to which Section 1042...applies." Also,
Section 409(n)(3) provides a limited exception to the allocation
restrictions for individuals otherwise affected only because they
are a seller's lineal descendants. Under the exception -- "the
aggregate amount allocated to the benefit of all such lineal
descendants during the nonallocation period cannot exceed more
than five percent of the employer securities (or amounts
allocated in lieu thereof) held by the plan which are
attributable to a sale to the plan by any person related to such
descendants (within the meaning of Section 267(c)(4)) in a
transaction to which Section 1042 applied." We understand that
except for the addition of the rules under Section 409(n)(3), the
Act's replacing the sanctions under Section 1042(b) with those
under Section 409(n) was not intended to alter the scope and
application of the allocation restrictions.
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The limited exception in Section 409(n)(3) does not, of
course, necessarily invalidate the temporary regulations but it
does call their validity into question. Section 409(n)(3) was
intended asa relief provision to allow lineal descendants to
share in some portion of the securities acquired from a related
party. It seems unusual for Congress to allow descendants to
share in allocations from a related party if they are precluded
from receiving allocations from strangers. If the proposed
regulations are still valid, A (and family) generally would be
precluded from receiving any securities received from A or B
except that, pursuant to Section 409(n)(3), A's lineal
descendants could receive allocations of securities received from
A or B in an amount not to exceed five percent of the $15 million
of securities acquired from A. B (and family) could continue to
participate in allocations of securities received from A in year
one or year two. However, in year three, further allocations of
A's securities (and all allocations of B's securities) to A (and
family) and B (and family) generally would be precluded on
account of B's sale, except that, pursuant to Section 409(n)(3),
B's lineal descendants could receive allocations not to exceed
five percent of the $1 million acquired from B.

We believe that this result, like that suggested by the
temporary regulations, seems unduly punitive. If A and B are.
unrelated, it is unnecessary to preclude A (and family) from
receiving allocations of securities acquired from B or to
preclude B (and family) from receiving allocations of securities
acquired from A. Also, it makes little sense to allow A's lineal
descendants to receive allocations of securities acquired from A
or B not to exceed five percent of the securities acquired from A
and no other securities acquired from B.

IV. REASONS THAT THE ALLOCATION RESTRICTIONS MUST BE AMENDED

The allocation restrictions were originally intended to
preclude inappropriate tax benefits to individuals who merely
changed the form of their stock ownership. Thus, for example, an
individual who sells securities to an ESOP was ineligible co
defer recognition of gain if those securities were then
reallocated to the individual under the ESOP. This intent is not
furthered by applying the allocation restrictions to separate
transactions involving unrelated parties and disparate amounts.
Moreover, the severity of the sanction varies indirectly with the
size of the Section 1042 transaction. Thus, those taxpayers
deriving the greatest tax benefit are subject to the least
sanction. In our example, for instance, denying B (and family)
the opportunity to share in plan allocations of the $15 million
acquired from A is not warranted by the nonrecognition treatment
afforded B with respect to B's subsequent sale of only $1 million
of securites. In addition, application of'the allocation
restrictions in this fashion operates as a trap for the unwary.
If, for example, B had delayed the sale of the $1 million until
the $15 million of securities acquired from A were fully-
allocated, B (and family) clearly could share in the allocation
of securities acquired from A. It is only because B engaged in a
Section 1042 transaction before the securities acquired from A
wet'e fully allocated, that the restrictions apply to B (and
family). This different result is not compelled by the timing
difference.

The results are similarly skewed if the ESOP borrows to
acquire securities in a Section 1042 transaction. In such a
leveraged transaction, the acquired securities are allocated as
the debt is repaid. Thus, in our example, if the ESOP were not
leveraged and securities acquired from A were fully allocated
prior to B's sale, B (and family) could participate in all
allocations of such securities. If, however, the ESOP were
leveraged so that debt repayment and allocations of the
securities acquired from A continued after the plan acquired
securities from B, B (and family) would be precluded from
receiving allocations of securities acquired from A during the
nonallocation period beginning with the date the plan acquired
securities from B.
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We understand that the position taken in the temporary
regulations ts due, in large part, to concerns about 'cross-
allocations" where two shareholders agree to simultaneously sell
their securities to an ESOP. Although shareholder A (and family)
would be precluded from receiving allocations of securities
acquired from A, some have argued that this restriction has no
effect if they can receive allocations of securities acquired
from B. This analysis seems overly simplistic. Even if A and B
simultaneously sold equal amounts to the ESOP and were the only
ESOP participants, applying the restrictions separately to each
prohibited individual would limit each individual to an
allocation equal to one-half of the allocation to which he or she
would otherwise be entitled under the plan. This hardly
represents a negation of the allocation restrictions. Where, as
is more often the case, the shareholders sell different amounts
to the ESOP at different times, and there are many completely
unrelated participants in the ESOP, the position taken in the
temporary regulations is even less justified.

We do recognize that in rare cases there could be
cross-allocations among sellers engaging in a Section 1042
transaction. This could occur, for example, if a corporation
were owned by four shareholders, each of whom had a twenty-five
percent interest and all four fold their entire interests to an
ESOP which covered only those four individuals. In this example,
we concede that, absent the restrictive position taken in the
temporary regulations, each shareholder could receive ESOP
allocations of twenty-five percent. Thus, in effect, each
shareholder would retain his or her aggregate holdings while
still enjoying the tax benefits provided by Section 1042. While
we agree that this example shows that impermissible
cross-allocations could occur, it is important to note that this
would be a very rare situation. Attempts to preclude this abuse
should not make the general rules unduly restrictive. This
potential abuse would be better limited by rules that focus
attention on the abusive situation. For example, the statute
could preclude cross-allocation or, like Section 412(c), permit
limited allocations to lineal descendants only if no more than
one-third of aggregate allocations benefit highly-compensated
employees.

V. CONCLUSION

For these reasons, we believe that S. 1350 should include a
provision amending Section 409(n) to provide that the allocation
restrictions apply separately with respect to each unrelated
seller of employer securities. This would permit A (and family)
to fully participate in allocations of the $1 million of securi-
ties acquired from B and, pursuant to Section 409(n)(3), A's
lineal descendants could also receive allocations of as much as
five percent of the $15 million of securities acquired from A.
Similarly, B (and family) would be permitted to participate fully
in allocations of the $15 million of securities acquired from A
and B's lineal descendants could also receive allocations of as
much as five percent of the $1 million of securities acquired
from B.
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STUART R. JOSEPHS
6408 CRYSTALAIRE DRIVE

SAN DIEGO, CALIFORNIA 92120-3834

July 14, 1987

Ms. Laura Wilcox
Hearing Administrator
United States Senate
Committee on Finance
Room SD-205
Washington, D.C. 20510

Re: 1987 Technical Corrections Bill (S. 1350)

Dear Ms. McAuliffe:

Section 102(a) of the 1986 Tax Reform Act amended
Section 63 of the 1986 Internal Revenue Code to provide
that, in the case of an individual for whom a personal
exemption deduction is allowable on another taxpayer's
return, the individual's standard deduction is limited to
the greater of $500 or the individual's earned income. This
limitation causes two taxpayers with the same amount of
unearned income, to be treated differently if one of them
also has earned income.

If this unfair result is unintended, Code Section
63(c)(5) should be corrected to limit. the standard deduction
in this situation to the greater of--

(A) $500, or

(B) the individual's earned income pi$ .Q5_. (Suggested
correction underscored.)

Respectfully,

Stuart R. Jo hs, PA
(619) 469-69
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JOHNSON & SWANSON
ATTORNEYS AND COUNSELORS
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July 23, 1987

Ms. Laura Wilcox
Hearing Administrator
Committee on Finance
Room SD-205
United States Senate
Washington, D. C. 20510

Re: Proposed Technical Correction to Code Section 57(a)(3)

Dear Ms. Wilcox:

I have attached five copies of written comments we are
filing on behalf of COMPAQ Computer Corporation regarding a
proposed revision to the rule in section 57(a)(3) of the Internal
Revenue Code of 1986 requiring current inclusion in alternative
minimum taxable income of the spread between fair market value
and exercise price of stock acquired on exercise of an incentive
stock option. A summary of the recommendation is also enclosed.

The proposed revision would deal with the problem that
results when a taxpayer who wishes to make a disqualifying
disposition of stock acquired on exercise of an incentive stock
option (resulting in ordinary income to the taxpayer) is
prevented from doing so due to the operation of section-16(b) of
the Securities and Exchange Act of 1934. The suggested revision
would amend section 57(a)(3) to provide that the spread between
fair market value and exercise price of stock acquired on
exercise of an incentive stock option will not be included in
alternative minimum taxable income for the taxable year of
exercise if the stock is disposed of in a disqualifying
disposition either (i) on or before the last day of the taxable
year of exercise or (ii) in the case of stock that is subject to
section 16(b) of the Securities and Exchange Act of 1934, on or
before the 120th day following the lapse of the period during
which the sale of such stock at a profit could subject the
taxpayer to suit under that Act.

I would like the opportunity to visit with Senate Finance
Committee staff regarding the proposed revision to section
57(a)(3), and I will of course be happy to answer any questions
staff may have about the proposal at that meeting.

Very tuly yours,

David G. Glibkman
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COMPAQ COMPUTER CORPORATION

PROPOSED REVISION OF RULES REQUIRING INCLUSION OF
INCENTIVE STOCK OPTION

SPREAD IN ALTERNATIVE MINIMUM TAXABLE INCOME
FOR TAXABLE YEAR OF EXERCISE

Section 57(a)(3) of the Internal Revenue Code of 1986 (the
"Code") requires the spread between value and exercise price of
stock received on exercise of an incentive stock option ("ISO")
to be included in income for alternative minimum tax ("AMTH)
purposes at the time of exercise. The General Explanation of the
Tax Reform Act of 1986 states that the spread on exercise was
intended to constitute an item of tax preference even if the
stock is later the subject of an early, or "disqualifying,"
disposition. Prior to the enactment of the Tax Reform Act of
1986, the ISO spread on exercise was not subject to inclusion in
income for AMT purposes if the ISO stock was later the subject of
an early disposition, because the early disposition caused the
spread to be taxed-as ordinary income. Section 57(a)(3) of the
Code should continue to exclude the ISO spread on exercise from
income for AMT purposes in those cases in which an early
disposition is made either on or before the close of the taxable
year of exercise, or after the taxable year of exercise where the
sole reason- for the delay in disposition is due to the
application to the taxpayer of section 16(b) of the Securities
and Exchange Act of 1934 (the "Exchange Act").

The ISO preference item was included as an item of tax pref-
erence income because the spread on exercise is deferred income
recognized for regular tax purposes when a disposition of the ISO
stock is later made. Generally, all such "deferred" items are
elective, meaning the taxpayer could avoid inclusion of the item
(or an adjustment to taxable income),for AMT purposes by simply
not availing himself or herself of the tax deferral. Clearly, no
deferral is enjoyed by a taxpayer who makes an early disposition
of stock on or before the close of the taxable year of exercise;
thus, such a taxpayer should not be required to incur the time
and expense of computing the ISO spread on the exercise date,
including that spread in income for AMT purposes, and determining
whether regular tax or AMT should be the basis for making
estimated tax payments.

In addition, in the case of a taxpayer who is subject to
section 16(b) of the Exchange Act, exercise of an ISO within six
months prior to the end of the taxable year of exercise will not
permit a taxpayer who wishes to make a disqualifying disposition
to do so before the end of such taxable year because such a sale
would cause the loss of the taxpayer's economic profit by
operation of section 16(b) of the Exchange Act. Such a taxpayer
must wait until after the lapse of the 16(b) six-month holding
period, and thus must sell the option shares after the close of
the taxable year of exercise. Since this deferral is not
elective, but rather is compelled by the operation of a non- tax
federal statute, this deferral should not be subject to the AMT.

Accordingly, section 57(a)(3) of the Code should be amended
so that the ISO spread is not an item of tax preference for the
year of exercise by a taxpayer if the shares purchased on
exercise of the ISO are either (a) disposed of by the taxpayer in
a disqualifying disposition on or before the close of the taxable
year of exercise, or (b) subject to the provisions of section
16(b) of the Exchange Act in the hands of the taxpayer and are
disposed of by the taxpayer in a disqualifying disposition within
120 days after the lapse of the section 16(b) holding period
applicable with respect to such shares. The 120-day grace period
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for sale is required because internal corporate policy generally
prevents executives who are "insiders" and who have exercised
ISOs from selling the option stock until the-quarterly earnings
reports of their corporate employer have been released, and the
120-day period will give such an executive approximately 30 to 60
days from such release to consider the economic issues involved
in a decision to sell or not sell option took.

The relief sought for taxpayers subject to section 16(b) of
the Exchange Act is similar to the relief granted such taxpayers
in Public Law Number 97-34, Section 252(a), which added section
83(c)(3) to the Code. This provision, by treating stock as
subject to a substantial risk of forfeiture during the period it
is subject to section 16(b) of the. Exchange Act, permitted
taxpayers to defer recognition of income by reason of their
receipt of such stock for services until they were able to sell
the stock and obtain cash to pay the tax. Similarly, by not
requiring the inclusion in income for AMT purposes of stock
received on exercise of an ISO until after the taxpayer is able
to sell the stock and obtain cash to pay the tax, the relief
sought advances the laudable policy of not requiring taxpayers to
incur tax liability with respect to appreciation in property
before they have converted the appreciated property into cash
that enables them to pay the tax. In addition, such a result
will eliminate underpayment of estimated tax penalties for
individuals who for some reason cannot pay estimated tax on this
AMT preference until the option stock is sold. Accordingly,
COMPAQ Computer urges the careful consideration of the attached
proposed amendment to section 57(a)(3) of the Code.

PROPOSED AMENDMENT TO CODE SECTION 57(a)(3)

Section 57(a)(3) of the Internal Revenue Code of 1986 would
be amended to read as follows:

(3) INCENTIVE STOCK OPTIONS.--

(A) IN GENERAL. - Except as otherwise provided in
subparagraph (B), with respect to a transfer of a share of stock
pursuant to the exercise of an incentive stock option (as defined
in section 422A, whether or not the holding period requirements
of section 422A(a)(!) are met), the amount by which the fair
market value of the share at the time of exercise exceeds the
option price. For purposes of this paragraph, the fair market
value of a share of stock should be determined without regard to
any restriction other than a restriction which, by its terms,
will never lapse.

(B) CERTAIN DISQUALIFYING DISPOSITIONS. - Subparaqraph (A)
shall not aP~ly to a share of stock that is disposed of prior to
the lapse of the period spec field in araraph ( of subsection
(a) of section 422A if

.(4J the disposition occurs on or before the last
day of the taxable year in which the share of stock is
transferred to the taxpayer pursuant to the exercise of
the incentive stock option, or

jii) in the case of a share of stock transferred on
exercise of an incentive stock option to a taxpayer
subject to.section.16(b) of the Securities and Exchange
Act of 1934, the disposition occurs on or before the 120th
day following the last day of the period during which the
sale of the share at a profit could subject the taxpayer
to suit under section 16(b).of the Securities and
Exchange Act of 1934.
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(C) BASIS %DJUSTMENT. - In determining the amount of gain
or loss recognized for purposes of this part on any disposition
of a share of stock acquired pursuant to an exercise (in a
taxable year beginning after December 31, 1986) of an incentive
stock option, the basis of such stock shall be increased by the
amount (if any) of the excess referred to in subparagraph (A)
that constitutes an item of tax preference.

OC0WAQ COMPUTER CORPORATION

SUMMARY OF SUGGESTED REVISION OF RULES REQUIRING INCLUSION
OF CENTIVE STOCK OPTION SPREAD IN ALTENATIVE

MINIMUM TxABLE IN=4E FOR TAXABLE YEAR OF' EXEISE

Section 57(a)(3) currently requires the spread between fair market value
and exercise price of stock acquired on exercise of an incentive stock option
to be included in alternative minimum taxable income in the taxable year of
exercise. In the case of a taxpayer who makes a disqualifying disposition of
such stock (resulting in ordinary income to that taxpayer) but who, due to the
operation of section 16(b) of the Securities Exchange Act of 1934, cannot make
the disqualifying disposition until after the close of the taxable year of
exercise, inclusion of the spread in alternative minimum taxable income in
effect penalizes the taxpayer for a deferral that is not within his or her
control. Such an inclusion may require the taxpayer to make estimated
alternative minimum tax payments before the taxpayer is able to sell the stock
and obtain cash to pay such tax, or face estimated tax u nderpaymnt penalties.
Such inclusion also unfairly requires the taxpayer to undertake both regular
tax computations and alternative minimum tax comPutations, both for estimated
tax purposes and for purposes of preparing his or her return, thereby causing
the taxpayer to incur additional time and expense merely because a non-tax
federal statute prevents the taxpayer from selling the stock in the taxable
year of exercise.

Such penalties should not be imposed on a taxpayer who has not
voluntarily elected to defer the sale of incentive stock option stock.
Accordingly, Iection 57(a)(3) of the Internal Revenue Code of 1986 should be
amended to provide that the spread between fair market value ard exercise
price of stock acquired on exercise of an incentive stock option will not be
included in alternative minimum taxable income for the taxable year of exer-
cise if such stock is disposed of in a disqualifying disposition either (M) on
or before the last day of the taxable year of exercise or (ii) in the case of
stock that is subject to section 16(b) of the Securities and Exchange Act of
1934, on or before the 120th day following the lapse of the period during
which the sale of such stock at a profit could subject the taxpayer to suit
under that Act. A 120-day "grace" period for sale following lapse of the
section 16(b) restrictions is particularly alpropriate because internal
corporate policy normally limits the ability of executives to sell stock until
after quarterly earnings reports are tvleased to the public, and a 120-day
period will give such an executive who is an "insider" approximately 30 to 60
days following the released earnings reports to consider the economic issues
involved in a decision to sell or not sell option stocks.

Designated Representative of COMPAQ Computer Corporation:

David G. Glickman, Esq.
Johnson & Swanson
Founders Square, Suite 100
900 Jackson Street
Dallas, Texas 75202-4499

(214) 977-9186
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V&SLEY J.A. JONE

* .Charitable Gift Planning
..Asset Management 33 West Lan ter Drive
. .Private Trustee Stockton CA 95207

June 29, 1987

Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington DC 20510

Dear Ms. Wilcox:

As planned giving counsel to tax-exempt organizations located in
several states, I urge consideration of amexming the Technical Correct-
ions Act of 1987 (H.R. 2636) so that charitable gift annuities are riot
construed as "cxnmrcial-type insurance" and therefore not subject to
IRE Sec. 501(m) as enacted by TRA '86.

For H.R. 2636 to remain silent on this point, IFC Sec. 501(m)
could be misinterpreted and thereby subject 501(c) (3) organizations
to tax on their gift annuities like commercial annuities issued by
insurance ccarranies.

Such arendment should clearly distinguish charitable gift annuities
fran "commercial-type insurance" for the following reasons:

(1) Charitable gift annuities are not "ccirercial" in type or
purpose and do not compete with ommercial annuities.

(2) C'aritable gift annuities are sought by donor/constituents
of charitable organizations primarily because of those individuals'
intent to make a charitable gift rather than to enhance personal incmne.

(3) Failure to clarify the law could extinguish an important source
of charitable funds fran small donors for whom it is not practical to
undertake a charitable remainder annuity trust which is more feasibly
utilized by large donors. The latter instrument is not affected by
IRC Sec. 501(m).

Your earnest consideration of this position and receipt of your

views on the subject wuld be appreciated.

S elyip
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M MORAND UM

SECTION 11 (g)(2)(D) OF THE TECHNICAL CORRECTIONS ACT OF 1987
SHOULD BE DELETED FROM THE LEGISLATION BECAUSE IT WOULD

IMPLEMENT A CHANGE IN THE TAX REFORM ACT OF 1986
WHICH IS BOTH NON-TECHNICAL AND UNFAIR

I. Introduction.

Section 114(g)(2)(D) of S. 1350, the Technical

Corrections Act of 1987 should be deleted because it would

implement a change in the Tax Reform Act of 1986 (the "1986

Act") which is not technical, which constitutes unsound tax

policy, and would penalize individuals who are incapable of

responding to this proposed change. Under this change, the

new version of the generation-skipping transfer tax (the

"GST") enacted under the Tax Reform Act of 1986 would

unfairly apply to transfers upon death by persons who became

incompetent after September 25, 1985, and prior to the date

of enactment on October 22, 1986 -- an advance in the

effective date of more than 1 year. This change should be

deleted.

II. A Variety of Independent and Separate Reasons Support the
Deletion of Section 114(g)(2)(D).

A. Section 114(g)(2)(D) is Clearly Not a Technical Change
in the 1986 Act.

Section 114(g)(2)(D) clearly does not constitute a

technical correction to the 1986 Act. The statutory

language of section 1433 of the 1986 Act contains no

ambiguity or lack of clarity. It unequivocally

indicates that post-death transfers by persons who were

incompetent on the date of enactment are not subject to

the amended form of the GST.

SEC.1433.EFFECTIVE DATES.

(a)GENERAL-RULE.-Except as provided in
subsection (b), the amendments made by this
part shall apply to any generation-skipping
transfer (within the meaning of section 2611
of the Internal Revenue Code of 1986) made
after the date of the enactment of this Act.

(b)SPECIAL RULES.-

(2)EXCEPTIONS.-The amendments made by
this part shall not apply to-
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(C)any generation-skipping transfer-

(i)under a trust to the extent such
trust consists of property included in the
gross estate of a decedent (other than
property transferred by the decedent during
his life after the date of the enactment of
this Act), or reinvestments thereof, or

(ii)which is a direct skip which
occurs by reason of the death of any decedent;

but only if such decedent was, on the date of
the enactment of this Act, under a mental
disability to change the disposition of his
property and did not regain his competence to
dispose of such property before the date of
his death. (Emphasis added.)

The House bill equivalent of section 1433(b)(2) of

the 1986 Act as it relates to incompetent persons is

identical to the language contained in the enacted

version. It states as follows:

SEC.1223.EFFECTIVE DATES.

(a)GENERAL RULE.-Except as provided in
subsection (b), the amendments made by this
part shall epply to any generation-skipping
transfer (within the meaning of section 2611
of the Internal Revenue Code of 1985) made
after the date of the enactment of this Act.

(b)SPECIAL RULES.-
* * *

(2)EXCEPTIONS.-The amendments made by
this part shall not apply to-

(B)any generation-skipping transfer-

(i)under a trust to the extent such
trust consists of property included in the
gross estate of a decedent (other than
property transferred by the decedent during
his life after the date of the enactment of
this Act), or reinvestments thereof, or

(ii)which is a direct skip which
occurs by reason of the death of any decedent;

but only if such decedent was, on the date of
the enactment of this Act, under a mental
disability to change the disposition of his
property and did not regain his competence to
dispose of such property before the date of
his death. (Emphasis Added.)

The Senate version of the 1986 Act contained no

provision dealing with the GST. As a consequence, the

Senate bill provides no guidance on this matter.

While it is true that the Ways and Means Committee

Report language and the Joint Explanatory Statement of
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the Committee of Conference of the 1986 Act incorrectly

describe September 25, 1985, as the relevant statutory

date for purposes of the GST incompetency provision,

justifying section 114(g)(2)(D) based on these reports

is inappropriate because both the House version of the

statute and the enacted version are clear and

unambiguous on their face. The House report language

and the Conference Report language simply represent a

mistake in description of the statutory language adopted

respectively by the House bill drafters and the

Conference on the 1986 Act. This is demonstrated by the

General Explanation of the Tax Reform Act of 1986 Joint

Committee on Taxation (May 4, 1987) (hereinafter

referred to as the "Blue Book") which correctly

describes the enacted version of section 1433 of the

1986 Act.

EFFECTIVE DATES

The amended generation-skipping transfer
tax applies to transfers after the date of
enactment (October 22, 1986), subject to the
following exceptions:

(4)Transfers under a trust to the extent
that such trust consists of property included
in the gross estate of the decedent or which
are direct skips which occur by reason of the
death of any decedent if the decedent was
incompetent on the date of this Act (October
22, 1986) and at all times thereafter until
death. Blue Book at 1267.

In contrast to numerous other instances throughout

the Blue Book, including in the discussion of. the GST,

there is no indication in the description of the

effective date in the Blue Book that the enacted statute

is in any way inconsistent with the intended rule nor

that a technical correction is contemplated. This

confirms the conclusion that the reference in the House

Report and Conference Report to the September 25 date

was in error, and was not an intended policy overriding

the clear language of the House bill and the enacted

statute.
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B. Section 114(g)(2)(D) Substantively Represents Unsound
Tax Policy Given the Context in Which the Repeal of the
196 Version of GST has been Co.sidered.

Independent of the apparent non-technical status of

section 114(g)(2)(D), its substantive content lacks a

basis in sound tax policy, particularly given the

history surrounding the repeal of the 1976 version of

the GST and its replacement with the version enacted as

part of the 1986 Act. Virtually from the moment that

the 1976 version of the GST was enacted it was soundly

criticized by virtually all informed tax professionals

and professional trust administrators as unworkable,

incomprehensible and unfair.-It became quite clear in

the early 1980's that the 1976 version of the GST would

be repealed outright or that it would be replaced by a

substantially different tax.

The U.S. Treasury Department during the early

1980's offered a number of proposals for addressing the

problems with the 1976 version of the GST. In each

case, these proposals recognized that sound tax policy

dictated the inclusion of ample transition relief in

recognition of the level of confusion which had been

created through the enactment of the 1976 version.

For example, in testimony delivered on June 27,

1983, to the Subcommittee on Estate and Gift Taxation of

the Senate Finance Committee by then acting Tax

Legislative Counsel of the Department of Treasury Robert

G. Woodward, the Treasury proposed the following

effective date provision:

In general, the GST tax imposed under
this proposal would apply to all transfers

- - from irrevocable trusts created on or after
the date of enactment of the proposal, and to
all direct generation-skipping transfers made
on or after that date. The proposal would not
apply, however, to generation-skipping
transfers (either outright or in trust) under
wills or revocable trusts of decedents dying
before the date which is one year from the
date of enactment. The effective date would
be extended for testators who are incompetent
on the date of enactment. This one-year

78-9qY 0 - 88 - 29



904

transition rule will give estate planners time
to understand the new rules and to adjust
their planning accordingly. "Statement of
Robert G. Woodward Acting Tax Legislative
Counsel, Department of the Treasury, Before
the Subcommittee on Estate and Gift Taxation
of the Senate Finance' Committee" (June 27,
1983) at 15. (Emphasis added.)

The Treasury proposed this version of the effective

date because "legislative uncertainty has made estate

planning in this area difficult," Woodward Testimony at

10, a statement which most practitioners would view as

containing a significant degree of understatement.

The Treasury's study on tax reform which was

submitted to the President in December 1984 and which

served as the basis for the provision enacted in the

1986 Act also recognized the need for ample effective

date provisions. This legislative uncertainty had been

generated by numerous generation skipping transfer

proposals including Senate action on several occasions

to repeal entirely the 1976 GST. Recognizing this

uncertainty and consistent with its earlier proposals,

the Treasury proposed-the following effective date

provision:

In general, the GST tax imposed under
this proposal would apply to all transfers
from irrevocable trusts created on or after
the date of enactment of the proposal, and to
all direct generation-skipping transfers made
on or after that date. The proposal would not
apply, however, to generation-skipping
transfers (either outright or in trust) under
wills or revocable trusts or decedents dying
before the date which is one year from the
date of enactment. The effective date would
be extended for testators who are incompetent
on the date of enactment. This one-year
transition rule would give estate planners
time to understand the new rules and to adjust
their planning accordingly. Tax Reform for
Fairness, Simplicity, and Economic Growth
Volume 2, Office of the Secretary, Department
of the Treasury (November 1984) at 391.
(Emphasis added.)

The policy of the Treasury consistently advanced

with respect to the effective date provisions of the

GST, generally and specifically with respect to

individuals incompetent on date of enactment, reflects
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sound tax policy judgments which are consistent with the

complete uncertainty which surrounded this issue for

over 10 years and the massive complexity of this area of

law. The policy of the effective date provisions

advanced by the Treasury and enacted in the 1986 Act

should not be altered through the technical corrections

process.

An earlier effective date provision not only

ignores the confusion and uncertainty that handicaps

proper planning, it also fails to provide any positive

policy benefit to justify its negative impact. When new

tax laws are applied to steps taken prior to the'date of

enactment, it is usually justified as a means of

preventing "windows of opportunity" for tax avoidance by

pre-enactment planning. That purpose is not served by

the change now being proposed to the effective date. In

the first instance, the change is being suggested

(without prior announcement) a full nine months after

enactment. More importantly, taxpayers simply do not

plan to become incompetent to avoid an oncoming tax.

In fact, if any change should be contemplated with

respect to incompetent individuals, it should be to

conform their treatment to that afforded individuals who

have died, because incompetency represents the

equivalent of death so far as the ability to modify an

individual's estate plan is concerned. The 1986 Act

provides that individuals that die before January 1,

1987, are exempt from the GST. The technical

corrections legislation would not modify this change.

Since incompetency effectively prevents a taxpayer from

modifying his or her estate plan in any manner, it would

seem appropriate to provide treatment for individuals

becoming incompetent prior to January 1, 1987, as

comparable to a death which occurs prior to that date.
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C. Individuals who Became Incompetent After September 25,
1985, and Before the Date of Enactment Would-be Unfairly
Penalized by Section l 4(gH)2)(D).

Individuals who became incompetent after September

25, 1985, and before the date of enactment of the 1986

Act (October 22, 1986) would be unfairly penalized if

section 114(g)(2)(D) were enacted. These individuals,

by definition, are now incapable of modifying their

estate plans ifk light of the newly enacted version of

the GST.* Some of these individuals may have already

died. Between September 25, 1985, and October 22, 1986,

persons had a right to rely on the effective date

provisions in the proposed bill which clearly provided

that there would be no retroactive effective date except

as to inter-vivos irrevocable transfers. Logically,

persons did not have to change their wills and trust

documents until the date of enactment or after, thus

allowing their tax advisers to wait to look at the final

version of the act. Even a person who feared

incompetence had no reason to act otherwise because the

provisions of the bill with respect to incompetence also

were not retroactive. However, under the technical

The implied instruction of section 114(g)(2)(D) is that a
person fearin& incompetence should have changed his or her
estate plan merely on the basis of provisions of a Bill
introduced only in the House of Representatives and not yet
even approved by the Ways and Means Committee and whose
clearly stated effective date was delayed. This is
unreasonable. Even if this instruction could be discerned,
how could it be carried out intelligently? The character of
the new statute was not firmly established let alone
understood by professionals. It is important to keep in mind
that the Senate Bill contained no GST provisions at all, and
it was entirely unclear whether any GST proposal would be
included in the final bill until after the Confernce
Committee made its report in October of 1986. In fact, given
the pending technical corrections legislation, it is fair to
say that the nature of the GST provisions cannot be
understood with any certainty even today.
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corrections bill, people who in fact became incompetent

and unable to change their estate plans, would lose the

protection of the transitional rules after the fact.

This is clearly unfair. Another way of viewing the

problem is that a taxpayer who died during the

transition period (September 25, 1985, through December

31, 1986) is protected; a person who survived and

remained competent is able to react and change his or

her plan; but a person who became incompetent is denied

either chance. These types of concerns obviously caused

Treasury drafters of the various post-1976 Act revisions

to the GST to provide ample transition relief for

incompetent individuals. The merit of this policy

position should not be reversed through technical

correction legislation which fundamentally alters the

statutory effective date provision included in the 1986

Act.

III. Conclusion.

Section 114(g)(2)(D) clearly represents a substantive

change to the statutory provision contained in the 1986 Act.

By moving the effective date of the 1986 GST for incompetent

persons, fundamental inequities would be imposed on

individuals who are obviously incapable of responding to such

a legislative change. The obvious and apparent unfairness of

such a measure is inconsistent with sound tax policy. As a

consequence, section 114(g)(2)(D) should'not be included as

part of any technical correction legislation.

1,
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SUPPLEMENTAL SHEET SUMMARIZING TESTIMONY

Section 14(g)(2)(D) of S. 1350, the Technical Corrections
Act of 1987 would substantively amend section 1433(b)(2)(C) of the
Tax Reform Act of 1986 (the "1986 Act") by advancing by over a
year the effective date of the generation skipping transfer tax as
it relates to incompetent persons. This change is not technical,
constitutes unsound tax policy and should be deleted from
technical corrections legislation. The designated representative
listed below represents Alex Miller, an individual who became
incompetent after September 25, 1985, but before the date of
enactment of the 1986 Act. Section 114(g)(2)(D.)would unfairly
impact-this individual who lacks now the ability to modify his
estate plan in response to the provisions enacted as part of the
1986 Act or to changes like that now proposed by the technical
corrections legislation. The obvious unfairness which section
114(g)(2)(D) would impose on Alex- Miller and other individuals
like him dictates that this provision be deleted from technical
correction legislation. The designated representative of Alex
Miller for this matter is as follows:

Kenneth J. Kies, Esq.
Baker & Hostetler
1050 Connecticut Avenue, N.W.
Suite 1100
Washington, D.C. 20036
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KIRKPATRICK & LOCKHART
Iw0 OLIVER BUUILNO

PMrSBURGH, PENNSYLVANIA 15222-537 9 STON. MA

TE ID ]0E(41D1 354SMHARAISKU0, PA

ICA IX Z40 MIAMI.FL
CO ( 41Z)(S 15510 WASM NOTOP. D.C.

RA 1411M )$,,l

YW T1FAS DIWECT DEAL NUBE July 23, 1987

U. S. Senate Committee on Finance
Room SD - 205
Dirksen Senate Office Building
Washington, DC 20510

Dear Sirs and Mesdames:

The purpose of this letter is to comment on Section 107(c)(4)

of the Technical Corrections Act of 1987 (the "Act") which would require
that the exercise of an Incentive Stock Option ("ISO") be treated as a tax
preference notwithstanding that the stock so acquired is disposed of later
in a disqualifying disposition. The change proposed by Section 107(c)(4)
is much more than a technical correction to the Tax Reform Act of 1986
("Reform Act"); it is a significant and substantive change in the Reform
Act's application of the alternative minimum tax to ISOs.

Presently, under Section 57 of the Internal'Revenue Code of

1986 ("Code"), as amended by the Refotin Act, any transfer of a share of
stock ptursuant to an exercise of an ISO (as defined in Code Section 422SA)
is treated as a tax preference. However, as defined in Section 422A, the
TSO tax preference does not apply if the stock so acquired is disposed of
in a disqualifying disposition. Thus, the Act makes a substantive change
in the Code, as amended by the Reform Act, by applying the ISO tax
preference to stocks disposed of in a disqualifying disposition.

The proposed change is unfair to taxpayers in two respects.
First, applying the ISO tax preference to stocks disposed of in a
disqualifying disposition unduly punishes those taxpayers who must
transfer their shares before the expiration of the requisite holding

period. Second, a retrospective application of Act Section 107(c)(4) is
unfair to the taxpayers who have relied on the present law in making
decisions concerning ISOs.

Section 107(c)(4) of the Act would punish those taxpayers who

dispose of their shares in a disqualifying disposition by making them bear

the burden of a tax preference even though they have foregone the

beneficial tax treatment of the ISO. For example, under the Tax Reform

Act, a taxpayer who sells his ISO shares in a disqualifying disposition

realizes ordinary income in the year of the sale in an amount equal to the

excess of the selling price over the exercise price ("the ISO spread").

However, the ISO spread does not constitute a preference item for the

purposes of the alternative minimum tax. In contrast, under the Act, the

same taxpayer will not only realize ordinary income in the year of the

sale, but will also add an ISO tax preference (measured by the excess of

fair market value at the time of exercise over the option price) to his
adjusted gross income for the purpose of calculating the alternative
minimum tax. Thus, a taxpayer who sells his ISO stock in a disqualifying
disposition will realize an ISO tax preference, even though he is getting
none of the tax benefits of an ISO.
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The General Explanation of the Tax Reform Act of 1986("General Explanation"), prepared by the Staff of Joint Committee on
Taxation, states in footnote 14 at page 446 that the ISO tax preference
is intended to apply to stocks sold in a disqualifying disposition
because the Reform Act provides for a basis adjustment for the amount of
the preference. However, the basis adjustment provided for presently in
Section 57(a)(3)(B) of the Code does not work smoothly when the time
between an ISO exercise and a disqualifying disposition overlap the end
of a tax year. Currently, with respect to Code Section 57, taxpayers
have relied on all the underlying legislative history (prior to the
GnlAExplanation released on May 7, 1987) for the proposition that an
early disposition of ISO stock, even in a taxable year subsequent to the
year of exercise, would render the alternative minimum tax inapplicable
to the exercise of the ISO. Because the basis adjustment provided in
Code Section 57(a)(3)(B) only works completely when the ISO shares are
held for the period required, the ISO tax preference should not apply to
shares sold in a disqualifying disposition.

Furthermore a retrospective application of Act Section
107(c)(4) would be unfair to taxpayers who have relied on the present
law in making decisions concerning ISOs. More specifically, relying on
the legislative history of the Tax Equity and Fiscal Responsibility Act
of 1982 ("TEFRA"), taxpayers have accepted ISOs from their employers,
with the belief that they could avoid the imposition of the minimum tax
by selling the ISO shares in a disqualifying disposition.

As evidenced by the legislative history of TEFRA, the proposed
amendment to Section 57 contradicts the legislative intent behind
establishing the ISO tax preference. When Congress enacted Section
57(a)(l0),* it specifically noted that it did not intend "that the stock
option preference apply . . . where the special tax treatment for
incentive stock options does not apply because there is an early
disposition as specified in Section 422A(a)(1), of the stock acquired
through ttie exercise of the option." See H. R. Rep. No. 97-760 (Conf.
Rep.), 97th Cong. 2d Sess. 475 (1982). 1982-2 C.B. 600, 603.

Furthermore, the Reform Act made no significant change in
the treatment of an ISO tax preference under Section 57. The Reform
Act merely redesignated Section 57(a)(10) as Section 57(a)(3) and added
Section 57(a)(3)(B) which provides for an adjustment in basis when
determining the amount of gain or loss on a subsequent sale of ISO shares.
There was no indication in the Reform act or its legislative history which
would have notified taxpayers that the ISO tax preference would apply to
ISO shares sold in a disqualifying disposition.

Even the'Internal Revenue Service did not perceive any
significant change having been made to Code Section 57 by the Reform Act
as evidenced by Private Letter Ruling (LTR 8713054) issued in December of
1986, after enactment of the Reform Act. In that ruling, the taxpayer had
received ISOs from his employer to purchase shares of the corporation's
stock. The taxpayer exercised the ISOs on June 16, 1986, and proposed to
dispose of the ISO stock in a disqualifying disposition between January 1
and June 16, 1987. The Service ruled that the ISO preference would not
apply to the proposed disposition of the stock, provided that the taxpayer
actually made a disqualifying disposition of the stock. -In reaching its
decision, the Service noted: "[i~n enacting Section 57(a)(10), Congress
did not intend for the incentive stock option preference to apply where
there is (sic) early disposition of the stock acquired through the
exercise of the option."

*Note that Code Section 57(a)(l0) was redesignated as Section 57(a)(3) by

the Reform Act.
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One additional observation should be made, namely the impact
of the Code, if changed as proposed, upon state and local taxation. State
legislatures have been hard-pressed to respond in a timely fashion to the
massive legislation that the Reform Act indeed represented. Now, at this
late date, to be first introduced to the new interpretation of Section 57
of the Code, an additional burden has been placed on state legislatures
that likely cannot be met. In a state like New York, which has an add-on
minimum tax but whose definitions of tax preference items flow from the
Code, taxpayers can easily find themselves subjected to double taxation in
the event of an early disposition where once they were not.

Both taxpayers and state governments need advance notice from
the Federal government when laws that affect them and their citizenry are
to be changed. However, as already noted, there was no indication in the
Reform Act or its legislative history which would have notified either
that the ISO tax preference would apply to ISO shares sold in a
disqualifying disposition. In addition, because Section i07(c)(4) of the
Act does not contain a separately-stated effective date, the changes made
will be deemed to take effect as if they were included in Section 57 of
the Reform Act. Act Section 119. Thus, the proposed change will be
deemed effective for tax years beginning after December 31, 1986; for
calendar year-taxpayers, that means January 1, 1987.

Needless to say, taxpayers were surprised and shocked when
they first learned of Congress' "intent" to apply the ISO tax preference
to stocks sold in a disqualifying disposition upon the release on May 7,
1987 of the General Explanation of the Tax Reform Act of 1986. The change
proposed by Act Section 107(c)(4) is a substantial and substantive change
in the Code's application of the alternative minimum tax to ISOs which
punishes those taxpayers who must transfer their shares before the
expiration of their requisite holding period. Moreover, to compound the
unfairness, it is proposed that the change be retroactively applied.
Accordingly, we propose that Section 107(c)(4) be removed from the Act,
that the Congress separately consider the substantive change sought to be
made therein, and that if the provision is eventually adopted into law, it
have prospective effect only.

Very truly yours,

i trick & Lockhart



912

KUTAK ROCK & CAMPBELL
A ARUNASIP

INCLUDING PRVFIKSIONAL CORPORATIONS
ATLANTA

i01 CONNECTICUT AVENUE, N.W. 09NVEN

WASHINGTON, D.C. 20036 N9W YORK
ONANA

(202) 820-.400

July 24, 1987

Ms. Laura Wilcox
Hearing Administrator
Committee on Finance
SD-205 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Ms. Wilcox:

We appreciate the opportunity to comment on Section 107
of S.1350, the Technical Corrections Act of 1987, on behalf
of several municipal bond insurance companies.

The attached memorandum discusses the reasons why we
believe Sections 55(c)(1) and 56(c) of the Internal Revenue
Code (the "Code") should be amended in order to conform the
alternative minimum tax to the Section 832(e) rules allowing
municipal bond insurance companies to pay tax through
purchases of non-interest bearing "tax and loss bonds." Our
proposed corrections both treat the purchase of tax and loss
bonds by a municipal bond insurance company as a payment of
regular tax for purposes of determining the amount of the
alternative minimum tax, and exclude the deduction under Code
Section 832(e) for purposes of computing alternative minimum
taxable income. Our proposed corrections also provide for
appropriate adjustments upon the restoration of reserve
amounts to income under Code Section 832(e)(5).

As discussed in the accompanying memorandum, the
alternative minimum tax will, in the case of municipal bond
insurance companies, result in the imposition of additional
tax on income which is subject to the economic equivalent of
a current, regular tax. This problem arises because the
alternative minimum tax does not operate in conformity with
the rules under Code Section 832(e) which were designed to
provide for current payment of tax by municipal bond insurers
without a corresponding reduction to permitted assets for
statutory accounting purposes. Thus, elimination of this
"double tax" result from the alternative minimum tax should
not conflict with the Congressional intent of assuring that
"no taxpayer with substantial economic income can avoid
significant tax liability by using exclusions, deductions and
credits." (S. Rep. No. 313, 99th Cong. 2d Sess. 518-519
[1986].)

We would appreciate the opportunity to testify before
the Committee on this matter.

Sincerely,

Ethel Z. %e inger Robert L. Cohen
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July 20. 1987

MEMORANDUM

REGARDING

NECESSITY FOR TECHNICAL CORRECTIONS TO THE
TREATMENT OF PURCHASES OF TAX AND LOSS BONDS

BY MUNICIPAL BOND INSURERS UNDER
THE ALTERNATIVE MINIMUM TAX

I. Summary of Issue

This memorandum discusses the rationale for technical
corrections to Sections 55(c)(1) and 56(c) of the Internal
Revenue Code of 1986, as amended (the "Code"). The proposed
corrections would treat the purchase of "tax and loss bonds"
by a municipal bond insurance company as a payment of regular
tax for purposes of determining the amount of the alternative
minimum tax and would exclude the deduction under Code
Section 832(e) for amounts set aside by an insurer in a
contingency loss reserve for purposes of computing alterna-
tive minimum taxable income.

As explained below, the alternative minimum tax imposed
under Code Section 55 has the effect, in the case of munic-
ipal bond insurance companies, of taxing the same income
twice, to the extent that amounts required under state insur-
ance laws to be set aside in a contingency loss reserve
increase the tax preference measured by the excess of
adjusted net book income over alternative minimum taxable
income before inclusion of this preference.

This double-taxation result occurs because the alterna-
tive minimum tax does not operate in conformity with the
special rules governing the taxation of contingency loss
reserve additions under Code Section 832(e). Under this
provision, amounts set aside in a contingency loss reserve
are subject to the economic equivalent of a current tax
through the requirement that a company purchase non-interest
bearing tax and loss bonds from the Treasury in the amount of
the tax benefit attributable to treatment of the reserve
additions as a deduction. The suggested corrections are
necessary in order to maintain the economic and tax policy
objectives underlying the enactment of Section 832(e).

II. Operation of Section 832(e)

A municipal bond insurance policy is an unconditional
and irrevocable guarantee of payments of principal and inter-
est on a municipal bond when due. The premium for the policy
is generally paid in full at the closing of the bond issuance.

To protect policyholders against extraordinary losses
which could be incurred by an insurer either during an
adverse economic period or as a result of declining insurance
revenues, state insurance laws require municipal bond
insurance companies to maintain a contingency loss reserve,
funded by a certain percentage of the insurer's earned
premiums on an annual basis. The amounts required to be set
aside in the contingency loss reserve are not related to the
actual loss experience of the insurer, and current losses and
expenses of the insurer are not charged to the reserve.
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Typically, state laws require that such amounts must remain
in the contingency loss reserve for a specified number of
years in the absence of authorization from the state
insurance commission for prior restoration to income.
New York law, for example, requires that municipal bond
insurers annually set aside 50% of earned premiums and retain
such amount in the contingency loss reserve for 20 years.
Sa 11 N.Y.C.R.R. S63.2(a)(2).

The state law reserve requirement raises a difficult
conflict between federal tax policy and the business concerns
of municipal bond insurers. The substantial reserve funding
requirement results in a depletion of an insurer's working
capital because amounts required to be set aside in the
contingency loss reserve may not generally be used to pay
current losses or expenses. Generally, the ability of a
municipal insurer to write additional insurance is subject to
state law limitations based on the sum of the insurer's
capital, surplus and contingency loss reserve. The
imposition of a current tax on premiums required to be set
aside in the contingency loss reserve would exacerbate the
drain on an insurer's assets, thereby further restricting its
business and, in certain cases, increasing a competitive
disadvantage resulting from a particularly high state law
funding requirement. However, because amounts required to be
set aside in the contingency loss reserve are not based on
actual loss experience, deferring tax on such amounts until
their restoration to income several years later would provide
a substantial tax benefit to the insurer not available to
other taxpayers.

Code Section 832(e) (originally applicable only to
mortgage guaranty insurers which are subject to similar
contingency loss reserve requirements and later amended to
apply to municipal bond insurers as well) was specifically
enacted to fashion a compromise between such competing
concerns. See S. Rep. No. 918, 90th Cong., 1st Sess. (1967);
H. Rep. No. 93-1405, 93rd Cong. 2nd Sess. (1974) 4-5; and
Remarks of Sen. Bennett, 120 Cong. Rec. S14854 (August 13,
1974). Under this provision, a municipal bond insurer is
permitted a deduction from gross income for the amount of
earned premiums required under state law to be set aside in a
contingency loss reserve, but only to the extent that the
insurer purchases certain tax and loss bonds from the
Treasury in the amount of the tax benefit attributable to the
deduction. The "tax and loss bonds" do not bear interest and
are non-transferable. Code Section 832(e)(2) requires that
the bonds be purchased on or before the date that any taxes
(determined without regard to Section 832(e)) for the taxable
year for which the deduction is allowed are due to be paid.
The tax and loss bonds are redeemable only when, under Code
Section 832(e)(5), the amount added to the contingency loss
reserve must be restored to income. At such time, the
redemption proceeds are typically used to pay the tax
liability resulting from the restoration of the reserve to
income.

From the insurer's standpoint, the deduction for addi-
tions to the contingency loss reserve does not give rise to
an immediate tax benefit, since such "benefit" must be
invested in non-interest bearing bonds. A non-tax benefit
results from the payment mechanism, however, because the tax
and loss bonds are recognized as assets by both state
insurance commissions and accountants for statutory
accounting purposes. Thus, the current "tax" imposed on the
reserve amount has no effect on a company's ability to write
additional insurance or pay current losses and expenses.
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Similarly, from the Treasury's standpoint, the tax and
loss bond mechanism does not result in a revenue loss, since
the non-interest bearing bonds provide the Treasury with the
unrestricted use of the insurer's "tax deferral" as if there
were no deduction and as if taxes were in fact paid cur-
rently. Although the insurer obtains a deduction for the
addition to the contingency loss reserve, the insurer is
denied the earnings on the portion of its reserve
representing deferred taxes during the period such portion is
held in the reserve. This result is consistent with the
treatment by accountants under generally accepted accounting
principles ("GAAP") which recognize the purchase of tax and
loss bonds as a payment of tax on an insurer's financial
statement.

III. Effect of the Alternative Minimum Tag

The accommodation of competing business and tax policy
concerns under Code Section 832(e) is disrupted by the new
alternative minimum tax under Code Section 55 which imposes a
second tax on the additions to the contingency loss reserve.
Under Code Section 55(a), the amount of minimum tax due is
the excess of tentative minimum tax over regular tax. In its
present form, the alternative minimum tax does not treat the
purchase of tax and loss bonds as a payment of current regu-
lar tax. Code Section 56(f) treats as a preference item 50%
of the excess of adjusted net book income over alternative
minimum taxable income . The computation of the latter
amount would include the deduction provided under Code
Section 832(e) for a contingency reserve addition. However,
the additions to the reserve are not recognized as a
deduction for GAAP purposes. As a result, book income (as
reported on an insurer's GAAP financial statement) will
exceed alternative minimum taxable income in the amount of
the reserve addition.

The application of the alternative minimum tax to a
municipal bond insurer may be illustrated by the following
example. Assume that for the 1988 taxable year a municipal
bond insurance company has $10 million of taxable income
after receiving a $25 million deduction under Code Section
832(e) for amounts placed in a contingency loss reserve. In
addition to paying regular tax of $3,400,000 ($10 million
x 34%), the company is required as a condition of obtaining
the benefit of the Section 832(e) deduction to purchase tax
and loss bonds in the amount of the tax benefit attributable
to the deduction ($25 million x 34% = $8,500,000). Thus, the
company pays, in effect, the equivalent of a current tax on
$35 million.

With respect to the company's minimum tax position, if
the only adjustment or preference applicable to the company's
taxable income is the Code Section 56(f) book income adjust-
ment, the company's adjusted net book income is $35 million
(since the deduction for amounts placed in contingency loss
reserves is not allowed in determining book income under
GAAP). The book income preference will increase alternative
minimum taxable income by 50% of the excess of $35 million
over $10 million (alternative minimum taxable income before
the addition of this item of preference), or $12,500,000.
Thus, alternative minimum taxable income will equal
$22,500,000 ($12,500,000 plus $10,000,000), and the resulting
tentative minimum tax under Code Section 55(b) will be
$4,500,000 ($22,500,000 x 20%). The alternative minimum tax,
therefore, will be $1,100,000 (the excess of the $4,500,000
tentative minimum tax over the $3,400,000 regular tax). This
$1,100,000 represents a direct tax on the $25 million added
to the contingency loss reserve in addition to the effective
tax paid (at the higher regular tax rate of 34%) in the form
of the purchase price paid for tax and loss bonds.
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IV. Policy Reasons for Corrections
To The Alternativa Minimum Tax

Applying the alternative minimum tax to additions to
contingency loss reserves ignores the special rules for
taxing such amounts already in effect under Code Section
832(e). By requiring the purchase of tax and loss bonds in
the amount of the tax savings attributable to deductions for
additions to contingency loss reserves, Congress ensured that
the flow of funds to Treasury would not be adversely affec-
ted, as Treasury receives the equivalent of a current tax on
amounts added to the reserve in the form of payments for the
tax and loss bonds.

Consideration of Congress' "overriding objectives" in
enacting the alternative minimum tax makes it even more
apparent that the alternative minimum tax should not apply in
this case. The legislative history makes clear that the
principal purpose of the tax is to ensure that "no taxpayer
with substantial economic income can avoid significant tax
liability by using exclusions, deductions and credits."
S. Rep. No. 313, 99th Cong., 2nd Sess. 518-520 (1986). None
of the intended objectives of the alternative minimum tax are
served by taxing additions to contingency loss reserves. As
has been shown, municipal bond insurance companies do not
avoid tax liability, since the "tax savings" associated with
the Section 832(e) deduction must be paid to Treasury in
exchange for non-interest bearing bonds. Thus, not only is
there no permanent tax avoidance, there is not even a defer-
ral of payments to Treasury. Treasury receives the same
payment, and at the same time, as if the deduction were not
allowed.

V. - Sugoested Technical Corrections

To alleviate the double tax problem discussed above, it
is suggested that the amount paid for tax and loss bonds with
respect to the deduction allowed under Code Section 832(e) be
treated as a payment of regular tax for purposes of the
alternative minimum tax and that the deduction permitted
under Section 832(e) be denied for purposes of computing
alternative minimum taxable income. These corrections, with
appropriate adjustments for years in which amounts in a
reserve-are added back to income under Code Section
832(e)(5), could be accomplished in the following manner:

(i) Amend Section 55(c)(1) by re-designating paragraph
(2) as paragraph (3) and adding a new paragraph (2) to read
as follows:

"(2) For purposes of this section, "regular tax"
shall be increased by the total amount paid for tax and
loss bonds under Section 832(e) with respect to the
deduction permitted under Section 832(e)(1) for the
taxable year and shall be decreased by the amounts
received in redemption of such bonds pursuant to an
addition to gross income under Section 832(e)(5)."

(ii) Amend Section 56(c) by adding a new paragraph (4)
to read as follows:

"(4) Special Rule for Mortgage Guaranty and
Municipal Bond Insurance Companies.-- The deduction
determined under Sections 832(c)(13) and (e)(1) shall
not be allowed and any addition to gross income under
Section 832(e)(5) shall be disregarded."
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VI. Summary

The sole effect of Section 832(e) is to construct a
fiction for the purpose of alleviating the disastrous conse-
quences of regulatory accounting for state law reserve
requirements. Although the provision gives the appearance of
reducing taxable income and tax paid, in reality the
insurer's obligation for income tax is economically settled
in the identical manner that it would have been if Section
832(e) did not exist. Presently, however, the alternative
minimum tax operates to treat the "fictional preference" of
Section 832(e4 as though it were a "real preference." The
corrections proposed in this memorandum would restore the
insurer to exactly the same alternative minimum tax position
it would be in without Section 832(e).

Kutak Rock & Campbell
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SLawrence University
Development Office

July 22, 1987

Ms. Laura Wilcox
Senate Committee on Finance
205 Senate Dirksen Office Building
Washington, D.C. 20510

Dear Ms. Wilcox,

Senate Bill 1350, currently under consideration by the Finance Committee,
proposes a number of adjustments to the Internal Revenue code of 1986. In
response to the Committee's request for comments, I would like to ask that the
committee correct one important omission - specifically, that it seek a
provision clarifying that Section 501(m) of the Code does not pertain to
issuers of charitable gift annuities.

Section 501(m) was created by the Tax Reform Act of 1986 and provides
that tax-exempt organizations deriving a substantial portion of their revenue
from "commercial-type" insurance may be subject to the unrelated business
income tax on that revenue. Annuities are properly considered to be
commercial-type insurance for purposes of that section, but the new law seems
ignorant of the distinction between charitable gift annuities and commercial
annuities, and it has been reported that some congressional staff believe that
section 501(m) should apply to gift annuities.

In fact, however, gift annuities -- like pooled income funds, charitable
remainder annuity trusts and unitrusts, and gifts of real property with
retained life estate -- do not represent a private investment option but are,
rather, a means of making an irrevocable charitable gift while retaining an
income from the gift property. Gift annuities are, in fact, the oldest form
of life income gift, having been issued since the early part of this century,
and they have never been treated as an unrelated trade or business. (IRC
section 514(c)(5), added by the Tax Reform Act of 1969iVand unchanged in the
1986 law, makes this clear.)

An irrevocable donation to a charity, accompanied by a promise from the
charity to pay a stated annual income for life, is completely different in
character from the lump-sum or installment purchase of an income stream from a
commercial insurer. Only private purposes are served by the latter, but the
former always results in a substantial and permanent transfer of value to the
issuing institution, thus advancing the public weal by supporting the mission
of a non-profit educational, cultural, scientific, medical, or charitable
institution.

Appleton, Wisconsin 54912 414-735-6517
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Ms. Laura Wilcox Page 2
July 22, 1987

In the case of a commercial annuity, the purchaser simply converts
financial assets from one form to another and the issuing company gains the
opportunity for a profit on the transaction. But in a gift annuity, the donor
voluntarily contributes finanical assets to a charity, and the income stream
received in return is always a fraction of the value of the contributed
property. The commercial annuity is an investment, intended to safeguard or
enhance the financial condition of the purchaser. But the gift annuity is a
charitable contribution; the donor gives up property in order that the
purposes of a charity may be advanced.

Far from representing an unrelated trade or business, then, gift
annuities are simply and strictly another form in which those interested in
our nation's charities exercise their financial support of those institutions
and their exempt missions. It is difficult to understand the logic that would
identify these contributions with a commercial purpose.

Since confusion has arisen, however, as to whether Code section 501(m)
applies to gift annuities, clarification is needed. Accordingly, because the
Internal Revenue Code, in section 514(c)(5), already contains provisions
governing the application of UBTI to gift annuities, and because careful
analysis discloses that charitable gift annuities are absolutely different in
purpose and in result from commercial annuity products, I would urge that the
technical corrections bill clarify that Code section 501(m) does not apply to
charitable gift annuities.

Thank you for your consideration.

Sincerely,

SA ep nA. iH$r/b
Director of Development
414/735-6553

SAH/kan
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LEBOEUF, LAMB. LEIBY & MACRAE
A PARTNERSHIP INCLUDING PROF9I9IONAL CORPORATION$

520 MADISON AVENUE, NEW YORK, N. Y. 10022

MEMORANDUM: DATE July 23, 1987

FOR: Mr. William J. Wilkins, Staff Director and
Chief Counsel, Senate Committee on Finance

FROM: LeBoeuf, Lamb, Leiby & MacRae

SUBJECT: Problems Arising in the Application
of Certain Provisions of the 1986 Tax Act
to Group Captive Insurance ComRanies

The interaction of several provisions of the 1986
Tax Reform Act create serious problems for "group captive"
insurance companies. If the branch level tax ("BLT") is
applied to corporations which are subject to the tax regime
imposed by new section 953(c) the Internal Revenue Code of
1986 (the "Code") such corporations would become subject to
at least three levels of taxation. This results in a
significantly higher tax liability than that imposed on
either similar domestic corporations or similar foreign
corporations that are not engaged in a United States trade
or business.

In Notice 87-50, the Internal Revenue Service
("IRSe) took the view that the BLT imposed by new section
884 applies to those group captive insurers which are
engaged in a U.S. trade or business and which make the
section 953(c)(3)(C) election. That is, IRS takes the view
that the exception from the BLT provided in section
884(d)(2)(D) does not apply to "effectively connected
income."

If this view prevails, the combined impact of the
BLT and section 953(c) will be devastating. An electing-
foreign insurer which follows traditional practice by
investing its premiums in Eurodollar securities will
virtually always have a substantial BLT liability.

1

1 The mechanics of the BLT apparently were drafted
on the assumption that unless the "branch" makes
a distribution to the "home office" its increased

(continued...)
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As discussed in more detail below, it is
particularly inappropriate to impose the BLT on such group
captive insurers, ,d legislation will be necessary to cure
the problems created by the application of the BLT in these
circumstances.

SWOM

1. The BLT is currently being applied to "group
captive insurers" which are engaged in a U.S. trade or
buEiness and which make the section 953(c)(3)(C) election.
Such corporations thus are placed in a weese position than
similarly situated domestic insurers or similarly situated
foreign insurers not engaged in a U.S. trade or business.

This problem, as well as the other problems
raised herein, could be solved by legislation modifying the
section 953(c)(3)(C) election to provide that an electing
corporation will be treated as if it were a domestic
corporation (the "Domestic Election"). Alternatively, it
could be solved by legislation providing that the BLT does
not apply to "effectively connected income" which also
qualifies as "related person insurance income" earned by
corporations which make the section 953(c)(3)(C) election
(the "Ordering Rule").

2. If the BLT is permitted to apply to group
captive insurers, difficult technical questions arise.
These include how the reduced deductions for unearned
premium reserves and for loss reserves should be taken into
account in calculating "U.S. net equity", and whether
earnings and profits attributed to income generated by loss
reserve discounting which is exempt from tax pursuant to
the "fresh start" should be subject to the BLT.
Legislation will be required to smooth these anomalies.

1(...continued)
earnings and profits will generate increased
"U.S. net equity" which will defer the tax. This
is not the case for most property/casualty
insurance companies which invest their reserves
and capital in Eurodollars.
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ANALYSIS AND PROPOSED SOLUTIONS

A. BLT Issues.

1. The BLT Shoul Not Apply. It is not clear
that, as a matter of sound tax policy the BLT should be
applied to a foreign corporation to the extent it is owned
by U.S. persons.2 This question becomes even more
debatable in the circumstances under consideration in view
of the premise underlying the enactment of new section
953(c), i.e., that group captive insurers should be taxed
as if they were domestic corporations.

If the BLT is applied to a group captive insurer
that is actually engaged in a U.S. trade or business, the
income of the' group captive is subject to at least three
levels of tax, i.e., the corporate tax, the BLT, and tax at
the shareholder level (often without a dividends received
deduction under new section 245).3 There is a fourth level
of tax if the Federal insurance premiums excise tax is

2 The purpose of the BLT is to treat U.S. branches
of foreign corporations as if they were U.S.
subsidiaries and to impose a tax equivalent to
the withholding tax on dividends. Implicit in
this theory is the assumption that if income can
be shifted from the *branch" to the "home office"
it will not again be subject to U.S. income tax.
Such an assumption is obviously incorrect in the
case of a foreign corporation owed by U.S.
shareholders. This point Was recognized in the
House Bill which provided a credit to U.S.
shareholders for their share of the BLT upon a
distribution by the foreign corporation.

3 Section 245 was amended by the 1986 Act to
provide a dividends received deduction with
respect to dividends paid by a foreign
corporation from "effectively connected income"
only to 10 percent shareholders.
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deemed to apply.4 In contrast, the income of a domestic
corporation owned by the same shareholders would be subject
to two layers of tax, i.L, one tax at the corporate level
and one at the shareholder level (with the dividends
received deduction always available). A similar foreign
corporation which was not engaged in a U.S. trade or
business would be subject only to one tax at the
shareholder level if it did not make the section
953(c)(3)(C) election.5  Such a disparity in treatment is
inconsistent with both the policy implemented through the
election and with sound tax policy in general.

In significant instances, U.S. corporations
needing insurance have formed foreign insurers because
domestic insurance laws would not permit the formation and
operation of a domestic carrier in the manner required by
business necessities. To adequately serve their insureds,
some of these insurers have formed U.S. offices, entered
contracts with U.S. agents, or otherwise conducted their
activities in ways requiring substantial U.S. contacts.

The statute should not apply in a way that
imposes tax penalties on corporations which are required by
non-tax regulatory constraints to be domiciled in offshore
jurisdictions, and which, in order to serve their domestic
policyholders, either consciously (or inadvertently) become
@ngaged in a U.S. trade or business. These carriers should
not be taxed more heavily than both their foreign and
domestic counterparts.

4 The reasoning that causes the exemption from the
BLT contained in section 884(d)(2)(D) to be
inapplicable to "effectively connected" RPII
would also seem to render inapplicable the excise
tax exemption contained in section
953 (c) (3) (D) (ii).

5 Subsequent "dividend" distributions would not
attract tax at the shareholder level by virtue of
section 959.
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2. Proposed Legislative Solutions. A
legislative solutionO specifically tailored to group
captive insurers is to modify section 953(c)(3)(C) to
provide the Domestic Election. In effect, the electing
corporation would agree to become subject to U.S. tax on
its worldwide income in exchange for relief from the BLT
problem. It is notable that the dividends received
deduction problem, and the Federal excise tax problem
briefly referred to herein would also be eliminated.

A second legislative solution, which would have a
more limited effect, is to provide the Ordering Rule.7

Obviously, "effectively connected RPII" cannot be taxed
twice and an ordering rule is required to determine whether
the income should be taxed under section 882 and excluded
from taxation by virtue of the section 953(c)(3)(C)
election, or conversely. Thus, legislation providing an
ordering rule treating RPII as within the scope of the
section 953(c)(3)(C) election would be appropriate. It
would not per se exempt group captive insurers from the
BLT. The tax would still apply to the extent that, for
example, the foreign corporation provided insurance to non-

6 Presumably, the position expressed in Notice 87-
50 is based on section 952(b) which provides that
effectively connected income may not be
characterized as Subpart F income. This position
is not required by the statute. Section
953(c)(1) provides that "(fjor purposes of taking
into account "related person insurance income"
the 10 percent test for a United States
shareholder and the 50 percent test for a
"controlled foreign corporation" ("CFC") are
modified. Section 953(c)(2) defines "related
person insurance income" (without reference to
section 952(b)), and section 953(c) (3) (C)
provides that if the election is made, the
corporation will not be a CFC by virtue of the
section 953(c)(1) rule. Section 952(b) does not
exclude "effectively connected income" from
characterization as RPII.

7 This solution would also solve the excise tax
problem referred to above.
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shareholders or to foreign shareholders, as income

attributable to that insurance would not constitute RPII.

B. Technical Problems in the Application of the BLT.

1. Insurance Accounting Issues. If the BLT is
to be applied to corporations subject to section 953(c),
several problems raised by the 1986 changes to the
insurance accounting rules must be addressed. These
problems, in particular the "fresh start" issue discussed
below, will require special legislative solutions unless
the BLT problems discussed in section A above are cured.

First, sections 832(b)(5) and 846 require loss
reserves to be discounted for purposes of calculating
underwriting profits. This raises two questions. The
first is whether reserves established for "claims made but
not paid" or for "incurred but not reported losses" should
be treated as "liabilities" for purposes of the U.S. net
equity calculation.8 If so, then a determination must be
made as to whether the amount of such liabilities is their
full value or their discounted value pursuant to section
846.

It is clearly inappropriate to treat the full
value of a loss reserve as a liability for BLT purposes.
The statute provides that only the discounted value can be
taken as a deduction. It would also be unsound policy to
take the position that the "discount" creates underwriting
profits which, in turn, create a contingent BLT and that
200 percent of this amount9 must be covered with U.S.
assets to defer the liability.

8 The question whether loss reserves and unearned
premium reserves should be treated as
"liabilities" for tax purposes has implications
beyond section 884. It is closely related to the
question whether section 832 or section 108
applies to the write-off of reserves of an
insolvent insurance company. Several years ago,
IRS was asked to rule on these issues, but, to
date, has not done so.

9 The discount would have to be covered once
because the undiscounted value of the reserve was
treated as a liability, and a second time to
generate a sufficient increase in U.S. net equity
to cover the underwriting profits.
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A second accounting problem that arises in
connection with the new provisions requiring that loss
reserves be discounted results from the transitional rule.
Generally, the 1987 opening balance is the discounted value
of the 1986 ending balance.1 0 Income generated by this
reduction in reserves is not required to be taken into
income, i.e., the "discount" is exempt from tax pursuant to
a "fresh start" rule. However, the statute specifically
provides that this fresh start discount generates earnings
and profits. Act, section 1023(e)(2) and (3). Thus,
unless some relief is provided such earnings and profits
would be subject to the BLT even though the "income" they
represent would not be subject to income tax.

Legislation to mitigate this effect would clearly
be appropriate unless legislation eliminating the effect of
the BLT on group captive insurers were enacted. Such
legislation would be very similar in concept to the
amendment proposed in section 112(h)(6) of the Technical
Corrections Bill of 1987.

It is not clear that the amendments to section
884(b) (2) contained in section 112(o) of the Technical
Corrections Act address these problems. Those amendments
exclude pre-1987 earnings and profits from the BLT. The
discounting rules and the rules discussed below regarding
amortization of the unearned premium reserve would create
1987 earnings and profits with respect to reserve items
established in 1986 by requiring, in effect, that a portion
of 1986 reserves be taken into income in 1987. Both "fresh
start" earnings and profits and those resulting from income
generated because of 1986 reserve strengthening are
actually generated with respect to transactions that took
place prior to the 1987 tax year (i.e., the effective date
of the BLT) and thus should not be treated as subject to
the BLT.

A third accounting problem is the treatment of
the unearned premium reserve. For tax years beginning
after December 31, 1986, a deduction is allowed for only 80
percent of increases to the unearned premium reserves.
Further, 20 percent of the closing balance of that reserve
for the 1986 tax year is taken into account ratably over
six years. The tax accounting for this reserve raises the
same questions as those raised with respect to the loss
reserve discounting rules and requires a similar solution.

10 This reserve reduction is not permitted for

"reserve strengthening" that took place in 1986.
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•NOT ADMITTED IN .C. June 30, 1987

Ms. Laura Wilcox
Hearing Administrator
Committee on Finance
Room SD-205
United States Senate
Washington, D. C. 20510

Re: Technical Corrections Act of 1987 (the "Act")

Dear Ms. Wilcox:

Section 1iA(e)(3) of the Act amends section 1131(d) of the

Tax Reform Act of 1986 by adding the following special
effective date for certain collectively bargained pension plans:

In the case of a plan maintained pursuant to 1 or

more collective bargaining agreements between employee
representatives and 1 or more employers ratified
before March 1. 1987, the amendments made by this
section shall not apply to contributions pursuant to
any such agreement for taxable years beginning before
the earlier of -

(A) January 1, 1989, or

(B) the date on which the last of such
collective bargaining agreements terminates
(determined without regard to an extension
thereof after February 28. 1986).
("Emphasis added.")

If the special rules for collective bargaining agreements

are intended to apply in those cases where the agreement was

ratified before March 1, 1987, it is unclear why subparagraph
(B) refers to extensions after February 28, 1986." The Joint

Committee on Taxation, Descriotion of the Technical Corrections
Act of 1987 (H.R. 2636 and S. 1350) (JCS 15-18), June 15, 1987,

at pages 140 and 141 suggests that this rule was intended to

apply only where the agreement was ratified before March 1,

1986.

Thank you for your attention to this.

Sincerely,

Stephen Pavlick
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Comments ReRarding Technical Corrections Needed to
Resolve Inequalitie- of Tax Treatment of Foreign and U.S. Scholarship
Recipients Resulting From Section.123 of the Tax Reform Act of 1986

Submitted to the Committee on Finance of thie United States Senate

July 22, 1987

By the Liaison Group for International Educational Exchange
1825 1 St., NW, Suite 475, Washington, DC 20006

On behalf of the following organizations:

Academy for Educational Development
African-American Institute
America-Mideast Educational and Training Service
AmericaniAssociation of Collegiate Registrars and Admissions Officers
American Association of Community and Junior Colleges
American Association of State Colleges and Universities
American Council on Education
Association of American Universities
Association of Catholic Colleges and Universities
Association of International Education Administrators
Association of Jesuit Colleges and Universities
College Board Office of International Education
Commonwealth Fund (The Harkness Fellowships)
Community Colleges for International Development
Council of Graduate Schools in the United States
Council of International Programs
Council on International Educational Exchange
Council on International Exchange of Scholars / American Council of

Learned Societies
Educational Testing Service
Fulbright Alumni Association
Institute of International Education
International Research and Exchanges Board / American Council of

Learned Societies
Latin American Scholarship Program of American Universities
National Association for Foreign Student Affairs
National Association of Independent Colleges and Universities
National Council for International Visitors

The Liaison Group for International Educational Exchange, a coalition

representing major nonprofit organizations engaged in international

educational exchange programs, is pleased to respond to the Committee's

request for comments on proposed technical corrections to the Tax Reform Act

of 1986. We submit these comments on behalf of the organizations listed

above, including major Nigher education associations and organizations having

principal administrative responsibilities for the Fulbright Program, the

Hubert Humphrey North-South Fellowship Program, the Agency for International

Development's Participant Training Program, and other major federal

international scholarship programs.
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We are deeply concerned about the unintended impact on these programs of

changes made regarding taxation of scholarships and fellowships by Section 123

of the Tax Reform Act. Our comments are confined to technical corrections

needed to resolve problems resulting from this section of the Act.

Before going into the substance of our recommendations, we want to express. our

gratitude to the Committee for its sympathetic approach to these concerns.

Inclusion in S. 1350 of Section 10l(d)(2), which would extend the 14%

withholding rate to certain foreign students and scholars holding F, J, and M

visas now subject to withholding at the rate of 30%, is a very important and

useful step toward resolving one of our major concerns.

However, the far-reaching changes in scholarship and fellowship taxation made

through Section 123 resulted in several severe though, we believe, unintended

problems. More comprehensive remedies are, therefore, urgently needed within

the technical correction legislation to deal with other dimensions of these

problems.

In essence, Congress' decision to limit the extent to which scholarships and

fellowships may be-excluded from gross income has had the effect of exposing

foreign students and scholars to extremely unfavorable provisions of tax law.,

As a result, there now exists a great disparity in tax treatment between

foreign and American recipients of scholarships and fellowships for

participation in international educational exchange programs.

The legislative history of Section 123 indicates that the provision's

principal motivation was to equalize taxation of funds used for educational

expenses. For this reason, it is our hope that the Committee will seek to

further this policy objective by taking several steps to improve Section

101(d)(2) to remedy the inequality of tax treatment between those who receive

scholarships and fellowships who are U.S. citizens and those who are nationals

of other nations.

As you can wellimagine, this problem has considerable urgency for our

community since reciprocity is an essential ingredient to international

educational exchanges. The growing perception abroad that foreign recipients

of scholarships and fellowships are unfairly treated under U.S. tax law is
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extremely damaging to the conduct of our programs. The Government of Spain,

to cite just one example, is considering ending its substantial support for

the Fulbright Program due to these changes in tax law. Similarly, many

foreign governments and other foreign scholarship sources are beginning to

send their sponsored students to other nations which do not tax their awards

and welcome the considerable income brought to their educational institutions

and economies through the education of foreign students.

Here, in summary, are the problems needing resolution as a result of the

scholarship and fellowship changes made through Section 123 of the Act:

Excessive taxation rates of foreign recipients of scholarships and fellowships

The Problem: It was the intention of Section 123 of the Tax Reform Act to

expose scholarship and fellowship income to increased taxation. In doing

this, we believe it inadvertently exposed foreign grant recipients to much

higher effective rates of taxation. These higher rates are due to filing

requirements which apply to 'F' and 'J' category nonimmigrants. Since such

individuals must file taxes as nonresident aliens for a specif d number of

years, these scholarship and fellowship recipients cannot reduce their taxable

income by means of the standard deduction or by the use of more than one

personal exemption (if they would otherwise be entitled to them). For this

reason, many U.S. student recipients of awards will either falU below the

threshold of taxable income or be only subject to modest taxation levels,

while foreign recipients will in most cases be taxed on all amounts above

$1950 and the taxation level for these recipients is very high.

Consider the hypothetical case of two recipients of a scholarship to

participate in an international exchange program. One is a U.S. citizen who

is married and has one child. The other is a foreign citizen, also married

with one child. They each receive an award of $17,000, only $7,000 of which

is used for qualified tuition or related expenses (leaving $10,000 of taxable

income).
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The U.S. Student Recipient The Foreign Student Recipient

Taxable $10,000 $10,000
Income

Withholding $0 $10,000
from Income - 1,950 (personal exemption)

$8,050
x .14

$1,127

Tax $10,000 $10,000
Liability - 5,850 (personal exemptions) - 1,950 (personal exemption)

- 5,000 (standard deduction)
$8,050

$0 x .15

$1,208

The impact on exchange programs is equally dramatic. USIA estimates that the

administrative costs of withholding funds from Fulbright and other awards and

reporting requirements due solely to the new tax requirements on foreign

recipients will cost between one half and one million dollars per year. The

agency also estimates that more than 10 percent of its scholarship dollars are

lost due to nex tax requirements.

The loss to important privately funded programs is also damaging to

international educational exchanges. For example, the Commonwealth Fund

estimates that the new federal tax liabilities on its Harkness Fellowships

resulting from the Section 123 changes will total $32,000. This is equivalent

to five percent of its awards under the program - or one full scholarship

which it will not be able to award to a bright young Australian, British, and

New Zealand student for study in the United States.

Suggested Solution: Allow foreign scholarship and fellowship recipients the

option of filing as a resident alien for tax purposes. By allowing these

individuals to be entitled to the standard deduction and (if eligible) to more

than one personal exemption, the great inequality of taxation between foreign

and U.S. recipients of scholarships and fellowships would be eliminated.

Although the Tax Reform Act did not substantially modify the filing

requirements of 'F' and 'J' nonimmigrants, the proposed change is warranted in

the technical corrections legislation because it alleviates an

unintended inequality of tax treatment resulting from passage of Section 123 of

the Tax Reform Act.
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This proposal could be implemented through an amendment to Section

7701(b)(5)(E) of the tax code to allow foreign teachers, trainees, and students

to elect to be treated as "exempt individuals" and thus to satisfy the

provisions of the substantial presence test for purposes of-being treated as a

U.S. resident for tax purposes. An individual making the election would be

eligible to do so even for his first taxable year in the United States under

the new "first-year election" provision of 7701(b)(4). The election could be

made available only on a permanent basis, revokable only with the consent of

the Commissioner.

Subjecting foreign recipients and organizations providing their grants to

excessive withholding and reporting requirements

The Problem: While U.S. recipients of scholarships and fellowships are not

subject to withholding on their awards (even though portions of their awards

are subject to taxation), foreign recipients are subject to withholding at

either a 14% or a 30% rate (depending on whether or not portion of their award

qualifies for exclusion under Section 123). As a result, there is a great

disparity of treatment between foreign and U.S. recipients of scholarships and

fellowships. U.S. recipients benefit by having access to their full awards

even if they may owe taxes on it, while foreign recipients' awards are reduced

through the withholding process even if they ultimately owe little or no taxes

upon them. This is a great hardship since foreign students receiving these

awards usually have no other source of financial support and their stipends are

based on standardized cost-of-living indices set to meet basic minimum

expenses. In the case of those young scholars without other income who cannot

meet the new statute's test of a qualified scholarship or fellowship, the

required withholding rate of 30% is a staggering burden.

In addition, the organizations which provide scholarships and fellowships to

foreign individuals are unfairly subjected to withholding and reporting

procedures which do not apply to organizations only giving awards to U.S.

recipients. There is no compelling reason for this inequality of treatment.

Since the thrust of Section 123 appears to aim at equalizing tax treatment of

funds used for educational expenses, we believe this inequality should be

reduced and hopefully eliminated.
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Suggested solutions: Several options appear to be worthy of consideration,

(one of which has been incorporated into the Technical Corrections bill as

introduced).

Amounts received by nonresident aliens temporarily present in the United

States as nonimmigrant 'F', J, or 'M' visa holders which are incident to a

qualified scholarship, or amounts received by such individuals from educational

organizations, foreign governments, international organizations, Fulbright

Commissions, etc. (as defined in section lOl(d)(2) of H.R. 2636) could be

specifically exempted from withholding requirements. This is, we believe, the

fairest and best solution, since it provides true equality between foreign and

U.S. recipients of scholarships.

- The existing exclusion of amounts received for maintenance by recipients

of scholarships or fellowships under the authority of the Foreign Assistance

Act through Section 1441(c)(6) of the Tax Code could be extended to recipients

of awards provided by organizations defined under Section 101(d)(21 of H.R.

2636. Alternatively, this extension could be limited to those receiving awards

under the authority of the Mutual Educational and Cultural Exchanges Act of

1961 as amended. If this approach is adopted, we urge that amounts paid for

travel should also be excluded from funds subject to withholding, since travel

to and from the educational institution in the United States is, like room and

board, an essential incidental expense to the educational program itself for

the foreign student.

Those whose awards do not qualify under the Section 123 definition of a

qualified scholarship or fellowship could be made eligible for the lower 14%

withholding rate. A provision to accomplish this has been included in H.R.

2636. The Liaison Group appreciates the inclusion of this provision, and urges

the Committee to retain it in the legislation if the options defined above are

not acceptable. A slight technical modification of the provision communicated

to the Committee by Patton, Boggs, and Blow on behalf of the Council for

International Exchange of Scholars should be approved if this approach is

taken. This technical change would enable Fulbright Program lecturers and

teachers to qualify for the 14% withholding rate.



934

Obviously, from our perspective, the first of these options is the most

desirable approach. Any of these options, however, would be a useful step in

resolving the withholding inequalities which have resulted from passage of

Section 123.

Subjecting awards from foreign governments and organizations to U.S. taxation

The Problem: The Section 123 changes have exposed grants given by foreign

governments or other foreign sponsors to highly unfavorable federal sourcing

policies under which such awards are considered U.S. source income. Under this

policy, the award is deemed taxable if the educational activity takes place in

the United States, regardless of the actual source of the funds. Although this 1W

IRS sourcing rule has been in effect for many years, it has not been

consequential to the conduct of exchange activities because the awards were

normally excludable from taxable income as a scholarship or fellowship through

the provisions of section 117. Now that awards are not fully excludable,

sourcing policy is crucial.

Exposing these scholarship funds to U.S. taxation poses a serious threat to the

Fulbright Program. Thirty nations besides the United States currently

contribute funds to this crucial program now celebrating its fortieth

anniversary. As noted above, Spain is now seriously considering ceasing its

substantial contributions because its funds are taxed by the United States

government. Other countries are similarly concerned, and significant loss of

foreign support to the program can be expected if changes are not made.
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Further, the policy is a strong disincentive for foreign scholarship sources to

send students to the United States. The United States currently enjoys an

enviable position in attracting many thousands of

these students to our institutions each year. Foreign students not only help

support our higher education institutions through their enrollments, but they

also annually expend more than $2 billion in U.S. con-nunities. Equally

importantly, their presence on our campuses helps make them the international

institutions they must be it they are to train our students for today's world.

These benefits are seriously threatened by the effects of Section 123, as

foreign sponsors choose to send their students to hosting nations which are

happy to receive the income and do not attempt to tax it.

Suggested Solution: A provision is needed in the technical corrections

legislation which specifically excludes from U.S. source income amounts

received by nonimmigrant individuals with 'F', 'J' or 'W' visas for educational

programs from foreign scholarship or fellowship programs.

The Liaison Group appreciates this opportunity to make these recommendations to

the Committee regarding the proposed technical corrections bill and the needs

of international exchange programs relating to this legislation. We are

grateful to the staff of the Committee for the steps already taken in the

legislation to relieve the serious inequalities between foreign and U.S.

scholarship recipients which resulted from changes made in scholarship and

fellowship taxation by Section 123 of the Tax Reform Act. I hope these

additional suggestions are useful to the Committee in resolving these problems.

Naturally, we are prepared to offer whatever additional assistance we can to

the Committee toward this objective.

78-959 0 - 88 - 30
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)Department of Planned Giving
Loma Linda, California 92350

Loma Linda University '7/ 5

July 7, 1987

Senate Finance Committee
U. S. Senate Committee on Finance, S.D. 205
Washington, DC 20510

Attention: Laura -Wilcox

RE: Technical Corrections Act 1987 (H.R. 2636, S.1350)
- Charitable Lead Trusts

We understand that the above-captioned Bill would repeal the
charitable deduction in computing the generation-skipping
transfer tax (GSTT) on lead trusts created after June 10,
1987. It would do that by striking out IRC Sec.
2642 (a) (2) (B) (ii) (II).

This seems to us to be a substantial change from last year's
Act, discouraging an important source of support for
charitable institutions. We therefore would urge you to
allow the charitable deduction to remain in computing the
(GSTT), Generation-skipping transfer tax.

Thank you for your attention to the above and your
consideration of the benefits rendered by charitable entities
to society and the support needed to sustain them.

Sincerely yours,

George Carambot
Director, Planned Giving

GC/ly

, I .. , S I. IT. & P I I , ; 'I s i , , I I , . , ., . : . I . - I - -, I 11 .
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J 9 7 ERORAH R FELDMAN ROBERT MINION

KATHERINE HERAS MATTHEWJ BRENNAN

DAVID A MEBANE KAREN GAYNOR KILLEEN
MARY C 0 CONNELL DEBBIE KRAMER GREGG

Laura Wilcox, Hearing Administrator
Committee on Finance
Room SD-205
United States Senate
Washington, D.C. 20510

Re: Comment on Technical Corrections Bill

Dear Ms. Wilcox:

The purpose of this letter' is to comment on one
aspect of the proposed Technical Corrections Bill of 1987
(S. 3350, H.R. 2636) (the "Bill") pertaining to the
generation-skipping transfer tax.

Chapter 13 of the Internal Revenue Code, as
modified by the Tax Reform Act of 1986, imposes the
generation-skipping transfer tax on certain "taxable
terminations" and "direct skips", as defined in Code
sections 2612(a) and 2612(c), respectively. An ambiguity
is present under, existing law because a single transfer
may be both a taxable termination and a direct skip. For
example, assume that spouse A creates a testamentary QTIP
trust for the benefit of spouse B (i.e., a trust which
qualifies for the federal estate tax marital deduction on
spouse A's death by reason of an election under Code
section 2056(b)(7)). Assume that no election is made
under Code section 2652(a)(3) to treat the property in the
trust, for purposes of Chapter 13, as if the QTIP election
had not been made under Code section 2056(b)(7). Assume
further that on the subsequent death of spouse B, the
property in the QTIP trust is to bypass the child of
spouses A and B and is instead to be held in further trust
for the benefit of the grandchild of spouses A and B.
Also assume that since no individual other than the
grandchild has an "interest" (as defined in Code section
2652(c)) in the trust, the trust for the benefit of the
grandchild isa 8"skip person" within the meaning of Code
*section 2613(a).

In the foregoing example, the subsequent death of
spouse B constitutes both a taxable termination and a
direct skip under current law. It is a taxable termi-
nation because the interest of spouse B in the trust has
terminated and neither of the exclusions set forth in Code
sections 2612(a)(1)(A) and 2612(a)(1)(B) applies. It is a
direct skip because it is a transfe-, subject-to.the
estate tax, of an interest in property to a trust which
falls within the definition of a skip person.

Section 114(f)(3) of the Bill seeks to solve this
problem by adding a new paragraph to the end of section.
2612(a) directing that the term "taxable termination"
shall not include any transfer which is a direct skip.
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Accordingly, in the above example treatment as a direct
skip would take precedence over treatment as a taxable
termination, This result is sensible-and has much to
commend it.

However, the proposed technical correction is, I
believe, deficient in one respect in that it fails to pro-
vide a remedy in one specific case. If we vary the above
example so that the child of spouses A and B who is the
grandchild's parent is deceased at the time of spouse B's
death, a technical problem is presented which would lead
to the unintended result of the transaction's being
treated as a taxable termination. This problem relates to
the exception set forth in Code section 2612(c)(2). Under
this exception, for purposes of determining whether a
direct skip has occurred, a grandchild will be deemed to
move up one generation level if his parent who is a lineal
descendant of the transferor (or his spouse or former
spouse) is dead. Accordingly, if in our example the child
of spouses A and B had predeceased spouse B, no direct
skip would occur upon spouse B's death when the property
passes to or in trust for the grandchild. This exception
is necessary to avoid the harsh and unfair result which
would occur where a transfer is made to a grandchild not
in order to avoid transfer tax at the generation level of
the grandchild's parent, but rather because the parent has
predeceased the transferor, leaving the grandchild as the
natural recipient of the property which the grandchild's
parent would have taken if living.

However, in the example cited above, even though
the transfer has been-excluded from the definition of a
direct skip under section 2612(c)(2), it would fall within
the definition of a taxable termination, and hence be
subject to the generation-skipping transfer tax. This is
an unfair result and one which frustrates the intent of
Congress, which by creating a specific exclusion from the
definition of direct skip where property is transferred to
or in trust for a grandchild whose parent is deceased, has
evidenced a clear intention that such transfers not be
subjected to the generation-skipping transfer tax.

The proposed technical correction under which
direct skips are to take precedence over taxable termi-
nations would not cure this result. Since the transfer
would not constitute a direct skip because of section
2612(c)(2), the language added by the Bill would be
inapplicable and a taxable termination would occur. In
fact, under the law as amended by the Bill, there would be
the anomalous result that a transfer in trust for the
benefit of a grandchild whose parent had died before the
transfer would actually be taxed (as a taxable termina-
tion) more harshly than would have been the case had the
grandchild's parent still been living at the time of the
transfer in trust to the grandchild (in which case the
transfer would have been taxed as a direct skip rather
than a taxable termination). This is because a direct
skip is, in general, taxed more favorably than a taxable
termination.
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It would seem that to be consistent with both the
evidenced Congressional intent as well as concepts of-
fundamental fairness, a transfer such as the example cited
above where property in a QTIP trust passes to or in trust
for a grandchild on the death of the second spouse should
be excluded from the definition of taxable termination
entirely and should be tested solely under the direct skip
provisions. Accordingly, if the transaction is excluded
from being taxed as a direct skip under the predeceased
child exception of section 2612(c)(2), the transaction
should be entirely excluded from the tax. This should
also be true in the case of any other transfer from a
trust which may fit the technical definition of a taxable
termination but which is also a transfer subject to the
estate or gift tax of an interest in property to a skip
person (for example, a situation where the grantor of a
fully revocable inter vivos trust dies and where the trust
corpus then passes to or in continuing trust for the
grantor's grandchild).

To accomplish this, I believe that a section
114(f)(3) of the Bill should be amended to read as follows:

"(3) TAXABLE TERMINATION NOT TO INCLUDE DIRECT
SKIP.--For purposes of this chapter, the term 'taxable
termination' shall not include any transfer which is a
direct skip or which would be a direct skip except for the
application of section 2612(c)(2)."

Very truly yours,

Kenneth J. S u ky

KJS:pb

cc: Mary McAuliffe,
Minority Chief of Staff
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TI 
THE LUTHERAN CHURCH-MISSOURI SOD[IsYNT 1145 South Barr Street

Ft. Wayne. Indiana 46802-3180
219 423-1511

Rev. D.D. Schlebinger, PhD
Planned Giving Counselor
Indiana District

HEMORA NDUM

Date: July 15, 1987

To: U. S. Senate Committee on Finance

From: Dr. D. D. Schiebinger

Re: "Technical" Change in Technical Correctlons Act

The "technical" change in the Technical Corrections Act would, if
enacted, discourage the creation of many Charitable Lead Trusts. If
enacted, it would repeal the charitable deduction in computing the
Generation-Skipping Transfer Tax (G.S.T.T.) on lead trusts created after
June 10, 1987. If enacted, it would discourage an important source of
support for charitable institutions.

I strongly encourage you to keep the charitable deduction in the
G. S. T. T. ' s "inclusion ratio" formula. The repeal of the G. S. T. T.
charitable deduction for lead trusts is clearly substantive and not
technical. I strongly protest the repeal of the charitable deduction as
an offset against the Generation-Skipping Transfer Tax on charitable
lead trusts.
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MACHINERY AND ALLIED PRODUCTS INSTITUTE C

Statement of the
Machinery and Allied Products Institute

to the
Subcommittee on Taxation and Debt Management

United States Senate Committee on Finance
Public Hearing of July 22, 1987

Concerning S.1350, The Technical
Corrections Act of 1987

The Tmpact of the
Passive Foreisn Investment Cgmpanv Provision

on Forein ODerating Subsidiaries of U.S. Multinationals

The Machinery and Allied Products Institute (MAPI) is pleased
to have this opportunity to submit its comments in connection with the
Subcommittee's hearing on S.1350, the Technical Corrections Act of 1987
(TCA). Because we are particularly concerned about the impact of the
Passive Foreign Investment Company provisions of the 1986 Code on
foreign operating subsidiaries of U.S. multinationals, our comments are
focused on TCA Section 112(n) and the changes it would make to Code
Sections 1291 through 1297. We ask that our statement be entered into
the record.

The Passive Foreign Investment Company (PFIC) rules were added
to the Code by the Tax Reform Act of 1986 (TRA).L1 It is our view that
the PFIC provisions, as enacted, do not reflect Congressional intent
because they effectively end deferral for many controlled foreign
corporations (CFCs). We believe that in passing TRA, Congress did not
intend to subject to current taxation (or the approximation thereof)
non-Subpart F income derived by manufacturing, service, and other
operating foreign affiliates. Rather, Congress intended to address
certain issues related to foreign incorporated investment funds and U.S.
persons who are their shareholders. The extension to CFCs of House and
Senate bill provisions directed at investment funds was a technical
error, which is properly the subject of TCA.

Unless corrected, the PFIC provisions may compromise the
competitive position of many U.S. multinationals with foreign affiliate
operations, which now may be subject to the Code's PFIC provisions as
well as its CFC rules. The CFC rules draw an important distinction
between income derived from the active conduct of a trade or business
and that derived from passive or tax haven-type investments. To the
extent the PFIC provisions apply to CFCs, that distinction, crucial to
U.S. multinational operations, is eliminated.

HAFT Interes

As you may know, MAPI is a leading business organization
established in 1933 to represent producers and users of capital goods
and allied products. Over the years, our membership has expanded to
include electronics, telecommunications, office systems, aerospace and
other high technology industries, as well.

Most of the Institute's member companies conduct business
throughout the world, many through foreign affiliates which fall within
the purview of the Code's Subpart F provisions. It appears that many of

_./ Public Law 99-51i4, 100 Stat. 2085.
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these affiliates may also be subjeot--and we believe unintentionally and
inappropriately so--to the PFIC provisions.

Sumar of Cmment0

As already noted, Code Sections 1291-1297 were enacted to
subject to current taxation the passive (and capital gains) income of
certain foreign incorporated mutual or investment funds which for
varying reasons were not subject to the CFC, foreign personal holding
company (FPHC), personal holding company (PHC)t or foreign investment
company (FIC) provisions of the Code.

However, PFICs are so broadly defined and their operating rules
are so ill-coordinated with the rules governing CFCs that solutions
intended for foreign investment companies may totally disrupt the regime
which has for 25 years effectively governed the taxation of U.S.
shareholders with respect to their foreign operating affiliates that are
CFCs.

While TCA Section 112(n) would correct certain of the more
egregious features of the PFIC provisions as they apply to CFCs, it
would not cure the most significant problem, which, as previously noted,
is the application of the PFIC provisions to CFCs and their U.S.
shareholders. Our comments may be summarized as follows:

-- Controlled foreign corporations (defined in Code
Section 957) should be excluded from the Section 1296
definition of a PFIC and, at a minimum, U.S.
shareholders (defined in Code Section 951(b)), should
be excluded from the operation of Section 1291(a).

-- Congress did not intend to eliminate the distinction
between Subpart F income which is currently
includible in a U.S. shareholder's gross income and
non-Subpart F income whose recognition by the U.S.
shareholder is subject to deferral.

-- Statutory rules governing the valuation of operating
assets for purposes of the Section 1296(a)(2) assets
test are inadequately defined.

-- The amendments contained in TCA Section 112(n)
reflect Congressional intent except to the extent
that they do not exclude CFCs and their U.S.
shareholders from the operation of the PFIC
provisions.

Following a brief review of the background of TCA, we will
elaborate on the comments summarized above.

Controlled Foreign Cornorations:
A SummAry of Pertinent Provisions

Controlled foreign corporations. -- Except to the extent the PFIC
provisions apply, the tax treatment of U.S. shareholders of CFCs is
prescribed by Code Sections 951 through 964 (often referred to as
Subpart F). Other Code provisions, of course, also may apply.
Significantly, these include the foreign tax credit rules of Subpart A
and Section 1248 which concerns the tax treatment of gain derived from
certain sales or exchanges of stock in CFCs.L2

../ A number of other Code provisions, such as Sections 881 and 882
concerning direct taxation of foreign corporations, Sections 551
through 558 relating to foreign personal holding companies, and
Sections 531 through 537 concerning the accumulated earnings tax,
may also apply, but are not germane to this discussion.
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SubRart F.--To briefly summarize, U.S. persons owning
(directly, indirectly, or constructively) 10 percent or more of the
voting power (U.S. shareholders) of a foreign corporation which is more
than 50 percent, by vote or value, owned (directly, indirectly, or
constructively) by U.S. shareholders (i.e., a CFC), generally, must
currently include in gross income their pro rata share of income
described in Code Section 951(a) (i.e., "Subpart F" income) derived by
the CFC. A component of Subpart F income is "foreign personal holding
company income" which is defined in Section 95 4 (o) and includes,
generally, dividends, interest, certain rents and royalties, gains from
the sale of property which gives rise to such Income (or does not give
rise to any income), and gains derived from certain commodities and
foreign currency transactions.

Generally, under Section 959, Subpart F inclusions, as
previously taxed income (PTI), are not taxed again when distributed.
When a U.S. shareholder sells or exchanges stock of a CFC, any gain
recognized generally is included under Section 1248 in gross income as
ordinary, dividend income to the extent of the CFC's earnings and
profits that are attributable to the stock and that have not previously
been included in income.

Foreign Tax Credit.--Under the "deemed paid" foreign tax credit
rules of Section 902 and 960, generally, Subpart F inclusions and
dividends in respect of CFCs (and certain other foreign corporations)
can carry with them indirect credits for taxes paid by first, second,
and third tier foreign subsidiaries. These credits, of course, are
subject to the separate limitation and "look through" rules of Section
904.

Passive Foreidi. Investment ComAnies:
Rj±1ion and Tax Treatment

kDeinitiLn.--A PFIC is defined in Code Section 1296(a) as M
foreign corporation if either (1) 75 percent or more of its gross income
for the taxable year consists of passive income, or (2) 50 percent or
more of the average value of its assets consists of assets that produce,
or are held for the production of, passive income. For these purposes,
passive income is defined as income that is ineludible in the passive
income separate foreign tax credit limitation of Section 904(d)(2)(A),
without regard to the exceptions to the limitation. Thus, passive
income generally includes dividends, interest and its equivalents,
passive rents and royalties, and other passive-type income.L3

Any U.S. person (without regard to the level of ownership and
subject to certain attribution rules) who receives an excess
distribution" in respect of stock in a PFIC or disposes (or is treated
as disposing) stock in a PFIC is subject to the special tax regime
provided in the PFIC provisions. Total excess distributions are the
aggregate amount of distributions received during the taxable year in
excess of 125 percent of the average distributions received by the
shareholder with respect to the stock during the three preceding taxable
years. If more than one distribution is received during a taxable year,
total excess distributions (if any) are allocated between them on a pro
rata basis.

Tax treatment.--To briefly summarize, two alternative methods
of taxation are provided. Under Section 1291(a), the U.S. person
receiving on excess distribution or recognizing gain on the disposition
of PFIC stock is subject to a deferred tax charge (at the maximum

.3/ For purposes of the income and.assets tests, a foreign corporation
that owns at least 25 percent (by value) of the stock of another
foreign corporation is treated as receiving directly its
proportionate share of that corporation's income and owning its
proportionate share of the assets of that corporation.
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corporate tax rates for the years in question) and an interest charge
both of which are added to the taxpayer's tax liability for the year of
distribution or disposition, with respect to amounts allocated (on a pro
rata basis) to each of the PFIC's tax years beginning before January 1,
1987 and the current tax year.L.A Amounts allocated to the current tax
year and pre-effeotive date tax years are included in the shareholder's
gross income and are treated as ordinary, dividend income.

Alternatively, a PFIC may elect under Section 1293 to be a
qualified electing fund (QIF) and its income Is then currently
includible in. the U.S. person's gross income. The U.S. person/share.
holder may elect to defer tax on income deemed received from a QEF
(subject to an interest charge) until a recognition event occurs (as
provided in the statute).

Othrhulag.--If a PFIC 4s a QEF and a CFC, the Subpart F rules
apply to the extent of income which is Subpart F income. The PFIC rules
apply to income in excess of Subpart F income. No similar coordination
is provided in connection with excess distributions or gain on
disposition in respect of the stock of a PFIC which is not a QEF.

Section 1291(a)(5) provides that the deemed paid credit of
Section 902 does not apply to any dividend paid by a PFIC which is not a
QEF.

Section 1297(b)(1) provides that stock held by a taxpayer is
treated as PFIC stock if, at any time during the holding period of the
taxpayer with respect to the stock, the corporation (or any predecessor)
was a PFIC which was not a QEF unless the taxpayer elects to recognize
gain (as of the last day of the last taxable year for which the company
was a PFIC) generally as though the taxpayer sold the stock at its fair
market value. Section 1297 also provides rules concerning attribution
of ownership, start-up years, certain corporations changing businesses,
separate interests treated as separate corporations, and use of stock in
a PFIC as security for a loan.

Technical Corrections Ant

TCA contains a number of provisions affecting PFICs. These are
found in its Section 112(n). Significantly, TCA would repeal Section
1296(a)(5) which denies the Section 902 deemed paid credit to PFICs that
are not QEFs and would require excess distributions to be properly
adjusted for income previously included in gross income by virtue of
Subpart F, the foreign personal holding company rules, and the QEF
rules.

Detailed Comments

PFIC Rules Should Not Aply to
Controlled Foreign Corporations or
Their U.S. Shareholders

The Code's Subpart F (together with Section 124I8) and foreign
tax credit provisions prescribe a thorough, well-thought-out scheme for
U.S. taxation of U.S. shareholders of CFCs. Current taxation is
provided with respect to *tax haven* type income. Ordinary income,
dividend treatment applies to repatriation in the form of actual
dividends or sale and exchange gain treated as dividend Income.

,A/ TCA would modify Section 1291(a)(1)(B)(ii) to clarify that the
deferred tax charge rules apply only to PFIC taxable years which
begin after December 31, 1986 and before the taxable year in which
the distribution occurs.
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This scheme is an effective and balanced mechanism for
preserving residual U.S. taxation while properly limiting the reach of
U.S. tax jurisdiction as it touches foreign source income and
particularly foreign source operating income. CFCs should be excluded
from the PFIC provisions because the CFC rules adequately protect U.S.
tax jurisdiction. In our view, neither U.S. tax policy nor U.S. trade
policy is served by grafting onto the CFC provisions a new regime which
lacks the balance of the CFC rules in that it falls to account for the
crucial distinction drawn in Subpart F between income derived from the
active conduct of a trade or business and that derived from passive, tax
haven-type Investments.

Congress Did Not Intend To End
Deferral For CFC Non-Subnart F

In our view, the legislative history of the PFIC provisions
reveals that Congress did not intend to subject U.S. shareholders of
CFCs to the PFIC provisions.

Both the House and the Senate bills contained provisions aimed
at curing certain perceived abuses related to foreign incorporated
investment funds. Generally, U.S. shareholders of such funds were
viewed as avoiding current U.S. taxation on passive, tax haven-type
income, because either the ownership of the fund was too widely
dispersed to invoke the foreign personal holding company rules or the
level of a U.S. shareholder's ownership or aggregate ownership by U.S.
persons was not high enough to come within the ambit of the Subpart F
rules. Similarly, the Section 1246 foreign investment company rules,
which require ordinary income treatment on gains from the sale of stock,
could be avoided by limiting the percentage of ownership by U.S.
persons.

The House bill would have treated any foreign corporation
meeting its PFIC test (generally that described in Section 1296) as a
CFC, regardless of the proportion of U.S. ownership or the percent of
stock held by a particular person. The Senate bill would have subjected
PFICs (as now defined in Section 1296) to a special regime, largely
similar to the present law PFIC rules, but would have exempted U.S.
shareholders of CFCs from the application of the PFIC provisions and
would have permitted Ay taxpayer subject to the PFIC rules to elect to
be treated as a U.S. shareholder of a CFC and to be taxed under the CFC
rather than the PFIC rules.

Thus, under either bill, U.S. shareholders of CFCs would not
have been subject to the PFIC rules and the impact of the PFIC rules
would have been limited as intended to offshore investment funds.

- Conferenge agreement.--The conferees on the Tax Reform Act,
working with summary descriptions of the two bills, adopted, generally,
the Senate version. This action was reported by a Joint Committee on
Taxation summary of August 16, 1986 which stated, in pertinent part,
*Generally, House recedes but with restrictions (including requirement
that foreign fund furnish Information) on identification of income and
flow-through of income character and with technical modifications.' On
August 29, 1986, the Joint Conference Agreement (JCS-16-86), stated, in
pertinent part, 'Present law is amended to require either payment of an
interest charge on eventual recognition of income earned by U.S.
investors through p ~saive FIC (subject to a gain limitation) or current
recognition, and to apply these rules to U.S. investors irrespective of
the degree of aggregate U.S. ownership. . . . (Emphasis suppliedl.)

Neither release revealed that the language of the PFIC
provisions of the Senate bill had been so thoroughly--and we believe
erroneously--redrafted as to effectively end deferral for many CFCs.
The Conference Report on the Tax Reform Act of 1986, consisting of
statutory language and an explanation (H.Rept. 99-81), vas released on
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September 18. The measure was passed by the House on September 25 and
the Senate on September 27.

.Tax Reform At.--As passed, TRA contained substantial errors,
many of which are still being identified. We do not believe that
Congress knew, or was able to know, that the PFIC rules contained in the
bill would apply to U.S. shareholders of CFCs and would have the effect
of ending deferral for many CFCs.

The Institute firmly believes that the Subpart F regime should
be retained. Enacted in 1962 and modified several times since, it is an
effective, generally balanced mechanim for taxing U.S. shareholders on
income related to foreign subsidiary operations. Part of its balance
lies in the distinction it draws between passive, tax haven-type income
and operating income, should be retained. It is a balance which
Congress, on addressing the issue directly, has chosen not to disturb.L5
Congress could have, and did not, take up the issue of ending deferral
in considering the CFC provisions Included in TRA. Moreover, taxpayers
did not have the opportunity to comment on provisions which
fundamentally change the long-standing mechanisms governing U.S.
taxation of CFC operations prior to enactment of those rules.

If the Subpart F regime is to be modified, Congress should have
the opportunity to confront head on the issues such action would entail.
Congress has not had that opportunity in connection with the PFIC
provision as extended to CFCs. This, in our view, is an error which
occurred as part of the TRA drafting process and, thus, its correction
warrants inclusion in TCA.

Valuation for Purooses ci
assets Test of Section 1296(a)(2)
Should Be Defined

Host CFCs which would he PFICs by virtue of the income test,
which has a 75 percent passive income threshold, would also be subject
to the 70 percent full inclusion rule of Suhpart F.L By contrast, many
CFCs with substantial non-Subpart F income may be subject to the PFIC
rules if "the average percentage of assets (by value) held by such
corporation during the taxable year which produce passive income . .
is at least 50 percent.' (Section 1296(a)(2)) The test is not further
defined in the statute or in the legislative history. Similarly, TCA,
as introduced, would provide no further elaboration.

In the context of an investment fund, the assets test may be
fairly easy to apply because such a fund's assets would consist largely
of cash, securities, and their equivalents. In the context of an
operating company, however, valuation is far more complex. The statute
does not indicate whether fair market value, book value, or net book
value applies. No guidance is given regarding the treatment of assets
such as trade receivables, manufacturing intangibles, *going concern*
value, goodwill, contracts, and the like. This raises the specter of
unreasonable uncertainty. Further, it offers the Internal Revenue
Service wide-ranging opportunity to sweep many CFCs which have
substantial operating income into the PPIC net.

/ In connection with the Tax Reform Act of 1976, the Carter
Administration proposed eliminating deferral with resp6ot to non-
Subpart F income. The proposal was not adopted by Congress.

.kf The income which enters into the 75 percent PPIC inoome test and
that which enters into the 70 percent Subpart F test differ in
several respects, although the key common element is foreign
personal holding company income.
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;"C actionn 112(n) Reflects Congressional
-Intent fxcent to the Extent That It Would
Not Exolude U.S. Shareholders of CFCs Fram
the PFIC Provilsions

TCA Section 112(n) would modify the PFIC provisions in several
respects which, in our view, are consistent with the provisions
legislative purposes. In particular, the section includes two crucial
amendments. Section 112(n)(7) would repeal Section 1296(a)(5) which
denies the Section 902 deemed paid credit to PFIC. which are not QEF3.
Section t12(n)(3)-would require excess distributions to be properly
adjusted Tori noome previously included in gross income by virtue of
Subpart F, the foreign personal holding company rules, and the QEF
rules.

These amendments would limit the double taxation that almost
certainly will result from the application of the PFIC provisions to
CFCs. They are not, however, sufficient to cure the totally
inappropriate imposition of PFIC taxation on U.S. multinationals that
are U.S. shareholders of CFCs, which have substantial operating income
or which are holding companies for second (or lower) tier operating
subsidiaries. As we have urged above, the Subpart F tax regime ensures
that any significant amount of passive income generated by such
companies are taxable currently at the U.S. shareholder's level. When
confronted with the issue of ending deferral with respect to CFC
operating income, Congress has chosen to retain it. Injudicious
drafting of provisions not directed at operating CFCs should not change
this result.

Considerable congressional attention has been given to the
issue of the competitiveness of American business in global markets.
One obvious element of competitiveness is cost. And, one element of
cost is taxes. To the extent U.S. multinational businesses bear greater
aggregate burdens of taxation than do similarly situated foreign
multinationals, their ability to compete is compromised.

The Code's CFC provisions represent, in part, an effort to
level the playing field. U.S. shareholders are taxed on their
investments in CFC operations only when they earn certain types of
income (generally passive and moveable in nature) or when they receive a
return on their investments in the form of dividend payments or gain on
disposition. This is as it ought to be.

The PFIC provisions, incorrectly and we think unintentionally,
slant the playing field by effectively eliminating or penalizing
deferral and Congress has not had the opportunity to confront the issue
of whether this serves this country's trade or tax policy interests. An
effort to plug an investment fund leak may sink the reliable, well-tuned
approach to taxing U.S. multinationals' CFC operations.

We hope that our comments will prove useful in the Committee's
consideration of TCA. Should there be any questions or if we can be of
assistance, please contact us.
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mMARINE MIDLANO UANKs N.A.
140 Broadway

New York, New York 10005

GOROON P. MARTIN
Adminitratlve Vice President

and O ctor of Taxes

(C12) 440-1417

July 6, 1987

Ms. Laura Wilcox
Hearing Administrator
Committee on Finance
Room SD-205
United States Senate
Washington, D.C. 20510

S 1350/HR 2636 "Technical Corrections Act of 1987"

Special NOL carryback provision for NOLs of commercial
banks attributable to bad debt deductions

Dear Ms. Wilcox:

Section 903 of the Tax Reform Act of 1986 amended §172(b) of
the Internal Revenue Code to provide that, in general, a net
operating loss of a commercial bank would be carried back three
years and forward fifteen years as is generally the case with all
other taxpayers. Congress's reason for providing such a rule was
that the net operating losses of commercial banks should be
treated in the same manner as that of all other taxpayers,
H. Rep. 99-426, pp.592 . See also, General Explanation of the Tax
Reform Act of 1986 ("Blue Book") at pp.567.

The bill enacted differed from the House proposal by
providing an exception to the general rule of "back 3, forward
15". The exception is that for taxable years beginning before
January 1, 1994, an NOL is carried back ten years and forward
five years to the extent it is attributable to a bad debt
deduction. While the Conference Report does not explain
Congress's reason for providing such a exception, the Blue Book
states, at pp.567:

Reasons for Change

The Congress believed that net operating losses
incurred by financial institutions, such as
commercial banks and thrift institutions, should
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be treated in the same manner as net operating
losses incurred by other taxpayers. However, the
Congress was aware that the immediate application
of such a change to commercial banks in concert
with the repeal of the reserve method of computing
a deduction for bad debts could have an unnecessarily
adverse impact upon the deferred tax accounts
that such taxpayers keep for financial and regulatory
accounting purposes. Accordingly, the ten year
carryback period of prior law is retained for such
taxpayers for taxable years beginning before 1994 for
the portion of a net operating loss attributable to
deductions for bad debts.

While Congress may have intended to fashion an exception
which benefits a handful of banks, it may not have fully
understood the attendant cost. Such a rule adds unnecessary,
unwieldy, and unconscionable administrative complexities not only
upon commercial banks who did not lobby for such a rule, but also
upon IRS officials who will have to track NOLs from the single
year of incurrence along two separate carryback tracts.

The Code does not provide ordering rules where the portion
of a 1987 NOL carried back ten years frees credits which may be
carried forward to the year in which the balance of the NOL is
carried back three years. This is but a hint of the complexity.
Indeed, the application of a similarly bifurcated alternative
minimum tax net operating loss deduction will doubtlessly result
in still further complexity.

Therefore, I respectfully request that taxpayers be allowed
to treat an entire net operating loss consistently by electing
that the entire net operating loss be carried back three years.

Very truly yours,

Gordon F. Martin
Administrative Vice President
and Director of Taxes
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Before -the
Committee on Finance
United States Senate

Re: Technical Corrections Act of 1987, H.R. 2636

STATEMENT OF IRA A. BIRD, VICE
PRESIDENT-FINANCE OF MARINE TRANSPORT LINES, INC.

My name is Ira A. Bird. I am Vice President-Finance of Marine

Transport Lines, Inc. (MTL), whose main corporate offices are

located in Secaucus, New Jersey.

MTL operates more than 60 vessels in foreign oceanborne

commerce, fifteen of which are United States flag. We were the

first American company to contract for a United States-flag vehicle

carrier. That vessel, the MARINE RELIANCE, chartered by a wholly

owned subsidiary of MTL was delivered to our company on June 22,

1987.

Ironically, although we were the first American company to

contract for a United States-flag vehicle carrier, our vessel is

the only one of the four such vessels that has been excluded from

transition rule relief for preserving the investment tax credit.

This exclusion is clearly the result of an oversight.

At the naming ceremony of the MARINE RELIANCE, at the Oppama

shipyard of Sumitomo Heavy Industries, Mike Mansfield, the United

States ambassador to Japan stated that the vessel was

"...a fine example of the willingness of
Japanese and American businesses to work
together... I hope that the cooperation
can help lessen some of the trade tensions
that exist between the United States and
Japan."

We are aware of the Committee's intention to limit matters

in the Technical Corrections Act to those items that are legiti-

mately "technical corrections and clarifications." The matter

covered by this testimony falls within that category, and we be-

lieve it involves a situation that is sui ceneris under the Tax

Reform Act.

The omission of MTL's vehicle carrier in the transition

rules either in the Tax Reform Act or in the Technical Corrections
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Act, which cover three other United States-flag vehicle carriers,

involves a clear and unfortunate oversight. This oversight was

the result of what appears to be confusion and misunderstanding

as to how many identically situated United States-flag vehicle

carriers were being built by American companies. It seems clear

that the Conferees on the Tax Reform Act and Congress intended to

include all of the identically situated vessels in the transition

rule relief. There would have been no logical reason to do other-

wise. The facts are as follows:

During 1985, three Japanese automobile manufacturers under-

took negotiations with -various American companies concerning the

chartering of United States-flag vehicle carriers for the important

Japanese/United States automobile trade. These negotiations were

the outcome of intense pressure that had been put on the Japanese

by American union interests, Senator Murkowski, and by the House

Merchant Marine and Fisheries Committee, which had introduced

legislation (H.R. 3655) to require the presence of some United

States-flag vehicle carriers in this trade. Even though the

United States is the largest market for Japanese automobiles and

the United States consumer pays the cost of transportation, the

Japanese automobile manufacturers, who control the routing of

automobiles, had never previously agreed to employ a United

States-flag vehicle carrier in this trade.

There were three American companies involved in the construc-

tion and chartering of the four United States-flag vehicle carriers.

MTL signed a charter contract with Nissan Motor Car Carrier Co.

on February 20, 1985 and a shipbuilding contract with Sumitomo

Heavy Industries on December 30, 1985. Subsequently, Central Gulf

Corporation entered into similar contracts for two vessels and

Maritime Overseas Corporation for one vessel with Japanese ship-

builders and Japanese automobile manufacturers.

In June 1986, as the Tax Reform Act proceeded through the

Senate, it became apparent that all of these vehicle carriers

would need transitional rule relief under the Tax Reform Act in
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order to be assured of the investment tax credit. The cut-off

date in the then proposed legislation for preserving the ITC had

by that time been established for binding contracts entered into

before January 1, 1986. Although MTL had entered into a shipbuild-

ing and a transportation contract prior to January 1, 1986, it

may be arguable that the shipbuilding contract did not become

binding within the meaning of the Tax Reform Act until after

January 1, 1986. We do not think that it would be fair to have

any question with IRS concerning the availability of the ITC for

MTL's vehicle carrier. All of the three companies and all of the

four vessels should be considered as identically situated for

purposes of ITC treatment under the Act. There would have been

no reason to exclude one or two of the vessels from ITC relief or

to treat any of the vessels differently from one another under

the Act. We are convinced that Congress did not so intend.

The root of the problem relating to MTL can be found in a

memorandum from Senator Frank Murkowski to then Senate Finance

Committee Chairman Packwood, dated June 18, 1986. In this memo-

randum, Senator Murkowski stated the following concerning a

transition rule for the vehicle carriers:

"The phase out of the Investment Tax Credit is
January 1, 1986. Only one of the car carrier contracts
was actually executed before that date. Three other
contracts were executed in late January, and in May 1986.

However, negotiations leading to the three post-
January 1 contracts consumed literally months of effort,
and in all cases agreements in principle -were struck in
late 1985 or early 1986.

The availability of current investment tax credit
law played an integral part in enabling the US firms to
compete for the carrier contracts. The credits are in-
tended to offset costs that the Japanese were unwilling
to bear, including workers' compensation expenses."

Senator Murkowski's understanding that only three of the

vessels needed transition rule relief was unfortunately incorrect.

A similar misunderstanding existed initially in the House Merchant

Marine and Fisheries Committee. Representatives of MTL and National

Marine Engineers Beneficial Association (NMEBA) moved immediately

to correct the record and to point out that there were four yes-
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eels that needed the ITC relief. The following documents reflect

these efforts:

1. A letter, dated August 7, 1986, from the leader-
ship of the House Merchant Marine and Fisheries Committee
to Chairman Rostenkowski (and to other House conferees)
in which it was pointed out that there were four vehicle
carriers that needed ITC relief--not three--as the Com-
mittee had originally understood.,

2. Letters, dated August 21, 1986, from C.E. DeFries,
President of NMEBA, to Senator Russell Long and to each
Senate conferee pointing out that there were four vessels
involved and that it would be unfair to treat any of
them differently.

Representatives of NMEBA and MTL were led to believe by

Senator Long's office that he would introduce at the Conference

a transition rule covering all four vehicle carriers. The House

Conferees were prepared to accept what Senator Long would introduce.

At the Conference, Senator Long introduced a transitional rule

covering only the two Central Gulf vehicle carriers.

Until the Conference Report became available in August 1986,

the oversight was not discovered by MTL or NMEBA. The closing

days of the legislative session were hectic, and it was difficult

to speak to any Conferee or to any of the Committee staff members

or to have them focus on this issue. Clearly, however, the in-

clusion of only two vessels rather then four in the Conference

Committee Report (Page 1-79) was an oversight.

Several additional attempts to remedy the oversight were made

including:

1. Letters, dated October 2 and October 7, 1986,
to Chairman Packwood and to Senator Matsunaga from
Senator Frank Murkowski pointing out that there was
"confusion" over the number of vessels which needed
transition rule relief and that there were four vessels
instead of three, as he had originally assumed;

2. A letter dated October 7, 1986, from Senator
Murkowski to Senator Lautenberg and Senator Bradley;

3. A letter, dated October 11, 1986, from Chairman
Walter Jones of the House Merchant Marine and Fisheries
Committee to Chairman Dan Rostenkowski pointing out that
the-Committee's previous letter of August 7, 1986 dealing
with the transition rule was apparently misplaced and
not made available to the House Conferees;

4. A colloquy set forth on the Senate floor on Fri-
day, October 17, 1986 between Senator Packwood and
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Senator Lautenberg during which Senator Lautenberg
stated and Senator Packwood acknowledged that there had
been an unfortunate oversight with respect to MTL; and

5. A letter dated March 9, 1987 from Chairman Jones
to Chairman Rostenkowski reviewing again the oversight
that had occured and urging him to support an amendment
for the MTL vessel in the Technical Corrections Bill.

Differing treatment for any of these four identically situated

vehicle carriers was clearly not intended by Congress. There

were a number of circumstances that contributed to the oversight.

First, there was an original understanding by Senator Murkowski

and the House Merchant Marine and Fisheries Committee that the

MTL vessel did not need transitional rule relief. Second, there

was an understanding by those involved, including the Merchant

Marine and Fisheries Committee, that Senator Long would introduce

a transition rule for four vessels. Third, attempts to correct

the initial misunderstanding concerning the number of vessels in-

volved were unexplainably frustrated, including the apparent

misplacement of the August 7, 1986 letter from the Merchant Marine

and Fisheries Committee. It seems obvious that the Conferees and

the Congress intended to include all of the vehicle carriers that

required transitional rule relief in the rule. The colloquy

between Senators Lautenberg and Packwood on the Senator floor on

October 17, 1986 eloquently attests to the fact that an oversight

occurred. That colloquy is attached as an Appendix.

It is understood that the vehicle carrier to be owned by

Maritime Overseas Corporation, or a nominee thereof, is included

in the Technical Corrections Act. The amendment needed to include

the MTL vehicle carrier is as follows:

(P) The amendments made by section 201 shall not apply
to a new automobile carrier vessel to be registered
under the United States-flag, the construction contract
and charter for which were negotiated during 1985 and a
binding construction contract, not to exceed $22,000,000,
was entered into before June 1986 by Marine Car Carriers,
Inc., which vessel wi.ll be used to transport vehicles in
the foreign waterborne commerce of the United States and
in other international commerce.

Attachment
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Octooo.er 1. 136%
thero hai beRd election offered to it
andIt has been Indicatedthtere Would
be no more railcail voteU f 1this were
1hliecL it mould require a vote.. J
Staronl. as I do Suoort it. [ tf(l the
biU, 11counor go anyvtlce as long as the
amendmeng is liet on it.

Mr. MOYNIHAH. Mr. Presiden. In
theC cU t Lances. it having been &n.
nOunc Ld ar Me rewilU be no more
rol1aU votes. [ do withdraw 4e
amendimernt ratuctantly.

The PR W1CNG O MC=. The
Senator ha utham gn.

The amendment (to. 3498) wa
wlttdmwn.

Mr. PACEWO0. Kr. President. L
have a series of different coUoawes un-
voling rthe tax bill cn have been
cle re on both sides. aia unnimous
9o:0t that the coiloes "e r.tered
Into et.Rz ciOt as i iven

The PRZ17fO OMCr. WIth-
out obJeWo It Is so ordered.

GCeninat At~IeO TRAM55iIOW Ve
Mr. ROTH. Mr. President. the Pick.

wood amendment to House Concur.
fent ResolutIon 395 rould have that
provtsion dealing with niew airplanes
with L9 or fnewr pamenger sa s con-
tatled In sec. 04(a(l) thofe en.
roUeld tax bill (. 32338; aly to aL
such airclanes "txnulactured at the
oint of final assembly in the United

states,*
t have a queston I vould like to

oneto the dsunusnegume manager of
the rusolution. Ls it ha i le rsta=nld
thea the exresmon ,WauscCWed at
the point Of final aamernly'" would
aply to x-at ons in0IaLy nLnslul1d
4941se06 to mn Irms located in m
Stas and 10tpercen o" more value
thOUg the installation or Coinalecon
o& a a dow-on of the aons interior
0nh= W.oen Including * eat&.
Wt1es or caxvun inside or oumde

Ulgnteic exteior aaAntn and wi-
dow, and tnetr caumonenc wauI

Xr. PACX"WOOD. Yes, that Is my
'mderading. Lwant to make It elr
that th.s does not mean tat a fm=o
maatacunrer coud smly fly a com.
plted ai lane to the Unitqd States
tighlIrM sme mw and caiM Uta
the "Vntnt of ftial e-tdy for the
aluraft Is in the United Stas What
we have lB mind with th ue is that
at t t10 perc" of the value of the
amtiane must be added In the Unuted
aures.
Mr. 3!U .S. May I asf" the car-

man Incner tis tO oretet value
addedmust all be added a3 4he '-oint
at Wiael a"WOly ",or heter some of
thIs 17.S. value may be added through
V.S. &snovolers? For exale. I under-
stand that certan 3Lm-t meainuiac.

-s =0o U.S..ra e naes. but
these engies are i'-se tlown to manu.
facm-g factli es broad to be at.
ta:ned to the aroianes. The urtanes

en ar flom to the united states
whe"e moe v . vue is rded at the
poit of flAi alaesiemly. The reut is
that suanmtally ,mre t an 10ar.
Mnt of te tatlue added and domesC
cement t. the aralanes ad e b t he
comoantes is (ro r .5. M a the

.4GRISSIONAL RECORD -SEN
oouit of fInal asenoly and (tom U.S.
suppllers in many States at manr
points in the assembly process. MY
Ouesoion i wsiigner this meets t!%e re.
auteement thatt10 percent ot the vlue
added be in tie United states.

M. PACMIWOOO..My answer is ye.
it mates no difference whether all the
10 percent U.S. 1alue added Is added At
the "'Votus of final assemoy" or
whether some of It is added to tMe air-
Olane eartler In Cte mManutacturng
prices as for exarnle. by the Instal-
Iltio of U.S..made engines during the
assembly done abroad.

Mr. SOR.N. Mr. President. [ am
very pleased that a transition rule of
sig ifcant Bela to the economic derel.
onment of eastern Olrahoma was In-
cluded in thu concurrent resolution. It
was intended that it be oitginiLLy In.
eluded ,n the text of( L 38. OLt-
homna Industies ls beon pltann.n (or
a long time to undertake t ts project
usin tax exempt bonds In order Co
Qualify for lover cost flnancung as a
par of an urOan development action
grant. This new chicken orcesnig
plant would orovIde 00 lobs for Le
Flore county vhich Is suffering from
severe u.emaloymenIL The gtrML proc.
e has been held uo became of the in-
decision surroundingt this tax exemo-
Uon. I aooreci te the assistxne of the
chaima In helmng to clear up tus
matter. This action wiU be food news
to eastern Oklahoma ad to so many
who w nt a chance to wori and sun-

eot thir fam1lies n these verY dUfl.
cult times i Sou wSta.

There is a seond arowinon in this
concirrent resolution o tInoortance to
Oklahoma. the ex-oanon of the r=
esemtlon for arerlt assembled in

Otolanoma Cit. My coileague fr m .
tanss. Mr. Dao-_s. has e.,lined
the gmeral ouoae of tthi moltlc.I.
don and I am deilghted that the OkIa-
homs facility wnere BrItisn Aerospace
•ssemiles its olanes has be e ncluded.

SoealesAlly. Brutlah Aeroaae s a
faculty I n Orlahom City. operated by
AA.where It eazesurpaes (or
final delivery including mod tng
laes for customer. linstl ngar

condionio and. baggae ps and
painting the ircrafl, In addliton. ie
planes a mmoec there use U.S. en-
gines masnufactured by CGearret Tur-
bine L-,txne Ca. in Arc~na.

This Oklahoma faculty Is a&-noint Of
final aissemol within the meaning of
the natinsitln nale and suostanitlaly
moe ta.n 10Ote.C of the ralue of
the aircraft comes from U7S. suppUers.
the Garret and U.S. labor at the .AJR
fac&Ut, In short. by txtendlng the
rea of this tansition rule to all 30
Staues :he chuirma of the Finance
Comnuitee, has extended tio rule to
Include the a rlanes assembled at the
Oklanoma City facility for Britisn
Aerosuace.

Xl. LAIrTT-1LG. M r. P??eident.
Should like to address a otestion to
the dscilietaed cna-r1nOn of the Fl.
name Comauttee dealing Ith a
matter we didussed earlier tils woM

It deCaosith what I consider a real
aid aouso itnairness in the meaure

,A. S I7O4.€ '
. before us. It: has to do vich cer"vai.
r transition rules for the investment tax

credit. 'Vhat we have Wre three U.S.
sioigmr (tr..s. They will comoee in
i e exact same mrxt-the Japan.
United States auto ti-de. LuCh firm
has a contact to Ourcnhase new car.

I carrTing sins.
I discussed with the Cnajrman an

amendment [ intendceo o offer that
would maxt sur .that eachf firm would
rgeC the same transiton relief. The
amendment related to the JaO.n.
Utced SI.aes auto rade. The Ja-a.
nest have extirted milons of auto-
mobIles to the United StaLes. They use
some 80 oto 9"ocean gotug ,ssei to
Ship those cam. ut Lthe Jaansese
aewer used United Sta.es.lag ships.
One third of those vessels have been
Javanese-flag shicw. The ro-t have
been flags of convenience. But. never

Then. Xr. President. the Congrss
broughlit ruxue And the Jaoanese
Government. and the Javanese auto.
makers resonded. The automaiers
Creed to use tour U.S..flag shics.

That's a modest conession. when you
consider that they use .0 times that
many ships. But. It wu a welcome can.
cessor. It means an mporcant toe-
hold In a major marxfet. It meaus loh
for U.S. Merchant esmen, And. by
brestkiig life into the U.S. merenzat
masne. it =eun enhanced U.S. a -
tionaL security.

Those four U..S..lua shos axe being
buiLt now. They're bing bult Loueu.
ant to cana-acs with three U-S. Said-
ping flr=s Two of the suis are beng
bit for Cntrl uLCamr. oftNew
Orlesins. One is be bult for Km-
tme Overseas Cor. of ew TOr.And
one is begn buit for Marie Trim-
pore LLnw of Niew Jersey.

The rrc for Cene lGuWs shins is
protected by L 383L. The r=C for
laritlme Over~sl i would be Oro-

tected by the resolution beore s.
But, the hTC for Marne Transoor
would not cbe erected.

Thu's unuar. Thereare three frnus.
in the idenual situan . They wU &L
Wimpote In tae Samemarket- gre-
servig the MC makes sestse for One.
It maxes sawneftar all

U we fmsir the ability of one firm
to compete. we risuntdclerminn our
eLfortst o open 13 a mDark"ec with the
Javanese. we rt tunderm in our
own ct-edility.

The fact is that without the ETC. oa-
erston .y MTL w be uneconomic. It

igt=C be forced to 0= out of Itscon.
U=cU. t hienedl. the United
Sta es would be emouAsd ad 4we
would " binding the Jaoanese an
cuwse to tun away from Uni te
Stares suing Umr s

.r. Pfsdem. the Droblem IS that
te '-2M' Comiuttee suf says that

they wero. never mane aware of the
net for .ranstuon mrelit for Marie
Trs-nauor. I. for one. was otcontact-.
id my r-rsentatives for !he sl-,omsni
frM until last weet. They r.l4ied uoon
.antC=t hey made en the Rouse side.
The 4..iOl. ic wants the iOa.
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S L7050 "
made their own effort:a in the So
slid the House.

The boctom line i that the 0
man Considers this a new item. Anm
I undersr.ntd he cn1rama. there
many other Senators with neo i
U he ovens the door for one. fe wi
feel comoelled to ooen the door
others [! he amends its unazum
consentgreemrent to allow an no
merit to ad on- he would have
amend it to allow anendments
others. ThereL s no Ume (or hL
concurrent resciut.on would die.
trany necessary . claryiyng cume
a techncaL nature would die wth II

Mr. Premdenr. I do not intend to
Me resolution. However. I would
to out my ricern on the record
to seec a resonue from the h ai

Mr. PACLOOD. Mr. PrLid
the Senscor from New Jersey is no
We sintoly not C cOtfodat
amendment. without oenng thed
to others., however. 3s w e have
cuzd ths rmauter prtiiately. I do w
to say that he raLses a Jus3tiled c
plaint. There is co fair reason why
of the four shios should be det
relIef rrated to the remaining thi
I puts *he shloving flrm at a come
Uwe disarenmrgte. t certainly we(ct want to Iowur our efforts tomore U..fax ve, el. nn re Jac€

united SLates auto tr-de, Por
reason. I want to say to tne Sena
from New Jersey that looK (orw
working with him nere nyemr to
d thu concerns.

Mr. LA-T MMC. ,fr. Premde
I tIltthe clairma=I I reret
this matter was not brought toour
tiol n-earlier, so thati t mitgr t 1t.
bea included this year. But. L ao
Wooa omtmnmet to uddru the ma
nex Year. and I loot forward t war
1mg with hm to ermse ,that ad Im
comoeutor' are, tcrted the same.

Mr. President. for Lhe axe of
riecot L. I ax. Unanimous c sent t
ct= docuent petanting to t
tactertie printed in trie Rzxcoi.

There bem no odiccalon. the rn
s wasr ordered to be printed In t
R=metn. as follows:

Uwest e tras. Ass s.51r t5

Weannon JrJei rism r - Ce-er 14.--SIW1e arine ros,. D Oceme ft 15

o.lam rx Ft. LAoswim. U7S. Scatfr
soMt sse Muno Obc Jwtino rn
Wouniusatcon .DC

OPiax Saeae*LArsrmttI vwent rots
nowO tat youhavelf uAos wolenea

31luor-t inroole rt'ln to Mree man C
stint in tne ax reformtitl i n rvgsrd
asitlonaf run sor ar crriercomntrc
The Mine nsEugieers BentcialAso

uion 1125 ben at the torelfrunt Ut ettorta
perUade the Jariee autmobe1 n enamluti

orirs and the ¢JaonOtegrowe rneit
eaniolo a rveonasitrnum"tr of aUt
Sltae-ls entes amrersi tn e mrc
Javi U: nitaaS oSates automobile ,t ane.
Woiser rho Unted $taoLem te n mot

Lane mazre et(tr Jactanve eautamotlles.
has orcvitled no emrtno~t it tr Amti
ioest.Thu MhaS t5.Ren OSIcedes~te
fact thiat weoeNitt Maor" an33miul
Janasinasitorntole to arrie in the CT

aui liJuy-.sl on Jaolire,-cenrlled c
C1 11,e.

COIN ,ESSIONAL RECORD-SE>
nate hr re enee s auuomotle mnuftctur.

on ne sOa.e to cmarter tour Unied

hl r. 3ta ' h ile rTti 5 tort UIII U dmo.
Tx lU nothing sorit o a t solution tn Jao-anm o tads orictree. intl it ae situlft

SI a uat we ar sofl now to offer sevt tooer
AI3 wt as efflen 3ao"e of our maitier foreu
Would c oetors. an of toe tour carter mW

for fnegro ed dn L1. Lidhamrter coa.
OUS- tr2 nd COMtti ctMto" COtC.I"ti Vre con.
end- stmniad before July 3L 198. The comae-
S O mi.-Cntr Guu L sa of Now Oreans.

for W~ummaacm %Inuzne Otvirrss Caror"itonof No eri'(et. NewF Tort: an Marina Trans-
The ort Lines at Sec m . New Joet--sa-
&nd nmed in. eavefasbillty of the ilnewt mi tax

M o( awit Inworiine out We cntiter rtaeLd
L. W~e Ilnuene.
kL SesuAse of an auorte e st.n . the
tlke C11 r" am Me moe IIteetlU-
&ad on U1to corre" oversifta. wnIu 0 u8d the

House of Ro0evnr.. ta s. UttIud ott
threeG(atrihee el heenWugh in*?

1enL uv W 11 tatttly si~ma mud ati Ey&U need
I1C. ue rawutton rule reteL The carrT can.

hi tract for a.*e Traaaon liw wrasort.
door tad. The mm gouat of omittlo one
dlS- mel could adversely tmct te eAiot5iO

rnt M&f ee ; ant&e and rmer ifn*o'itted
vwo rtmeuonomic in a ver, convoeuliee

ott As mtrs now stud only three of tthe
red tour ve= s are InCluded tn the Oi'3ntion
Lr rUle and In the Concurrent Rw luon (.
ett. Cojn. Re. 3i5) to correct tftelnei errors In
uld tneeurlintrt ao Lii. 313. T he Coler.
gvt eno Rasoort to am oainy L9. & 838 tFPut

;&n. 9.7.9 Incjuues only two nrets. The House
1L£ cancUrrentP "- Olutount eddSe taddltlonlU

L.or rel
I neangy oort rur effort to correct

this owu1erstt 09 tor iudnliE te fourth 'el
1- 2 Ie cocaurr"t raoIuuMn Mo correct teen*

c: rtrs tha is I now eMorte Serit&
eiL Tour amnwmentt .s emnmal far Uy7

i neee d o , sour me n ntflet. It is un-
at- pe-unas well tnt hen mrwe ft LfZaMM to

ave t .S.-f.car mut to onter tam new
.eot 019 .WhI tend oereonel reesse
rf Sincererv.

the eaa a o .
1=ii Wiiiit.DC Octooow 7 118L
Chu Hon. P1tM. R P. LAurmm.

MarSm"e f,171ev . aLM'
DeaS x SrvwrA Laurarleent As the anor-

the for Mame Transoori Line tInM. (M"TJ.
erstn aexla" t ieacusnartin SeaswCUa
Ne Jerse. I sisd l4 u to ll Teu 0 aIt-
tmacian ot m nult U= now 4 10" i t

& tno a muo l ies to cci al en he TaJx
RoSors M Ac tad t% Iwquat 7yew u5ancl.

is a aUted SLum ts swniete ctony
wrnjet owes or oues oenrnth an 0 sRUM

x to In variou ul ndes tIn ernatooe i
ted ea mnoorne commrc t'
'W. The transtUon rtue t taiaffectW

to woud g rver'ei e ui'.ement tax crvwt far
L cMtain UMnted t a-tinvehicle e ca r.

.a* tor' wtucotsum-on coi acci and char
Ifo tca were niten atd . H a5 and cn-
lac- cudted mar to Jun o 113. urtng that

to oerad. three Jaotne nI AgomuItle DUsauac-
ted turn greed to charter fewou Uted Stan.
ant fle ciMM for us et Lb Jsuan/utled
Al. SLTa S aucomootle 0 UMM XT hud tie
w-. boner of ese te t5nr m tuted Stan cam-
. It oe selected tr a Jacieam autatootle
aIn. mamatisrte
Me The conrtr t t Wa were cneluded tor tMe
Ion M M Iml were the it tof moe than
.S. one year of oataing nd effoM. ThIs se-

car ment by the J a ,iatt -automOwle louf 5.
titier to etner ( tout rUnted St ,-lmsa

4AT Ocobe" !,-. !96
. ve Uir" 'etanted a t S t I t I are ht.

uItrough. tvin thouen tie Unitid SLatL, IS
the Lur rmarte for Ja.nanlse cttLtmo.
bIts and the Unted state sconum.mer Days
the cost at traawoortauofl. tie Ja,"ee
p Siit"fOOlt malaujiutur'S. vn cotol tins
I tiuum erAd he1oice ) acsTi nc2,rrr had
Ineverotev ouily iax t eedto eoow a Unt t"
StIL4419 'chnnicle Carrier in that.

Sea s0 0 an so'Sirt OvirfIgnh It the
Wtf lee- . the transition rJin and the con.
current resotuttOn to corret ovcserhts.
inlet Osnled theio use 0( RsuresenLIsVirs.
tIncludes only three at trilew emels-veni

aug theiy r Ll stmtsrty itUat.ed and
ter a& Uneed the nwaimuo rule relie Iron.
Ialyve thooen IS MW the moneer In
Utsi ,frt the TLeme vu the one
omitted. the ocoseauseee at ourutng ono

ml col1d be Wdnanrmg to the AenorteSn
Merchvant M artne ani render the omitted
'elunecnomtc U1 a ,r owetltlve
mwei. This invetuty should not De left tOf
tacei correcton oty tne next Coneresa.
LAC we undetaxaL to e.ulain Wny te Case Ls
il ertertS
Owinte4 15. Utree Anmeetan comoanles

WIMY. Cenui G-U CoMa. sd MaUtme
Ovine.. COM.) ovaet!std U tdeectdonUy
with IdliduJal iane seaumuanele menu.
taccrerf tor the onsl-uwtlon and charter
of four new etule Carrsm to be registered
Under the United Stuas 11" e .se thu
considered a reasth oIuhtor the
Antorican blereILtan Martne. the cunihosnes
were wiLtne to negtiate contr-a t tat
Were onVlarvinanyI erellLaUle. In order to
',Oi.f the -- el flnartutg ech coisnny
MS rITred to 11uar-ntee the avirulavsliT i

the nvetment ax Ceet thIn cnted under
the inuernsi Reenue Ac ax i is ume. The
as~lanlit? of tWe flC was coctdered oen-
ual to the anonuc teasuity of the con-

aCCL The" 0dts ere intended to offset
0=tat ate Jntanaesestamaile na=u.
taimr wom uvUiLnw to be"t. (nelucUng

hI the ,ondatltoo of 6 a itou rnue to
. rtlreeLbse=C toe tin 'm. tMere hal

bw sme melt eta-Voer the nam oet of
im thairned sti a aie The Ianemae
for Le tit rmuou nie raertut ,tleIR eAr.
"in-sW"s sent to Seor vpus od 07Sorm-
tor Muridowee. It was unerstood thi. Me
rule wowd bw tnnotrod by SetuatOr Lone
ax the cnlersnce o the Tax Reform ACt.
Centm a GllCoeuoritaio.whitm contracted
tot c eoeso Is a- a wm a"* of Senar
Loa. AL tonots Somin r M omiawsxi* offIce
wS fuLLY sw at aLbs Me Jane had COil-
cluded srrnmtm too at fi(our USod
Staoes.(ve elude caera. It wau Somaor
.Mtwtow 'a imd-tsl'd i utax only three
of Ltbs "Is reumoed ooesctan Under the
tawlUon rule beasimeon ects for the
bCTL 'ele had been cornefUdod n-tr to
Januilr? t. il. 1, 'orilumey. Senawr
Missauweas iideTvtandtng wVU incorrect
All tour of tese 'nifcle .rters ruu the
31nef111t1 at te cruon tue.

The fact that L tou'mes reuire the
awtuaon rwulwsmade clear 10oecilat
We Senate and iouso contirem on L.
3=8 but lot %o Senator '41IowLM ei office.
On Auglst . 191. the leaIde"nto of the
Soue Mrchanc Ma and t'snennrs Cont-
ta se int a letter licgy unioed) :0

CiaMLna RostnuaOwls add to rain of the
other House onmuree Ooutlng out tiat
there were fourt vehane carriersIthat we
hnIlUL stua td wnocn souid retrs te
uame oratecuon under a trsnaalon twie ton.
comt le the lio aitnt tM celit. On
AiUse T. 111. the reuxdent if eins Ms.
Ueotal arine £noeer SnemalAssi o .
tenl vvmo a let'eycT t edssaml to -en
of WeisSenate Coore" ointtng out tts
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smme crc.umstAnct lid *jrte that th
ueuituon ri fcluea If our wesmet. A
Car a S1 1 33ft.h he RuU. ad ens&&
€onuereS ,ntenaed to trea t U of Llteyev
s018 kel and notte faruro to ttlunduae
of he tsu M in the traisettton h.,o w iu
titna n ovtlgnt at the staff ovel.

An mers no- ttn .onlttree of the
four vowelss ai Icluded in the crautlr
mat i in tne Concrt Rsotuition (I
Con. Res. J5 to corV t teenot ajerrors iU
tas enrollment of R..c. 1318. The Contier
*"Cce Rsm to UouoLay LR p3- 8 (8=a
t171 IItltuics only t-o vettem
(91 Sreriiu.AWONG#OSICU Aamm V=.

Suj.- - tra w qettu madef y souon W I
shal not coly to vIt me uatonolo cTu
or qef= 5 uelcnlow am S VM aO O lta
147.000.00 and will bec catr ctr by
7iL fCIAtamer to aoua. i=er We t...
atanct wiLn an Am - .ewto Urde.
oflt torten aucamatla uso the O crU

Sta&e. na a cut where ngat low few suc
t0seOotiltion a.?ilngvem lcommneft In
Auth 1t985. f(ait onatabowwort sue.
laed* gnar to tiltend of 1,31. and del1.

tle trmnxsoo uon eonet vtort award
tam" 12811.

The on-cu-,nt resojuton adds one a~d.
tional 'pert:

(P The amendments m n me s s"tion* .3t
shall matLaoly to a new automol t czner
"an L ff1econtrct ort for wrtn t no
eater to 2 .000.000 and elcnll Wbe
Comtauetedb ? M:n1 Oversea Coror.
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A Momentum Company

Richard C. Amacher
Senior Vice President and Manager
Taxation

July 9, 1987

Mr. Bill Wilkins
Committee On Finance
205 Dirksen SOB-
Washington, DC - 20510

Re: Comments of MCorp on S. 1350

Dear Mr. Wilkins:

On behalf of MCorp, a $20 billion bank holding company located in
Dallas, Texas, enclosed are comments on S. 1350, the Technical
Corrections Act of 1987 relating to the Tax Reform Act of 1986,
introduced by Senators Bentsen and Packwood on June 10, 1987.

As the text of the enclosed comments explains, we feel that an
appropriate technical correction for the Act to provide in Sec. 109 is a
provision which would allow financially troubled banks to elect to carry
bad debt losses back ten years and forward five years, rather than
providing that such treatment is mandatory. By so providing, the Tax
Reform Act imposes an undue hardship on many financially troubled
banks, when it appears that the intent of Congress was to provide
relief for banks with large bad debt losses. The hardship stems from
the very real possibility that such banks will not be able to solve their
financial problems and generate significant amounts of taxable income
within the five-year carryover period.

We appreciate the opportunity to comment, and stand willing to provide
any further information you may require.

Very truly yours,

ard .Amacher

MCorp is pleased to submit these comments on the Technical

Corrections Act of 1987 relating to the Tax Reform Act of 1986. A
"relief" provision in the Act actually does more harm than good to

many banks which fit the definition of "financially troubled" in Act

Sec. 901(c)(3)(B).

Sec. 903(b)(1) of the 1986 Act amends Sec. 172(b)(1) of the Code by

adding at the end thereof the following paragraph:

"(L) Bad Debt Losses of Commercial Banks. -- In the case of

any bank (as defined in section 585(a)(2)), the portion of the

net operating loss for any taxable year beginning after

December 31, 1986, and before January 1, 1994, which is
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attributable to the deduction allowed under section 166(a)

shall be a net operating loss carryback to each of the 10

taxable years preceding the taxable year of the loss and a

net operating loss carryover to each of the 5 taxable years

following the taxable year of such loss.

This is obviously a relief provision for banks that have not as yet

experienced losses sufficient to cause their utilization of the special

ten-year carryback provision,; mandated by the Tax Reform Act of 1969.

These provisions were enacted to become effective in 1976 when severe

restrictions on bank loan loss reserve deductions were to take effect.

In short, Congress wanted to provide special relief to banks which

might find themselves in a position where they have severe loan losses

which would not receive current tax benefits due to the then existing

three-year carryback.

With the enactment of the 1986 bill, Congress demonstrated a change of

heart In that the special 10-year relief provision has been retracted and

banks are now sut:ject to the same 3-year carryback and 15-year

carryover rules as other taxpayers. The "relief" exception to this rule

(cited above) has the potential to do unintended harm to may

financially troubled banks.

Many banks have :lt the effects of the current energy and real estate

depression for the past few years, incurring huge economic losses due

to its effect on our customers. In addition, many banks have recently

booked huge loan loss reserve additions with respect to loans to less

developed countries, since many of these loans are on non-performing

status. Inability to co.Uect interest on non-performing loans, and loan

charge-offs, whik h have reached unprecedented levels, together are of

such magnitude that the resulting tax losses will in all probability

greatly exceed many banks' capacity to carry back into the ten-year

period. Indeed, we are concerned that, with only a five-year

carryforward period, these banks may never be able to deduct the

losses for tax purposes. Taxable income in that short a carryforward

period may not be sufficient to absorb the current losses carried

forward. In short, the "relief" provision cited above provides no

substantial relief; but, rather it is detrimental and we must question

realization of ary future benefit relating to the tax losses.

The problem J:; magnified in the situation where banks may be

considering affiliation with other companies to ameliorate the

aforementioned financial difficulties.
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The banking industry and its regulators have been attempting to find a

solution to the deteriorating capital positions of many of these banks.

For example, the Texas Legislature enacted legislation last year

authorizing out-of-state banks to own Texas banks. This was an

attempt to provide a private sector solution to banking's financial

problems. To allow out-of-state ownership is far superior to alternative

solutions which include FDIC assistance or even eventual failure and

liquidation by that agency.

In the several months since enactment of that legislation, there have

been relatively few-mergers announced involving the potential use of

private capital to revitalize Texas banks. We believe that one reason

for the scarcity of similar transactions is the five-year carryover

provision coupled with the limitations on net operating loss and tax

credit carryover utilization imposed by Sec. 621 of the Tax Reform Act

of 1986 amending Sec. 382 of the Code. Those provisions effectively

limit annual utilization of these carryovers to an amount equal to a

proxy interest rate times the purchase price of the acquired company.

Bank carryovers with less than a five-year life at the merger date face

a far greater degree of probability of expiration than would those with

the fifteen-year life available to companies in other industries. For

example, a bank with $500 million in carryovers which sells out for $1

billion when the proxy interest rate is 6% is limited to maximum post-

merger loss utilization of $300 million ($60 million per year for five

years). A non-bank company with a fifteen-year carryover would have

an increased probability of utilization of the entire $500 million. Since

prospective acquirors look to future after-tax earnings of potential

acquirees to determine the economic value of entering into a

transaction, it is obvious that limiting troubled banks to a five-year

carryover is an impediment to finding a solution in the private sector.

In our discussions with investment bankers and CPA's, we have come to

the conclusion that little, if any consideration is given by potential

acquirors to the possibility that these carryovers will ever be utilized.

Section 901(c) of the 1986 Act, which deals with elimination of bank

bad debt reserves, calls for the recapture of existing reserves over a

four-year period. But Congress, in recognition of the fact that some

banks were facing troubled times, provided another "relief" provision in

Sec. 901 (c) (3) (B) for "financially troubled banks." Such banks are those

whose ratio of non-performing loans to shareholders' equity exceed 75%.

Such banks are able to delay reserve recapture until that ratio drops

below 75%. Although this relief provision was meant to help the

affected banks, it is doubtful that many of them will opt to take

advantage of the ability to delay recapture, since their current tax is
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zero with or without recapture, and delaying recapture would only

Increase net operating loss carryforwards which expire in five years.

To the contrary, such banks would opt to recapture all of the reserve

as quickly as possible, so as to minimize those carryovers which may

expire before utilization.

Given the desire of Congress to provide relief for troubled banks, as

evidenced by the provisions cited above, and the lack of relief or even

detrimental effect of these same provisions, we suggest the following be

incorporated in the Technical Corrections Act.

Make the above cited provision (Act Sec. 903(b)(1)) elective for

financially troubled banks. Let those banks which truly need relief

select the carryback/carryforward configuration best suited to their own

individual situation. Let those banks which receive no benefit from the

10-year carryback "relief" provision nor irom the bad debt recapture

"relief" provision have the flexibility to achieve relief in this instance.

This could be accomplished by adding a sentence to paragraph (L) of

Code Sec. 172(b)(1) cited above which states:

"Use of this provision shall be elective with respect to those

banks described in Sec 585 (c)(3)(B)(iWi)."

This provision should have no revenue cost in the five-year window

period, since the banks already have a five-year carryforward.

This is an opportunity for Congress to provide genuine economic relief

for financially troubled banks. We would be grateful for your support,

and welcome the opportunity to discuss this further with Congressional

staff.
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July 23, 1987

Committee on Finance
United States Senate
205 Dirksen Building
Washington, D.C. 20510

Re: Finance Committee on Taxation and Debt
Management Hearing on Technical Corrections
Bill (S. 1350)

Gentlemen:

In accordance with Press Release #H-57, on behalf of
the California League of Savings Institutions, which represents
215 member organizations, we hereby submit comments with respect
to S. 1350, the Technical Corrections Act of 1987.

Modification of 1987 effective tax rate applicable to
savings and loan associations.

It is the firm view of the California League that due
to legislative oversight in connection with the enactment of the
1986 Tax Reform Act, many savings and loans are currently faced
with an anomalous and unreasonable effective tax rate regarding
their 1987 tax year.

The legislative history of the 1986 TRA reflects a
fundamental, ongoing commitment by both the Administration and
Congress to the proposition that as a corollary to the overall
increase in the post.-1986 curporate taxable base, post-1986 tax
rates would not be increased. In this regard the "percentage of
taxable income" bad debt reserve method, which is unique to the
savings and loan industry, has since its inception in 1951 been
treated by Congress, by the regulators and by the accounting
profession, as a tax rate concession linked to and conditioned
upon an institution's commitment to the primary activity of pro-
viding home financing.

The 1986 TRA reduced the general calendar year corpo-
rate tax rate from 46% in 1986 to 40% in 1987. The 1986 TRA
provided for an additional corporate rate decrease in 1988 and
thereafter, but the 1987 "blended" ratp is totally consistent
with the overriding corporate tax rate precept applied by the
1986 TRA, namely that post-1986 corporate tax rates would there-
after not exceed the 1986 corporate tax rate.

Due to the complexities attendant to the drafting of
the 1986 TRA, the reduction provided for the percentage of tax-
able income bad debt reserve deduction inadvertently violates
this principle during 1987. As a consequence, the savings and
loan business is in a unique and untenable position, viz: the
tax rate applicable to calendar year savings and loans (after
taking into account the IRC S 593 percentage of taxable income
bad debt deduction) actually increases from 31.28% in 1986 to
36.8 in 1987. After 1987, the tax rate applicable to calendar
year associations reverts to 31.28%. Accordingly, while other
calendar year corporations are subject to a 13% decrease in their
tax rate during 1987, calendar year savings and loans are incur-
ring more than a 17% increase in their tax rate in 1987.
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This is clearly neither the intended result nor a fair
result. The legislative history establishes a clear pattern of
lowering the 1986 tax rate for non-savings and loan corporations
by increments in 1987 and thereafter, while retaining the 1986
tax rate for savings and loans. There is no valid policy reason
to justify the anomaly of a one-year tax increase applicable to a
single industry. Accordingly, there should be a technical amend-
ment to the 1987 percentage of taxable income bad debt reserve
method allowance which will assure that the tax rate applicable
to savings and loans with regard to their 1987 taxable year shall
in no event exceed the pre-1987 and post-1987 rate of 31.28%.

Modification of "at risk" provisions relating to
sales of foreclosed real estate ("REO") by savings
and loan associations. (Code Section 465).

The Tax Reform Act of 1986 ("1986 TRA") changed the tax
consequences of holding real property acquired through the use of
non-recourse financing. If a savings and loan provides financing
for the sale of its own REO on a non-recourse basis, the
purchaser's tax basis in the property is now restricted by the
"at risk" rules. If, however, a third party institution regu-
larly engaged in the lending business finances the purchase on a
non-recourse basis, the purchaser escapes such tax basis restric-
tions. It has become apparent, however, that while the new rules
have minimal revenue impact, they inhibit normal lending prac-
tices and jeopardize the process of an orderly and systematic
disposition of foreclosed properties by thrifts. These new rules
are particularly prejudicial to savings and loans operating in 10
states (such as California), where state law prohibits lenders
from making recourse loans with respect to sale of their own
foreclosed properties.

We believe that historically savings and loans have
financed more than 80% of the sales of their own REO. Because of
the new law, however, potential purchasers will be unwilling to
accept seller financing and will seek to arrange financing from
third party lending institutions. In many, if not most of such
situations, such alternative financing will simply be unavailable
because of a lending institution's inherent unwillingness to
finance "a competitor's problem," i.e., previously foreclosed and
unfamiliar property held by another financial institution. The
ramifications of this hindrance are obvious and unnecessary in
light of the fact that numerous other restrictions affecting real
estate introduced by the 1986 TRA (e.g., the passive loss rule,
depreciation stretchouts, capital gains termination) are more
than sufficient to satisfy any reasondble perception of potential
tax abuse. The most pressing dilemma faced by troubled savings
and loans and the Federal Savings and Loan Insurance Corporation
is the disposition of REO. Congress should seek to eliminate,
rather than impose, obstacles to the disposition of such troubled
properties, particularly since the 1986 TRA negated most of the
tax benefits formerly associated with the acquisition of rental
real estate and thrust such property into a relatively tax dis-
favored tax position in terms of investment alternatives.

It is the position of the California League that the
"commercially reasonable" exception set forth in Code Section
465(b)(6)(D)(ii) and its rationale are similarly applicable to a
situation where a savings and loan is financing sales of its own
REO to unrelated third parties; that the failure to include such
exception in the 1986 Tax Reform Act should properly be viewed as
an oversight; and that the Technical Corrections Act of 1987
should provide appropriate relief for REQ sold by savings and
loans.

Very truly yours,

McKENNA, CONNER & CUNEO

LiZ

Martin S. Schwartz
Isy
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Mid -America Union

z CONFERENCE OF SEVENTH IDAY ADVENTISTS 8550 PIONEERS BLVD.
m P 0. BOX 6128

=our LINCOLN, NEBRASKA 68506(402) 483 4,0l

June 30, 1987

The Honorable Dan Rostenkowski
Chairman House Ways and Means Committee
Room 2111, Rayburn House Office Building
Washington, DC 20515

Good morning! Sir,

I'm very concerned about the news irdicating that the House Ways and
Means Committee is looking favorably at a proposal that after June 10,
1:387 will reduce the charitable deduction on Charitable Lead Trusts that
transfer the funds to the grandchildren. It appears to me that this is
a substantial change rather than a technical amendment to the 1986 Act.
I appeal to you to keep the charitable deduction in GSTT's "inclusion
rat io" formula.

We have oany donors that would like to benefit our college and academies
with current funds as a part of their estate planning, and the Chari-
table Lead Trust is one of the finest ways we have of securing present
funding for our school needs. And with the heavy financial pressures
placed on academic expenses by rising costs, we need all the help'-e can
get in maintaining Christian education in the private sector.

Thank you for giving this your serious attention.

Sincerely you.rc in Christ's service,

Orge4odru-, ,rector

TrustServ ices

C-W/;TW

CONIREN( ES (I.NTI .AlA-I • I AK(\r IOA % I-',OI RI- K4ss. N'I.RKA • IINNISoTA ,-ROCKO MOI NTAN
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Committee on Finance
Room SD-205
United States Senate
Washington, D. C. 20510

Dear Sirs:

I am writing to urge consideration of a technical
correction that would modify or eliminate the separate
foreign tax credit limitations for dividends from each
noncontrolled section 902 corporation.

As you know, these separate foreign tax credit
limitations were not included in either the House or the
Senate bill. Rather, both bills determined the proper
limitation by "looking through" dividend payments to the
underlying earnings in all cases where the U.S. shareholder
had a direct investment in the foreign corporation (i.e.
owned at least a 10 percent voting stock interest). This
treatment differed from portfolio-type investments in foreign
corporations, the dividends from which were treated as
passive income. I have been told that these provisions were
modified in Conference primarily to simplify the foreign tax
credit rules and because of technical concerns that taxpayers
might not be able to obtain sufficient information from
foreign companies in Which they hold less than a majority
interest to comply with a look-through rule. The addition of
the separate limitations for dividends from each
noncontrolled section 902 corporation did not affect the
revenue estimate for the foreign tax credit provisions.

Increasingly each year, a large number of U.S.
companies undertake international corporate joint venture
arrangements. These arrangements are undertaken by U.S.
companies to assist in penetrating specific foreign markets
(particularly in less developed countries where local
ownership is often required), and to take advantage of
foreign company technology and manufacturing or marketing
expertise. Typically these arrangements are organized by
establishing a separate joint venture corporation with the
U.S. company owning 50 percent or somewhat less of the total
outstanding stock.

The separate limitations for dividends from each
uncontrolled section 902 corporation will apply in all of
these joint venture arrangements organized in corporate form
as long as the U.S. shareholder owns 10 to 50 percent,
inclusive, of the foreign corporation. Because a separate
limitation applies for each noncontrolled section 902
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corporation and there are no "high-tax kick out" provisions,
more stringent restrictions are imposed than are faced by
U.S. companies that own either more than 50 percent or less
than 10 percent of a foreign corporation. Moreover, because
some (but not all) taxpayers can take reasonable tax planning
steps to avoid the separate limitations for dividends from
each section 902 corporation, this both serves as a trap for
the unwary and creates arbitrary results. Finally, given
other provisions in the foreign tax credit limitation enacted
in the 1986 Act, these separate limitations are unnecessary
for technical reasons and can be eliminated or modified
without undercutting any underlying tax policy principles.

Technical Background

Both the House and'Senate versions of the Tax
Reform Act of 1986 applied so-called "look-through" rules to
dividends and other payments of foreign corporations as long
as the U.S. shareholder corporation was eligible to receive
deemed paid credits under section 902 with respect to any
dividends from that foreign corporation. Thus, the look-
through rules generally applied with respect to payments from
all foreign affiliates in which U.S. companies owned 10
percent or more of the stock. H.R. 3838, S 601(b) (House
bill); H.R. 3838, S 901(b) (Senate bill). This 10 percent
threshold reflected the notion that if a U.S. shareholder
owned less than a 10 percent interest, it was most properly
treated as a portfolio investment with respect to which
passive treatment of dividends was appropriate. If, on-the
other hand, a U.S. shareholder had a ten percent or greater
interest in a foreign corporation, it was a direct investment
with respect to which active income treatment of dividends
was appropriate as long as the corresponding earnings of the
foreign corporation were attributable to active income.
Thus, the 10 percent dividing line between direct and
portfolio investments was the threshold used to trigger
application of the look-through rule.

Application of the look-through rule when a U.S.
shareholder owned a 50 percent or less interest in a foreign
corporation complicated the operation of the rule
substantially. Moreover, it required U.S. shareholders to
obtain relatively detailed financial information from foreign
corporations that they did not control. In Conference the
staffs apparently determined that in view of these
administrative difficulties, a look-through rule should

1 The Conference Report and General Explanation also state
a rationale that in the case of a non-CFC, "Congress did not
believe there is a sufficient identity of interest with U.S.
shareholders to treat nonmajority ownership positions as
units of a worldwide business . . ." and therefore properly
subject to the look-through rules. General Explanation at
868. This rationale is, however, inconsistent with general
Code principles that such cases are properly treated as'
direct investment for which corporate level double taxation
is considered inappropriate (under section 902). Moreover,
it is inconsistent with the stated rationale for the look-
through rule itself, which is to "reduce disparities that
might otherwise occur [compared to] . . . income subject to a
particular limitation when the taxpayer earns income abroad
directly (as through a foreign branch). ... ." General
Explanation at 866. Obviously the proper analogy to earning
the income directly in the case of a joint venture
corporation is to a joint venture partnership, where the
equivalent of a look-through rule clearly applies even if the
U.S. partner owns a 50 percent or less interest.
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generally apply only to corporations that are treated as
controlled foreign corporations ("CFCs"). 1 Limiting the
application of the rule both ensured that taxpayers could
obtain the information needed from foreign corporations to
apply the look-through rule, and simplified the application
of the look-through rule by limiting its application in
situations where Subpart F did not also apply. H. Rep. No.
841, 99th Cong., 2d Sess. 11-573 and 11-583 (1986). Under
the S9nate and Conference versions of the bill, CFCs were
foreign corporations in which U.S. shareholders in the
aggregate had more than a 50 percent interest.

Limiting the application of the look-through rule
to CFCs raised the issue of how to apply the new foreign tax
credit limitations to U.S. shareholders with respect to
direct investments in foreign corporations in which they
owned at least a 10 percent interest, but not more than a 50
percent interest. The solution adopted was a separate
foreign tax credit limitation for each corporation paying
such dividends.

Several problems result from this solution. While
many well-advised U.S. shareholders can plan around the
separate limitations, other shareholders -- for business
reasons completely unrelated to tax considerations -- cannot.
Those which cannot, where they own 10 to 50 percent of a
foreign corporation, are left with a tax treatment under
section 904 which is more adre than if they owned either
more than 50 percent or less than 10 percent. The treatment
is also more adverse than that had the joint venture been
organized as a partnership rather than a foreign corporation.
The adverse treatment applies even though the activities and
investments of a foreign corporation are substantially the
same as that of other joint venture investments which have
been able to avoid the separate limitations.

From either a policy or a technical viewpoint, such
a solution makes little sense. Moreover, from a technical
point of view, it is submitted that with time for more
deliberate thought, other less harsh solutions are available
to the problems faced in Conference.

Possible Alternative Provisions

Election to be Treated as a CFC. It is
generally in the U.S. Government's long-term interest that
foreign corporations with substantial U.S. ownership be
treated as controlled foreign corporations. Such
corporations must comply with extensive U.S. reporting
requirements. They are not allowed deferral on various types
of "tax haven" income. Further, gain from the sale of stock
of such corporations, to the extent of unrepatriated earnings
and profits. is treated as a dividend and is not eligible for
any capital gains treatment that may from time to time exist.

Notwithstanding these favorable aspects from the
U.S. Government viewpoint, taxpayers in most circumstances
would elect CFC status if permitted in order to avoid the
separate limitations on dividends from each noncontrolled
section 902 corporation. The election could be conditioned
on the availability of sufficient information to apply and
enforce the look-through rules, Subpart F, and other
provisions. The election could further be made irrevocable
except with the consent of the Commissioner.

Such an election would remove the penalty element
inherent in the separate limitations for each noncontrolled
section 902 corporation dividends. Particularly if revocable
only with consent, taxpayers making the election might well

78-9qg 0 - 88 - 31
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do so to avoid the penalty aspects of the separate limitation
without significant regard to the precise long-run impact on
future U.S. tax liabilities under Subpart F.

Passive Income Treatment. As an alternative (or in
addition) to an election of CFC status, the separate
limitations for each noncontrolled section 902 corporate
dividends could be eliminated and such amounts treated in all
cases as passive income in the same way that dividends from
corporations in which the U.S. shareholder owns less than
10 percent are treated. Such treatment would significantly
simplify the foreign tax credit rules: only two systems of
limitations would exist -- one for all CFC dividends and one
for non-CFC dividends. Moreover, any concerns that excess
credits from high-taxed dividends of non-CFC corporations
could be used to eliminate U.S. tax on other passive income
is automatically avoided because the final legislation
(unlike the Senate bill and apparently early versions of the
Conference agreement) includes the so-called high-tax kick
out of section 904(d)(2)(A)(iii)(III). The technical
corrections legislation could state clearly that, like with
dividends from CFCs, taxes deemed paid by U.S. shareholders
with respect to dividends of non-CFCs would be taken into
account in determining whether the high-tax kick out applies.
Passive income would thus not be sheltered by high-tax
dividends. Instead, the dividends would be treated as any
other kind of income from non-CFC investments.

Either (or both) of the above approaches would
simplify the foreign tax credit separate limitation
provisions from a technical point of view and would eliminate
the unnecessarily harsh and discriminatory treatment now
provided for dividends from companies whose U.S. ownership
ranges from 10 to 50 percent. They ought to be given serious
consideration in technical corrections.

Sincerely,

Paul W. Oosterhuis

PWO:psb

cc: Ms. Mary McAuliffe
Minority Chief of Staff
Committee on Finance
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Statement of the
Mortgage Insurance Companies of America

in connection with the July 22, 1987 Hearings
of the Senate Finance Committee's Subcommittee

on Taxation and Debt Management on S. 1350

The Mortgage Insurance Companies of America ("MICA") is

the trade association that represents all firms in the United

States that issue policies covering residential mortgage

insurance. The industry serves many low-income and moderate-

income homebuyers whose only alternative to mortgage insurance

would be federal program assistance. Thus, the mortgage

insurance industry helps to reduce reliance on the government for

housing assistance, which in turn reduces the pressure on the

federal deficit.

The industry is proud of its growth record. In the

last several years, mortgage insurance companies have paid record

volumes of claims to lenders who experienced defaults on their

mortgage loans. In 1986, the incurred losses of our member

companies were in excess of $1.2 billion. Payments to lenders by

the mortgage insurance industry have helped the lenders to

replenish needed capital and to reestablish operating momentum.

This has been especially important to the many lenders who

operate in regions undergoing economic stress. Our insurance

role has been validated by our support for institutions insured

by the FSLIC and for other entities that channel much needed

funds into the housing markets.

By state law mortgage insurance companies must

specialize solely in policies related to the financing of 1-4

family housing. The state-approved operating and reserve

requirements for firms in our industry have been designed to help

private mortgage insurers respond to the changing needs of

mortgage originators in different marketplaces. Since 1967 the

Internal Revenue Code has recognized the unique nature of our

state-regulated business through the special deduction allowed

under section 832(e)(2). Code section 832(e) allows an insurance
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company that writes "mortgage guaranty insurance" to deduct

amounts set aside in a reserve for mortgage guaranty insurance

losses, but then eliminates any tax benefit that would otherwise

arise from such deduction by requiring the company tQ.deposit the

amount of taxes saved by utilizing the deduction. The deposits

are made through the mechanism of purchasing "tax and loss bonds"

of the U.S. Treasury. These bonds are not transferable and pay

no interest. The section 832(e) deduction is restored to income

when the mortgage guaranty insurance loss reserve falls below the

accumulated section 832(e) deductions, or 10 years after the

deduction is taken, whichever occurs sooner. When the deduction

is restored to income, the bonds are surrendered to pay the tax

on such income.

Although the special arrangement under section 832(e)

may appear complicated, its purpose is easy to explain. Mortgage

insurance companies are required by state law to set aside a

reserve equal to a percentage of mortgage insurance premiums.

These reserves must be invested in certain types of assets. If

the large amounts required to be set aside were not deductible,

mortgage insurance companies would have considerable difficulty

satisfying their reserve requirements. Assume, for example, that

a mortgage insurance company earned premiums of $200. Assume

further that the company incurred $80 of deductible expenses and

had to establish a nondeductible reserve equal to 50% of premium

income, i.e., $100. In 1988, the federal income tax on the

company's taxable income of $120 would be $40.80 (34% x $120).

After payment of expenses and taxes, the company would have only

$79.20 to set aside as a reserve ($200 - $80 - $40.80), even

though state law required that a reserve of $100 be established.

Section 832(e) makes it possible for mortgage insurance

companies to satisfy their very high reserve requirements without

giving these companies the tax benefit of a deduction for such

reserves. State regulators accept the convention that tax and

loss bonds are an investment, even though they are not
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transferable, pay no interest, and are redeemed to pay any taxes

due when the deduction is reversed. By purchasing tax and loss

bonds in lieu of directly paying federal income tax, the mortgage

insurance company is in effect able to treat the payment of its

federal income tax liability as an investment that is counted

towards its statutory reserve requirement. By taking advantage

of the special deduction under section 832(e), the company in the

foregoing example could have deducted $180 ($80 of expenses and

$100 under section 832(e)), would have paid federal income tax of

$6.80 (34% x $20), and would have purchased tax and loss bonds of

$34 (the tax benefit of the $100 deduction). Its remaining cash

($79.20) plus its tax and loss bonds ($34) would have constituted

sufficient assets, in the eyes of state regulators, to satisfy

the $100 reserve requirement. The $40.80 of revenue that would

have been received by the U.S. Treasury ($6.80 of tax and $34 of

tax and loss bond receipts) is exactly the same as the revenue

received when no deduction was taken.

As should be clear from the preceding example, mortgage

insurance companies derive no actual tax benefit from their

deduction under section 832(e), nor does the federal government

incur any revenue loss, since the company makes an interest-free

loan to the Treasury between the year of the deduction and the

year the deduction is reversed.

Section 832(e) was not amended in any way by the 1986

Act. Nor is there any indication in the pertinent committee

reports that Congress intended to repeal or modify the special

accomodation under section 832(e) between state regulatory

requirements and federal revenue needs. Nevertheless, because

the new alternative minimum tax (OAMT") was not adequately

coordinated with section 832(e), the effect of the AMT may be to

curtail substantially the ability of mortgage insurance companies

to utilize section 832(e).

Unless the AMT provisions of the 1986 Act are

corrected, it will be possible for a mortgage insurance company

to become subject to AMT even if it enjoys no tax preference



whatsoever. This is demonstrated in Table I of Exhibit A, which

uses the same figures as in the preceding examples. Column 1,

Table I, shows the taxable income, regular tax liability, and

total revenue to the U.S. Treasury in the case of a mortgage

insurance company with premium income of $200, expenses of $80,

and a reserve of $100. Column 2 shows the net income reported on

the books. Because the loss reserve is not deducted on the

books, there is a large "book income preference" equal to one-

half of the reserve, which produces a large AMT liability.

The existence of an AMT liability in Table I assumes

that mortgage insurance companies will not alter their behavior

in response to the 1986 Act. In fact, by not purchasing tax and

loss bonds, they can reduce their section 832(e) deduction to a

point where their AMT liability is reduced to zero. Because the

increase in their regular tax liability is exactly offset by

their reduced purchases of tax and loss bonds, they can avoid

payment of AMT attributable to section 832(e) without any change

in their total payments to the Treasury. This is illustrated in

Table II, which shows how the company shown in Table I can reduce

its AMT to zero by reducing its purchase of tax and loss bonds

from $34.00 to $23.80 and its deduction under section 832(e) from

$100 to $70. Because the increased regular tax payments that

result from the reduced deduction will not be treated as an

investment by state regulatory agencies, the company will have to

find an alternative method of satisfying its reserve requirement,

thereby defeating the policy of section 832(e) without increasing

federal revenues by a single cent.

The economic reality of section 832(e) is that the

mortgage insurance company gets no deduction and pays the

resulting tax, even though its loss reserve additions are

formally designated as deductions and its taxes are formally

designated as bonds. For the AMT to work properly, it is

necessary that the economic reality of section 832(e), rather

than its formalisms, be respected. Specifically, no deduction

ill, --. 1 9
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under section 832(e) should be allowed in computing AMTI, and tax

and loss bonds should be treated as payments of regular tax.

Proposed statutory language to achieve this result is attached

hereto as Exhibit B.

Table III of Exhibit A shows the consequences of the

proposed technical correction. In calculating the taxpayer's

AMTI, the $100 loss reserve is not deducted and the $34 of tax

and loss bonds are treated as payment of regular tax. The

taxpayer in Table III is able to utilize section 832(e) to the

full extent without any reduction in federal revenues. The

technical correction would not allow a taxpayer to reduce its AMT

liability to the extent it resulted from any reason other than

the purchase of tax and loss bonds.

We believe that the foregoing examples and explanation

should demonstrate that, unless the proposed technical correction

is adopted, the AMT will have the unintended and undesirable

effect of curtailing the non-tax benefits of a Code section that

confers no tax benefit on the taxpayers that utilize it. MICA

and its Tax Reform Task Force would be pleased to work with the

Committee and its staff in arriving at an equitable solution to

this technical problem.

Joseph J. Komanecki
Chairman

Tax Reform Task Force-
Mortgage Insurance Companies

of America



Table I
(1986 Act)

(1) (2) (3)
Taxable Book AMTI
Income Income

Premiums
(Expenses)
(Reserve)

Net Income
Book Preference

AMTI

Regular Tax

Tentative Tax
(Regular Tax)
(T&L Bonds)

AMT

T&L Bonds

Revenue

200
(80)

(100)

20

x .34

6.80

200 20C
(80) (80)

(100)

120 20
50

70

x .2

14.00
(6.80)

7.20

34.00

40.80

Table II
(Reduction of Reserve)

(4) (5) (6)
Taxable Book AMTI
Income Income

200
(80)
(70)

50

X .34

17.00

200 200
(80) (80)

(70)

120 50
35

85

x .2

17.00
(17.00)

0
23.80

40.80

Table III
(Technical Correction

(7) (8) -9)
Taxable Book ANTI
Income Income

200
(80)

(100)

20

x .34

6.80

200 200
'80) (80)

120 120
0

120

x .2

24.00
(6.80)

(34.00)

0
34.00

40.80
to
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EXHIDIT B

1. Amend section 55(c)(1) by adding two new sentences

to the end thereof to read as follows:

"The regular tax shall include the total
amount paid for tax and loss bonds under
section 832(e)(2) with respect to the
deduction permitted under section 832(e)(1)
for the taxable year. The regular tax shall
be reduced (but not below zero) by the amount
paid in a prior taxable year for tax and loss
bonds acquired with respect- to a deduction
permitted under section 832(e) (1) for such
taxable year that is restored to income under
section 832(e)(5) in the current taxable
year, but regular tax shall only be reduced
to the extent that the purchase of such bonds
in such prior year increased the regular
tax."

2. Amend section 56(c) by adding a new paragraph (4)

to the end thereof to read as follows:

"(4) EFFECT OF SECTION 832(e). --

"(A) DEDUCTION NOT ALLOWED. -- The
deduction permitted by section 832(e)(1)
shall not be allowed.

"(B) INCLUSION IN GROSS INCOME
DISREGARDED. -- The inclusion in gross
income required by section 832(e) (5) shall be
disregarded."
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STATEMENT OF

VESTER T. HUGHES, JR. AND

WILLIAM B. HARMAN, JR.

ON BEHALF OF

MONUMENTAL CORPORATION

BALTIMORE, MARYLAND

CONCERNING S. 1350

THE TECHNICAL CORRECTIONS ACTOF 1987

Statement of Monumental Corporation

Background

Prior to the 1986 Act, a corporation did not
recognize gain or loss on a distribution (or deemed distri-
bution) of its assets to shareholders in liquidation. The
statutory provisions (including section 338) providing for
this result are sometimes referred to as the General Utilities
rule. This rule was repealed by the Tax Reform Act of 1986
effective, in general, for liquidations, after December 31,
1986.

Monumental Corporation, Baltimore, Maryland, was
acquired by Aegon NV on September .3, 1986. Monumental Cor-
poration wishes to make a section 338 election for 1986, but
it is unable to do so because of the uncertainty of the effect
of such an election. This problem is explained below.

Problem

On April 7, 1986, the Internal Revenue Service, in
Announcement 86-47 (Attachment A), indicated that it was
studying the tax effects of an insurance company acquisition
where a section 338 election was involved (relating to a
step-up in basis of assets of the acquired insured company).
As of July 1, 1987, no further public announcement had been
made with regard to the result of this study.

In a letter dated November 19, 1986 to Messrs.
Hughes and Harman (Attachment B), the Chief Counsel of the
IRS, William F. Nelson, stated that if this issue -- the
affect of section 338 elections on post-April 7 insurance
company acquisitions -- "is raised in the course of an
examination, I expect it to be resolved on the same basis as
other potential tax controversies with respect to which the
Service has not adopted a firm interpretation or position."

The result of the IRS statements is that an
insurance company electing section 338 after April 6, 1986,
and before January 1, 1987, will not know the IRS position as
to the tax consequences of such an election. The IRS position
had been clear for over 28 years (January 1, 1958 - April 7,
1986); life insurance companies were not taxed at the
corporate level if a section 338 election was made because the
General Utilities doctrine incorporated into section 338
applied to insurance companies, as well as to all other
corporate taxpayers.
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Discussion

Whatever questions the IRS may have had with respect
to an insurance company election under section 338 should be
moot since the General Utilities rule was repealed by the 1986
Act.

In view of:

(1) the repeal of the General Utilities doctrine as
of January 1, 1987,

(2) the acceptance by the IRS of this doctrine
applying to life insurance companies for over 28 years, and

(3) the IRS refusal to state its position for a
nine-month period (April - December, 1986),

we believe the IRS position is unfair and discriminatory. It
treats similarly situated taxpayers differently, depending
solely on whether an acquisition occurred before or after
April 7, 1986. The law was not changed by Congress until 1987.

It is impossible to make an intelligent election
when the rules are unknown.

Moreover, the Service will not even state whether or
not its position will change until after a taxpayer has made
an election, filed a tax return and been audited

Recommendation

Accordingly, we suggest an amendment be made to the
transitional rule provisions of the 1986 Act requiring the
Service to continue to apply its historical position with
respect to section 338 elections by insurance companies for
the nine-month period of April 7 - December 31, 1986. This
provision could be included in the 1987 Technical Corrections
Act, S. 1350.

There is attached a statutory draft to accomplish
this result (Attachment C).

We do not believe this proposed amendment involves a
revenue loss because it simply requires the IRS to maintain
its historical position until January 1, 1987, when the law
was changed. We do not believe that the revenue estimtes
under the 1986 Act included any revenue attributable to a
possible administrative change by the IRS in its 28 year
position as to how section 338 applied to insurance companies.

Submitted By,

Vester T. Hughes, jr.L/
Hughes & Luce
1000 Dallas Building
Dallas, Texas 75201

WilliamB. Harman, .
Davis & Harman e'
1455 Pennsylvania Avenue, N.W.
Washington, D. C. 20004
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ATTACHMENT A

SEC. 338-STOCK PURCHASES TREATED AS ASSET
ACQUISITIONS

e IRS Is con.iderlng whether to increase acquired
insurance company's taxable income when election I.
made to treat stock purchase as asset acquisition. AN-
NOUNCEMENT 86-47

The Internal Revenue Service Is considering the
question -.iether an Insurance company's taxable Income
should be Increased by any excess reserves that arise
when an election Is made under Section 338 to treat the
purchase of Its stock as an asset acquisition. That situa-
tion can arise, for Instance, If the parties allocate some
of the value of the acquired Insurance company to an asset
(other than goodwill) identilled as "insurance contracts in
force." Such allocation reflects the fact that the amount
of the reserves exceeds the amount that an unrelated par-
ty would require as consideration for agreeing to assume
the net liabilities underlying the insurance contracts of
the acquired company.

Should the IRS decide that Income Is properly In-
creased in this situation, that decision will not affect In,
surance company acquisitions occurring before April 7,
1986. Also. the IRS will not Increase the Income of an ac-
quired Insurance company in analogous situations In
which former Section 334(b)(2) applies to the liquidation
of an acquired Insurance company.

Full Text: The Internal Revenue Service Is consid-
ering whether the rules of subchapter L of the Internal
Revenue Code (and. in the case of life Insurance compan-
ies. section 1.817-4(d) of the Income Tax Rejulatlons)
and/or the "tax benefit" rule require the taxation of In-
come from the release of certain reserves when an elec-
tion is made under section 338 of the Code to treat the
purchase of stock of an insurance company as an asset
acquisition. For Instance, If the parties to an Insurance
company acquisition allocate some of the value of the ac-
quired company to an asset (other than goodwill) identi-
fled as, for example. "Insurance contracts in force."
then that allocation reflects the fact that the amount of the
reserves of the acquired company exceeds the amount
that an unrelated party would require as consideration for
sigreeing to assume the net liabilities underlying the In-
surance contracts of the acquired company. The Service
is considering whether acquired company's taxable in-
come is properly Increased by the amount of that excess.

Should the Service decide that income Is properly
Increased In this situation. then as an exercise of the
Commissioner's authority under section 7805(b) of the
Code. the Service will not so Increase the Income of an
acquired Insurance company, provided that the acquisi-
tion date, as defined In section 338(h)(2) of the Code, oc-
curred before April 7. 1986, the date of puhlcation of
this announcement. In addition, under the authority of
section 7805(h), the Service will not so increase the in-
come of an acquired Insurance company in analogous sit-
tatlous in which former section 334(b)(2) applies to the
liquidatipn of an acquired insurance company.
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CHIEF COUNSEL ATTACHENT B
Internal Revenue Service

Washington, DC 20224

Vester T. Hughes
Hug hes &Luce
1000 Dallas Building
Dallas, Texas 75201

William B. Herman, Jr../
Davis & Harman
1445 Pennsylvania Ave., N.W.
Suite 1200
Washington, D.C. 20004

Dear Vester & Bill,

I am writing to follow up on our meeting of last month
regarding the question whether the seller of a life insurance
business should be required to recognize income on the release
from liabilities under the insurance contracts under section
1.817-4 of the Income Tax Regulations.

As you know, Treasury and the Service previously reached a
decision that, whatever the correct answer may be as a
technical matter, section 7805(b) relief would be granted only
for transactions occurring before April 7, 1986. After a great
deal of thought and consideration, I have decided not to change
that decision. If this issue is raised in the course of an
examination, I expect it to be resolved on the same basis as
other potential tax controversies with respect to which the
Service has not adopted a firm interpretation or position.

Sincerel),

WI IM P. NELSON

Department of the Treasury
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ATTACHMENT C

Statutory Draft

The following amendment will require the IRS to
continue to apply its pre-April 7, 1986, rules to insurance
company acquisitions occurring after April 6, 1986 and before
January 1, 1987:

SEC. . AMENDMENT RELATED TO SECTION 633 OF THE 1986 ACT.

Subsection (e) of section 633 of the Tax Reform Act
of 1986 (relating to other transitional rules) is amended by
adding at the end thereof the following new paragraph:

"(9) (A) Any transaction described in section 338
of the Internal Revenue Code of 1986 for which the
acquisition date (as defined in subsection (h)(2)
of section 338) occurs after April 6, 1986 and
before January 1, 1987 shall be governed by the
rules referred to in IRS Announcement 86-47 as
applied prior to the date of such publication.

(B) In the case of any transaction described
in subparagraph (A), the time for making an elec-
tion under paragraph (9) of such section 338 shall
not expire before the 60th day after the date of
enactment of this Act. A section 338 election made
in accordance with the preceding sentence shall
revoke and supercede a protective carryover basis
election under section 1.338-4T(f)(6) of the Income
Tax Regulations that previously was made with
respect to a transaction described in subparagraph
(A)."
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Summary

Statement of
Vester T. Hughes, Jr. and William B. Harman, Jr.

On Behalf of
Monumental Corporation, Baltimore, Maryland

The Tax Reform Act of 1986 repealed the General
Utilities rule effective, in general, for liquidations after
December 31, 1986. This repeal included section 338.

On April 7, 1986, the IRS announced it was studying
the tax effects of an insurance company acquisition where a
section 338 election was involved (IRS Announcement 86-47).
This announcement came after the IRS had not questioned the
applicability of section 338 to insurance'company
acquisitions for over 28 years. The IRS will not state
whether it will either change its position or continue to
follow its historical position until a taxpayer has made an
election, filed a tax return and been audited. Thus, no
insurance company can make an intelligent election because of
the uncertainty of the IRS position.

In effect, the IRS is attempting to repeal section
338 only for life insurance companies (without any authority)
as of April 7, 1986, whereas Congress repealed section 338
for all corporations (including life insurance companies) as
of January 1, 1987. This IRS position is unfair and
discriminatory.

Consistent with its repeal of section 338, Congress
should rquire the IRS to continue to apply its historical
position with respect to section 338 elections by insurance
companies for the nine month period of April 7 - December 31,
1986.

We do not believe this proposal would involve a
revenue loss since it simply requires the IRS to follow
existing section 338 until the effective date of its repeal
by Congress.



982

THE MOUNT SINAI MEDICAL CENTER
ONE GUSTAVE L. LEVY PLACE • NEW YORK N.Y. 10029

0,oCw VOM Niunt Siai Schoolof Medine - Mo unt Si naiHospital

Office of Development (212) 650976

June 30th, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, DC 20510

Dear Ms. Wilcox:

In the strongest terms possible, I wish to protest the proposed
loss of the charitable deduction as an offset against the
generation-skipping tax on Charitable Lead Trusts.

Such trusts are not so much for the advantage of the rich as they
are for the benefit of the poor. The true beneficiaries of
Charitable Lead Trusts are the recipients of services who would
otherwise suffer from want. Lead trust funding is crucial to
Mount Sinai Medical Center and its programs in the Spanish Harlem
Community. Additionally, lead funding provides the nation with
world class research and superior medical care here at Mount
Sinai.

Please pass on to the appropriate Senators our dismay over the
proposed changes. Simply stated, the loss of this deduction will
be a terrible blow to lead trust funding.

Sincerely,

4Blair lIearth
Director of Planned Giving
Mount Sinai Medical Center

BH:mib
cc: Ritchie Geisel
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August 26, 1987

Laura Wilcox. Hearing Clerk
Room SOOB 205
Wamhington, D.C. 20510

Subject: Technical Cnrrections Bill- S 1350, Tax Reform Act of
1986

Dear Ms. Wilcox,

Please enter the following letter onto the record to become an
official part of the comments On Bill No S 1350!

I am writing to prntest a provision in the TRA-8fi that will have
grave repercussions on the state of the arts in this country.
You have an opportunity, in youor consideration of the Technical
Corrections Rll S-isn, to nnrrect- this situation, which T am
sure arises from a misunderstanding.

This bill treats the writing of a hook or screenplay in the same
fashion, for tax pturposps, as the production of nuts And holt=
and garment hooks The expenses of writing a hook are treated an
one would treat the evpenseq involved in produing a home
computrA They are not- tho same

If T, as a heginning writar, ot an idea for a hook, I have to do
research. T may have to make telephone calls, travel, buoy hooks.
Having done all this, I may or may not write the book If I
write it, I may or may not Sell it. Evon if I don't write it,
the experienn of writing it may help mp write a later book

I may and up writing an entirely differpt hook, yearq later,
which had its genesis in research done years ago. And if I Sell
it, I have no way Of knowing whether I will receive royalties on
it, and if so, for how long

Writing is not the qame kind of process that manufacturing is.
We write whether we Sell anything or not We have no idea what
the life of o, r wnrks might he Writing is-nnt a mechanical
process We cannot distingtuish certain ewponse and assign them
exclusively to certain prnjects, because a writer is not jst . a
prodtucer of bnokq, stnries, poems. A writer writes Writinn is
the profession, not prndtuing a given honk Fvrything qis "grist
fnr the mill." Tf wePll. and if we sell nntgh to make a
living at it, we are ewneptionally Iucky Most writers don't
No writer can predic'- his income from one ypar to the newt No
writer can predict the income from a given project It cannot he
done

To ask us1 to capitAli7 nur expense- as TRA-A dnes is to
demonstrate a lark nf ,tndrstanding of creative work It will
also force many propl", like me, out of writing aS a prnfeqion,
Why should I qppnd my life trying to write gnnd honks when I will
starve in the process, trying to determine how many paper clips I
used on which manuisnript, and whether the stamps on a letter to
an editor mhntld he acsigned to a hook in proncs, or one that
may or may not he written? And if I and people like me are
forced ouit of the prnfasion, what will yntr Children read>

I can hardly hope for the enlightenment that Trish law shows to
income earned from writing, but' surely, rely the united States
can do better than this. I appeal to ynoi to strike this clause
from the Tax Rpform Act It is a matter of the utmost importance
to the future of this country.

Sincerely,

6316 Driscoll NF
Albuquerque, NM 87109
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REMARKS OF ROBERT V. VAN FOSSAN

CHAIRMAN AND CHIEF EXECUTIVE OFFICER

OF THE MUTUAL BENEFIT LIFE INSURANCE COMPANY

EXECUTIVE SUMMARY

Income from sales in the intensely competitive pension
marketplace of the early 1980's required investments which would
support lorig term guarantees of the high interest rates of those
years. Deep discount bonds were the best available investments
for this purpose, since they protected the Company against losses
from redemptions if interest rates returned to lower rates. The
favorable capital gains treatment further enabled Mutual Benefit
to guarantee even higher interest rates to pension contract
holders. The above facts resulted in favorable grandfathering in
the Deficit Reduction Act of 1984.

The issue of the taxability of gain realized on these bonds
was reconsidered in the I1q6 Act. Ultimately, the House
allocated $119 million to a transition rule to solve the problem.
Throughout these discussions, Mutual Benefit argued for a generic
rule which would have treated all companies the same. However,
at the time of enactment, available fragmentary data suggested
that the 15 companies most concerned with this issue would use up
the entire $119 million. Current, more accurate, information now
shows that a generic rule would require only $146 million to
provide for the entire industry at 28%. If Congress can not
allocate the additional money required for a 28% rate, a 29.14
generic capital gains rate would accommodate the entire life
insurance industry within the original $119 million guideline.

While an industry-wide generic rule was originally and still
is most preferable, it is important that the rate that was
originally applied to the 15 named life iuurance companies not
be raised substantially. The named insurance companies not only
relied on the grandfather clause in the Deficit Reduction Act of
1984 when we made our initial investment, but also relied on the
transition rule, as enacted, by not selling bonds in 1986 that we
otherwise would have sold. What is needed is a way to make the
capital gains transition rule applicable to the entire life
insurance industry without harming those of us in the industry
that previously were granted relief.

We strongly urge you to change the 15 company rule to a rule
applicable to all insurance companies. If in your best judgment
the cost of generic treatment at 28% is still prohibitive, please
redistribute to all insurance companies the $119 million of
relief that was committed in the 1986 Act. A 29.1% rate will
accomplish this.

Mr. Chairman: I am Robert V. Van Fossan, Chairman and Chief

Executive Officer of The Mutual Benefit Life Insurance Company of

Newark, New Jersey. I appreciate this opportunity to submit my

comments regarding the increase in the capital gains tax rate on

pre-1984 Act Market Discount Bonds from 28% to 31.6% under the

proposed Technical Corrections Act of 1987. I recognize that
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this transition rule was not crafted by the Senate Finance

Committee, but was initiated in the House. I felt it important,

nonetheless, to bring to your attention our position on this

matter which throughout has been for the adoption of a rule which

treats all companies the same.

Mutual Benefit Life is a medium sized mutual life insurance

company which was a major participant in the issuance of

Guaranteed Interest Contracts in the early 1980's. These

contractual commitments were made by Mutual Benefit to the

holders of large contracts which support the country's private

pension system. These contracts were negotiated in an intensely

competitive marketplace resulting in narrow profit margins. To

support the long term guarantees of the high interest rates then

in effect (14% to 16), it was necessary to seek out investments

which would not be redeemed as interest rates returned to normal.

Such redemptions would have created substantial losses to the

Company. The best available investments with such safety were

deep discount bonds. The Company, in fact, passed on the

capital gains differential to the pension plan buyers in the form

of higher interest rate guarantees.

At the time of the enactment of the Deficit Reduction Act of

1984, these factors were carefully considered. A decision was

reached in that Act to tax gains on bonds issued prior to July

19, 1984 at 289. Mutual Benefit sought no more than that, and

has relied upon this law.

The issue of the taxability of gain realized on these bonds

was reconsidered in the 1986 Act. Ultimately, the House

allocated $119 million to a transition rule to solve the problem.

Throughout these discussions, Mutual Benefit argued for a generic

rule which would have treated all companies the same. However,

at the time of enactment, available fragmentary data suggested

that the 15 companies most concerned with this issue would use up
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the entire $119 million. Current, more accurate, information now

shows that a generic rule would require $146 million to provide

for the entire industry at 28%. If the Congress feels it should

not allocate the additional money required for a 28% rate, a

29.1% generic capital gains rate would accommodate the entire

life insurance industry within the original $119 million

guideline.

The Mutual Benefit Life Insurance Company is currently

holding bonds purchased at market discount in reliance upon the

provisions of the 1984 and 1986 Tax Acts. The differential

between the corporate capital gains rate under the 15 company

transition rule and the rate in the Technical Corrections Act of

1987 will cost Mutual Benefit approximately $6 million in

additional taxes. Such an increase in our taxes makes this

provision more than a mere technical correction to us.

While an industry-wide generic rule was originally and still

is most preferable, it is important that the rate that was

originally applied to the 15 named life insurance companies not

be raised substantially. The named insurance companies not only

relied on the grandfather clause in the Deficit Reduction Act of

1984 when\we made our initial investment, but also relied on the

transition rule, as enacted, by not selling bonds in 1986 that we

otherwise would have sold. What is needed is a way to make the

capital gains transition rule applicable to the entire life

insurance industry without harming those of us in the industry

that previously were granted relief.

Mr. Chairman, I strongly urge you to change the 15 company

rule to a rule applicable to all insurance companies. If in your

best judgment the cost of generic treatment at 28% is still

prohibitive, please redistl'ibute to all insurance companies the

$119 million of relief that was committed in the 1986 Act. A

29.1% rate will accomplish this.
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NATNAL O oF3O 7
ASIaTION '3 UJDJO54Z"
OFBOND itZ0OLAWYMS

COMMENTS REGARDING
TECHNICAL CORRECTIONS ACT OF 1987

Set forth below are the comments of the National Association of Bond Lawyers
regarding the tax-exempt bond provisions contained in the Technical Corrections Act of
1987, introduced on June 10, 1987. These comments are divided into three categories:
(1) comments regarding the need for clarification )f certain technical corrections; (2)
comments regarding substantive change caused b, certain technical corrections; and (3)
comments regarding other required technical correctiu;s.

As used herein, the term "Bill" means the Technical Corrections Act of 1987,
Introduced as S.1350 in the United States Senate and H.R. 2636 in the United States
House of Representatives. The term "Act" means the Tax Reform Act of 1986. The term
"1986 Code" means the Internal Revenue Code of 1986 as enacted by the Act. The term
"1954 Code" means the Internal Revenue Code of 1954. The term "Explanation" means
the "Description of the Technical Corrections Act of 1987," released by the staff of the
Joint Committee on Taxation on June 15,'1987. The term "Blue Book" means the
"General Explanation of the Tax Reform Act of 1986" released by the Staff of the Joint
Committee on Taxation on May 8, 1987.

TECHNICAL CORRECTIONS REQUIRING FURTHER CLARIFICATION

Small Issuer Exemption from Rebate: Entities Formed for Application of Exempg.
Section 113(a)(17)(A)(lii) of the Bill adds clause (ii)(lll) to section 148(f)(4)(C) of the 1986
Code indicating that, In determining the application of the small issuer exemption from
rebate, there must be included "an entity formed (or, to the extent provided by the
Secretary, availed of) to avoid the purposes of" the small issuer exemption from rebate.
Clause (ii)(ll) should be deleted from the amendment made by section 113(a)(17)(A)(iii) of
the Bill.

The inclusion of clause (ii)(lll) implies that citizens will form local government units
with general taxing powers solely for the purpose of application of the $5,000,000
exemption from rebate. This is highly unlikely and, even if true, is not possible of
determination. Formation documentation will not indicate purposes for formation beyond
governmental purposes, bond counsel will not be capable of applying the provision and
the Internal Revenue Service will not be capable of enforcing the 'provision.

Small Issuer Exemp~on from Rebate: Certain Current Refunding Bonds. Section
113(a)(17)(A)(iii) of the Bill adds clause (iiI) to section 148(f)(4)(C) of the 1986 Code
Indicating that, in determining the application of the small issuer exemption from rebate,
there shall not be taken into account "any bond issued to refund (other than advance
refund) any bond to the extent the amount of the refunding bond does not exceed the
outstanding amount of the refunded bond." (Emphasis added.) Application of the
underlined phrase is unclear. If a refunding bond is Issued In the amount of $4,000,000 to
refund the $3,000,000 outstanding amount of a prior bond, does clause (ill) mean that the
entire $4,000,000 refunding bond must be counted In determining the application of the
exemption because the principal amount of the refunding bond exceeds the outstanding
principal amount of the refunded bond? Or does clause (iii) mean that only $1,000,000 of
the refunding bond must be counted in determining the application of the exemption? If
the former meaning is Intended, the word "if" should be substituted for the underlined
phrase.

Change In Use Provisions Applied to Small Issue Private A i Bonds. Section
113(a)(23)(A) of the Bill amends section 150(b)(4)(B) of the 1986 Code by inserting the
phrase "or a qualified small issue bond" indicating that the change In use provisions apply
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to terminate interest deductibility for small Issue bonds in the case of facilities financed
with such bonds "if such facility is not used for a purpose for which a tax-exempt bond
could be issued on the date of such issue" (Section 150(b)(4)(A) of the 1986 Code). The
Explanation indicates, as one example of a change in use for a small issue bond, a post-
issuance capital expenditure which results in violation of the $10,000,000 limitation
applicable to small issue private activity bonds. It is strenuously objected that such a
capital expenditure is not a change in "use"; rather a change in use would result, for
example, from use for a commercial purpose of a facility financed with bonds exempt by
reason of an original use for a manufacturing purpose. If it is intended that violation of the
$10,000,000 result in a loss of the interest deduction, Section 113(a)(23)(A) of the Bill
should specifically so indicate.

Improper Code Reference. Section 113(c)(12)(A) of the Bill relates to an
amendment to subparagraph (N) of section 103(b)(6) of the "1986 Code." The reference
to the CoddsN*hould be changed to the "1954 Code," as was done in section 113(c)(12)(B)
of the Bill.

Extension of Origination Period for Current Refundings of Qualified Mortgao
Bond . In discussion of the extension of the 1954 Code sunset date for issuance of
qualified mortgage bonds and bonds issued to refund qualified mortgage bonds, the
Explanation states on page 244, ". . . refundings permitted under this expansion of the
transitional exception may not involve an extension of the period for providing financing to
homebuyers." A similar statement was contained in the Conference Report, published
September 18, 1986, on page 11-716 and in the Blue Book on page 1230. The statement is
not supported by specific statutory language in either the Act, the 1986 Code or the 1954
Code.

Congress, in both the 1986 Code and in the 1954 Code, placed certain limitations
upon the type and amount of qualified mortgage bonds and mortgages acquired with
qualified mortgage bonds, as well as certain limitations upon arbitrage earnings. In none
of these limitations is there a limitation'upon the period during which mortgages can be
originated. It is clearly unacceptable for the Explanation to indicate a limitation where
there is none.

SUBSTANCE CHANGES MADE BY BILL

Measure o( Issuance Costs Lmitation and of Safe Harbor Exception from Rebate.
Section 113(a)(13) of the Bill amends section 147(g) of the 1986 Code to apply the
limitation on issuance costs against the "proceeds" of the bonds, rather than against the
face amount of the bonds as is now set forth in section 147(g) of the 1986 Code. Similarly,
section 113(a)(16) of the Bill amends section 148(f)(4)(B)(iii)(I) of the 1986 Code to apply
the measure of the cumulative cash flow deficit against the "proceeds" of he bonds,
rather than against the face amount of the bonds as is now set furtl. in section
148(f)(4)(B)(iii)(l) of the 1986 Code. Although not set forth in the 1986 Code, staff has
indicated that the term "proceeds" means an amount equal to the reoffering price of the
bonds to the public. Such changes are substantive changes not appropriately made by a
technical corrections act.

Many issuers sell their bonds at public sale after bidding. Under this arrangement,
the issuer will cause the official statement to be prepared and printed, will cause notice of
bids to be published two to three weeks prior to the bid opening, will receive bids and
award the bonds to the winning bidder at the bid opening and will issue the bonds one to
three weeks following the award of the bid. Under this procedure, the principal amount of
the bonds must be determined prior to the time that the official statement is printed and the
bids on the sale of the bonds are received, yet the amount of "proceeds" of the bonds is
not known until after the winning bidder at the public sale resells the bonds to the public.

If, for example, an issuer determines that the principal amount of tax and revenue
anticipation notes to be sold at public sale will be $10,000,000, based upon a projected
safe harbor cumulative cash flow deficit of $9,000,000 and if, following public sale of the
bonds, the winning bidder indicates that the notes were resold to the public at an original
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Issue discount of one percent the "proceeds" of the notes would be $9,900,000 and on
the date of delivery of the notes, the issuer would know that if Its projected cumulative
cash flow deficit becomes the actual cash flow deficit, the "safe harbor" for rebate
purposes will not be achieved because the projected deficit will exceed 90 percent of the
reoffering price of the notes. The modifications suggested by the Bill have a substantive
effect upon issuer procedures for bond sale, may force the negotiated sale of bonds or
the imposition of artificial restraints upon the reoffering price of the Notes. Such
substantive provisions are improper points for inclusion in a technical corrections bill.

Application of Rebate Rules to Refunding Bonds. Section 113(a)(17)(A)(iii) of the
Bill adds new clause (iv) to section 148(f)(4)(C) of the 1986 Code indicating that, unless
certain stringent restriants are satisfied, the $5,000,000 small issuer exemption from
rebate requirements does not apply to refunding bonds. Included among these restraints
is a requirement that the refunded bonds must have satisfied the $5,000,000 exemption
when issued. Thus, if the refunded bond either satisfied the rebate requirement or was
exempt from the rebate requirement due to the expenditure exemption or for other
statutory reason, the refunding bond would be automatically ineligible for the small issuer
exemption. There is no indication in the Act that Congress did not intend for the small
issuer exemption to apply to refunding bonds (as well as new money bonds) without
limitation, and there is no clear reason for a distinction between bonds which refund prior
bonds which complied with rebate requirements and bonds which refund prior bonds
which were exempt from rebate requirements, and bonds which are issued for provision of
construction funds, acquisition funds, or working capital funds. The distinction which
Congress made in the Tax Reform Act of 1986 and which should be maintained without
erosion by the Technical Corrections Act of 1987 is a distinction between issuers rather
than a distinction between purposes of bond issuance. The exclusion of refunding bonds
from the exemption. Proposed clause (iv) of section 148(f)(4)(C) is substantive in effect
and highly inappropriate for a technical corrections bill. Proposed clause (iv) should be
withdrawn.

Designation of Refunding Bonds. Section 109(b)(5) of the Bill provides reformulated
rules to determine whether refunding bonds may qualify as qualified tax-exempt obligations
("QTEO's") for certain bank deductibility provisions and to indicate how refunding bonds
are to be taken into account in determining whether other bonds qualify as QTEO's. This
comment offers our understanding of the legislative language that the Bill would add to the
1986 Code as section 265(b)(3)(F) and (G) and offers our reasons for concluding that the
Explanation fundamentally misrepresents the plain meaning of that language.

Section 265(b)(3)(F) provides a general rule that in determining the status of a non-
refunding bonds, a refunding bond will not be taken into account for purposes of the $10
million limit of section 265(b)(3)(C) provided that (1) the refunding is not an advance
refunding and (2) the amount of the refunding issue does not exceed the outstanding
amount of the refunded issue. Thus an issuer may issue up to $10 million of construction
(non-refunding) bonds in a year and designate them as QTEO's notwithstanding the fact
that the issuer issues additional amounts of refunding bonds during the year, provided the
refunding bonds meet the standards of section 265(b)(3)(F).

Section 265(b)(3)(G)() denies QTEO status to any bond that is part of an issue that
includes any refunding bonds and exceeds $10,000,000 in aggregate face amount. This
rule means that an issuer could not issue a multi-purpose issue of $15 million of which $7
million was refunding bonds and $8 million of construction bonds as OTEO's on the
ground that section 265(b)(3)(F) made the $7 million of refunding bonds irrelevant.

Section 265(b)(3)(G)(ii) allows refunding issues that meet the test of section
265(b)(3)(G)(i) to achieve OTEO status through either a regular designation or a "deemed"
designation. Under the regular designation route, the refunding issue must meet the
general standards applicable to non-refunding issues, such as the limitation of section
265(b)(3)(A) that the total of the designated issue plus all other bonds Issued (or
anticipated to be issued) during the same'cJlndar year cannot exceed $10,000,000.
Under the deemed designation route, the issue must pass muster under a different set of
standards: specifically, the prior bonds must themselves have been QTEO's, and the
refunding must be a "non-advance" refunding which does not exceed the outstanding
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amount of the prior bonds and which complies with specified maturity limits. The deemed
designation route does not, however, require the issue to take into account other bonds
issued during the calendar year. Thus an issuer using the deemed designation provisions
can preserve the QTEO status of a financing through one or more refundings even though
there are other financings during the year of the refundings such that the refunding bonds
could not qualify outside the deemed designation provisions.

The Explanation states that the deemed designation provisions are the only route
by which a refunding issue can achieve QTEO status. In other words, the Explanation
takes the position that a refunding issue cannot be a QTEO issue unless the prior issue"was designated, qualified for, and was taken into account under the $10 million limitation
when issued." (Page 76.) This comment by the Explanation is not supported by the
statutory language of the Bill, which as noted above permits refunding bonds to qualify
either by ,ctual designation or by deemed designation. Further, the rule proposed by the
comment is not justified by any sensible policy. It is inappropriate to deny an issuer which
issued bonds prior to the effective date of the 1986 legislation the opportunity to refund
them with QTEO's, provided the refunding bonds meet the tests set forth for refunding
bonds as described herein.

REQUIRED ADDITIONAL TECHNICAL CORRECTIONS

Inclusion of "On Behalf Of" Issuers in Small Issuer Rebate Exception. The small
issuer exception from rebate requirements contained in section 148(f)(4)(C)(i) of the 1986
Code relates to governmental units with general taxing powers. Congressional staff has
indicated that the exception applies to entities which issue on behalf of governmental units
with general taxing powers. It is suggested that subclause (i) (as redesignated by section
113(a)(17)(A)(ii) of the Bill) of section 148(f)(4)(C)(i) of the 1986 Code be amended to read
as follows (new language is indicated by underlining):

(I) the issue is issued by or on behalf o a governmental unit with
general taxing powers.

It is also noted that there appears no clear legislative purpose to limiting the small
issuer exemption to governmental units with general taxing powers. The intent of the
exception should be to limit its application to governmental bonds. We suggest, therefore,
that consideration be given to the entire elimination of of subparagraph (I).

Change in Use Rules Appkd to Transitioned Refundings of Residential Renta
Bonds. Section 1313(a) of the Act permits current refundings of certain bonds, including
residential rental bonds originally issued as tax-exempt under section 103(b)(4)(A) of the
1954 Code. Subparagraph (E) of section 1313(a)(3) of the Act indicates that the change in
use provisions contained in section 150(b) of the 1986 Code apply to such transitioned
refinding bonds. Paragraph (2) of section 150(b) of the 1986 Code relates to change in
use of facilities financed with bonds issued as tax-exempt under section 142(a)(7) of the
1986 Code and does not refer to facilities financed as tax-exempt under section
103(b)(4)(A) of the 1954 Code. Since it was not the purpose of the transition rule for
refundings of residential rental projects to impose the new low income restrictions
applicable to bonds issued under section 142(a)(7) of the 1986 Code, subparagraph (E) of
section 1313(a)(3) of the Act requires modification to indicate its inapplicability to bonds
issued to refund prior bonds issued as tax-exempt under section 103(b)(4)(A) of the 1954
Code. It is suggested that section 1313(a)(3)(E) of the Act be amended by the Bill to read
as follows (new language is indicated by underlining):

(E) Except in the case of bonds issued for facilities qualifying under
section 103(b)(4)(A) of the 1954 Code. the provisions of section 1501b) of the
1986 Code (relating to change in use).

Rebate as Applied to Tax and Revenue Anticipation Noes. Section 148(f)(4)(B)(iii)
of the 1986 Code relates to an exemption from rebate for tax and revenue anticipation
notes which satisfy a "safeharbor" in terms of cumulative cash flow deficits. Footnote 173
of the Blue Book indicates that it is expected that the Treasury Department will treat
deficits as occuring only if no amounts other than bond proceeds are available to pay
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expenses for that which the proceeds are used. In determining available amounts,
amounts In special purpose accounts or otherwise earmarked are available i the
governmental unit either (1) established the restrictions on the use of the other funds or (2)
has the power to after the use of the other funds. Footnote 173 indicates a significant
expansion of the definition of "available revenues" under existing Treasury regulations.

It is contended that Congress did not intend that present Treasury regulations of
"available revenues" be modified when Congress enacted the safe harbor exception to
rebate. The Bill should modify Section 148(f)(4)(B)(iii) to include a definition of "available
revenues" which is based upon the definition of such term which is included in present
Treasury regulations.

Security for Qualified Redevelopment Bond;. Subparagraph (B) of section
144(c)(2) of the 1986 Code relating to the security for qualified redevelopment bonds is
unclear. It has been variously stated that existing clause (I) was designed to permit
general obligation bonds, real property tax increment bonds, sales tax increment bonds
and bonds combining one or more of such sources of security. It has also been indicated
that no discrimination between sources of security was Intended by the reference in
existing clause (i) to "primarily secured by" as contrasted with the reference in clause (ii)
to "reserved exclusively for". It has also been indicated that the reference to "reserve
exclusively for" was not intended to eliminate state statutory requirements for use of tax
increment for, for example, low or moderate income, or to eliminate past and future
contracts and other arrangements whereby a portion of tax increment was provided to
governmental units not engaged in redevelopment or renewal, for eylmple, to school
districts to be used for school purposes, as opposed to its use for bond debt service. The
Blue Book indicates that payment of the bonds is not to be "derived from" payments such
that the bonds would have been rendered as industrial development bonds under prior
law, but there Is no indication in the Act that this is true. A clarification which conformed to
the Blue Book would be a substantive, rather than a technical change. It is suggested that
subparagraph (B) of section 144(c)(2) of the 1986 Code be amended to read as follows:

(B) the payment of the principal and interest on such issue is
primarily secured by taxes of general applicability, or an increment thereof,
imposed by a general purpose governmental unit,

Application of Maturity Limit to Qualified 501(c)(3) Bonds for Working Capital.
Qualified 501(c)(3) bonds may be issued for the financing of purposes other than facilities.
For example, qualified 501(c)(3) bonds may be issued for financing of working capital or
refunding of prior debt. In such event the maturity limitation is inapplicable, by its terms. it
is suggested that the original intent of Congress be clarified by amending section 147(h)(2)
of the 1986 Code by adding a new sentence at the end thereat to read as follows:

'Subsection (b) shall apply to qualified 501(c)(3) bonds only with
respect to facilities financed with such bonds.'

A ppicaton of Expendituii Excetion to Rebate Requirement. Under present law,
rebate requirements do not apply if gross proceeds of an issue are expended for the
governmental purpose of the issue within 6 months of issuance. Most issues, however,
provide for the funding of a reasonably required reserve fund in addition to funding for the
primary governmental purpose of the issue. Reserve funds are retained to assure that a
source of payment of the issue is available in the event of a temporary insufficiency of
other sources of payment of debt service. It is suggested that the expenditure exception
to the rebate requirement be amended to provide that a reserve fund need not be
expended in order for the 6 months expenditure exception to apply.

It is also suggested that the expenditure exception be amended to to provide that
the use of proceeds of an issue for redemption of the issue be treated as an expenditure
for the governmental purpose of the issue on the date upon which such redemption is
made.

In certain cases, the issuer may fully Intend on the date of bond issuance to
expend the proceeds of the bonds within six months thereof, but for reasons beyond the
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control of the issuer or for Inadvertence, the issuer Is unable to expend such proceeds.
The suggested amendment would enable an issuer to cure the problem and thus to avoid
rebate procedures by using the amounts which were not expended for redemption of the
bonds. The Federal Government will thereby derive more revenue from the elimination of
outstanding tax-exempt bonds than It would from the rebate of "excess" investment
earnings.

Chance In Use for Single Family Housing Bonds. Footnote 196 on page 1221 of
the Blue Book indicates that, with respect to the change in use provisions contained in
section 150(b)(1) of the 1986 Code for qualified mortgage bonds, Congress intended that
the disallowance of Interest deductions for bond-financed housing cease prospectively if
the residence again qualifies as the mortgagor's principal residence. The footnote
indicates. "A technical amendment may be necessary for the statute to reflect this intent."
Such technical amendment should be made by the Bill.

Definition of "Proceeds". The term "proceeds" is used in a number of the
provisions contained in sections 141 through 150 of the 1986 Code. Staff has indicated
that the term "proceeds" means an amount equal to the reoffering price of the bonds to
the public, that is, an amount equal to the price at which a substantial amount of the bonds
of each maturity were sold to the public. Generally, this amount is equal to the face
amount of the bonds, plus accrued interest on the bonds, plus original issue premium,
less original issue discount. The term should be defined in the Bill.

Retroactive Designation of Bonds as Qualified Bonds for Purposes of Bank
Deductibility Provisions. Section 109(b)(3) of the Bill provides that issuers may
retroactively designate their bonds as bank qualified under the $10 million exception if
certain conditions are met. For bonds issued after August 7, 1986 and before January 1,
1987, the issuer has until January 1, 1988 to make the designation. However, for bonds
Issued between January 1, 1986 and August 7, 1986, an additional requirement is added
that the issue must have made a designation a' the time of issue that it intended to qualify
under section 802(n)(3) of H.R. 3838.

There is no persuasive reason for this additional requirement for bonds issued on
or before August 7, 1986. Many small issuers did not make designations during such time
period simply because the House Bill was pending and not yet law. Other small issuers
thought they were protected by the March 14, 1986 Joint Statement and essentially
ignored H.R. 3838. These issuers are now being asked to designate their bonds as bank
qualified by investment bankers.

It is suggested that all bonds issued in 1986 may be retroactively designated as
bank qualified until January 1, 1988.
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SUMMARY

The National Association of Collegiate Directors of

Athletics ("NACDA") urges this Committee to expand the scope of

Section 1608 of the Tax Reform Act, rather than repealing it, per

Section 116(b) of the Technical Corrections Act of 1987.

Section 1608 reflected -- albeit only for two schools -- the

ill-conceived policy behind Revenue Ruling 86-63, a policy of the

Internal Revenue Service raising questions dealing with

contributions tied into athletic ticket purchases.

The reasons are myriad for overturning the Revenue Ruling,

most significantly that the IRS had no conception of the

framework of the industry it was "regulating." Administrative

chaos attends attempts to comply with the Ruling. In addition,

substantive policy reasons also exist for reversing the I.R.S.
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BARAFF, KOERNER, LENDER & HOCHBERG, P. C.
ATTORNEYS AT LAW

The Honorable Lloyd Bentsen
Chairman
Committee on Finance
United States Senate
205 Dirksen Building
Washington,'%.C. 20510

Dear Mr. Chairman:

On behalf of the National Association of Collegiate
Directors of Athletics ("NACDA"), I wish to respond to the
opportunity to submit comments on S. 1350, the Technical
Corrections Act of 1987.

NACDA wishes to express its views on Section 116(b) which
repeals Section 1608 of the Reform Act. It is NACDA's position
that rather than "rolling-back" the two institutions identified
in Section 1608, the Technical Corrections Act ought to "roll-up"
all collegiate athletic programs, by overturning Revenue Ruling
86-63.

Background

Revenue Ruling 86-63 itself was issued on April 28, 1986, in
an effort to "clarify, distinguish, and supercede" an earlier
Revenue Ruling (Rev. Rul. 84-132) which had raised questions
about any contribution tied into collegiate athletic ticket
purchases. In fact, what the new Revenue Ruling did was to
continue the total disallowance of contributions in sold-out
stadiums and raise significant evaluation and administrative
questions in other facilities.

In the 99th Congress, an amendment to roll-back Revenue
Ruling 86-63 was introduced by Senator Pryor on the very day that
the Ruling was issued. Shortly thereafter, in the House of
Representatives, the same bill was offered by Representative
Dicks. Moreover, in the course of consideration of the Tax
Revision Bill, Senator Symms drafted a much more comprehensive
overturning of the effect of the Revenue Ruling. Conference
Committee efforts by Senator Long and Representative Pickle to
obtain relief for all of college athletics from the impact of the
Revenue Ruling were unsuccessful. Unable to achieve that broad
exemption, Senator Long and Representative Pickle -- in an effort
to express the bad policy behind the Ruling -- sought some relief
for their "constituent institutions" -- Louisiana State
University and the University of Texas. Subsequently, House
Concurrent Resolution 335 proposed to strike Section 1608, but
was never passed.

In the 100th Congress, Senator Gramm has introduced 9.74 and
Representative Pickle has introduced H.R. 1106, both of which
would extend the exemption from Revenue Ruling 86-63 to all
schools.

Need For The Legislation

It is estimated that approximately $125 million is
contributed yearly to Preferred Seating Plans at some 150
colleges and universities around the country. It is believed
that approximately three-quarters of all major athletic programs
are involved with Priority Seating Plans. The Plans enable
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donors to buy preferential seating at collegiate sporting events.
Revenue Ruling 86-63 totally disallowed certain contributions and
raised significant evaluation and administrative questions in
other facilities.

Two principal problems emerged from the Revenue Ruling:
Contributions tied into ticket purchases in sold-out stadiums
were denied completely as a deduction and the administrative
problems attached to non-sold-out stadiums were so chaotic that
both schools and taxpayers ignored the law.

Substantively, as a result of the position of the Internal
Revenue Service, there ultimately will be a significant
diminution of contributions, thereby injuring not football and
basketball (those sports usually associated with the Plans), but
non-revenue and women's sports.

(a) Administrative Chaos

The college Athletic Directors have made a compelling case
that the Ruling simply creates extreme administrative problems.
It is apparent that the IRS just did not understand the
collegiate sports industry and how the Ruling would affect it.
Among these:

* Since a sold-out facility triggers a "death penalty" of no
deduction whatsoever, universities will begin holding back
tickets for day-of-game sale where a stadium or arena is
normally sold out.

Some universities tie tickets into qifts to the university,
rather than to the athletic department, raising much broader
policy questions.

The IRS did not realize that contributions tied to ticket
purchases are made, not on a one-time basis, but on a yearly
basis, thereby creating annual administrative problems.

The vast bulk of plans -- approximately 85% -- involve a
"grandfathering" problem, where a $300 per year contributor
may be sitting next to a $1000 per year contributor sitting

.next tooa $500 per year contributor sitting next to a $50
per year contributor -- all based on when they joined the
plan. This factor apparently was not considered by the IRS.

Since each solicitation must identify the specific amount
which can de deducted, a university may be called upon to
examine every ticket purchased in a Priority Seating Plan.
And this could be required every single year, based on
changing factors. One university, for example, would be
required to make a yearly analysis of the 17,000
participants in its Plan because of the grandfathering
problem.

A university deciding to use a flat percentage does not meet
the specifics of the Revenue Ruling which requires an.
analysis of

the level of demand for tickets, the general
availability of seats, the relative desirablity of
seats based on their types, locations, and views, and
other relevant factors.

An institution that decides to use a flat amount (e.g., $75
per ticket) throughout the entire facility likewise would
not meet the specifics 0 te Revenue Ruling. Moreover,
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using that across-the-board $75 evaluation, our hypothetical
grandfathered contributors now have the following
deductions:

Contributor Contribution Non-Deductible Deductible

A $ 300 $75 $225
B $1000 $75 $925
C $ 500 $75 $425
D $ 50 $75 [$25 in

imputed income?]

Exacerbating this situation, the IRS obviously did not
consider a very common problem that arises with collegiate
basketball tournaments and most football programs.
Collegiate basketball tournaments, like the Atlantic Coast
Conference Tournamenrt, the Big Ten Tournament, the Big East
Tournament, and so forth, have become stellar, sold-out
events. In the ACC, for example, one cannot even hope to
get access to a Tournament ticket, unless you are one of the
season ticket holders at one of the ACC schools. Given that
fact, each ACC school is required to make the first-cut
allocation as to how much of the contribution should be
attributed to access to a Tournament ticket (or the
possibility of obtaining a Tournament ticket) and allocate
the rest to regular season. Of course, the amount
attributable to the sold-out Tournament is totally
non-deductible -- but what is it worth? The same type of
situation occurs in football when School A, for example,
might expect to sell-out the School B game, but not the
School C contest.

Some sports, such as hockey, defy the ability to set
standards for the benefit received, since there is no
commonly-accepted view of what are the best seats.

The schools face a Catch-22: If the institution estimates
the non-deductible portion of the contribution too hgh, it
runs the risk that a donor will be much more wary of giving,
since less will be deductible. On the other hand, if the
institution values the benefit too low, it runs an even
greater risk that the donor might be au---ted as a result of
advice of the institution.

It is the successful program -- those that sell tickets
--that are the most subject to injury under it. A
university that might sell out both its football and
basketball home games will find itself telling its
contributors that no part of any contribution is deductible;
on the other hand, the unsuccessful programs that don't work
at selling tickets don't have to worry about
non-deductibility of charitable contributions. An equally
anomalous result occurs if one institution's football season
is sold out, but basketball is not. The college is put in
the position of telling contributors to football that their
contribution is not deductible, while a contribution to
basketball is dedu-6-Fible, creating confusion in gift-giving.

(b) Policy Rationale

Ultimately donations will be reduced as a result of the
ill-conceived policy. This will have various impacts.

* Charitable contributions -- imperative to fund non-revenue
(i.e. minor and women's) athletics -- will drop
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significantly if they cannot be written off. A University
of North Carolina study showed that more than 50% of donors
to athletic programs identify tax considerations as "very
important" or "important" in their giving.

Since most college athletic programs are required to be
fully funded from their own activities, any shortfall as a
result of reduced contributions will be made up by goihg to
the institution's General Fund; this in turn will be funded
by the taxpayers generally. Alternatively, the shortfall
will result in the dropping of certain athletic programs,
which generally will be non-revenue minor sports and/or
women's athletics. As a result of the financial crisis,
schools have already begun dropping sports.

The legislative resolution is limited in its scope -- and
therefore in its revenue impact. At the specific request of
Representative Pickle, an examination was made of legal,
economic, and policy implications of expanding the
charitable contribution bill to cultural events. See letter
of February 9, 1987. It was concluded that other h- ustries
simply are not affected in the same way as collegiate
athletic Preferred Seating Plans, that no cultural
"preferred seating programs" existed, that the economics
were totally dissimilar, and that those industries have the
ability to "expand their capacity" by more performances, a
solution not available to college football, for example. We
concluded:

... [Tihe expansion of the scope of (the
legislation] may raise questions that do not
have to be raised in the economics of an
industry [cultural events] that has not sought
and will not necessarily benefit from the
additional exemption.

For the above reasons, the National Association of Colle-
giate Directors of Athletics respectfully requests the expansion,
not the contraction (or repeal), of Section 1608 of the Tax
Reform Act.

Sincerely,

P. Hochberg
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National Association of Home Builders

The Honorable Lloyd Bentsen
Chairman
Committee on Finance
United States Senate
Washington, DC 20510

Dear Mr. Chairman:

The National Association of Home Builders (NAHB) appreciates
this opportunity to present its comments on the Technical -
Corrections Act of 1987 (S.1350). We request that these comments
Le included in the hearing record of the Finance Subcommittee on
Taxation and Debt Management.

First, we would like to note that several positive
provisions are contained in S.1350. These include the following
items:

o Clarification that income received after 1986 from
installment sales of passive activities before 1987 can be used
to offset passive activity losses;

o The treatment of interest on indebtedness secured by a
qualified residence and incurred after August 16, 1986, to
refinance grandfathered indebtedness as qualified residence
interest;

o Several changes designed to make the low-income housing
tax credit more workable; and

o Disallowance of a separate fee to be charged in connection
with the real estate transaction information reporting
requirements.

These, and other changes proposed in S.1350 will provide for
a smoother transition to the new tax law. However, there are
several other concerns that NAHB feels should be addressed.
Admittedly, some of these concerns may be considered to go beyond
the scope of technical corrections. However, they are in urgent
need of being addressed legislatively. NAHB's concerns are
described below:

Contributions in aid of construction

One of the major problems confronting home builders as a
result of the Tax Reform Act of 1986 is the taxation of
contributions in aid of construction (CIAC). Prior to the 1986
Tax Act, CIAC was not treated as taxable income to the recipient
utility company. Rather, CIAC was treated as a nontaxable
contribution to capital. The builder making the contribution
could not deduct the payment made to the utility company.
Likewise, the utility company could not depreciate any property
it received.

As a result of the 1986 Tax Act, investor-owned utility
companies now must include CIAC in income. The additional cost
that results from taxing CIAC, basically, can be handled in two
ways. The cost can be passed on to the builder, or the cost can
be passed on to the utility's customers in the form of higher
rates. Our experience has been that, at least initially, the
cost is being passed on to the builder. In general, utility
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companies have been "grossing up" their additional tax costs to
builders. Assuming a 40 percent Federal income tax rate for the
utility company, this amounts to a 67 percent cost increase for
the builder-. Thus, by and large,- builders are not only making
contributions to utility companies, they are also paying the tax
on the contributions. In order for the builders to come out
whole, they must increase the price of the homes they are
selling, thus forcing many would-be home buyers out of the
market. Many builders must cut back new home construction
drastically because they do not have the means to come up with
the funds necessary for paying the tax incident to CIAC. Of
course, in areas that are served both by investor-owned utilities
and governmentally-owned utilities, builders can avoid the
problem by taking their business to governmentally-owned
utilities, which are not taxed. However, this puts the investor-
owned utilities at a competitive disadvantage.

NAHB believes that the only fair way to resolve this problem
is to restore prior law. However, short of such action, there
are several technical corrections that can be made to mitigate
the results somewhat. For example, Congress could clarify that
relocation expenses (e.g., the movement of a water main from one
location to another) are not CIAC. Furthermore, it could be
provided that where the tax is "grossed up" to the builder, the
gross up should take into account the present value of
depreciation deductions with respect to the contributed property
(or the property purchased with contributed money). Finally, the
contribution could be treated as an ordinary and necessary
business expense deductible in the year of the contribution.
This would be only logical since the contribution is treated as
taxable fully in the year of receipt.

Tax-credit for low-income rental housing

NAHB believes that the tax.-.credit for low-income rental
housing was one of the highlights of last year's tax reform
effort. Although the final product was far from perfect, the
enactment of the credit at least indicated Congress' belief that
a tax incentive must be provided to encourage construction,
rehabilitation, and maintenance of low-income housing. S.1350
contains several changes designed to make the low-income housing
tax credit more workable, but several more changes need to be
made.

A major problem with the low-income housing tax credit is
that the median income levels in many low-income rural areas are
so low that owners of housing projects who want to utilize the
tax credit are finding such projects to be economically
unfeasible. This problem is caused by the fact that a project's
rents are tied to area median gross income. This problem could
be mitigated by allowing the use of the higher of statewide or
area median gross income. This is the same criterion used for
determining income eligibility under the mortgage revenue bond
program.

The bill would permit carry-forwards of low-income housing
tax credit allocations to the succeeding taxable year if the
Secretary of the Treasury determines that it was reasonable to
believe that the building would be placed in service during the
allocation calendar year and that the delay was caused by
unforeseen conditions which were not within the control of the
taxpayer. We believe that this standard is too vague. Thus, we
recommend that the bill's carryover provisions be expanded to
provide a safe harbor for projects receiving allocations of low-
income housing tax credits for years after 1987 where at least 50
percent of the total building costs have been expended by the end
of the allocation year and the project is placed in service no
later than the close of the subsequent calendar year.

78-959 0 - 88 - 32



Low-income housing projects that have been placed in service
within the preceding ten-year period are not eligible for the
four percent credit for acquisition costs. However, the Code
provides an exception for certain Federally-assisted projects if
a waiver is necessary to avoid an assignment of the mortgage to
HUD or the Farmers Home Administration or to prevent a claim
against a federal mortgage insurance fund or "by reason of other
circumstances of financial distress." The bill deletes the
quoted language. We urge that the statute be broadened in three
ways: First, waivers should be permitted for all distressed
Federally-assisted and Federally-insured projects. Second, the
bill should provide that waivers will be available upon the
certification %f HUD or FmHA in the case of Federally-insured or
Federally-assisted projects, or of a comparable state or local
agency in the case of Federally-assisted, state-or local-financed
projects. Third, the bill should maintain the present Code
allowance of waivers for reasons of financial distress and expand
the authority to grant waivers if necessary to preserve low-
income rental housing.

The Code provides for recapture of low-income housing tax
credits taken in prior years if an investor disposes of his or
her interest in a low-income housing project. A special rule is
provided for partnerships consisting of 35 or more partners,
under which the partnership may elect to be treated as the
taxpayer for purposes of recapture as long as no more than 50
percent of the interests, calculated by value, are transferred
within any 12-month period. The bill would limit this special
rule to partnerships in which more than 1/2 the capital
interests, and more than 1/2 the profit interests, are owned by a
group of 35 or more partners each of whom is a natural person or
estate. Basing qualifications for this special rule on an
ongoing specified percentage of ownership by individuals, as
opposed to corporations, would require large public partnerships
to calculate continuously their percentages of corporate and
individual ownership and would impose needless additional record-
keeping burdens. We suggest that the bill be amended to provide
that the percentage ownership interests need be met only at the
time the partnership makes the election to be treated as the
taxpayer. With respect to the availability of the election for
investment partnerships in two-tier arrangements, the bill should
specify that the election may be made by a partnership that holds
a majority interest, directly or through another entity, in a
qualified low-income housing project.

There are special provisions in the low-income housing tax
credit that facilitate the development of projects targeted to
very low-income tenants (at or below 40 percent of area median
income). To qualify, at least 15 percent of the low-income units
must be rented to very low-income tenants and gross rents on the
market rate units must be at least three times gross rents on the
low-income units (the "three to one ratio"). The bill clarifies
that for purposes of determining whether a project complies with
the gross rent limitation applicable to the low-income housing
tax credit, Section 8 housing assistance payments are not
counted. However, for purposes of determining whether the three
to one rent ratio is satisfied, such rental assistance payments
are counted. Thus, Section 8 and similarly assisted projects are
effectively precluded from qualifying under the deep rent skewing
provision because with such assistance payments, the market rents
will not be three times the low income rents. Accordingly, the
bill should be amended to make the treatment of Section 8 and
similar rental assistance payments consistent in the deep rent
skewing provisions. That is, such payments should be disregarded
for purposes of determining whether the three to one ratio is
satisfied.
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The Code provides that the eligible basis of any building
for the entire 15-year compliance period is determined on the
date the building is placed in service. This provision creates a
serious problem where expenditures are incurred by an owner of a
newly constructed building after a project is opened for
occupancy. The bill should specify that the eligible basis of a
building is determined at the time that the building's qualified
basis is determined. Qualified basis is determined on the last
day of the taxable year in which the building is placed in
service, or if the taxpayer elects, on the last day of the
succeeding taxable year.

In order to utilize the low-income housing tax credit with
existing housing, the building must be acquired. A problem
arises when prospective purchasers want to purchase the
partnership interests of a partnership owning an otherwise
qualified building instead of buying the building itself. This
problem regarding the acquisition credit can be cured by
providing that either a building or not less than 90 percent of
the interests of the partnership owning the building could be
acquired.

The base,*against which the amount of the low-income housing
tdx credit is calculated, is reduced by the amount of the
nonqualified nonrecourse financing outstanding with respect to
the property at the end of the taxable year. In general,
nonrecourse financing is nonqualified if the property was
acquired from a related person. It is not uncommon for the owner
of a project to have also been the builder. If the builder owned
more than a 10 percent interest in the property, and the property
was financed with nonrecourse financing, the nonrecourse
financing would be nonqualified. The bill should be amended by
eliminating the requirement that the property be acquired from an
unrelated person for purposes of determining the credit base for
the low-income housing credit.

Passive loss rules

The passive loss rules generally do not apply to a taxpayer
when he or she is a material participant in the activity.
However, for purposes of the passive loss rules, rental real
estate is deemed to be a passive activity. Deeming rental real
estate to be a passive activity means that, with the limited
exception provided for active participants in rental real estate,
even those who are material participants in the activity are
subject to the passive activity loss limitation. This is
patently inequitable. NAHB is not urging that passive investors
should have unlimited benefits through investment in rental real
estate. Rather, we are merely urging that those who are material
participants in the rental real estate business should be treated
the same as those who are material participants in any other
trade or business activity. Thus, a taxpayer who materially
participates in rental real estate should not be subject to the
passive activity loss limitation. Admittedly, to make the
passive activity loss rules fair for rental real estate would
take more than a technical correction. However, we urge you, as
soon as possible, to make changes to the passive loss rules that
do not treat rental real estate in an arbitrarily unfair manner.

The Tax Reform Act of 1986 contains necessary transition
relief for certain low-income housing activities. In general,
losses from certain investments made after 1983 and before 1987
are "grandfathered" from the passive activity loss restrictions
for a period of up to seven years from the date of the taxpayer's
original investment. We urge that this transition rule be
broadened slightly. Specifically, the transition rule for low-
income housing should be amended to provide that low-income
housing placed in service between January 1, 1984 and December
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31, 1986 is grandfathered fora period of seven years from the
date of the taxpayer's original investment if such low-income
housing, or any interest therein, is acquired or purchased by
December 31, 1987. This change is necessary because many low-
income housing projects that were placed in service last year
were unable to be syndicated due to the tremendous uncertainty
caused by the tax reform process. We also suggest that the
transition relief be available to investors without regard to
whether they are required to make payments after December 31,
1986 of 50 percent or more of their obligated investment. This
is an arbitrary requirement that discriminates against investors
who paid in their contributions early.

Personal interest limitation

The Tax Reform Act of 1986 eliminated deductions for
personal interest expenses. However, qualified residence
interest remains deductible. We propose that the definition of
qualified residence interest be expanded to include interest paid
or incurred in connection with the purchase of land upon which
the taxpayer intends to construct a qualified residence..
Moreover, interest on a loan to construct a qualified residence
should be deductible. Under present law, a taxpayer who has
purchased land to construct a home is at a serious disadvantage
because he has no qualified residence against which to secure a
loan. Thus, we urge you to make this correction.

NAHB appreciates this opportunity to submit its comments on
technical corrections to the Tax Reform Act of 1986. We look
forward to working with the Committee as it considers this
important legislation.

Sincerely,

National Association of Home Builders
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aNational Conference of State Legislatures

Outline of Testimony
Regarding the Technical Corrections Act of 1987

Exemption for State and Local Employees from Mandatory Distribution of
Pension Benefits at Age 70 1/2:

6 Conflict between TRA and the Age Discrimination in Employment Act of
1985 which eliminated forced retirement at age 70 created situation
where an employee could simultaneously earn full salary, receive
retirement benefits and accrue additional retirement credits.

0 Most states and localities require an individual to retire as a
prerequisite to comence pension benefits.

e 70 1/2 distribution poses additional fiscal responsibilities upon
states and localities by increasing pension liabilities.

0 70 1/2 distribution will increase complexity of record keeping and
computation requirements of employee benefits for state systems by
requiring continual adjustment of pension benefits and accruals with
any fluctuation in salaries.

e If distributions do not begin upon 70 and a half, an employee will be
subject to a 50 percent excise tax.

0 Purpose of mandate was to address tax sheltering of income for estate
planning by highly compensated private sector individuals.

e Problmof tax sheltering unique to private sector.

Mitigate Negative Effects of the Repeal of the Three Year Recovery Rule on
State and Local Employees:

0 Most public pension plans require an employee to make after-tax
contributions to retirement unlike other retirement savings vehicles.

e Suddenness of repeal of three year recovery rule did not give public
employees adequate tim to plan for change in distribution of pensions
benefits.

0 Repeal of three year recovery rule for employees retiring after July 1,
1986, but before January 1, 1988, resulted in double penalty with the
loss of three year recovery rule and taxation at the higher pre-TRA tax
rates.

0 Inflexible and inadequate Treasury regulations have complicated and
increased administrative burden for public retirement systems.

Ensure that Deferrals to State and Local 457 Plans Are Treated As
Non-Elective:

e Treasury has announced will violate Congressional intent on treatment
of non-elective deferrals by treating them as elective deferrals.

e Unlike elective deferrals, Non-elective deferrals are outside the
employee's control.

0 Treasury proposes to treat non-elective deferrals such as vacation
leave, sick leave, survivors' benefits and severance pay as elective
deferrals.
6 Proposal would accelerate and inflate an employee's contribution

to retirement.
0 Proposal may cause an employee to violate yearly $7,500 limit on

retirement contributions.
e Treasury proposes retroactive application of broader definition

back to 1978.
* Contributions over $7,500 limit would be subject to 10 percent

excise tax.
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TESTIMONY OF

REPRESENTATIVE KEVIN P. BLANCHETTE

Chair, Joint Public Service Committee

Commonwealth of Massachusetts

Chair, NCSL Pensions Subcomittee

ON BEHALF OF THE

NATIONAL CONFERENCE OF STATE LEGISLATURES

SUBMITTED TO THE

TAXATION AND DEBT MANAGEMENT SUBCOMMITTEE

FINANCE COMMITTEE

UNITED STATES SENATE

WASHINGTON, D.C.

REGARDING THE TECHNICAL, CORRECTIONS ACT OF 1987

JULY 22, 1987
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Mr. Chairman, my name is Kevin Blanchette. I am a member of the

Massachusetts House of Representatives and Chairman of the Joint Public

Service Committee. I also serve as the Chair of the NCSL Pensions

Subcommittee. On behalf of the National Conference of State Legislatures,

thank you for this opportunity to testify before you on pension issues for the

Technical Corrections Act of 1987 (H.R.2636 and S.1350) to the Tax Reform Act

of 1986 (TRA), P.L.99-514.

The most comprehensive tax overhaul in this country's history has left

state government with the onerous task of analyzing tax reform's impact on

state and local public pension systems and employees.

The broad scope of tax reform produced unintended consequences for public

employee retirement systems and employees of state and local governments.

Specifically, the National Conference of State Legislatures (NCSL) has

identified as grave concerns:

the mandate of distribution of pension benefits at age 70 and a half

(Section 1122) which preempts state retirement policy and potentially

Jeopardizes the fiscal integrity of state retirement systems;

the repeal of the three year recovery rule (Section 1121) which penalizes

public employees who make after-tax contributions to retirement; and

* the U.S. Department of Treasury interpretation of the modifications to

Section 457 (Section 1107) which Jeopardizes the deferred tax status of

elective contributions to retirement by broadening the definition of an

elective contribution to include factors outside of the employee's ability

to control.

Exempt State and Local Governments From Mandatory Distribution of Pension

Benefits At Age 70 and a Half:

NCSL urges Congress to exempt state and local governments from TRA's

mandatory distribution of pension benefits at age 70 and a half. With the

passage of TRA and the Age Discrimination in Employment Act of 1986, which

eliminated forced retirement at age 70, a situation was created where an

employee could simultaneously receive full salary, draw retirement benefits
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and accrue additional retirement credits. The conflict between the two laws

preempted many state retirement policies which provide, by statute, that

retirement is a prerequisite for commencement of pension benefits.

Because Americans are living longer, healthier lives and many are working

out of economic necessity, more employees are choosing to continue working

long after "normal" retirement age. TRA's mandate will, therefore,

significantly increase state pension funding requirements and the amount of

time needed to finance pension benefits.

Retirement systems must immediately begin planning for the 70 and a half

mandate of increased pension benefits for the 20 to 40 year olds currently in

our work force. The 20 to 40 year olds, or the baby boomers, constitute a

third of the nation's population. In 20 years, all retirement systems will

feel the burden of an estimated 10 million baby boomers reaching retirement

age. By the year 2030, it is estimated all of the baby boomers will have

reached retirement age.

The 70 and a half mandate will put a financial burden on state and local

public retirement systems at a time when many systems will be unable to

shoulder this unwarranted additional fiscal responsibility. To date,

twenty-four states have reported budget reductions and at least 11 states have

enacted tax increases in order to meet constitutional mandates of a balanced

budget.

TRA's mandate will, for example, add an $87.4 million pension liability to

the budget of the State of Texas.1  This liability would be imposed at a time

when Texas is trying to balance its budget while providing essential services

with dwindling revenues.

Although my state of Massachusetts is one of the few states still enjoying

a modest revenue surplus, we are beset by an unfunded pension liability

totaling over $11 billion, a debt that will only worsen with this new federal

requirement.

Because most states base retirement benefits on years of service and final

salary computations, distribution of pension benefits at age 70 and a half



1007

will increase the complexity of record keeping and computation requirements of

employee benefits for state systems by requiring continual adjustment of

pension benefits and accruals with any fluctuation in salaries.

If the 70 and a half mandate is not met, public employees will be put in

the precarious position of potentially losing half of their monthly ,Irement

check. This would be, in effect, a 50 percent federal excise tax. This

excise tax poses a substantial reduction for public employees who are

dependent upon their retirement income to make ends meet.

The rule of mandatory distribution at age 70 was enacted in order to

preclude highly paid private sector individuals from using retirement savings

plans as vehicles to shelter income in estate planning. Few public employees

are highly compensated. In Massachusetts, a state employee earns on average,

a moderate yearly income of $25,200. Because most state employees are

dependent upon their pensions to provide income during retirement, they

usually do not have the luxury of delaying the start of their pensions.

Moreover, the tax sheltering mechanism used by highly compensated private

sector employees is simply unavailable to most public workers. NCSL believes

that the financial security of state employees and retirement systems should

not be jeopardized by TRA's scatter-gun approach to a private sector problem.

Mitigate Negative Effects of Repeal of the Three Year Recovery Rule on State

and Local Employees:

We urge Congress to mitigate the negative effects of the repeal of the

three year recovery rule on the employees and retirement systems of state and

local governments. Because most state pension plans require after-tax

contributions of their employees, the repeal of the three year recovery rule

has had a substantial impact on the public sector.

Unlike other retirement plans, employees participating in these state and

local pension plans are unable to defer or deduct their contributions to

retirement savings from federal income tax. Instead, their contributions must

be made on an after-tax basis. To reconcile this disparity in tax treatment,

the federal government had permitted public employees to accelerate the
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recovery of their previously taxed contributions in the first three years of

receipt of pension benefits.

With the enactment of TRA, the three year recovery rule was retroactively

repealed for all employees retiring after July 1, 1986. The new basis

recovery rule, which requires public employee after-tax contributions to be

proportionately recovered over the life of the annuity, does not recognize the

disparity between tax treatment of public employee pension contributions and

that of other retirement savings contributions.

The retroactive nature of the repeal is grossly unfair to state and local

employees who retired after July 1, 1986, but before January 1, 1988. In

essence, those individuals suffer a double penalty of the loss of the three

year recovery rule under the new tax law and taxation at the higher, pre-TRA

tax rates.

Secondly, the unexpected repeal of the three year recovery rule did not

allow public employees adequate time to plan for the change in the tax

treatment of their pension benefits. Because of the suddenness of the repeal,

the financial security of many retiring state and local employees was

impaired.

The new basis recovery rule and U.S. Department of Treasury regulations

are inflexible and do not adequately address the variety of benefit options

and types of benefits that determine the amount of an employee's pension

benefits. For Massachusetts' state retirement system and the 101 local

pension systems, Treasury's regulAtions do not consider the complicated nature

and combination of types of benefits and various benefit options that state or

local systems may offer.

We urge you to mitigate the negative effects of the repeal of the three

year recovery rule and the onerous administrative requirements of the new

basis recovery rule on state and local employees and retirement systems.

Ensure that Deferrals to State and Local 457 Plans Are Non-Elective:

NCSL calls upon Congress to clarify the law to ensure that employee

contributions to non-elective, unfunded deferred compensation plans of state
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and local governments and tax-exempt organizations under Section 457 are not

subject to taxation until the benefit is actually distributed to the employee.

The U.S. Department of Treasury announced its intent to broaden the

definition of an elective deferral to include deferrals based on factors

outside of the employees' control in Internal Revenue Bulletin No. 1987-4.

With this broader interpretation, the Department of Treasury has clearly

violated the legislative history and intent of Congress. By definition, a

non-elective deferral is one over which the employee has no control, such as

one set by an employer based on such factors as salary or years of service.

For state and local employees, this means vacation leave, sick leave,

survivor benefits, and even severance pay could now be considered in the

$7,500 yearly limit on contributions to 457 retirement plans. These

non-elective benefits would inflate and accelerate an employee's contribution

to retirement and potentially cause an employee to violate the yearly $7,500F
limit on retirement contributions. Any contributions over the $7,500 limit

would be penalized with a1 percent excise tax.

In addition, Treasury's proposed retroactive treatment of what it

considers to be deferred contributions could potentially result in the

retroactive taxation of an employee's contributions to retirement and in the

taxation of other employee benefits which the employee may never have the

benefit of actually receiving.

Conclusion

In 1986, the Congress rewrote the nation's tax laws to provide a more

equitable and simple form of taxation. However, for the employees and

retirement systems of state and local governments, tax simplification was not

simple.

In many cases, the consequences of tax reform pose serious threats to the

fiscal integrity of state pension systems and the retirement plans of millions

of state and local workers. The nation's 50 state legislatures are struggling

to address these problems. We ask that you recognize the distinct character
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of state and local governmental employment and permit state and local

governments the flexibility to effectively manage their work force by

correcting the problems caused by the Tax Reform Act.

IClayton T. Garrison, Executive Director of Texas Public Employees'

Retirement System, to Robert J. Leonard, Washington, D.C., 6 July 1987.
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COMMENTS REGARDING
TECHNICAL CORRECTIONS ACT OF 1987

Set forth below are the comments of the National Association of Bond Lawyers
regarding the tax-exempt bond provisions contained in the Technical Corrections Act of
1987, introduced on June 10, 1987. These comments are divided into three categories:
(1) comments regarding the need for clarification of certain technical corrections; (2)
comments regarding substantive change caused by certain technical corrections; and (3)
comments regarding other required technical corrections.

As used herein, the term "Bill" means the Technical Corrections Act of 1987,
introduced as S.1350 in the United States Senate and H.R. 2636 in the United States
House of Representatives. The term "Act" means the Tax Reform Act of 1986. The term
"1986 Code" means the Internal Revenue Code of11986 as enacted by the Act. The term"1954 Code" means the Internal Revenue Code of 1954. The term "Explanation" means
the "Description of the Technical Corrections Act of 1987," released by the staff of the
Joint Committee on Taxation on June 15, 1987. The term "Blue Book" means the
"General Explanation of the Tax Reform Act of 1986" released by the Staff of the Joint
Committee on Taxation on May 8, 1987.

TECHNICAL CORRECTIONS REQUIRING FURTHER CLARIFICATION

SmallJIssuer Exemption from Rebate: Entities Formed for Application of Exemoift.
Section 113(a)(17)(A)(iii) of the Bill adds clause (ii)(lll) to section 148(f)(4)(C) of the 1988
Code indicating that, in determining the application of the small issuer exemption from
rebate, there must be included "an entity formed (or, to the extent provided by the
Secretary, availed of) to avoid the purposes of" the small issuer exemption from rebate.
Clause (ii)(ll) should be deleted from the amendment made by section 11 3(a)(1 7)(A)(iii) o
the Bill.

The inclusion of clause (ii)(ll) implies that citizens will form local government unis
with general taxing powers solely for the purpose of application of the $5,000,000
exemption from rebate. This is highly unlikely and, even if true, is not possible of
determination. Formation documentation will not indicate purposes for formation beyond
governmental purposes, bond counsel will not be capable of applying the provision and
the Internal Revenue Service will not be capable of enforcing the -provision.

Small Issuer Exemption from Rebate: Certain Current Refunding Bonds. Section
113(a)(17)(A)(iii) of the Bill adds clause (iii) to section 148(f)(4)(C) of the 1986 Code
indicating that, in determining the application of the small issuer exemption frorp rebate,
there shall not be taken into account "any bond issued to refund (other than advance
refund) any bond to the exten the amount of the refunding bond does not exceed the
outstanding amount of the refunded bond." (Emphasis added.) Application of the
underlined phrase is unclear. If a refunding bond is issued in the amount of $4,000,000 to
refund the $3,000,000 outstanding amount of a prior bond, does clause (iii) mean that the
entire $4,000,000 refunding bond must be counted in determining the application of the
exemption because the principal amount of the refunding bond exceeds the outstanding
principal amount of the refunded bond? Or does clause (iii) mean that only $1,000,000 of
the refunding bond must be counted in determining the application of the exemption? If
the former meaning is intended, the word "if" should be substituted for the underlined
phrase.

Change in Use Provisions Applied to Small Issue Private Activity Bonds. Section
113(a)(23)(A) of the Bill amends section 150(b)(4)(B) of the 1986 Code by inserting the
phrase "or a qualified small issue bond" indicating that the change in use provisions apply
to terminate interest deductibility for small issue bonds in the case of facilities financed
with such bonds "if such facility is not used for a purpose for which a tax-exempt bond
could be issued on the date of such issue" (Section 150(b)(4)(A) of the 1986 Code). The
Explanation indicates, as one example of a change in use for a small issue bond, a post-
issuance capital expenditure which results in violation of the $10,000,000 limitation
applicable to small issue private activity bonds. It is strenuously objected that such a
capital expenditure is not a change in "use"; rather a change in use would result, for



1012

example, from use for a commercial purpose of a facility financed with bonds exempt by
reason of an original use for a manufacturing purpose. If It is intended that violation of the
$10,000,000 result In a loss of the interest deduction, Section 113(a)(23)(A) of the Bill
should specifically so Indicate.

Imroper Code Reference. Section 113(c)(12)(A) of the Bill relates to an
amendment to subparagraph (N) of section 103(b)(6) of the "1986 Code." The reference
to the Code should be changed to the "1954 Code," as was done in section 113(c)(12)(B)
of the Bill.

Extension of Origination Period for Current Refundings of Qualified MoNigaog
Bond In discussion of the extension of the 1954 Code sunset date for issuance of
qualified mortgage bonds and bonds issued to refund qualified mortgage bonds, the
Explanation states on page 244, ". . . refundings permitted under this expansion of the
transitional exception may not involve an extension of the period for providing financing to
homebuyers." A similar statement was contained in the Conference Report, published
September 18, 1986. on page 11-716 and in the Blue Book on page 1230. The statement is
not supported by specific statutory language in either the Act, the 1986 Code or the 1954
Code.

Congress, in both the 1986 Code and in the 1954 Code, placed certain limitations
upon the type and amount of qualified mortgage bonds and mortgages acquired with
qualified mortgage bonds, as well as certain limitations upon arbitrage earnings. In none
of these limitations is there a limitation upon the period during which mortgages can be
originated. It is clearly unacceptable for the Explanation to indicate a limitation where
there is none.

SUBSTANTIVE CHANGES MADE BY BILL

Measure of Issuance Costs Limitation and of Safe Harbor Exception from Rebate.
Section 113(a)(13) of the Bill amends section 147(g) of the 1986 Code to apply the
limitation on issuance costs against the "proceeds" of the bonds, rather than against the
face amount of the bonds as is now set forth in section 147(g) of the 1986 Code. Similarly,
section 113(a)(16) of the Bill amends section 148(f)(4)(B)(iii)(l) of the 1986 Code to apply
the measure of the cumulative cash flow deficit against the "proceeds" of the bonds,
rather than against the face amount of the bonds as is now set forth in section
148(f)(4)(B)(iii)(l) of the 1986 Code. Although not set forth in the 1986 Code, staff has
indicated that the term "proceeds" means an amount equal to the reoffering price of the
bonds to the public. Such changes are substantive changes not appropriately made by a
technical corrections act.

Many issuers sell their bonds at public sale after bidding. Under this arrangement
the issuer will cause the official statement to be prepared and printed, will cause notice of
bids to be published two to three weeks prior to the bid opening, will receive bids and
award the bonds to the winning bidder at the bid openipg and will issue the bonds one to
three weeks following the award of the bid. Under this procedure, the principal amount of
the bonds must be determined prior to the time that the official statement is printed and the
bids on the sale of the bonds are received, yet the amount of "proceeds" of the bonds is
not known until after the winning bidder at the public sale resells the bonds to the public.

If, for example, an issuer determines that the principal amount of tax and revenue
anticipation notes to be sold at public sale will be $10,000,000, based upon a projected
safe harbor cumulative cash flow deficit of $9,000,000 and if, following public sale of the
bonds, the winning bidder indicates that the notes were resold to the public at an original
Issue discount of one percent, the "proceeds" of the notes would be $9,900,000 and on
the date of delivery of the notes, the issuer would know that if its projected cumulative
cash flow deficit becomes the actual cash flow deficit, the "safe harbor" for rebate
purposes will not be achieved because the projected deficit will exceed 90 percent of the
reoffering price of the notes. The modifications suggested by the Bill have a substantive
effect upon issuer procedures for bond sale, may force the negotiated sale of bonds or



1013

anticipated to be issued) during the same calendar year cannot exceed $10,000,000.
Under the deemed designation route, the issue must pass muster under a different set of
standards: specifically, the prior bonds must themselves have been QTEO's, and the
refunding must be a "non-advance" refunding which does not exceed the outstanding
amount of the prior bonds and which complies with specified maturity limits. The deemed
designation route does not, however, require the issue to take into account other bonds
issued during the calendar year. Thus an issuer using the deemed designation provisions
can preserve the OTEO status of a financing through one or more refundings even though
there are other financings during the year of the refundings such that the refunding bonds
could not qualify outside the deemed designation provisions.

The Explanation states that the deemed designation provisions are the only route
by which a refunding issue can achieve OTEO status. In other words, the Explanation
takes the position that a refunding issue cannot be a QTEO issue unless the prior issue
"was designated, qualified 1,.,r, and was taken into account under the $10 million limitation
when issued." (Page 76.) This comment by the Explanation is not supported by the
statutory language of the Bill, which as noted above permits refunding bonds to qualify
either by ,ctual designation or by deemed designation. Further, the rule proposed by the
comment, is not justified by any sensible policy. It is inappropriate to deny an issuer which
issued bonds prior to the effective date of the 1986 legislation the opportunity to refund
them with QTEO's, provided the refunding bonds meet the tests set forth for refunding
bonds as described herein.

REQUIRED ADDITIONAL TECHNICAL CORRECTIONS

Inclusion of "On Behaff Of" Issuers in Small Issuer Rebate Exception. The small
issuer exception from rebate requirements contained in section 148(f)(4)(C)(i) of the 1986
Code relates to governmental units with general taxing powers. Congressional staff has
indicated that the exception applies to entities which issue on behalf of governmental units
with general taxing powers. It is suggested that subclause (I) (as redesignated by section
113(a)(17)(A)(ii) of the Bill) of section 148(f)(4)(C)(i) of the 1986 Code be amended to read
as follows (new language is indicated by underlining):

(I) the issue is issued by or on behalf of a governmental unit with
general taxing powers.

It is also noted that there appears no clear legislative purpose to limiting the small
issuer exemption to governmental units with general taxing powers. The intent of the
exception should be to limit its application to governmental bonds. We suggest, therefore,
that consideration be given to the entire elimination of of subparagraph (I).

Change in Use Rules Applied to Transi'tioned Refundings of Residentibal RentaJ
1,Ql. Section 1313(a) of the Act permits current refundings of certain bonds, including
residential rental bonds originally issued as tax-exempt under section 103(b)(4)(A) of the
1954 Code. Subparagraph (E) of section 1313(a)(3) of the Act indicates that the change in
use provisions contained in section 150(b) of the 1986 Code apply to such transitioned
refunding bonds. Paragraph (2) of section 150(b) of the 1986 Code relates to change in
use of facilities financed with bonds issued as tax-exempt under section 142(a)(7) of the
1986. Code and does not refer to facilities financed as tax-exempt under section
103(b)(4)(A) of the 1954 Code. Since it was not the purpose of the transition rule for
refundings of residential rental projects to impose the new low income restrictions
applicable to bonds issued under section 142(a)(7) of the 1986 Code, subparagraph (E) of
section 1313(a)(3) of the Act requires modification to indicate its inapplicability to bonds
issued to refund prior bonds issued as tax-exempt under section 103(b)(4)(A) of the 1954
Code. It is suggested that section 1313(a)(3)(E) of the Act be amended by the Bill to read
as follows (new language is indicated by underlining):

(E) Except in the case of bonds issued for facilities qualifying under
section 103(b)(4)(A) of the 1954Q.ode. the provisions of section 150(b) of the
1986 Code (relating to change in use).
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the imposition of artificial restraints upon the reoffering price of the Notes. Such
substantive provisions are improper points for inclusion in a technical corrections bill.

AMication of Rebate Rules to Refunding Bonds. Section 113(a)(17)(A)(iii) of the
Bill adds new clause (iv) to section 148(f)(4)(C) of the 1986 Code indicating that, unless
certain stringent restriants are satisfied, the $5,000,000 small issuer exemption from
rebate requirements does not apply to refunding bonds. Included among these restraints
is a requirement that the refunded bonds must have satisfied the $5,000,000 exemption
when issued. Thus, if the refunded bond either satisfied the rebate requirement or was
exempt from the rebate requirement due to the, expenditure exemption or for other
statutory reason, the refunding bond would be automatically ineligible for the small issuer
exemption. There is no indication In the Act that Congress did not intend for the small
issuer exemption to apply to refunding bonds (as well as new money bonds) without
limitation, and there is no clear reason for a distinction between bonds which refund prior
bonds which complied with rebate requirements and bonds which refund prior bonds
which were exempt from rebate requirements, and bonds which are issued for provision of
construction funds, acquisition funds, or working capital funds. The distinction which
Congress made in the Tax Reform Act of 1986 and which should be maintained without
erosion by the Technical Corrections Act of 1987 is a distinction between issuers rather
than a distinction between purposes of bond issuance. The exclusion of refunding bonds
from the exemption. Proposed clause (iv) of section 148(f)(4)(C) is substantive in effect
and highly inappropriate for a technical corrections bill. Proposed clause (iv) should be
withdrawn.

Designation of Refunding Bonds. Section 109(b)(5) of the Bill provides reformulated
rules to determine whether refunding bonds may qualify as qualified tax-exempt obligations
("QTEO's") for certain bank deductibility provisions and to indicate how refunding bonds
are to be teken into account in determining whether other bonds qualify as QTEO's. This
comment offers our understanding of the legislative language that the Bill would add to the
1986 Code as section 265(b)(3)(F) and (G) and offers our reasons for concluding that the
Explanation fundamentally misrepresents the plain meaning of that language.

Section 265(b)(3)(F) provides a general rule that in determining the status of a non.
refunding bonds, a refunding bond will not be taken into account for purposes of the $10
million limit of section 265(b)(3)(C) provided that (1) the refunding is not an advance
refunding and (2) the amount of the refunding issue does not exceed the outstanding
amount of the refunded issue. Thus an issuer may issue up to $10 million of construction
(non-refunding) bonds in a year and designate them as QTEO's notwithstanding the fact
that the issuer issues additional amounts of refunding bonds during the year, provided the
refunding bonds meet the standards of section 265(b)(3)(F).

Section 265(b)(3)(G)(i) denies QTEO status to any bond that is part of an issue that
includes any refunding bonds and exceeds $10,000,000 in aggregate face amount. This
rule means that an issuer could not issue a multi-purpose issue of $15 million of which $7
million was refunding bonds and $8 million of construction bonds as QTEO's on the
ground that section 265(b)(3)(F) made the $7 million of refunding bonds irrelevant.

Section 265(b)(3)(G)(ii) allows refunding issues that meet the test of section
265(b)(3)(G)(i) to achieve QTEO status through either a regular designation or a "deemed"
designation. Under the regular designation route, the refunding issue must meet the
general standards applicable to non-refunding issues, such as the limitation of section
265(b)(3)(A) that the total of the designated issue plus all other bonds issued (or
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Rebate as AVlIed to Tax and Revenue Anicipation Noes. Section 148(f)(4)(B)(il)
of the 1986 Code relates to an exemption from rebate for tax and revenue anticipation
notes which satisfy a,"safeharbor" in terms of cumulative cash flow deficits. Footnote 173
of the Blue Book Iridicates that it is expected that the Treasury Department will treat
deficits as occuring only if no amounts other than bond proceeds are available to pay
expenses for that which the proceeds are used. In determining available amounts,
amounts in special purpose accounts or otherwise earmarked are available if the
governmental unit either (1) established the restrictions on the use of the other funds or (2)
has the power to alter the use of the other funds. Footnote 173 indicates a significant
expansion of the definition of "available revenues" under existing Treasury regulations.

It is contended that Congress did not intend that present Treasury regulations of"available revenues" be modified when Congress enacted the safe harbor exception to
rebate. The Bill should modify Section 148(f)(4)(B)(iii) to include a definition of "available
revenues" which is based upon the definition of such term which is included in present
Treasury regulations.

Security for Qualified Redevelopment Bonds. Subparagraph (B) of section
144(c)(2) of the 1986 Code relating to the security for qualified redevelopment bonds is
unclear. It has been variously stated that existing clause (i) was designed to permit
general obligation bonds, real property tax increment bonds, sales tax increment bonds
and bonds combining one or more of such sources of security. It has also been indicated
that no discrimination between sources of security was intended by the reference in
existing clause (i) to "primarily secured by" as contrasted with the reference in clause (ii)
to "reserved exclusively for". It has also been indicated that the reference to "reserve
exclusively for" was not intended to eliminate state statutory requirements for use of tax
increment for, for example, low or moderate income, or to eliminate past and future
contracts and other arrangements whereby a portion of tax increment was provided to
governmental units not engaged in redevelopment or renewal, for example, to school
districts to be used for school purposes, as opposed to its use for bond debt service. The
Blue Book indicates that payment of the bonds is not to be "derived from" payments such
that the bonds would have been rendered as industrial development bonds under prior
law, but there is no indication in the Act that this is true. A clarification which conformed to
the Blue Book would be a substantive, rather than a technical change. It is suggested that
subparagraph (B) of section 144(c)(2) of the 1986 Code be amended to read as follows:

(B) the payment of the principal and interest on such issue is
primarily secured by taxes of general applicability, or an increment thereof,
imposed by a general purpose governmental unit,

Application of Maturity Limit to Qualified 501(c)(3) Bonds for Working Capital.
Qualified 501(c)(3) bonds may be issued for the financing of purposes other than facilities.
For example, qualified 501(c)(3) bonds may be issued for financing of working capital or
refunding of prior debt. In such event the maturity limitation is inapplicable, by its terms. It
is suggested that the original intent of Congress be clarified by amending section 147(h)(2)
of the 1986 Code by adding a new sentence at the end thereat to read as follows:

'Subsection (b) shall apply to qualified 501 (c)(3) bonds only with
respect to facilities financed with such bonds.'

Application of Expenditu. ,j Excepton to Rebate Requirement. Under present law,
rebate requirements do not apply if gross proceeds of an issue are expended for the
governmental purpose of the issue within 6 months of issuance. Most issues, however,
provide for the funding of a reasonably required reserve fund in addition to funding for the
primary governmental purpose of the issue. Reserve funds are retained to assure that a
source of payment of the issue is available in the event of a temporary insufficiency of
other sources of payment of debt service. It is suggested that the expenditure exception
to the rebate requirement be amended to provide that a reserve fund need not be
expended in order for the 6 months expenditure exception to apply.

It is also suggested that the expenditure exception be amended to to provide that
the use of proceeds of an issue for redemption of the issue be treated as an expenditure
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for the governmental purpose of the issue on the date upon which such redemption is
made.

In certain cases, the issuer may fully Intend on the date of bond issuance to
expend the proceeds of the bonds within six months thereof, but for reasons beyond the
control of the issuer or for inadvertence, the issuer is unable to expend such proceeds.
The suggested amendment would enable an issuer to cure the problem and thus to avoid
rebate procedures by using the amounts which were not expended for redemption of the
bonds. The Federal Government will thereby derive more revenue from the elimination of
outstanding tax-exempt bonds than it would from the rebate of "excess" investment
earnings.

Qhanae in Use for Single Family Housing Bonds. Footnote 196 on page 1221 of
the Blue Book indicates that, with respect to the change in use provisions contained in
section 150(b)(1) of the 1986 Code for qualified mortgage bonds, Congress intended that
the disallowance of interest deductions for bond-financed housing cease prospectively if
the residence again qualifies as the mortgagor's principal residence. The footnote
indicates. "A technical amendment may be necessary for the statute to reflect this intent."
Such technical amendment should be made by the Bill.

Definition of "Proceeds". The term "proceeds" is used in a number of the
provisions contained in sections 141 through 150 of the 1986 Code. Staff has indicated
that the term "proceeds" means an amount equal to the reoffering price of the bonds to
the public, that is. an amount equal to the price at which a substantial amount of the bonds
of each maturity were sold to the public. Generally, this amount is equal to the face
amount of the bonds, plus accrued interest on the bonds, plus original issue premium,
less original issue discount. The term should be defined in the Bill.

Retroactive Designafion of Bonds as Qualified Bonds for Purposes of Bank
Deductibility Provisions. Section 109(b)(3) of the Bill provides that issuers may
retroactively designate their bonds as bank qualified under the $10 million exception ;f
certain conditions are met. For bonds issued after August 7, 1986 and before January 1,
1987, the issuer has until January 1, 1988 to make the designation. However, for bonds
issued between January 1, 1986 and August 7, 1986, an additional requirement is added
that the issue must have made a designation a' the time of issue that it intended to qualify
under section 802(n)(3) of H.R. 3838.

There is no persuasive reason for this additional requirement for bonds issued on
or before August 7, 1986. Many small issuers did r.,)t make designations during such time
period simply because the House Bill was pending and not yet law. Other small issuers
thought they were protected by the March 14, 1986 Joint Statement and essentially
ignored H.R. 3838. These issuers are now being asked to designate their bonds as bank
qualified by investment bankers.

It is suggested that all bonds issued in 1986 may be retroactively designated as
bank qualified until January 1, 1988.
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The National Council of Farmer Cooperatives

(NCFC) fully endorses tte comments of the Farm

Credit Council regarding the restoration of the

reserve method of calculating loan losses to

Production Credit Associations (PCA) and Banks for

Cooperatives (BC).

NCFC is a nationwide association of

cooperative businesses which are owned and

controlled by farmers. Its membership includes 90

major marketing and farm supply cooperatives, the

37 banks of the cooperative Farm Credit System, and

33 state councils of farmer cocperatlves. National

Council members handle practically every type of

agricultural commodity produced in the U.S., market

these domestically and around the world, and

furnish production supplies and credit to their

farmer members and patrons. Five out of six U.S.

farmers are affiliated with one or more

cooperatives. The National Council represents

about 90 percent of the 5,600 local farmer

cooper-atives in the nation, with a combined

membership of nearly 2 million farmers.

Farmer cooperatives and their members rely on

the banks of the Farm Credit System to provide
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reliable credit at competitive interest rates. The

Tax Reform Act added approximately $85 million in

tax liability to the system over the next four

years. Of that amount, $54.5 million will come

from the BC's.

In order to meet this increased tax burden,

BCs and PCAs will be forced to draw on 'capital

reserves and/or increase interest rates. Either

option threatens the financial health of an already

distressed Farm Credit System by exacerbating

borrower flight and devaluing borrower stock held

by cooperatives and farmers. Because of the

cooperative nature of the Farm Credit System, the

impact of the tax change will be felt throughout

agriculture.

At a time when Congress is working to provide

financial assistance to the Farm Credit System, it

seems unwise to further burden the PCAs and BCs

with additional taxes.

NCFC respectfully urges Congress to restore

the reserve method of calculating loan losses to

PCAs and BCs as stated in the comments of the Farm

Credit Council.
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WELLFORD. WEGMAN & HoIr
1775 PENNSYLVANIA AVENUE. N.W.

SUITE 4S0

WASHINGTON, D.C. 20006

(202) 775-0200

RICHARD A. WOMAN PAUL 3. HOrr

HANRISON WELLpOND THOMAS H. STANTON

JOHN L. SACHS JANNH G. GALLACHER

July 23, 1987

Laura Wilcox
Mary McAuliffe
Committee on Finance
United States Senate
205 Dirksen Building
Washington, DC 20510

Dear Ms. Wilcox and Ms. McAuliffe:

On behalf of the National Independent Energy Producers
Hydroelectric Tax Reform Committee, I am submitting a
memorandum in support of a request for an amendment to the
Technical Corrections legislation now being considered by
the Senate Finance Committee. Also attached are proposed
amendment language and a revenue estimate. This amendment
would substitute for the placed-in-service date of the
Energy Tax Credit for small hydros the startup date required
in FERC licenses for qualifying hydro projects.

We have discussed this amendment with Janet Pollan.

Si cerely,

r isnWellford
awson Mathis

Enclosures
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What no one anticipated in 1979 was the long bureaucra-

tic delays at FERC in processing permit and license appli-

cations for these projects. Major legislative and regula-

tory changes since 1979 have greatly lengthened the approval

period.

A review of license applications since 1980 shows that

it usually takes between three and six years for the typical

project to be licensed by FERC and several years longer for

many other projects. Both Congress and FERC have changed

the rules of the game during this eight-year period, adding

months and sometimes years to the regulatory clearance pro-

cess. In 1985, FERC promulgated pre-consultation regula-

tions which required notification and often negotiation with

more than 10 Federal and state agencies before an applica-

tion could be filed with FERC. The requirement of "cumula-

tive impact assessments" on selected river systems froze any

action on projects for months at a time. Passage of the

Electric Consumers Protection Act in 1986 added more regula-

tory hurdles for all pending projects. Extensive new rounds

of consultation with environmental agencies were required,

even where these agencies had already signed off on the

projects.

As a result, the length of time needed for preparing a

license application, the time required for FERC to act on

it, and the time required for a developer to implement it

have all increased substantially over the last eight years.

The cumulative effect of all these delays means that it

takes far longer to bring a project on-line than originally

estimated. It now appears highly likely that many worth-

while projects, despite the best efforts of their develop-

ers, will not be able to meet the December 31, 1988, dead-
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JUSTIFICATION FOR CHANGING THE PLACIED-IN-SERVICC
DATE FOR SMALL HYDRO PROJECTS WHICH QUALIFIED FOR

THE ENERGY TAX CREDIT ON 12-31-85

A number of small scale hydro projects (projects less

than 80 MW) which have been under development for several

years may lose their right to receive the Energy Tax Credit

because of an arbitrary deadline established by Congress 8

years ago. When Congress passed the Energy Tax Credit in

1979 for qualifying small hydro projects, its goal was to

encourage the development of clean, renewable, domestic

sources of electrical energy which would reduce our depen-

dence on foreign oil. Because of a strong response from

small power producers willing to put private capital at

risk, this goal has been largely realized. More than 1,000

MWs of clean, renewable hydropower have come on-line or been

approved for development by FERC since 1980.

Under the 1979 Energy Tax Act, projects which had per-

mit or license applications pending at the Federal Energy

Regulatory Commission ("FERC") on 12/31/85 would qualify for

the ETC if their facilities would be placed-in-service by

December 31, 1988 -- three years later. This three-year

period was set by Congress 8 years ago before developers had

any experience in getting projects through the regulatory

maze at FERC (PURPA, which provided a market for these pro-

jects, had passed only the year before, in 1978). There is

nothing in the legislative history which explains why

Congress chose this length of time. The only occasion on

which Congress specifically considered the length of time

required to complete a hydro project -- during amendments to

the Federal Power Act -- it allowed a period of four to six

years for licensed projects to complete construction.
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line because of regulatory delays beyond their control.

Given the current difficult financial circumstances of the

small hydro industry buffeted by low energy prices, loss of

the ETC may cause many projects to fail.

The arbitrary nature of the three-year "placed-in-ser-

vice" deadline in the Energy Tax Act is highlighted by the

fact that Congress, in passing the Federal Power Act and

FERC in implementing the Act, assumed that at least four

years and probably six years would elapse between the

issuance of a license and bringing the licensed project on-

line. Section 13 of the FPA provides for a two-year period

between issuance of a license and commencement of construc-

tion and allows for a one-time two-year extension which is

routinely granted by FERC; in addition, the FERC license

normally gives developers two years after commencement of

construction to place the facility in service. Extensions

of this two-year period may be granted in special cases.

Compare this system with the three-year placed-in-

service date required of projects qualifying for the ETC.

Given the realities of the current regulatory process, only

projects with licenses issued by 1985 had any chance of

meeting the December 31, 1988, placed-in-service deadline.

Even those licensed projects would have to accomplish in

three years what the Federal Power Act routinely allows four

to six years to complete. Projects with permit or license

applications pending on 12/31/85 will have virtually no

chance at all to meet this unrealistic deadline. If

Congress intended that only licensed projects would receive

the benefit of the ETC after December 31, 1985, it presum-

ably would have said so.

Placed-in-service dates are designed to keep transi-

tioned projects from having an open-ended claim on the
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Treasury. They are a necessary and appropriate part of

prudent tax legislation. They are designed to prevent

developers from "inventoring" tax benefits on stale pro-

jects. But placed-in-service dates should not be set in

such an arbitrary fashion that they defeat the purpose of

the underlying legislation.

In this case, the requirement of a placed-in-service

date in the ETC legislation was unnecessary. FERC sets a

deadline for project completion in every license issued on a

small hydro project. Projects which fail to meet this dead-

line may have their licenses revoked. Since the FERC

controls the pace of the regulatory approval process, it

makes sense that FERC should have the final say about when a

project should be required to begin operation.

We propose that Congress replace the December 31, 1988,

deadline with the placed-in-service date established by FERC

in the license issued for the project. Nothing in the

legislative history indicates that Congress intended that

the placed-in-service date enacted by Congress in 1979 would

snuff out viable projects on the threshold of completion.

As this amendment will not change the 12/31/85 filing dead-

line, it will not add to the number of projects eligible for

the ETC.
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The costs of the Energy Tax Credit were funded with

monies obtained from the Windfall Profits Tax legislation of

1980. Revenue estimates were made in 1979 of the cost of

all the various business energy tax credits. Congress

anticipated that the hydro energy tax credits would cost

$1.8 Billion over 10 years. Even assuming that all the pro-

jects issued licenses by FERC from 1980-86 were built and

claimed the credit, the costs in this time period were less

than 1/4 of what Congress anticipated. ($132 million versus

$567 million) As clearly not all projects receiving

licenses were actually built, this estimate greatly under-

states the difference between Congressional estimates and

what was actually claimed. If the 1988 placed-in-service

date were replaced with the date set by FERC in a license,

an additional $38,000,000 would be claimed. Combined with

the ETC claims anticipated through 1988, this means the

total credits claimed over the life of the ETC would be $190

million versus the $1.8 billion planned in 1979 - approxi-

mately 1/10 of what was anticipated.

Based on the 1980 Congressional revenue estimates, we

assume that Congress expected to pay for the ETC of all

projects qualifying at the end of 1985. In fact, many pro-

jects which qualified for the ETC at the end of 1985 have

been terminated due to increased licensing requirements in

the 1986 Electric Consumers Protection Act. Therefore even

fewer projects will apply for the ETC than anticipated. For

these reasons, we belip-e our proposal is essentially reve-

nue neutral.

In last years Tax Reform bill, Congress extended the

Energy Tax Credits for commerical applications of several

renewable energy technologies such as solar, geothermal and
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biomass. Language related to small scale hydro's energy tax

credits was not considered at that time. In order that the

companies developing small scale hydro can make decisions on

whether or not to continue investing in these projects, it

is important to deal with this problem in this years

Technical Corrections bill.

As the recent data on the increasing cost of oil

imports and its effect on our balaFce of payments indicates,

it is still vital to continue to encourage the development

of domestic renewable energy sources. We urge your support

of this techical amendment so that small scale hydro

development can realize its full potential.

Proposed Statutory Language

Section 46(a)(2)(C)(iv) of Title 26 of the Internal
Revenue Code should be amended by striking "December 31,
1988" and inserting in lieu thereof: "the placed in service
date required by the Federal Energy Regulatory Commission in
the project license."

July 14, 1987

Summary of the Elfect on Tex Revenue due ic -th Energy Tx Credlis
If Placed-in-Service Date Is Set by FERC

The data below shows ihe estintated revenue loss io ilie IU.F. Tr('.Ecury fur
various placed In service dates. These numbers were obtained using -the

following approach:

1. The total negawatts 01 Igible fcr ETC under ecich of the Iwo flecE(d

In service deadly Ines were muli lpl led by $1.2 rr.lllIoni to deterr.lne the
estimated value of the project.

2. Using the appropriate ETC lax raics] for 1987 a(; 193C ard

assumln that the 1988 rate would be coitlnue for any exionsloi,, flie

Energy Tax Credits were calculated by rmultlplylrg the rale tinges ile

value from #1.

3. Because tak Ing the ETC w I Il reduce the deprec l.Ibc basic s of a

project, the actual cost of -the ETC to -the Trua!u i III l reduced
due to the lower deprecition deductions. The Effect cn Cerrecelelo

figures were ceIculated by taking the value of the ETC x each of ilho

the fIve year ACRS percentages** x 34' corporate ix rale and
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totaling these five numbers. (The use of the 5 year ACRS rctes
assumes only tronsitioned property will to ell,1ble for ihe ETC)
This number shows what the depreciable value of itho ETC would be.

4. The Loss to Treasury was calculated by subtracting the Effect on
Depreciation values from the ETC values.

TABLE
I

FERC Sets Placed-
In-Service Date

(includes 1988 Drolects)

TABLE
2

Projects Pieced
In-Service
by 188

TADL 1
3

Projects Placed
In-Service
Posi 1:86

I OF PROJECTS/I'd

ETC VALUE

DEPRECIATION
EFFECT

TOTAL REVENUE
LOSS

237 / 656PIl

$53,031,000.

1.18,030,000.

107 / 1581-1

$15,451,000.

$ 5,253,000.

$35,001,000.

130 / 500141

137,580, 000.

12,777,000.

$24, e0, one.

The three tables surmrizing how we deicrmined the uinumbr of project.
eligible for the Energy Tax Credits for Ithe different ,lacod In servIce
dates are attached as well as ihe assumptions wade In these calculations.

When the Energy Tax Credlis were estibl ished In 1979, rvewme i Alm1uies
were made by Congress on the loss to the Treasury. The fluros below
compare the credits claimed to date and what nay be claimed In the future
versus what the Congress estimated would be claimed.

It should be noted that the estIntate of what has ben iclaif,ud from 19.80
through 1986 is based on data from FEPC on the number of I lcEncs Is!.u.J
during this time period. This estimate Is probably much ilyher tilan Vhe
actual amount claimed because not all projects Issucd a license ,.ro bullt
and the number below Includes municipal projects, most of which dre nol
eligible for the ETC.

.. .... ---- ----

I p IO, 1,000.
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Congressional Eslimate of
ETC Claims

[s-ilia-.lud ETC C~rsf~
Froject!s Is,-;ted Lcr

1980 - 1986

1987

1988

1989

1990

1990-1994

$567,000,000

$427,000,000

$582, 000,000

$137,000,000

$ 84,000,000

not estimated

$

$

$

$

$

132,132,000

8,930,000

6,521,000

12,184,000

16,474,000

14, 071, COO

TOTAL $1,797,000,000 $ 190,312,000

1986 - 1I%
1987 - 9.0751
1988 - 7.15%

f, YQe1 r ACPS lI(s
Year 1 - 15%,
Ycijr 2 - 22%
Year 3 - 21.
Year 4 - 213
Year 5 - 210.



Table 7.--Eatimated Budget Effect of Business Energy Tax Incentives
Calendar Years 1980-85

as Agreed to by the Conference Committee,

Provision 1980 1981 1982 1983 1984 1985

Business energy invest "tent credits:
Solar and wind propert- including solar process

heat equipment. 1517 energy credit -----------
Geothermal equipment. 15% energy credit._
Ocean thermal energy conversion equipment,

15% ,energy credit ------------------------- (2) (2)
-4 Small-.cale hy,'droelectnc facilities, 11% energyri crdt -7 -13Credit --------- -1-------------------------7 -13

Cogeneration equipment, 10c energy credit .-- -31 -53
Petroleum coke and pitch. regular mve.tment

credit and accelerated depreciation --------- -- 25 -30
Certain equipment for prod'icinz feedstocks...
Alumina electrolytic cells. I0V energy credit -... -1 -1
Coke ovens. 10c. energy credit ---------------. -37 -46
Biomass equipment. 10,c energy credit --------- (2) -4
Intercity buses, 10c energy credit ------------- -- 5 -5
Affirmative commitments, special transition rule ---------------------

Total, energy investment credits ------- :_

(2) (2) -2 -2

-17 -21 -81 -144
-78 -82 -65 -36 "

-34 (1)

-1

-56
-4
-6()

-38
-22

-1
-59
-18

-6
-448

-43
-29
-1

-45
-160

-7
-358

-47
-28
-1

-23
-352

-7
-202

-117 -173 -232 -808 -1.081 -1.350

-10
-1

-19
-2

-34
-2

-108
-5

-282
-8

-497-II -

1%



Table 7.-Estimated Budget Effect of Business Energy T3 Incentives as Agreed to by the Conference Committee,
Calendar Years 198 6-9 0--Continued

Provision 1986 1987 1988 1989 1990 1980-90

Business energy investment credits:
Solar and Alind property, Includinz solar process

heat equipment, 15%o.. enerL-y credit--------------7 -30 (1).....................1,058Geothermal equipment, 15, energy credit...... ()-......------------------- -29Ocean thermal energy conversion equipment,
15% energy credit-------------------------- -l-------------------------------------5

-, Sm ll- cale hydroelectric facilities. 11%/7 energy. . . . . . .Scred.t.---- - ------------------------ -284 -427 -582 -137 -84 -1, 797 ' C Oc' Cogeneration equipment. 10% energy credit . - ()-------------------------- --356 0Petrolerum 'oke and pitch, reruiar'investment
credit and accelerated depreciation.... - -- 52 -58 -63 -68 -74 -532Certain equipment" 

.or produce feeisto.- 2.2 -9 ()...-------- -110Alumina electroivtic cells. 10', energy credit----.-----------------.------------------------- 1-121Coke ovens, 10 'nern'creit----------------- - -3 - 1-----------------------277Biomass equipment. 10%7_ enerav credit .........-- 55 -32 -23 (i)---....... --64ilntercitv buses. 1Mc energy eredit--------------------------------------------------------------36
Atlirnatise commitments. special transition rule. -90 -42 -12 (1) (2) -1. 152

Total. energy investment credits ...... -600 -601 -681 -205 -158 -6,012 3
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July 10, 1987

The Honorable Lloyd Bentsen
Chairman
Senate CoMmittee on Finance
205 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Chairman:

On behalf of the National Leased Housing Association, which represents
state and local housing agencies, developers, and equity investors of low-income
housing, and the Council for Rural Housing and Development, which represents
developers and equity investors involved in the Farmers Home Administration
Section S1S rural housing program, we would like to briefly comment on an
aspect of the Technical Corrections Act of 1987, S. 1350.

Our comment relates to Section 105 (b)(2) of the Act, pertaining to
the transitional rule for certain low income housing projects. We are very
pleased with the insertion of this transitional rule in the Technical Corrections
Act and very much appreciate the efforts that you made during the debate
over the technical corrections resolution that was introduced in the last session-
of Congress. Our comment on this provision is a highly technical "fine-tuning"
one, and should not be interpreted as diminishing the importance of including
this rule in the bill.

Under the "Special Rule for Certain Partnerships" as provided in
Section 10S (b)(2), a partnership could qualify for transitional relief if,
among other things, it placed a property in service on or after December 31
and before August 17, 1986, continuously held such property and, in addition,
the partnership was not treated as a new partnership or as terminated at any
time on or after December 31, 1985. A problem is created, which we believe
was unintentional, for some properties which may have been placed in service
during this eight month period, if the partnership placing that property in
service was formed any time after December 31, 1985. For example, an
otherwise qualified property might have been placed in service on April 1, 1986
and the partnership formed on March 1, 1986. Under the wording of the bill,
such a partnership would not qualify, even if it continuously held the property
on and after April 1, 1986.

The drafters clearly intended that there be a prohibition on a partnership
selling a property or being formed after such a property was placed in service
and we understand the policy reasons for that provision. However, in order to
accomplish this goal, the partnership formation or termination date should b tied
to the placement in service date of the property, not the date December 31, 1985.
This formulation would, in our judgment, satisfy the Congressional concern
that there be no sales of properties after they have been placed in service
if relief were sought under the transition rule. However, it would do so in
a manner that would not inadvertently penalize partnerships which happened
to have been formed after December 31, 1985 but before a project was placed
in service during this eight month "window period".

Thus, we would ask that the language contained on line 22 of the bill
be amended by striking out "December 31, 1985" and inserting in lieu thereof,
"the date wnich the partnership placed such property in service".

We would very much appreciate your consideration of these comments, and
the inclusion at the Committee's markup of the amendment which is noted above.
Thank you very much.

Very truly yours,

COUNCIL FOR RURAL HOUSING AND DEVELOPMENT

NATIONAL LEASED HOUSING ASSOCIATION

78-959 0 - 88 - 33
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National Presto Industries, Inc.
tau Claire, Wisconsin 54703

JOSEPH H. SERNEY
VICE CHAIRMAN

July 16, 1987

U.S. Senate Committee on Finance
Senate Dirkeen Office Building
Constitution Avenue and First Street, N.E.
Yashington, D.C. 20510

Re: Comment - Technical Corrections Act-of 1987

(S. 1350)

Dear Members:

It ie obvious from the text of the Technical Corrections Act of
1987 teat the Act provides an excellent means of siiplifying the tax
code by clearing out provisions in the law which have become redundant
or unnecessary by virtue of the enactment of the lax Reform Act of
1986. Section 106(e)(9), (10) and (11) of the Technical Corrections
4ct is an excellent example of the use of the Technical Corrections
Act to eliminate provisions o! the Code that have become unnecessary
by virtue O the Tax Reform Act. In what strikes me as an excellent
job by the Committee staff, the incredibly complicated provisions of
Section 301 of the Code have been streamlined and many of that Section's
'portions have been repealed as "deadwood".

Similarly, the Accumulated Earnings section of the Code should be
modified in a similar manner. The Committee has provided in the
Technical Corrections-Act for a change in the tax rate on accumulated
earnings to bring them in line with the individual rates. In conjunc-
+tion with these technical changes, Congress should repeal Code Section
532(c) as "deadwood".

As you are aware, Code Section 532(c), added by Congress in 1984,
made the accumulated earnings tax applicable,.for the first time, to
widely-held corporations. The legislative history'showe chat 532(c)
was a reasonable Congressional response to the formation of investment
corporations which were formed for no true business purpose, but were
simply a device to take advantage of the difference between the capital
gains tax rate and the dividend tax rate. The investment corporation.
used their capital to purchase dividend paying stocks of other corpora-
tions. The investment corporation, receiving a dividend, was subject
only to the nominal tax on the dividend (an effective rate of 6.9%)
and, instead of paying these dividends to its shareholders, it
accumulated the dividends. The investment corporation's policy was
'to never pay dividends and accordingly its shares increased in value
roughly tqual to its dividend income. Shareholders thus paid no
taxes on dividends of the underlying stocks held by the investment
corporation but could realize income equivalent to the dividend
accumulation by selling their shares. Of course, the' gain on the
sale of those shares was taxable as capital gains (20%) rather than
ordinary dividend income (as high as 50%). The Congressional response
to this tax avoidance scheme was the passage of Code Section 532(c)
which, for the first time, applied the accumulated earnings tax to
widely-held corporations. The potential levy of the accumulated
earnings penalty rate made the investment corporation-an uneconomical
means of avoiding taxation and effectively ended these companies.
thereby insuring that dividend income would be taxed at the share-
holders level at ordinary income rates.

Under the Tax Reform Act of 1986, capital gains shall be taxed
at the same rate as dividend income. Accordingly, the Act also insures
that the investment corporation device, which converts dividend income
into capital gains income, Is uneconomical. In fact, under the Act,
it would serve no purpose. Likewise, the Act insures that dividend
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income will be taxed at ordinary rAet, for there will no longer be
a difference between capital gains and dividend rates. Under these
circumstances, Section 532(c) is superfluous and, like Section 301(e),
should be repealed as "deadwood".

In addition to the fact that 532(c) is now "deadwood", it is still
significant to note that it is not good public policy to apply the
accumulated earnings tax to widely-held corporations. In a widely-held
corporation, the payment of a dividend or the accumulation of funds for
expansion, investment or research and development is a decision best
left to a board of directors. However, as a result of the applicability
of the accumulated earnings tax to widely-held corporations, there may
be a tendency for corporations to pay dividends, even when the corporate
resources should be husbandod for important future business expenditures.
The ability of the Internal Revenue Service to second-guess the directors
by applying the accurulated earnings tax to a widely-held corporation
should not be the driving force behind a decision regarding dividend
policy. Rather, the checks and balances of the marketplace should be
allowed to have their natural and free effect on a widely-held corpora-
tion's board of directors. As such idely-held corporations are, by
definition, publicly held by many shareholders, it is in the board's
interest to make dividend decisions based on the marketplace and the
corporation's business needs. The repeal of Section 532(c) will allow
corporate directors to determine dividend policy without reference to
an unnecessary and punitive application of the accumulated earnings
tax.

I am taking the liberty of attaching to this letter a position
paper previously provided to members of Congress regarding this issue.
I appreciate your attention to these comments and would be happy to
meet with you or any members of the staff to discuss these issues.

Beet regards,

NATIONAL PRESTO INDUSTRIES, INC.

Joseph H. Barney
Vice Chairman

PROPOSED E:HNICAL CORRECTION TO THE TAX REFORM ACT OF 1986

SECTION 532(c) SHOULD BE REPEALED

1. BACKGROUND

The Tax keform Act of 1986 is an extzemelv complex piece oC legislation.

Moreover, it made sweeping changes to what was an already highly complicated area of

tbe law in a piecemeal fashi on -- through amendments rather than by creating an

entire new tax code. Unde" these circumstances one would expect numerous errors of

a technical nature due to failures to determine all of the possible ramifications

from any one change. That there are so few such oversights, is a tribute to the

brilliant execution of the task by Congress and its staffs and is nothing short of

remarkable. Nevertheless, there were inadvertent oversights which do require

correction. One such oversight was the failure to repeal Section 532(c) to make

the accumulated earnings tax law consistent with the alterations the reforms made to

the capital gains tax, the corporate income tax, and individual income tax rates.
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II. HISTORY OF SECTION 532(c)

The accumulated earnings tax is imposed upon corporations that accumulate

earnings and profits (rather than paying them out as dividends) to assist their

shareholders in avoiding income taxes. Historically, the tax had net been applied

to widely-held corporations. By its very nature, a widely-held corporation does not

lend itself to the requisite conspiracy between management and shareholders for tax

avoidance. As it is widely-held, there are typically shareholders to whom payment of

a dividend is critical (for example, pension funds which have become one of the

dominant forces in the stock market owning approximately 40% of publicly traded

shares). If the corporate directors wish to retain their positions, they must

consider these shareholders who have the power to vote them out directly on an annual

basis or to sell their shares (leaving the company vulnerable to a takeover if the

stock value drops too far and as a direct result, the directors without their jobs).

Unless the corporation is in a true expansionary mode or on the threshhold of such an

expansion (in which case the shareholders will be patient about no or low dividends

as better prospects are on the horizon), it is definitely in the interest of the

directors to pay out dividends simply to retain their positions. Nor is it good

public policy to apply the accumulated earnings tax to widely-held corporations.

Such application tends to cause dividend pay outs where they are not in the best

interest of the shareholders due to fear that the highly punitive accumulated

earnings tax (a nondeductible tax of 27 1/2% on the first $100,000 of accumulated

earnings and 38 1/2% thereafter) will be imposed by an aggressive Internal Revenue

agent. The payment of dividends is best left to the duly elected board of directors.

The appropriation and dedication of corporate funds, which are the lifeblood of a

corporation, is the most important function of the board of directors. Certainly, it

should not be determined by legislative fiat.

Unfortunately, the atypical conspiracy situation between management and

shareholders of a widely-held corporation did come into being. It was only possible
as a result of the differences between the capital gains tax rate (20%) and the

dividend tax rate (for high bracketed individuals as high as 50%). Investment

corporations were formed which carried on no true business, but were simply a device

to take advantage of the difference between the two rates. Such corporations used

their capital to purchase dividend paying stock of other corporations. A corporation

which receives a dividend from another corporation is subject to only a nominal tax

on tI.e dividend, as it is assumed that the dividend will in due time be disbursed to
an individual shareholder of the receiving corporation, who will then pay the normal

dividend tax. Dividends should not be subject to tax more than once. The specially

formed investment corporations, however, as a stated policy, paid no dividends.

Instead they accumulated the dividends they received and used them to purchase
additional dividend paying stock. The result was an increase in the price of the

shares of such investment corporations roughly equal to the dividends they were
receiving, due to the fact that the shares were attractive to individuals who wished

to avoid the tax on dividends. The individuals would then sell the shares, realize

the "dividend" gain, and pay a lower tax (20% vs. 50%) than the individual would

otherwise have paid on the dividends. Literally, a widely-held corporation had been

created which was in the sole business of accumulating earnings (dividends from other

corporations) for tax avoidance purposes (to permit its shareholders to convert

.income otherwise taxable at ordinary rates into capital gains).
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Congress put an end to such corporations in 1984 by adding section 532(c) to the

law, which made the accumulated earnings tax applicable for the first time to widely-

held corporations.

III. RATIONALE FOR THE TECHNICAL CORRECTION

Once the transition period is over, as a result of the Tax Reform Act of 1986,

individual tax rates will be less than corporate tax rates and the capital gains rate

will be equal to the dividend rate. ihis sweeping change to rates impacted more than

the sections concerning rates. To the extent Congress did not modify these other

sections to make them consistent with the effect of the rate changes, it should do so

now through the Technical Corrections Act of [987.

One such area is Secti n 532(c), a 1984 amendment intended to prevent the

conversion, through the devi.e of a widely-held public ccrp)ration, of dividend

income into income taxed at the lower capital gains rates. As capital gains will be

taxed at the same rate as dividend income, at the end of the transitioft period, this

section will soon be superfluous. With the change in tax rates, it is also potentially

damaging to corporate America. Once the transition period is over, the accumulated

earnings tax will be the highest tax in existence -- 38 1/2. versus the top

individual bracket of 28% and the top corporate tax of 347. That provides an

enormously powerful incentive to an aggressive Internal Revenue Service agent to

second guess a management-shareholder decision to not pay or to pay 'low" dividends.

The tendency will be to pay dividends, even when resources should be husbanded, for

example, for expansions which from a timing point of view should not be made

immediately for a variety of reasons (the staff required to properly implement the

expansion needs to be hired and trained, the product to be produced requires the

successful marketing of a complementary product (e.g., be§;re film for the polaroid

camera could be sold, the poiaroid camera itself had to be marketed) etc.), which

ultimately will be overcome. It is dangerous indeed with the burden of proof on the

corporation, to dispute with the Internal Revenue Service whether the decision not to

pay out or to pay "low" dividends was tax motivated or whether the reason for

retaining capital was done for sound business reasons. With the checks and balances

in place through the market system, it is counterproductive to place the

determination of the validity of business actions in the hands of the Internal

Revenue Service and the courts. Counterproductive, not only to the businesses

themselves, but likewise to the U.S. government in terms of the healthy tax base

which results from business expansion. The immediate benefits from taxes on current

excessive dividend pay outs should not be allowed to outweigh the long term ongoing

advantages of an expanding tax base upon which our economy and government will

ultimately depend.

IV. RECOMMENDED ACTION

To make Section 532(c) consistent with the changes tade to capital gains,

individual, and corporate rates, the section should be repealed.
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Conservative Baptist

National Stewardship Nnisries
Harry D. PittmanJuly 2. 1987 National Representative

2535 E. Cactus Rd.

Laura Wilcox Phoenix, Az. 85032
U.S. Senate Committee on Finance 602-971488
S.D. 205 802-992-MZWashington, D.C. 20510 2022

RE: IRC Sec. 501(m) - Technical Corrections Act of 1987 (H.R. 2636) Charitable Gift Annuities

Dear Ms. Wilcox:

I am writing to you on behalf of our 2,000 churches and over 500,000 constituency in the United
States, plus our approximately 2,200 churches and alike constituency outside of the United States
regarding the Technical Corrections Act of 1987 (H.R. 2636) requesting that you please support an
amendment to the Technical Corrections Act to clarify the position of Charitable Gift Annuities
issued by IR' See. 501(cX3) organizations that such Charitable Gift Annuities are not "commercial-
type insurance" under IRC See. 501(m).

As you are aware, many charitable organizations, but especially church denominations, use Gift
Annuities because an interested donor wants to make a gift to help our ministry efforts. They are
not making the investment in the annuity in order to receive an insurance benefit. Charitable Gift
Annuities have been used by church organizations, as well as many other charitable institutions for
well over one hundred years. There is a long precedent in our nation's history and tax-law in support
of the Charitable Gift Annuity as a charitable gift and not as "commercial-type insurance."

Secondly, Charitable Gift Annuities do not compete with commerical annuities since it costs the
donor more to invest in a gift annuity than it does in a commercial annuity, and therefore Charitable
Gift Annuities are not "commercial-type insurance."

Thirdly, continuing to classify Charitable Gift Annuities as "commercial-type insurance" fails to
clarify the law so that this important source of funds for our denomination's charitable activities
would tend to dry up.

Finally, for our small donors, a Charitable Gift Annuity has the same result for them that larger
donors' investments in a Charitable Remainder Annuity Trust has for them. As you know, the
Charitable Remainder Annuity Trust is unaffected by IRC See. 501(m). I trust you will use the weight
of your office to see that as the Technical Corrections Act makes it way through the House and
Senate Committees and onto the Floor of the respective Houses, we can remove Charitable Gift
Annuities from being classified as "commercial-type insurance."

I thank you in advance for your respectful and kind attention to this matter and plead the cause of
our denomination in your help In making this correction.

Respectfully,

Harry D. Pittman, Director
Stewardship Ministries

HDP:vl Conservative Baptist Association of America P.O. Box 66, Wheaton, Illinois 60187 OP AI,,A
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NATIONAL TELEPHONE COOPERATIVE ASSOCIATION

COMMENTS ON H.R. 2636

THE TECHNICAL CORRECTIONS ACT OF 1987

The National Telephone Cooperative Association (NTCA) is a national trade
association dedicated entirely to representing and serving the interests of the
nation's rural independent telephone systems.

A non-pofit trade association, NTCA today represents more than 450 small,
independent cooperative and commercial telephone companies located in 42 states.
More than five million consumers get their telephone service from NTCA members
systems.

NTCA respectfully requests that the Technical Corrections Act of 1987 be
amended so non-exempt rural telephone cooperatives are allowed to treat patron-
age dividend allocations as a reduction in determining net book income and so
tax-exempt telephone cooperatives are allowed to offer 401(k) retirement plans
to their employees.

Background on Rural Telephone Cooperatives

Congress amended the Rural Electrification Act in 1949 with the goal of
providing affordable telephone service throughout the country. Most telephone
cooperatives began in the 1950's with little equity and were boot-strap organi-
zations with the goal of achieving self-sufficiency. Because the cost of
providing telephone service to low density rural areas was not economically
attractive, most large telephone companies could not - or would not - provide
service t6 these areas. With financial assistance from REA, cooperatives were
formed throughout the country to provide telephone service primarily in sparsely
populated rural areas.

Telephone cooperatives had two important means to generate the necessary
financing to assist them in providing telephone service. First, cooperatives
are able to secure equity capital from their members. Second, there was the REA
loan program. Generally, cooperatives have retained the equity capital and then
paid it back to subscribers in the form of patronage dividends when financial
conditions warrant. Unlike regular corporate profits, the amount above the
operating costs of the cooperative are not profits or earnings but are capital
contributed by the members and therefore not taxable.

Problems faced by rural telephone cooperatives continue today and, in some
ways, are more difficult than ever:

Low Density - REA borrowers serve rural areas that have an average of only five
customers per mile of telephone line, while the Bell Operating Companies have
approximately 130 customers per square mile, and all telephone companies average
50 customers per mile.

Financing - Telephone cooperatives have traditionally received most of their
financing from REA loans. While the expense of providing telephone service to
rural areas remains high, REA financing may become difficult to obtain. The REA
loan levels have been frozen for the last ten years and the program itself has
been targeted for elimination by this Administration. It is difficult for
telephone cooperatives to obtain long term financing from commercial lenders.
Today the average equity of REA cooperatives is 30%, well below the 40% to 60%
debt-equity ratio required by commercial lenders.

Deregulation - Deregulation of the telephone industry has brought about several
major policy shifts which could reverse or diminish historical revenue and
income growth trends. The phase-out of settlements among states, competition
for service to selected customers and the shift in allocation and recovery of
costs could provide less revenue for local telephone companies.

In the competitive, deregulated environment, local telephone companies are
asked to provide more sophisticated services. For example, technological
advancements have created the need for digital switching to provide equal access
to alternative long distance carriers and to provide many of the new custom
calling services sought by subscribers. Underground cable provides more reli-
able, higher quality transmission and is needed to reduce maintenance and
frequent outages caused by the harsh weather conditions in many rural areas.
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With the help of the REA telephone loan programs, rural telcos are able to
replace obsolete equipment in order to provide better services to their custo-
mers.

Taxation of Cooperatives

Most cooperatives are qualified for tax-exemption under Section 501(c)(12)
of the Internal Revenue Code. This section states that a cooperative that
provides telephone service to rural areas is tax-exempt only if 85% or more its
income consists of amounts collected from members for the sole purpose of meeting
losses and expenses.

If the telephone cooperative cannot meet this requirement, it loses its tax
exempt status under Section 501(c)(12). The non-exempt cooperative would be
taxed on revenues received as interest or rental income or gains on the dis-
position of a capital asset as well as any revenue not received from its pat-
rons.

If a telephone cooperative is non-exempt from income tax under Section
501(c)(12), it is subject to the same treatment as any other taxpayer with
respect to computation of taxable income, with one important exception: a
cooperative may exclude allocations of patronage credits if it meets all of the
following requirements for non-profit operations as set forth in Farmers
CooQerative Co. v. Birmingham, 33 TC 266 (1959):

.am allocation of earnings by a cooperative
to its patrons cannot qualify as a true
patronage dividend unless:

(1) the allocation was made pursitant to a
legal obligation which existed at the time
the participating patrons transacted their
business with the cooperative;

(2) the allocation was made out of profits
or income realized from transactions with
the particular patrons for whose benefit the
allocation was made; and,

(3) the allocation of earnings was made ratably
to the particular patrons whose patronage created
the income from which the allocated refund was made.

IRC Section 552, which was repealed by Subchapter T, allowed exempt farmer
cooperatives-t deduct or exclude the face value of credits allocated to
patrons. Subchapter T specifically changed this for farmer cooperatives who were
subject to its rules but excluded telephone cooperatives. Senate and House
reports on the adoption of Subchapter T state that Subchapter T also does not
apply to cooperative organizations "which are engaged in furnishing electric
energy, or providing telephone service to persons in rural areas. These will
continue to be treated the same as under present law." Sen. Rep. No. 87-1881;
1962-3 C:B. 707, 819, House Rep. No. 87-1447; 1962-3 C.B. 405, 483.

No other provision dealt with the deduction of patronage credits by co-
operatives. But, longstanding administrative policies, court cases and revenue
rulings stated that before enactment of Subchapter T cash and non-cash patronage
credits paid or allocated under a pre-existing obligation were deductible by
cooperatives, regardless of whether they were includable in income by the
patrons. See, Farmers Cooperative Company v Commissioner, 228 F 2d 315 (8th
Cir. 1961).

The court decisions justify exclusion of patronage dividend (or credits) on
the basis that:

a. The cooperative is a mere agent for the patrons and serves only as a
conduit for the income of the patrons, or;

b. Patronage dividends represent a price adjustment in the cost of goods,
analogous to discounts and rebates given by a seller at the time of
sale or upon prompt payment.
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Another legal basis for excluding patronage allocations is that the patron
has received the money in the face amount and has reinvested the amount in the
cooperative's capital pursuant to the by-laws or some other contract. (See Rev.
Rul. 54-10; Rev. Rul. 55-56, 1955-1, CB 282; Rev. Rul. 57-59. Also "Model
By-laws for Telephone Cooperatives," Section 1101 of REA Telephone Operations
Manual).

A non-exempt telephone cooperative may exclude from taxable income all
amounts of operating income received from patrons. This is allowable because,
as mentioned above, there is a pre-existing mandatory obligation to return such
amounts to the patrons or to account for the amounts as the property of the
patrons.

Telephone cooperatives do not pay tax on their margins -and patrons' capi-
tal, whether paid in dividends or allocated to patrons' capital accounts. This
is essential to their ability to obtain the necessary capital to provide tele-
phone service in rural areas. Tax-exempt treatment of patronage credits is
a valuable supplement to whatever funding is obtained from REA.

Request for Technical Correction Relating to Alternative Minimum Tax

The alternative minimum tax subjects a portion of a non-exempt coopera-
tive's patronage capital contributions to taxation through the book income
adjustment provision. This is inconsistent with the legislative history and
.case history of the taxation of non-exempt rural telephone cooperatives.
Taxation of capital credits would hinder cooperatives from attaining sound
financial status at a time when they are striving for self-sufficiency. The
result would be to increase the need for federally financed loans to provide
telephone service to rural areas.

When an investor purchases stock in a company, he or she is not taxed nor
is the company taxed on the capital. It is inappropriate to subject capital to
income tax and therefore a cooperative's patronage capital contributions should
not be taxed.

To subject a-cooperative's patronage capital contributions to taxation
would impede our country's goal of making affordable telephone service univer-
sally available to persons in rural areas with quality equal to that of urban
telephone services. We have a national telecommunications system. If people in
urban areas are to communicate with residents and businesses of rural areas, the
quality of the system must be maintained.

NTCA requests that the Technical Corrections Act of 1987 include a
provision allowing non-exempt telephune cooperatives to exclude patronage
capital contributions when determining the cooperative's adjusted book income.
Congress recognized the fact that a cooperative's patronage capital
contributions should not be subject to the alternative minimum tax when it
excluded farmers marketing cooperatives defined under Section 1381 of the IRC
from including the patronage allocation in determining book income. NTCA
requests that the following language amending Sec. 56(f)(2) of the IRC be
included in the Technical Corrections Act of 1987:

any corporation operating on a cooperative basis and
and described in Section 1381(a)(2)(c) shall treat
any allocation which is in the nature of a patronage
dividend as a reduction in determining the corporation's
net book income.

Request for Technical Correction Relating to 401(k) Retirement Plans for
Employees of Rural Telephone Cooperatives

The Tax Reform Act of 1986 eliminated the ability of tax-exempt
organizations to offer 401(k) retirement plans to their employees if they had
not done so by July 2, 1986.

Congress recognized that rural cooperative utilities must compete with
commercial companies for qualified employees with very specific, technological
skills when they included a provision in the Tax Reform Act of 1986 which
allowed rural electric cooperatives that'are tax-exempt under Section
501(c)(12) of the IRC to continue to offer 401(k) plans to their employees.
Rural telephone cooperatives are also defined under Section 501(c)(12).
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Small rural telephone cooperatives must compete with much larger commercial
companies for technically qualified staff. Under the tax code, commercial
companies are able to offer a variety of profit-sharing and deferred compen-
sation plans in addition to comparatively higher salaries. Like rural electric
cooperatives, rural telephone coperatives are non-profit, tax exempt
organizations and are unable to offer profit-sharing or stock option plans.

Rural telephone cooperatives must be able to offer complete compensation
packages to attract qualified employees. One of the most popular savings
programs for employees of telephone cooperatives has been the 401(k). Under
Section 401(k) an employee may elect to defer a part of compensation and place
the deferred amount in a section 401(k) plan set up by the employer. The
deferred compensation is not subject to federal income tax until it is paid to
the employee. The plan has allowed both management and rank-and-file employees
to provide for their own retirement.

Based on the participation rate of telephone cooperative employees who are
unable to take advantage of 401(k) plans, it is anticipated that 2300 people
nationwide would be allowed to take advantage of 401(k) retirement savings
plans. Because of the minimal number of persons affected by this amendment, it
is anticipated that there will be negligible revenue impact.

NTCA requests that the Technical Corrections Act of 1987 reconcile the
inadvertent omission of telephone cooperatives as relates to Section 401(k) of
the IRC by the inclusion of the following language:

SECTION 1. RURAL TELEPHONE COOPERATIVES PERMITTED TO HAVE QUALIFIED CASH
OR DFERRD ARRANGEMENTS.

(a) IN GENERAL. -- Paragraphs (1) and (2) of section 401(k) of the
Internal Revenue Code of 1986*(relating to cash or deferred
arrangements) are each amended by striking out "or a rural
electric cooperative plan" and inserting in lieu thereof
"a rural cooperative plan."

(b) RURAL COOPERATIVE PLAN DEFINED. -- Paragraph (7) of
section 401(k) of such Code is amended to read as
follows:

"(7) RURAL COOPERATIVE PLAN. -- For purposes of
subsection, the term 'rural cooperative plan'
means any plan --

-(a) which is a defined contribution plan
(as defined in section 414 (M), and

(b) which is established and maintained
by a rural electric cooperative (as
defined in section 457(d)(9)(B), a
cooperative telephone company described
in section 501(c)(12) or a national
association of such cooperatives."
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COMMENTS OP THE

NATIONAL TOOLING AND MACHINING ASSOCIATION

REGARDING THE

TECHNICAL CORRECTIONS ACT OF .1987

(H.R.2636, s.1350)

The National Tooling and Machining Association supports the

clarification that disallowed costs under expensing

provisions (sec. 201(d) of the Reform Act and sec. 179 of

the Code) may be carried forward an unlimited number of

years.

We support the provision allowing 90 days after the

enactment of this bill for stock options to be amended so

that they may be treated as incentive stock options.

We suggest transition rules for the $25,000 active

participation requirements for rental real estate activities

and for the definition of *active participation." Taxpayers

exceeding the $25,000 limitation are placed at an unfair*

disadvantage if they are penalized on one hand by the tax

code if they do not come immediately into compliance and on

the other by the marketplace if they dispose of property in

an unfavorable market in order to bring themselves back

under the $25,000 limitation.

We suggest that active participation rental real estate

losses be limited to the greater of $25,UUO or 90% of the

prior year's active participation real estate losses, also

with a three year phase-in.

While not a technical correction, we continue to believe

that it is unfair to tax homeowners bn nounts refinanced in

excess of the original cost of the home. The provision

effectively prevents any refinancing in many cases since
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points and other loan costs may be prohibitively high in

comparison to the non-taxable equity in the home. We also

Suggest that the provision be changed to apply only to homes

purchased after the enactment of the 1986 tax act.

We appreciate provisions overturning IRS Notice 87-8, which

has blocked taxpayers from using income from installment

sales entered into before 1987 to offset losses from passive

activities.

We believe there should also be a transition rule for

capital gains. Capital appreciation occurring before the

enactment of the 1986 tax act should be taxed at a level

commensurate with what the taxpayer's 1986 effective capital

gains rate would have been upon disposition of the property,

with the balance taxed under the new capital gains rate.

The elimination of personal interest deductions under the

1986 tax act unfairly penalizes taxpayers with existing

financed personal debts prior to the enactment of the law

and who were not in a position to repay those debts in full.

As a transition rule, we suggest that interest deductions on

personal debts incurred prior to the enactment of the

proposal be grandfathered.

We believe the completed contract provisions (sec. 804 of

the 1986 act) will impose undue accounting burdens on small

firms. We suggest that small businesses, as defined by

Small Business Administration size standards, be exempted

from those provisions of the 1986 tax act.

We hope that the Committee finds these suggestions useful.
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THE NAVGATORS Russell P. Reid

July 17, 1987

Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

Dear Ms. Wilcox,-

I have just learned that a change in the
Technical Corrections Act could discourage the
creation of future charitable lead trusts. It will
hurt lead trusts by appealing the charitable
deduction.

As you know, many donors with large estates
arrange for the transfer of substantial assets to
family members after the payment of income to
charitable causes. Many organizations depend
heavily upon this type of funding and its repeal
could drastically reduce services that these
charities provide.

I would encourage the committee to seriously
consider the reduced income charities will have to
serve our public and to restore these beneficial
tax provisions.

Sincerely,

Russell P. Reid, CFP
Planned Giving Director

Post Office Box 6000, Colorado Springs, Colorado 80934, 3031598-1212
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. Linda L. Neff
P.O. Box 15307

Rio Rancho, NM 87124

(505) 892-5867
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Karl B. Nelson
1520 West Beach Drive
Panama City, Florida 32401

July 31, 1987

Ms. Laura Wilcox
Hearing Admunistrator
Committee on Finance
Room SD-205.
U. S. Senate Office Building
Washington, DC 20510

Dear Me. Wilcox:

The Tax Reform Act of 1986 has a provision that results In less than
currently prescribed lump-sum payments for many retirees who elected a
lump-sum settlement during the years of 1985 and 1986.

The company I retired from did not pay lump-sum settlements according
to the currently applicable Retirement Equity Act (REA) provisions.
The REA, and the corresponding Internal Revenue Service regulations
require that the Pension Benefit Guaranty Corporation (PBGC) interest
rate or a rate lower be used In calculating lump-sum settlements. The
company I retired from used an Interest rate which was substantially
higher resulting in a lump-sum payment that was much smaller than
prescribed by law.

The Tax Reform Act of 1986 allows companies to use an Interest rate no
greater than 120% of the PBGC rate if the distributions from their
plan were not made In accordance with the regulations issued under the
Retirement Equity Act. Thlu provision gives companies not in
compliance with the Retirement Equity Act a 20% savings at the expense
of the retirees.

This Is not a fair and equitable provision. Please be aware that all
settlements after 1986 will use the PBGC rate which is the same as the
Retirement Equity Act.

I am for Tax Reform, however, the provision regarding lump-sum
settlements (or cash-out of certain accrued benefits) has gotten a lot
of companies "off the hook" at the expense of some retirees like
myself.

I strongly request your aid and assistaitce In correcting this
Inequitable and discriminatory provision by using 100% of the PBGC
rate In Title X1, Part IV, Sec. 1139 In the Technical Corrections Bill
now pending.

Sincerely,

Karl B. Nelson
KBN/sym
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New England 91 Parker Hill Avenue

Baptist Boston, Massachusetts 02120

Hospital 617 738-580
Tel,(% (23) 10116
raibic NI8APTH)%P SO%TON

July 20, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

Re: Technical Corrections Act of 1987

Dear Ms. Wilcox:

I am writing to express my concern that charitable gift
annuities not be subject to taxation under section 501(m) of the
IRS code in the Tax Reform Act of 1986. I urge the Senate Finance
Committee to amend the Technical Corrections Act of 1987 and
clarify that charitable gift annuities issued by 501(c)3
organizations are not comercial-type insurance.

The primary motive of donors to our hospital who use the
charitable gift annuity vehicle is to help the hospital, not. to
purchase insurance or receive an annuity. These donors are
almost alwuys senior citizens who have labored on the hospital's
behalf through our Woman's Auxiliary or League for many years,
and are on restricted incomes. They cannot afford a large gift
to the hospital, but can afford a gift of several thousand
dollars as long as they receive the security of somelife-income
in return.

With government cutbacks in funding, charitable gift
annuities constitute an important remaining fund raising option
for us, especially with our older constituents.

For the donor who cannot afford the size of a gift to fund a
charitable remainder annuity trust [which is unaffected by
Section 501 (m)], the loss of the charitable gift annuity option
would deprive them of an important way of contributing to an
institution they have supported for years with their hours of
volunteer work and small cash gifts.

Because the charitable gift annuity is prevalent and popular
among our senior citizens' peers, they understand it and like it.,
They may also have a similar plan with their local church, and
have found it a practical way to give. In fact charitable gift
annuities have been used in the non-profit community for over a
century.

New England Baptist Hospital would be very grateful for your
support and leadership in clarifying the' exemption of gift
annuities from IRC Section 501(m).

Sinceely

Thomas JB/achmeye

Director of Development

An Aftuliate of New England Baptist Health Care Corporation
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Itanley L OraysonCharmeu , New York City Indtutrial
DI veloent Asency

Thank you for the opportunity to present this statement about the

Technical Corrections Act of 1987 (S. 1350). I am Stanley Grayson, Chairman

of the New York City Industrial Development Agency (IDA). The IDA has

issued 333 federally tax-exempt bonds totalling $483,483,250 since the program's

Inception in, 1976 through 1986, an average of $44 million of bonds issued

annually. Virtually all of these projects benefit small companies (less than 500

employees) with an average bond of $1.5 million per firm. This program-is

very successful and overall has enabled New York City to retain approximately

46,000 jobs and create approximately 27,000 jobs.

However the Tax Reform Act of 1986 has hindered our ability to issue

federally tax-exempt IDBs. One major problem Is the restrictions imposed by

tax reform on the type of companies that qualify for this vital economic tool.

Since the beginning of 1987, we have only issued three federally tax-exempt

bonds for $8.3 million.

The Tax Reform Act of 1986 provides that interest on private activity

bonds, that are qualified small issue bonds, issued after December 31, 1986 will

not be excluded from gross income for purposes of federal taxation unless these

bonds are issued for a "manufacturing facility." The "manufacturing facility"

definition provided in the Act is:

"Manufacturing facility - for purposes of this paragraph, the term

"manufacturing facility" means any facility which is used in the manufacturing

or production of tangible personal property (including the processing resulting

in a change in condition of such property). A rule similar to the rule of

section 142(b)(2) shall apply for purposes of the preceding sentence. (Act,

Section 1301(b), codified as Section 144(a)(c) of the INTERNAL REVENUE CODE

of 1986).
This definition has made it very difficult for us to issue tax-exempt small

issue IDBs. We are often unable to obtain clean opinions from our bond counsel

because of the lack of clarity in this definition and consequently are unable to

market these bonds. The definition falls to give a clear indication of what

constitutes manufacturing and unfortunately the legislative history of the bill
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does not provide any Insight. The definition further fails to address whether

facilities ancillary to manufacturing (e.g. warehouses, distribution facilities,

office space, etc.) fall within he scope of the "manufacturing facility"

definition. The "manufacturing, facility" definition must be clarified. The best

way to do this, In my opinion, is to use the Department of Commerce's Standard

Industrial Classification System (SIC). This system would be consistent with

Congress' original intent. When the separation was made in the small issue

program between manufacturing and non-manufacturing companies in 1984,

conversations with congressional staff indicated that their intent was to be

consistent with the SIC code definition.

For example, although the printing industry is classified as manufacturing

under the SIC code, it is often unclear whether commercial printers fall within

the ambit of the new definition and thus qualify for tax-exempt financing. The

problem is that the definition is too vague and technology has drastically

altered this industry, however, the processes, jobs and economic development

benefits are similar to other industries that are more traditionally defined as

manufacturing. The definition must be sensitive to both changing technology

and the economy. The printing industry is a vital part of the New York City

economy; it is the second largest type of manufacturer in the City and has in

excess of 90,000 employees. It provides essential infrastructure for the

finance, insurance and real estate sectors.

I strongly urge that the committee amend the "manufacturing facility"

definition to conform to the manufacturing classification in the SIC code. The

SIC definition is not an expansion of the "manufacturing facility" definition but

rather a comprehensive and familiar definition that will allow bond counsel to

give clean opinions on our projects. The SIC manual is a respected reference

book for business and government and would be rational source for this

definition. It will give us a clear, workable guideline and will allow us to make

quick, consistent decisions on whether a project qualifies for tax-exempt

financing.

Whether or not the SIC code is adopted, I further urge, as a separate

matter, that independent warehouse and distribution facilities be included as

small issue bonds qualifying for the federal exemption. Warehouse and

distribution facilities are an Integral part of the industrial sector and are
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necessary to the continued viability of the manufacturing sector. Warehouse

and distribution facilities provide access to services and jobs in areas that

would otherwise be underserved. The unskilled and semi-skilled jobs that are

created as a result of these operations are part of the traditional employment

ladder for many immigrants and young people.

Inclusion of warehouse and distribution facilities, along with a clarification

of the "manufacturing definition" will not result in a revenue loss to the

government. The bond allocation cap on private purpose bonds is a sufficient

limit on the volume of bonds that may be issued. Each locality should be able

to determine the best use of its limited bonding authority to promote economic

development in its area.

The definition I purpose, that would both clarify manufacturing by using

the SIC code and expand the definition to include the financing of warehouse

and distribution facilities is:

Amend Section 144(a)(12)(c) as follows:

(c) MANUFACTURING FACILITY. --For purposes of this paragraph, the

term "manufacturing facility" means any facility which is used in the

manufacturing or production of tangible personal (including the

processing resulting in a change in the condition of such property)

and any facility used for the wholesale trade, packaging,

repackaging, warehousing or research and development that is related

thereto. For purposes of this paragraph, the term "manufacturing or

production" shall include any activity described In Division D of the

Standard Industrial Classification Manual. A rule similar to the rule

of section 142(b)(2) shall apply for purposes of this paragraph.*

(*Underline means new matter)

IDBs help small and medium-sized businesses access the capital they need

to grown and create new jobs in the economy. As many studies have

documented, small and medium-sized businesses create the vast majority of the

new jobs in this country. I believe this tool is a cost effective and efficient

means of promoting economic development. I strongly urge that you consider

these suggestions so we can continue to serve the .economic development needs

across the country.
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BY RICHARD FLYNN, CHAIRMAN
NEW YORK POWER AUTHORITY

Mr. Chairman. The New York Power Authority is a statewide
public power agency that operates hydroelectric, nuclear,
and fossil fuel power plants in New York. It was created by
state law in 1931 during the administration of Governor
Franklin D. Roosevelt. Currently, the Authority produces
and sells more electric power than any of the other 2,144
state and local publicly-owned power ager.cies in the United
States. As Chairman of the Authority, I would like to
-submit to the Committee the following comments on the
Technical Corrections Act of 1987, S. 1350.

Section 113(f)(7)(A) and (B) of S. 1350 clarify that bonds
issued by the New York Power Authority under the provisions
of section 629 of the 1984 Deficit Reduction Act, as amended
by section 1316(g)(8)(A) of the 1986 Tax Reform Act, are
eligible for carryforward elections under New York State's
tax-exempt bond volume limitation cap. We are most pleased
that the Committee has included this provision in S. 1350
and we believe this technical correction is in keeping with
the Congressional intent of section 629, as amended.

Section 629 was included in the 1984 Deficit Reduction Act
to clarify the tax treatment of certain bonds issued by the
New York Power Authority. The clarification was necessary
due to certain unique aspects of the Authority's
operations. The Authority does not own its own local
distribution lines and as a result must sell its electricity
wholesale through the State's seven private utilities, which
serve 98% of New York's electric customers. The Authority
contracts with the private utilities to carry its power
through their distribution lines for sale to end-use
customers, at no markup in cost. Without its own
distribution lines, contracting with private utilities to
deliver its power is the only way the Authority can serve
98% of New York's electric power consumers. However,
because the Authority enters into contracts with private
utility companies, its bonds are subject to being classified
as taxable "private purpose" bonds.

Recognizing the unique circumstances under which the
Authority operates, Congress added an amendment to the 1984
Deficit Reduction Act clarifying that certain bonds issued
by the Authority are to be treated as tax-exempt "public
purpose" or governmental bonds. As originally proposed by
Senator Moynihan, and approved by the Finance Committee, the
1984 amendment provided for all the Authority's bonds to be
treated as tax-exempt 'public purpose' or governmental
bonds. In Conference Committee, however, Senator Moynihan's
amendment, which became section 629 of the Deficit Reduction
Act, was modified to authorize the Authority to issue up to
$625 million of tax-exempt bonds for certain electrical
generation and transmission facilities. In addition, bonds
issued by the Authority under section 629 were made subject
to the state volume limitation cap. The original Senate
amendment, as proposed by Senator Moynihan, and approved by
this Committee, did not make the Authority's bonds subject
to the state volume limitation cap.

In the Tax Reform Act of 1986, the Senate Finance Committee
again addressed the issue of the Power Authority's bonds.
At Senator Moynihan's request, the Committee included in its
bill a provision amending section 629 of the 1984 Act to
increase to $911 million the amount of tax-exempt bonds
authorized to be issued and to define additional categories
of projects for which such bonds can be issued.
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While the statutory language of section 629 treats the bonds
as 'public purpose* or governmental bonds, the 1984
Conference Committee agreement made bonds issued under
section 629 subject to the state volume cap limitation. It
was our assumption at the time that for the purposes of the
volume limitation cap, the carryforward provisions of the
Internal Revenue Code would apply to section 629 bonds. This
interpretation, however, appears to need clarification.
Sections 113(f)(7)(A) and (B) of S. 1350 clarify the issue
for future carryforward elections by making the carryforward
provisions in the 1986 Tax Reform Act explicitly applicable
to bonds issued after 1986 under section 629 of the Deficit
Reduction Act, as amended.

There remains, however, an outstanding issue. Based upon
our understanding of the 1984 provision, we believed that
allocations of New York's volume cap could be made
immediately on a carryforward basis to the Authority for the
specified purposes of section 629, particularly for the Long
Island Sound Cable facility, which we knew would take
several years to design, license, and complete.

The Long.Island Sound Cable facility is a proposed
transmission line running under Long Island Sound between
Westchester and Long Island that will carry about 600,000
kilowatts of lower-cost electricity to Long Island.
Construction of the cable project is expected to take place
over a three-year period and the capital cost is estimated
to be $317 million in 1991 dollars. The cable facility is
critical to increasing the reliability and mitigating the
cost of electric power on Long Island, as well as decreasing
the consumption of imported oil. Use of tax-exempt bond
financing for the facility will save Long Island ratepayers
approximately $225 million over the life of the bonds.
The Long Island Sound Cable is currently in the
pre-licensing phase. Because of the importance of this
project, New York State allocated $106.5 million of its 1985
volume cap for the Long Island Sound Cable. The
carryforward election was made in accordance with
then-applicable regulations. Under the circumstances at the
time, and because section 629 bonds were "public purpose"
bonds, there was no reason to believe that such a
carryforward election might be declared invalid. It now
appears, however, that certain provisions in the 1986 Tax
Reform Act would negate the Authority's 1985 carryforward of
$106.5 million for the Long Island Sound Cable.

Unfortunately, S. 1350 does not address this aspect of the
carryforward issue for section 629 bonds. Therefore, we
respectfully request that language be added to S. 1350 that
will preserve the carryforward already elected for the Long
Island Sound Cable.

In closing, we would like to thank the Committee for
including section 113(f)(7)(A) and (B) in S. 1350 clarifying
the Authority's ability to make future use of the
carryforward provisions of the 1986 Tax Reform Act. We
remain concerned, however, about the potential loss of our
carryforward for the Long Island Sound Cable and hope that
the Committee will consider resolving this issue by adding
an amendment to S. 1350 explicitly authorizing the $106.5
million carryforward.

I appreciate the opportunity to present to the Committee the
New York Power Authority's comments on S. 1350 and would
like to thank you for your consideration of this matter.
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IFIC UNION CONFERENCE ASSOCIATION

10225 EAST BURNSIDE
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PORTLAND, OREGON 97215

(503) 255-7300

July 6, 1987

Laura Wilcox
U.S. Senate Committee on Finance
SD 205
Washington, D.C. 20510

Dear Laura Wilcox:

Our organization is greatly concerned about the implications of the Technical
Corrections Act of 1987 (HR. 2636) and we are asking that it be amended to
clarify that charitable gift annuities issued by IRC Sec. 501 (C) (3)
organizations are not "commercial-type insurance" under IRC Sec. 501 (m).

Please note the following statements:

a. Gift annuities are used because our trustors wish to make a gift to
help our organization carry out the work of the church they love and
belong to.

b. Gift annuities don't compete with commercial annuities and are not
"commercial-type insurance".

c. Failing to clarify the law will dry up an important source of funds
for our organization's charitable activities.

d. Gift annuities have been used by charitable organizations for over 100
years.

e. A charitable gift annuity, for the small donor, is the equivalent of a
large donor's charitable remainder annuity trust, which is unaffected
by IRC Sec. 501 (m).

It is our hope that you will help us get this bill amended BEFORE it is
enacted. Please be our VOICE.

Sincerely,

Leonard L. Ayers

Trust Service Director

njt

Enclosure 5 copies
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North hit(i hNlassachusetts (13(i

Richard F. Odell
Dic'ct'oi ofL thi,! Aiflazt July 6, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

Dear Ms. Wilcox:

Will you please vote to amend the Technical Corrections Act of 1987 to
-clarify the fact that charitable gift annuities which are issued by
IRC Sec. 501(c)(3) organizations are not "commercial-type insurance"
under IRC Sec. 501(m).

Many of this school's supporters are of modest means, and the
charitable gift annuity has proven to be a highly satisfactory way for
such donors to make gifts to us while receiving annuity income. These
annuitants are motivated primarily by the desire to support the
school. The annuity itself is a secondary consideration. If these
individuals were looking solely for the most attractive rates of
return, they would find that the rates paid by commercial insurance
companies are much more generous. In no sense are we trying to
compete with insurance companies.

Finally, charitable gift annuities serve exactly the same purpose as
annuity trusts but on a smaller scale. Annuity trusts are not
affected by IRC Sec. 501(m).

For organizations like Northfield Mount Hermon, this is an urgent
situation, and we need your help in order to rectify it.

Sincerely,

Richard F. Odell

kg
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STATEMENT OF THE NORTHERN TEXTILE ASSOCIATION

IN SUPPORT OF S. 549, THE TEXTILE AND

APPAREL TRADE ACT OF 1987

The Northern Textile Association and its member companies strongly
support S. 549, the Textile and Apparel Trade Act'of 1987. It is our
belief that this legislation will prevent the continued deterioration
of an important manufacturing industry which has been an integral
part of America's industrial history since Colonial days.

Established in 1854 the Boston-based Northern Textile Association
(NTA) is the primary voice for textile manufacturers located in
New England. NTA members currently include integrated man-made
fiber and wool textile mills, pressed felt manufacturers, elastic
fabric producers, flock and flocked product manufacturers, as well
as cotton and synthetic manufacturers. Most NTA members are medium-
sized textile mills, although both large and small facilities are
represented. The majority of NTA members are located in the New
England area although the Association does have members in all
regions of the country.

The textile industry in New England has gone through a significant
period of contraction since the end of World War II. Cotton fabric
manufacturing, once the focus of this industry in New England, is
now performed by only a handful of companies. The textile
manufacturing operations which remain tend to be producing specialty
products for apparel, industrial, medical, and home furnishings
markets.

Accoc-ing to information produced by state and federal government
agerites 8327 textile manufacturing facilities were located in
VeN &laiid 'uring 1975 providing 60,053 jobs. By 1985, 143 plants

i dosed and 14,000 jobs were lost. Massachusetts and Rhode Island
)a-ve a6&orbe d a majority of the plant closings and associated job
losses. During the 1975-1985 period shutdowns of textile manufacturing
facilities in Massachusetts and Rhode Island resulted in the loss
of 8,153 jobs.

Examination of textile and apparel import statistics in conjunction
with job loss information reveals a direct relationship between
increased foreign penetration of the domestic textile and apparel
market and lower industry employment levels. Textile and apparel
import levels have nearly tripled since 1980 - from 4.8 billion
square yard equivalents (SYE) to more than 12.7 billion SYE in 1986.
Imports now claim more than half the U.S. apparel market. During
the past five years the industry has lost 350,000 jobs and more than
250 textile mills have closed.

A legislative solution to the textile and apparel import problem is
needed because there is no indication that the increasing flood of
textile and apparel imports will slow. Imports of textile and
apparel products during the January-April 1987 period reached 4.5
billion SYE. This constitutes a new record for the first four months
of a year and a six percent increase over the same period in 1986.
According to figures recently released by the U.S. Department of
Commerce, the January-April 1987 textile and apparel trade deficit
totaled a record breaking $7.65 billion, an increase of more than
20 percent over the January-April 1986 period.

One of the largest sector - (- .:,:tile rrnufacturing industry in
New England consists of manufacturers of %,ool fabric and yarn
products. These manufacturers ha% 'Len especially hard hit
by overseas competitors. Import panetration into the wool products
market went from 19.5 percent ",75 -o ??.0 percent in 1984.
In 1980 wool products imports to 129.3 million SYE; by 1985
they had increased 104 percent to E2 6LK]lion SYE. Although U.S. wool
fabric mills have successfully ;et t E: nds of apparel makers,
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home furnishings producers, and users of industrial wool fabrics,
retailers, to maximize their markups, are ordering their wool
apparel off-shore. These garments, which are manufactured in Far
Eastern countries and state-controlled economies, afford retailers a
greater margin because of their lover wholesale costs.

New England textile manufacturers, like their counterparts in other
regions of the country, have invested heavily in new plants and
equipment so that they can increase productivity and compete with
overseas competitors. During the past 10 years the textile
industry has invested an average of $1.5 billion per year on
modernization, fully 80 percent of its internally generated funds.
The results are recent productivity increases averaging over 5
percent per year, more than twice the 2.4 percent rate for all
American manufacturing.

There is a widespread perception among New England textile manufac-
turers that the reason they are having difficulty competing with
overseas suppliers is that they are not competing on an equal
basis. New England has one of the highest regional wage rates
in the United States and a massive productivity advantage is
necessary when your major overseas competitors are paying their
workers less than one dollar per hour. New England states, as well
as our federal government, require strict adherence to a plethora
of environmental and worker safety regulations. Regulatory obligations
are almost nonexistent in many of the developing countries which export.
textile products to the American market. Foreign competitors also
benefit from backing by a low-value currency as well as government
assistance in the areas of capital investment and export promotion.
Members of the Northern Textile Association have recounted numerous
stories of failed attempts to penetrate non-tariff barriers and
sell speciality textile products in countries which ship thousands
of square yards of textile products to the American market daily.

Textile mills in New England operate in a highly competitive domestic
and international marketplace. They also encounter a number of
problems unique to textile mills in this area. The New England
physical, demographic, and social climate presents special problems
for the operation of textile mills. Frequently the mill is one of
very few employers in its locale and the community may be very
dependent on it for tax resources, sewage treatment financing, and
other necessities. Other problems which New England mills encounter
include small and often highly competitive labor Markets, and
operation in a region of the country which has higher than average
wage and benefit levels. Although New England textile mills often
utilize old physical plants, many have invested heavily in state-of-
the-art machinery and equipment.

On behalf of textile manufacturers located in the'Northeast region
of the United States the Northern Textile Association respectfully
requests favorable consideration of S. 549. Enactment of this
legislation is crucial if a -anufacturing industry which has provided
jobs to New Englan5 workers for over 200 years is to remain an
important part of our industrial base.
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WRITTEN SUBMISSION OF,
THE NATIONAL ASSOCIATION OF LIFE COMPANIES

TO THE COMMITTEE ON FINANCE OF THE
UNITED STATES SENATE CONCERNING S. 13501

THE TECHNICAL CORRECTIONS ACT OF 1987

The National Association of Life Companies (.the
"NALC") appreciates this opportunity to submit comments to the
Committee on Finance with respect to S. 1350, the Technical
Corrections Act of 1987. The NALC is an association of over
500 small to medium-sized life insurance companies domiciled in
48 states, with its headquarters in Washington, D.C.

I. Introduction.

Our comments are limited to two aspects of the new
corporate alternative minimum tax ("ANT") which are of concern
to small to medium-sized life insurance companies. Under the
ANT, a corporation's alternative minimum taxable income
("ANTI") will be adjusted to include a portion of what have
been characterized as "business untaxed reported profits." In
1987, 1988, and 1989, this adjustment will be based on "net
book income," while in 1990 and ensuing years the adjustment
will be based on "adjusted current earnings." The problems we
see under these adjustments are as follows:

(1) Some stock life insurance companies and all
mutual life insurance companies will use their annual statement
gain or loss from operations in determining the amount (if any)
of the book income adjustment, while many other stock life
insurance. companies will determine that amount from a GAAP
financial statement, which typically will show a larger amount
of "book income."

(2) Under both the book income and the current
earnings adjustment, the small life insurance company deduction
is in effect treated as a preference item, i.e., a small life
insurance company otherwise eligible for the--efective rate
reduction granted by the small company deduction is denied the
benefit of that reduction through the AMT.

In order to correct these problems, the NALC
recommends that the following two changes be made in the ANT:

(1) Book income should be defined, in the case of
all life insurance companies, as annual statement gain or loss
from operations (before Federal income tax).

(2) The small life insurance company deduction
should not be treated as a preference item. Specifically, book
income or current earnings, as the case may be, should be
reduced by the amount of the small company deduction allowed in
determining a company's regular taxable income.

A discussion of each of these problems and
recommendations follows.

1I. The "book income" of life insurance companies should be

measured by annual statement accounting.

A. Background

1. Regular Taxable Income

In determining the regular taxable income of-a life
insurance company, the Internal Revenue Code generally uses the
figures reported by the company on the annual statement the
company must file with State insurance regulators. This
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statement follows the form prescribed by the National
Association of Insurance Commissioners to carry out the
accounting requirements imposed on insurers by State statutes
and regulations; hence the oft-used reference to annual
statement accounting as "statutory" accounting. In instances
where the tax rules require a depart-ire from the annual
statement figures, as in the case of life insurance reserves
under section 807(d), the figures specially computed for tax
purposes are derived from annual statement data.

Thus, annual statement accounting is the touchstone
for tax accounting. Indeed, mutual life insurers and some
stock life insurers have no formal financial report other than
the annual statement. On the other hand, many stock life
insurers prepare audited GAAP financial statements, either for
purposes of SEC filings or for other purposes.

2. The Alternative Minimum Tax

Under the book income adjustment, a life insurance
company's ANTI will be increased by one-half of the excess (if
any) of the company's "book income" over the company's
"pre-book alternative taxable income" (generally, its regular
taxable income plus any other enumerated preference items).
The company's "book income" is the net income shown on its
"applicable financial statement." A life insurance company's
applicable financial statement will be either a financial
statement filed with the SEC, or if it has no such statement, a
certified audited GAAP financial statement, or if it has
neither of the foregoing, the NAIC annual statement filed with
State regulators.

B. The Problem under the Alternative Minimum Tax

The "book income" adjustment does not treat all life
insurance companies equally, i.e., the ANT is not a level
playing f~eld. As noted above,many stock life insurance
companies prepare GAAP income statements, but many other stock
life insurers do not. In addition, no mutual life insurers do
so (other than for internal analytical purposes). Thus, all
mutual life insurance companies (and some stock companies) will
use their annual statement gain or loss from operations in
determining the amount (if any) of the book income adjustment,
while many stock life insurance companies will determine that
amount from a GAAP financial statement.

The differences between a life insurance company
financial statement prepared in accordance with generally
accepted accounting principles and one prepared in accordance
with statutory accounting principles frequently are
substantial, with a GAAP statement typically showing a larger
amount of "book income." These differences could give life
insurance companies which do not prepare GAAP financial
statements a competitive advantage over those life insurance
companies which do.

C. Recommendation

In order to treat all life insurance companies
equally under the ANT during the years 1987, 1988, and 1989,
book income should be defined for all life insurance companies
as annual statement gain or loss from operations (.before
Federal income tax). A suggested amendment appears at the end
of this statement.

D. Discussion

Just as annual statement accounting has long been the
basis for determining the tax liability of life insurers, it
should also be of primary relevance in any minimum tax
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computation. In contrast to other industries where there may
be no single, common method of computing book income, the life
insurance industry has a nationally uniform set of non-tax
books -- the annual statement filed with State regulators.
Treating the annual statement gain from operations of life
insurers as their exclusive book income will help to ensure an
even-handed application of the AMT industry-wide. It would
also accord with the 1986 resolution of the National
Association of Insurance Commissioners urging Congress to
require the use of statutory insurance accounting principles
(i.e., the annual statement) in any book income preference
computation.

Uniformity aside, as recently as 1984 Congress
thoroughly reviewed the tax treatment of life insurance
companies, including the long-standing practice of the tax law
to make use of annual statement data as the basis of tax
computations. Rather than depart from the use of the annual
statement, Congress reaffirmed it as the source of the tax
computations. Although other-types of earnings statements were
known to Congress at that time, they were not employed for the
following reasons: (1) a significant number of life insurance
companies (including the three largest life insurance companies
in the Nation) do not have any financial statement other than
the annual statement; and (2) other financial statements will
show differences from the annual statement primarily in timing
rather than in "permanent" items. These reasons are equally
persuasive as to why the annual statement should be used in the
AMT.

In sum, to preserve the well considered decisions
made by Congress in enacting the life insurance company
provisions of the 1984 law, and to ensure a level playing field
between segments of the industry, the annual statements that
all life insurance companies file with their State regulators
(and which are audited by those regulators) should provide the
exclusive basis for determining the book income of such
companies.

III. The benefit of the small life insurance company deduction
should not be reduced by the alternative minimum tax rules.

A. Background

Under section 806, qualifying small life insurance
companies may claim the benefit of the "small life insurance
company deduction" in computing their regular taxable income.
This deduction, enacted as part of the 1984 life insurance tax
legislation in place of similar rules under prior law, was
intended to reduce the tax rates applicable to eligible small
companies. As noted in the House and Senate Reports
accompanying the 1984 Act, the small life insurance company
deduction results "in effect in a lowering of the tax rates on
LICTI" (life insurance company taxable income). See H.R. Rep.
No. 432, Pt. 2, 98th Cong., 2d Sess. 1404 (1984);-. Prt. No.
169, Vol. 1, 98th Cong., 2d Sess. 528 (1984).

B. The Problem Under the Alternative Minimum Tax

Under both the book income and the current earnings
adjustments, the small company deduction is in effect treated
as a preference item, i.e., a small life insurance company
otherwise eligible for--ffi rate-reduction granted by the small
company deduction is denied the benefit of that rate reduction
under the AMT,.

C. Recommendation

The small life insurance company deduction should not
be treated as a preference item. Specifically, the AMT should
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be amended to provide that adjusted current earnings or book
income, as the case may be, are to be reduced by the amount of
the small company deduction allowed in determining the
company's regular taxable income. A suggested amendment
appears at the end of this statement.

D. Discussion

Because the amount of the small company deduction is
a percentage of an eligible company's otherwise taxable income,
the deduction can only reduce the company's tax rate. It
cannot produce a loss. The policy behind this deduction has
been reaffirmed by its retention by the Tax Reform Act of 1986,
which specifically rejected the President's proposal to repeal
the deduction.

The 1986 Act, moreover, does not treat other
instances of rate relief (such as the graduated rates for
smaller corporations) as a preference item subject to the
minimum tax. Since the small life insurance company deduction
functions in the same way -- rate relief for small life
insurance companies -- it,-too, should not be treated as a
preference item.

IV. Conclusion

In summary, the National Association of Life
Companies recommends that the ANT be amended to provide that:

(1) In the case of all life insurance companies,
book income is defined as annual statement gain or loss from
operations (before Federal income tax).

(2) The small life insurance company deduction is
not treated as a preference item.

The member companies of the NALC thank the Committee
on Finance for the opportunity to comment on these matters.

Respectfully submitted,

S. Roy Woodall

Executive Vice President

National Association of
Life Companies

July 23, 1987
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Suggested Statutory Language

Measuring the "Book Income" of
Life Insurance Companies

by Annual Statement Accounting

To measure the "book income" of all life insurance
companies by reference to the annual statement filed with state
insurance regulators, the following sentence could be added to
I.R.C. section 56(f)(3)(C).

"For purposes of subparagraph (A), in
the case of a life insurance company, the
applicable financial statement shall be the
annual statement within the meaning of section
809(g)(4).."

Treatment of the Small Company Deduction under the
Alternative Minimum Tax

There are two alternative methods of ending the
treatment of the small life insurance company deduction as a
preference item in the alternative minimum tax. First, either
net book income or adjusted current earnings, as the case may
be, can be reduced by the amount of the small company deduction
allowed in determining the company's taxable income. This
result would be achieved by the following amendments:

Method I

(1) Add to I.R.C. section 56(f)(2) the following new
subparagraph:

"ADJUSTMENT FOR CERTAIN SMALL LIFE
INSURANCE COMPANIES. -- In the case of a life
insurance company, adjusted net book income
shall be reduced by the amount (if any) of the
small life insurance company deduction
allowable under section 806."

(2) Add to I.R.C. section 56(g)(4) the following
new subparagraph:

"ADJUSTMENT FOR CERTAIN SMALL LIFE
INSURANCE COMPANIES.- In the case of a life
insurance company, a deduction shall be
allowed equal to the amount (if any) of the
small life insurance company deduction
allowable under section 806."

Method II

Alternatively, a life insurance company's
alternative minimum taxable income could be determined
without regard to the small life insurance company deduction.
This result would be achieved by the following amendments:

(1) Add to I.R.C. section 56(f)(1)(B), after
"deduction":

"an determined without regard to the
amount (if any) of the small life insurance
company deduction allowable under section
806."

(2) Add to I.R.C. section 56(g)(1)(B), after
"deduction":

"and determined without regard to the amount
(if any) of the small life insurance company
deduction allowable under section 806."
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NATIONAL ASSOCIATION OF ROYALTY OWNERS (NARU)
WRITTEN COMMENTS ON S. 1350

TECHNICAL CORRECTIONS ACT OF 1987

Mr. Chairman and members of the Taxation and Debt
Management Subcommittee, NARO makes its comment on one
provision of the Tax Reform Act of 1986, subsection 142(c),
which amended section 274(h) of the Internal Revenue Code.

Subsection 142(c) of TRA '86 amends Subsection 274(h)
of the Code by disallowing any deduction under Section 212
of the Code for conventions, seminars, or similar meetings.
Section 212 of the Code allows deductions related to
expenses incurred "for the management, conservation, or
maintenance of property held for the production of income",
among other things.

It is under Code section 212 provision that oil and gas
royalty owners take deductions related to expenses arising
from their ownership of royalty property.

The Senate Finance Committee Report explained
subsection 142(c) of TRA 86 as follows:

The committee is concerned about deductions
claimed for travel and other costs of attending
conventions or other meetings that relate to
financial or tax planning of investors, rather
than to a trade or business of the taxpayer.
For example, individuals claim deductions for
attending seminars about investments in
securities or tax shelters. In many cases, these
seminars are held in locations (including some
that are overseas) that are attractive for
vacation purposes, and are structured so as
to permit extensive leisure activities on the
part of attendees.

Since investment purposes do not relate to
the taxpayer's means of earning a livelihood
(i.e., a trade or business), the committee
believes that these abuses, along with the
personal living expenses, justify denial of
any deduction for the costs of attending a
non-business seminar or similar meeting
that does not relate to a trade or business
of the taxpayer (p. 70).

There are numerous differences between the perceived
abuse and the actual NARO situation:

1. Naro meetings are not held in exotic locations.
Most people do not consider Dallas, Oklahoma
City, Austin or Tulsa as prime resort areas
(certainly not compared with cruises or trips
to California, Florida or Hawaii.)

2. Hotels in these cities are not chosen because of
their luxury accommodations, but because they
extend reasonable package prices and thus allow as
many members as possible to attend the meetings.

3. Informative daily sessions are scheduled from
early morning breakfast meetings until 4:00 to
5:00 p.m., leaving little or no time for
sight-seeing.
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4. The management of mineral/royalty interests has
become more complexAIlan just depositing checks
into a bank account. The seminars, panels, and
discussions are not directed at how to postpone
or delay payment of income tax, but are directed
at-keeping members informed of how to receive
income upon which to pay taxes.

5. Meetings are planned for and information is
presented, not for the wealthy, but for people
who receive minimum income.

6. NARO meetings and seminars allow people from
across the United States to meet, share ideas, and
hear technical sessions on managing their
mineral/royalty interests. For those who do not
live in the oil and gas producing states, NARO is
often their only available source of information
in learning about their assets and source of
income.

7. Individuals who own working interests (and report
their income and deductions on Schedule C) will be
allowed to continue deducting "convention
expenses", while those who receive royalty income
will be denied the deduction. Given two
individuals with an interest in the same well (one
a working interest and the other a royalty), i
seems highly inequitable for the former to be
allowed a deduction, while the latter is denied
the same.

It is point number 7 that NARO believes justifies
classifying an amendment to Code section 274(h) a technical
amendment. In TRA 86, Congress did not eliminate the
deduction for attending a NARO convention or meeting for

people with high incomes from royalty property (managing
their royalty properties may be their trade or business);
oil and gas lawyers; accountants; oil and gas landmen; bank
officers; oil company executives; independent producers with
royalty interests, and so on. So the impact of TRA 86 on
royalty owners who are elderly, middle to low income, or
widows is greater than other potential NARO convention
attendees.

Therefore, although the application of Subsection

142(c) of TRA 86 to certain oil and gas royalty owners may

not be because of a drafting "glitch" in TRA 86, the
application is surely an unintentional oversight.

NARO proposes that Code section 274(h) be amended as

follows (new words underlined):
"(c) Seminars, Etc. for Section 212 Purposes - No
deduction will be allowed under section 212 for

expenses allocabje to a convention seminar, or similar
meeting unless tge deduction would be allowed under
Code section 6237) as a trade or business deduction
attributable to royalty income."

OR "(c) Seminars, Etc. for Section 212 Purposes - No
deduction will be allowed under section 212 for
expenses allocable to a convention seminar, or similar
meeting unless the deduction would be allowed under
Code section 62(l) as a trade or business deduction
attributable to royalty income; and the convention,
seminar or similar meeting is sponsored by an
organization described in Section 501(c)6."

NARO appreciates the Committee's consideration of its
position and respectfully requests that the amendment
suggested be added to S. 1350.
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Statement of the
National Council of Savings Institutions

On S. 1350
The Technical Corrections Act of 1987

The National Council of Savings Institutions appreciates the
opportunity to share our views on the Technical Corrections Act of 1987
with the Finance Coimittee. The National Council is a trade association
representing approximately 600 savings banks and savings and loan
associations with total assets of $450 billion. Our members include
institutions insured by both the Federal Deposit Insurance Corporation and
the Federal Savings and Loan Insurance Corporation.

INTRODUCTION

The National Council, on behalf of its member institutions, would like
to take this opportunity to congratulate the members of the Finance
Committee on the successful enactment of the Tax Reform Act of 1986. The
leadership exhibited by the members of the Committee in developing a reform
package and securing adoption of the legislation by the full Senate and the
Conference Conmittee was extraordinary.

As with any legislation of such sweeping nature, there are technical
problems which surface as the Act is placed in practical application. The
outstanding fact is that there are as few items to be corrected as have
come to the forefront to date. These potential corrections, however, are
of critical importance if the Tax Reform Act is to work successfully in the
coming years. The National Council, therefore, will share our comments on
issues we have identified which affect the ability of thrift institutions
to operate under tax provisions relating to mergers and conversions,
extension of "at risk" rules to property sold and financed by thrifts and
application of the rate structure and bad debt deduction.

CONVERSION OF THRIFT INSTITUTIONS UNDER THE
FIRM COMMITMENT METHOD OF UNDERWRITING

The National Council supports the provisions contained in Section
106(d)(15) of the bill which make clear that in relation to thrift
conversions, an underwriter of an offering of stock under the firm
commitment method will not be treated as acquiring any stock of the thrift
as long as the stock is disposed of pursuant to the offer. The provision
also stipulates that the stock must be disposed of no later than 60 days
after the initial offering.

Council members have had difficulty obtaining opinions of counsel that
net operating loss carryovers would survive a conversion from mutual to
stock if it was completed under the firm commitment method of Underwriting.
The confusion was created by the inclusion of Footnote 7 in the Joint
Explanatory Statement of the Committee of Conference for Title VI relating
to corporate tax provisions (See; House Rep. 99-841, Volume II, Page 178).
This footnote had raised questions of whether the underwriter would be a 5
percent shareholder by virtue of the firm commitment offering, even though
Federal Home Loan Bank Board and state regulations would prohibit the
underwriter from owning or keeping a controlling interest in the stock of a
thrift institution. Such a determination would have limited or resulted in
the loss of net operating loss carryovers accumulated by the institution
before the conversion. The inclusion of the aforementioned language solves
the problems and allows conversions to move forward. We applaud the
members of the committee and staff for drafting provisions removing the
impediment.

The Council does ask that the final language of the bill or the Report
accompanying the legislation make clear that the 60 day period required
under the statute begins from the time of the firm commitment offering
itself and not at the early point when a community offering is made to
depositors of the mutual institution. Under banking regulations, mutual
institutions are required first to offer options to purchase stock to
depositors in the institution for a limited period of time (such as 45

78-959 0 - 88 - 34
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days). If the offering is not fully subscribed by the depositors, the
institution then moves forward to the public offering which may be
completed using a firm commitment method of underwriting. This is the
point at which the clock on the 60 day period should be triggered. While
we understand that is the intention of the drafters of the provision that
the 60 days apply to the firm commitment offering itself, we urge that this
be made clear so that further confusion can be avoided.

INCLUSION OF SAVINGS BANKS IN TWO YEAR
WINDOW PERIOD UNDER SECTION 382.

Section 106(d)(15) of the Bill makes clear the savings banks are
included in the two-year window period allowed before the imposition of the
new Section 382 rules limiting the use of net operating loss carryovers
following a conversion. The Council is pleased that the Committee included
this correction in the bill so that there will be no question regarding the
application of the window period to savings banks.

SUPERVISORY CONVERSIONS AND MERGERS

There are a number of technical problems with the language contained
in the Tax Reform Act referencing Section 382 of the Internal Revenue Code
as it relates to supervisory conversions and mergers. The Council is
pleac d that the Technical Corrections Bill does make clear in Section
106(d)(8)(A) that the 20 percent test will be calculated by reference to
the value of the deposits and will not require these deposits to have
voting power. We also urge the Committee to correct other technical errors
in these provisions. First, the Committee should preserve the "scale down"
of previous law in regard to supervisory thrift mergers and conversions.
It is our understanding that the intention was to extend the provisions of
Section 382 in this area as they existed prior to the Tax Reform Act.
Unfortunately, the "scale down" was dropped in the drafting. This
provision needs to be corrected if FSLIC is to successfully continue to
merge problem institutions.

Secondly, the National Council urges the Committee to draft changes to
the Tax Reform Act and include provisions in the Technical Corrections Bill
which will provide solutions to possible loss of carryovers in situations
where the regulators create an interim association owned and operated by
the deposit insuring agency until a buyer can be found. Previously, these
steps were treated as successive "G" reorganizations and the tax attributes
were maintained. This provision is especially important given the problems
facing FSLIC in finding buyers for many of the problem institutions still
in existence. It will be more necessary than ever for FSLIC to take such
interim stepsif it is to move foward with elimination of problem
institutions.

EXEMPTION FROM EXTENSION OF AT RISK
RULES TO SALE OF PROPERTY ONED BY THRIFT INSTITUTIONS

An area of concern for National Council member thrifts relates to
provisions contained in Section 503 of the Tax Reform Act of 1986 which
extended the "at risk" loss limitation rules to deductions resulting from
real property acquired through the use of nonrecourse financing. While the
Act contains exemptions from the rules for third party lenders ("qualified
persons") relating to property which is security for nonrecourse loans,
this provision does not extend to the sale by these lenders of property
owned or property acquired through foreclosure. A sale to a borrower who
is a related person may qualify for the exemption as long as any loan is
"commercially reasonable"and made on the same basis as loans to unrelated
persons. This exemption does not, however extend to loans where the
seller is also the financer even if such a loan is completed on a
commercially reasonable basis. The extension of the at risk rules to
thrifts under these circumstances creates problems for these institutions
as they dispose of real estate owned or foreclosed property.

The imposition of these rules could not have come at a worse time.
Thrifts are in the process of restructuring and adjusting to declines in
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the real estate markets in certain geographic areas. In order to complete
this process, thrifts must be able to move quickly to dispose of foreclosed
property. They have traditionally financed the gale of their own
properties. Now thrifts will be required to find alternative financing for
the sale of these properties or face increased costs. This is a
complicated problem given the economic conditions in some geographic areas
and the restrictions under the laws of some states prohibiting recourse
financing.

The National Council respectfully requests that this issue be
addressed in the final version of the Technical Corrections Bill or in
other legislation. One answer may be to extend the commercially reasonable
standards applicable to related parties to the sale of real estate owned
and foreclosed property by the lender. We will be more than pleased to
work with the Committee to find solutions which will allow our members to
more quickly and easily dispose of real estate owned and foreclosed
property.

INTERRELATION BETWEEN THE THRIFT BAD DEBT DEDUCTION
AND THE INVESTMENT TAX CREDIT

Section 109 of the Technical Corrections Bill provides steps for a
thrift institution which made an election relating to the investment tax
credit (ITC) under previous law, to modify the election and again be able
to take advantage of the Section 593 thrift bad debt reserve. We are
pleased that this language has been included in the bill. This remedies an
inequity which would have penalized institutions for elections made before
statutory provisions eliminating the ITC were enacted.

COORDINATION OF THRIFT BAD DEBT RESERVE
AND 1987 TAX RATE

One area of concern to the National Council has been the jump in the
corporate tax rate facing thrift institutions which are calendar year
taxpayers and which are qualified thrift lenders for purposes of the bad
debt deduction. This jump in the tax rate impacts calendar year thrift
institutions only in 1987. It results from the timing of the phase-down of
the 40 percent bad debt deduction to 8 percent beginning on Janlary 1, 1987
combined with the delay in the reduction of the corporate tax rate from 46
percent to 34 percent until July 1, 1987. The resulting increased rate
does not fit with the historical intent of the bad debt deduction as a rate
modification to encourage investment in housing. The Council would hope
that the Committee will agree to provisions which would eliminate this
"spike" in the tax rate and which level the rate for 1987 at the 1988 rate.

CONCLUSION

The National Council appreciates the opportunity to share with the
Committee our findings on the practical workings of the Tax Reform Act of
1986. We again wish to express our thanks for the consideration already
given to several problems and for inclusion of solutions to these in the
Technical Corrections Bill. We hope we can move as rapidly and as
successfully to solve the additional problem items identified in this
statement. The Council staff and members will be willing to work with the
Committee to devise workable solutions to remaining areas. If Members of
the Committee have questions regarding the provisions oittlined in the
statement or if the National Council can provide further information,
please contact Beth Neese, Director of Tax Legislation, National Council of
Savings Institutions, 1101 15th Street, N.W., Washington, D.C. 20515, (202)
857-3300.
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THE NEW YORK HOSPITAL

The Honorable Lloyd Bentsen
Chairman
Senate Finance Committee
United States Senate
Washington, D.C. 20515

Dear Mr. Chairman:

On behalf of The Society of the New York Hospital (the

"Hospital"), I would like to thank the Committee for including

in section 113(g) of the Technical Corrections Act of 1987, S.

1350, a corrected version of the transition rule originally

granted the Hospital by section 202 of H. Con. Res. 395. I

would also like to express my appreciation for this opportunity

to explain the Hospital's request that additional language be

included in the transition rule to clarify that the Hospital

may fully utilize the relief earmarked for it in that rule to

complete its modernization program. This supplemental language

would not increase the revenue impact of the transition rule as

granted in S. 1350.

The transition rule provides that $150 million of

nonhospital bonds to be issued for the Hospital's benefit will

be exempt from the nonhospital bond volume limitation enacted

under the Tax Reform Act of 1986. While the rule, as currently

drafted, mentions certain Hospital projects to which the bond

proceeds may be applied, it does not expressly refer to the

most significant project undertaken by the Hospital: the

modernization of its 50-year-old plant. That project, which

has been actively planned since 1982, is critical to the

Hospital's ability to maintain the highest standards of medical

care.

The primary focus of the modernization plan is the

renovation of the Hospital's inpatient facilities. Since bonds

used to finance such facilities are "qualified hospital bonds"

which are not subject to the volume restrictions, transitional

relief is not needed in order to finance this principal aspect
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of the modernization plan. However, an integral part of the

modernization project is the renovation of such facilities as

the Hospital's research laboratories and medical education and

ambulatory care facilities, which are equally critical to the

Hospital's ability to provide high-quality medical care.

Indeed, certain aspects of the inpatient facility

modernization, such as the required expansion of the electrical

power generating capacity, cannot be implemented without

affecting these "nonhospital" facilities. To the extent the

modernization project involves such facilities, financing for

the project is subject to the nonhospital bond volume cap. In

order to clarify that the $150 million of transitional relief

already earmarked for the Hospital may be applied to finance

the essential modernization of those facilities, we request

that the transition rule be supplemented to read as follows

(additional language underscored):

"(M) Proceeds of an issue are
described in this subparagraph if such issue
is issued on behalf of the Society of the
New York Hospital to finance completion of a
project commenced by such hospital in 1981
for construction of a diagnostic and
treatment center or to refund bonds issued
on behalf of such hospital in connection
with the construction of such diagnostic and
treatment center or to finance construction
and renovation projects associated with an
inpatient psychiatric care facility or other
facilities of such hospital. The aggregate
face amount of bonds to which this
subparagraph applies shall not exceed
$150,000,000."

The change which the Hospital seeks does not expand

the scope of relief beyond that granted last fall. Instead, it

simply allows the Hospital the necessary flexibility to

continue its modernization within the already agreed upon

constraints of the $150 million transition rule included in S.

1350 and H. Con. Res. 395.

Thank you for your consideration in this matter.

Sincerely yours,

John P. Glynn
Executive Associate Director
Financial Services
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SUPPLEMENTAL STATEMENT OF
THE SOCIETY OF THE NEW YORK HOSPITAL
CONCERNING THE TECHNICAL CORRECTIONS

ACT OF 1987, S. 1350

1. Witness:

2. Designated
Representative:

3. Summary:

The Society of the New York Hospital
525 East Sixty-Eighth Street
New York, N.Y. 10021

Charles L. Marinaccio
Harry J. Kelly
Kelley Drye & Warren
1330 Connecticut Avenue, N.W.
Suite 600
Washington, D.C. 20036
(202) 463-8333

Requests additional language be
included in the transition rule to
clarify that the Society of the New
York Hospital may fully utilize the
relief earmarked for it in that rule
to complete its modernization program.
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THE TECHNICAL CORRECTIONS ACT OF 1986
S.1350

Statement Of
JAMES C. RICE

My name is James C. Rice. I am President and Chief

Executive Officer of NorLight. I appreciate this opportunity to

express my support, and the support of my company, for the

Technical Corrections Act of 1987, S.1350. As I discuss below,

this bill is extremely important to NorLight-because it contains

a non-controversial provision, inadvertently omitted from the

1986 Tax Reform Act, preserving for NorLight's fiber optic tele-

corimunications network the same Investment Tax Credits ("ITC")

enjoyed by NorLight's largest competitors. Accordingly, I join

the many other parties testifying and submitting written state-

ments who have urged this Committee, and the Senate at large,

promptly to enact this measure.

NorLight

NorLight is a partnership of the wholly owned subsidi-

aries of five Wisconsin and Minnesota electric utilities:

Minnesota Power, Madison Gas and Electric, Dairyland Power

Corporation, Wisconsin Power and Light, and Wisconsin Public

Service Corporation. The partnership was formed in September

1985, after two years of study, to construct a 670 mile,

$41,000,000 fiber optic telecommunications network connecting

Minneapolis, Milwaukee, Chicago and numerous other points in

Minnesota, Wisconsin and Illinois. The goal of the partners was

to deliver state-of-the-art fiber optic-based telecommunications

services, not just to the upper Midwest's largest cities, but

also to the many secondary and tertiary communities in the region

which have been bypassed by larger carriers.

NorLight has proceeded rapidly since its formation to

achieve this goal. By December 31, 1985, NorLight had signed

binding contracts with vendors to purchase $16,657,000 in

electronics, materials and engineering services. By July 1986,
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NorLight had initiated construction, and commenced service to its

first customers in February, 1987. The total cost of the network

was $41,000,000, $28,000,000 of which would have qualified for an

ITC but for the elimination of the ITC under the Tax Reform Act

of 1986.

Tax Reform

Although the Tax Reform.Act of 1986 represents a welcome

overhaul of the Internal Revenue Code, it has also had the unfor-

tunate, if inadvertent, effect of placing NorLight at a substan-

tial disadvantage vis-a-vis its largest competitors. Section

204(a)(3)(B and C) of the 1986 Act specifically preserved the ITC

for capital expenditures made or committed after December 31,

1985, for certain fiber optic telecommunications systems which,

in addition to meeting other requirements, either pass through at

least ten states or involve a network of more than 20,000

miles. A separate ITC transition rule, however, which would have

permitted NorLight's 670 mile, three-state network to qualify for

the ITC, was inadvertently omitted from the Conference Committee

report issued September 18, 1986 and, ultimately, from the Act as

passed by Congress. That provision specifically would have

retained the tax credit for a project if

(i) such project involves a fiber optic net-
work of at least 475 miles, passing
through Minnesota and Wisconsin; and

(ii) before January 1, 1986, at least
$15,000,000 was expended or committed for
electronic equipment or fiber optic cable
to be used in constructing the network.

When the omission was discovered, this provision was

included by the Finance Committee and House Ways and Means

Committee (along with other non-controversial technical correc-

tions and transition rules) in the concurrent resolution to the

Tax Reform Act, H. Con. Res. 395. The NorLight provision was

unopposed throughout House and Senate consideration of the reso-

lution, and received substantial bipartisan support from the
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Wisconsin and Minnesota Congressional delegations. Nevertheless,

because the House and Senate were unable to agree on certain

other, unrelated provisions of the'resolution, the NorLight

transition rule did not become law.

The loss of the ITC for NorLight's capital investment

made after December 31, 1985, effectively increased the cost of

NorLight's network by one million dollars. Although the dollar

amount involved would be significant to any company of NorLight's

size, it is even more significant that NorLight's largest

competitors -- those with networks that are 20,000 miles long or

that pass through ten or more states -- are at this moment

benefiting from the ITC of which NorLight has been deprived. In

the telecommunications industry, where competition is stiff, this

disparate tax treatment has substantially affected NorLight's

ability to compete.

The Technical Corrections Act

The Committee has, by including NorLight's ITC

transition rule at section 102(d)(9) of the Technical Corrections

Act of 1987, taken the first significant step toward eliminating

the Tax Reform Act's artificial distinction between NorLight and

its competitors. Further, this provision remedies the situation

in which NorLight's provision was inadvertently omitted to the

1986 Tax Act from the Conference Report. The NorLight provision

continues to receive overwhelming bipartisan support from the

Minnesota and Wisconsin Congressional delegations. Until that

provision becomes part of the tax code, however, NorLight will

continue to experience competitive harm in the marketplace.

Accordingly, for the foregoing reasons, I respectfully urge this

Committee and the full Senate to act with all due haste to enact

this bill into law.
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- FINLEY KUMDLE, WAGNER. HEINE.
UNDERBERG. MANLEY.U YERSON & CASEY

Comments of the NOCS Group
to the

Committee on Finance
United States Senate

Regarding
Technical Corrections Act of 1987

July 23, 1987

The NOCS Group ("NOCS") wishes to thank the Cormittee on
Finance for the invitation to comment on H.R. 2636, the
Technical Corrections Act of 1987. NOCS takes this opportunity
to respectfully request that the attached technical correction
be included in some form in H.R. 2636. This language clarifies
that institutional purchasers of bonds issued to finance the
NOCS-owned cold storage facility in the Remount Road Container
Yard in North Charleston, South Carolina may continue to deduct
80 percent of the interest paid to depositors which is
allowable to those tax exempt obligations. This statement is
submitted on behalf of NOCS by its Washington, D.C. legislative
counsel, Finley, Kumble, Wagner, Heine, Underberg, Manley,
Myerson & Casey.

A. Description of the Company and Projec

NOCS owns and operates a cold storage warehouse facility
on the Cooper River in North Charleston, South Carolina through
its wholly-owned subsidiary NOCS South Atlantic Cold Storage &
Warehouse, Inc. ("South Atlantic"). South Atlantic was
selected by the South Carolina State Port Authority (the "Port
Authority") to construct and operate a privately-owned facility
that could operate more efficiently than an existing
state-owned facility in the Port of Charleston. This facility
will attract additional vessels to the Port of Charleston.
Ships ordinarily dock and unload at one location on the eastern
seaboard. That location is generally determined based on the
port's refrigerated container storage capacity since that cargo
is the most perishable. The City of Charleston has estimated
that it derives between $50,000-$60,000 in revenues for
ancillary services for each day a freighter is docked in
Charleston. we understand that the Remount Road facility has
attracted substantial additional import-export traffic to that
port.

South Atlantic agreed to build a modern state-of-the-art
container facility in exchange for the issuance of a $4 million
industrial development bond to defray part of large initial
construction costs. The Company began operating the State's
refrigeration facility on January 15, 1986, and signed an
irrevocable lease with the Port Authority on May 20, 1986,
which required the Company to construct a new facility. We
understand that the Company was unaware that the Tax Reform
Act, which was ultimately enacted in November 1986, would
eliminate the deductibility of tax-exempt interest to the
institutional purchaser of their bonds.

The bank holding the bonds has raised the rate of
interest to the borrower between 3-4% per year based on this
tax change, pursuant to the terms of a Financing Agree.ent.
The Ports Authority has been advised that the unforseeable and
retroactive increase in South Atlantic's cost of b-cttowing will
cause South Atlantic to raise cargo rates and become
uncompetitive with other ports on the eastern seaboard.
Recognizing that this situation will threaten Charleston's
increased shipping income, the Ports Authority has contacted
members of the State's Congressional delegation who have
requested that South Atlantic be included expressly in a
transition rule to Section 902(f)(3)(L) of the Act. That
sectiun already exc!-des "Charleston Soutl Carolim :.tetfrrnt
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FINLEY XVMLE. WAGNER. HEINE.
NDERDERG. MANLEY, MYERSON & CASEY

projects" from the provision eliminating the ability of
financial institutions to deduct tt.e interest paid to
depositors which are allocable to tax-exempt obligations (see
Exhibit "A" attached).

B. Proposed Revision to the Act

The proposed technical correction to an existing
transition rule contained in Secti:n 902(f)(3)(L) of the Act
(see Exhibit "B" attached) would specifically list the
waterfront projects entitled to tr3nsition relief. It would
clarify that institutional purchasers of tax-exempt bonds
issued for the South Atlantic warehouse project could continue
to deduct 80 percent of the interest paid to depositors which
are allocable to those tax exempt obligations. The existing
transition rule currently provides only a general exemption for
"Charleston, South Carolina waterfront projects."

The revenue cost of this clarification is de inimus
according to the calculations of E:nst & Whinney (see Exhibit
"C" attached). Those calculation- suggest that the revenue
cost of this classification ranges between $520,000-$1.2
million over the 31 year life of the loan.

C. Arguments in Support of Revision

The provision suggested above would accord to South
Atlantic the same tax treatment up:n which it justifiably
relied when it contracted with the Port Authority to construct
a new ccld storage -. rehcuse on May 20, 1986 based. This
contract was based on State assurance of the availability of
the tax-exempt financing. South A-lantic was alerted to the
prospect that Sectitn 902 ccuid result in higher interest on
bank-held tax-exempt debt late in the tax reform process. They
contacted their Congressional representatives and were under
the impression that this transaction would be accorded
transition relief in the Act. When the legislative language of
the Act was reviewed, it contained an exemption for Charleston
waterfront projects. South Atlantic was advised that this
applied to them. The bond counsel for the institutional lender
analyzed the provision and examined its legislative history.
He reported that the bank could not rely on this exemption
because the Remount Road facility was not specifically

.mentioned and because there was a .aterfront project on the
Charleston harbour to which this provision was specifically
intended to apply.

The inclusion of this provision has the support of the
Port Authority and important members of the South Carolina
Congressional delegation. It will result in competitive rates
for cargo storage and assist in increasing the utilization of
the Charleston harbour. It is, therefore, respectfully
requested that some form of this technical correction be
included in the Technical Corrections Act of 1987.
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EXHIBIT A

South CUROLMfSstatit POWts LthORtY
Poet Office Box 817. Charleston, South Carolina2402 Telephone80317234651

April 20,'1987

Mr. Kerk Spong
Legislative AssiStant
Office of ritor Stromi Thjrmnond
?18 R-jsse.' , t Office building
Washingto,', . 2L5lO-40O2

Dear Mr. Spong:

On behalf of the South Carolina Stte Ports Authority, this is to confirm
our strong Support of a request ty NY3S Soo:h Atlantic Cold Storage & Warehouse.
Ir.c., to be Incl.ded in A transit i. r 'e te Section 902 of the Tax Reform
Act af 1936. Sectb¢n OZ(f)(3)(L o; tne Act currently excludes "Charleston,
;outh Carolina waterfront projects" f.'om a provision eliminating the ability
of financial institut4ons to deduct te interest paid to depositors which are
illocible ta tax-exempt obligations.

Like the other projects contemplated In the Act as now drawn, the cold storage
.arehou$ Is also located on port tmrninai prnportiei owned oy the Ports
AJthority. The Authority offered tc issue industrial development bonds to
finAnce a portion of the wareho6se const'vction, but NOCS relied on the then
lower ' terest rates on tax-exe*'pt deot. in fact, hOCS has committed to incur
iubsti-.riAl debt to construct a project :f great benefit to the local- area
i general, and specifically to the Port of 'harleston and the Ports Authority.

" Authority's obsolete :old storage warehouse ano freezer Is to be demolished
:)ntemplatlon of successful ousiness operationss by NOCS. But, the purchaser

.f NOCS' bonds has now increased its :nterest rate by A- - i due to the loss
-f a valuable deduction, and NOCS will nqve no choice but to offset its
increased debt service costs by Increasi"g its rates to store refrigerated
cargo. Without the requested help, the Port will undoubtedly lose Significant
revenues because commercial shippers will elect to load or unload at ports
with facilities offering more compititve rates.

Attached Is the specific language requested by ooth interested parties to expandt ne existing transition rule in fairness to NOCS and for tle buntfit uf LhU
Port of Charleston and the cit:er. ol Sutr. Carolina. Again, for the Ports
Authority, reiterate the Authority's strong sJpport of this request, and
o* greatly appreciate your and the Senttor's efforts in this matter.

Please telephone me if I may be of firtner assistance.

Sincerely,

W.M.Lwrence
f F nancial Officer

WL:jl

Attachment

cc: Mr. John Foster
Mr. <ris Kirkpatrick
Mr. 3on Hinson
Mr. Don Welch'

BEST AVAILABLE COPY
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ATTACHMENT

Section 902 If) (3) (L) of :e Tax Reform Act of 1986
is amended to read as follows:

(L) Charleston, South Carc1'na, wterfront
projects whiCh include two festival market plice
projects at Union Pier "erminal and the Remount
load Contairer Yard, State Pier No. 15, at
North Charleston Terminal.

EXHIBIT B

Proposed Amendment to Financial Institution
Provision of Tax Reform Act of 1986
Re: Charleston Waterfront Project

Section 902(f)(3)(L) of the Tax Reform Act of 1986 is
amended to read as follows:

(L) Charleston, South Carolina, waterfront projects
which include: two Festival Market Place projects at
Union Pier Terminal and the Remount Road Container
Yard, State Pier No. 15, at North Charleston Terminal.

59831



EXHIBIT C

Ernst &Whinney 90OneSha,,
New Otkans, Louisiana 70139

Mr. James Farguson
Nev Orleans Cold Storage
& Warehouse Co., Ltd.

Poet Office Box 26308
3401 Alvar Street
Nov Orleans, Louisiana 70186

Dear Jim#

At your request, I have calculated (using simplified and, in certain
instances, highly subjective assumptions outlined below) the total
estimated dollar impact on federal income tax collections if the NOCS
loan from Hibernia Is granted pre August 8, 1986 tax treatment under the
provisions of the 1986 Tax Reform Act (TRA). Based upon the assumptions
utilized, the present valre of the Treasury's net tax collections would
be approximately $520,000 lover over the 31 year life of the loan in a
"best case" scenario. In a "worst caseO' scenario, the decrease in tax
collections would approximate $1,220,000 over the 31 year life of the
loan.

The primary difference in the two scenarios is that the__best case
assumes a constant interest rate and uses present value factors. The
worst case assumes increasing interest rates and does not discount the
future lost tax collections back to the present time. Under the pro-
visions of the 1986 TRA (1265(b) and 1291(e)(l)(3) of the 1986 Internal
Revenue Code), the interest income on the $4,000,000 loan from Hibernia
could be tax-exempt to Hibernia under certain circumstances even if
the loon va entered into after August 7, 1986. The 1986 TRA would,
however, disallow Hibernia an interest deduction, for tax purposes,
equal to 100% of the amount of interest expense inputed to the borrowing
the Bank incurred to fund the loan. The interest expense deduction
disallowance would -be imposed because the loan to NOCS by 05 was
entered into after August 7, 1986.

If NOCS is successful in obtaining transition relief through the
proposed Technical Corrections Act, the loan would be considered to
have been entered into before August 8, 1986. The interest expense
Imputed to the loan would still be subject to a disallowance, but the
amount of the disallowance would be limited to 201. As a result,
Hibernia would be able to offer NOCS a lower interest rate.

The following assumptions were used in the calculation of the effect of
considering the NOCS loan as a pre August 8, 1986 loans

e NOCS borrowed $4,000,000 from Hibernia on January 1, 1987.

e During 1987, NOCS pays interest only and makes no principal
reductions.

* The loan matures in thirty-one years. In each year after
1987, NOCS will make monthly principal payments of $11,111
(annual principal payments of $133,332). Interest will be
paid monthly and will be computed based upon the principal
outstanding at the end of each month.

a If the transition relief is not granted, the interest rate
in the best case scenario is assumed to be 9% (the rate at
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January 1. 1987) over the 31 year period to maturity. In
the vorst case scenario, the interest rate is assumed to
be 9% in years 1-k, 10% in years 7-11, 111 in years 12-16,
121 in years 17-21, and 131 in years 22-31.

s If transition relief is granted, the interest rate in the
best case scenario is assumed to be 6% over the 31 year
period to maturity. I& the vorst case scenario, the
interest rate is assumed to be 6% in years 1-6, 6.75% in
years 7-11, 7.50% in years 12-16, 8.25% in years 17-21,
and 91 in years 22-31.

a If transition relief is granted, the 201 interest expense
disallowance to; Hibernia is assumed to be $40,000 per year
in years 1-10, $30,000 in years 11-20, and $20,000 in years
21-31. (These estimates are highly subjective based upon
recently published financial information.)

e The federal tax rate applicable to both NOCS and Hibernia
is assumed to be 341 in all years.

The effect of the transition relief on Treasury tax collections is
computed by comparing tax collections vith and without transition
relief, as followst

best Case Worst Case
Scenario Scenario

Without Transition Relief

Interest income taxable to Hibernia $5,775,000 $6,660,033
Interest expense deductible by NOCS (5,775,000) (61660,033)

Net Effect on Tax Collections $ -0- (A) $ -0- (A)

With Transition Relief

Interest income taxable to Hibernia $ -0- $ -0-
Interest expense deductible by NOCS (3,850,000) (4,515,022)
Interest expense deductions
disallowed to Hibernia 920,000 920j000

2,930,000 3,595,022
Assumed tax rate x 341 x 34%

996,200 1,222,307
Effect of tax collections without
transition relief -0- (A) -0- (A)

Decrease in Tax Collections- $ 996L200 $1,222,307

Net Present Value (discounted at
8%) of Decrease in Tax Collections $ 518.885 N/A

If you have any questions about this matter, please call me.

Very truly your

Arthur J. Parham, Jr.
Senior Manager

AJPste
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Dear man:
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During consideration of the Tax Reform Act of 1986, a transi-
tion rule was agreed to that provided an exemption from Section 902
of the Act for a waterfront project in Charleston, South Carolina.
The exemption allows institutional investors to continue to deduct
80% of the interest paid to depositors which is allocable to tax
exempt obligations.

Another project, to build a cold storage warehouse on land
owned by the South Carolina State Ports Authority, is also located on
the Charleston waterfront, and the construction of this facility is
important to the continuing vitality of the Port of Charleston.

Representatives of the company responsible for the warehouse,
New Orleans Cold Storage, Inc., had contacted the staff of the
Fir.ance Committee about the project during debate last year, and
mistakenly believed that the warehouse was included within the ex-
emption for the Charleston waterfront project. Bond counsel, how-
ever, has indicated that the language is not broad enough to include
the warehouse project.

If the company had not erroneously relied on the language
Included in the Act, an effort would have been made to include them
in the bill. Because of the meritorious nature of the project and
the minimal expense involved, I encourage you to broaden the transi-
tion rule provided already to include the cold storage warehouse.

I have attached language which-I believe will provide a solu-
tion to this problem. Also attached is an estimate that the cost
wil be minimal-- between $518,000 and $1.2 million over 31 years.

Thanks for your help. It any additional information is needed,
please contact David Rudd of my staff at 4-6121.

Er We~tHollings
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STROM THURMOND
SOUMCAAOUNA
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April 21, 1987

Senator Bob Packwood, Ranking Member
Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Bob:

It has recently come to my attention that a transition rule to
the Tax Reform Act of 1986, which was included at my request,
requires a technical correction. As you may recall# you were kind
enough to accept a transition rule to Section 902 of the Act which
relates to a bank's deductibility of tax-exempt interest. The
transiton rule allows the institutional purchasers of tax-exempt
bonds issued. for an important waterfront project in Charleston, South
Carolina to contoue to deduct 80 percent of the interest paid to
depositors which are allocable to those tax-exempt obligations(see
Vol. I, page 315 of the Conference Report).

The language that was drafted by your staff was intended to be
broad enough to include another project on the Cooper River which was
brought to their attention. Your staff certainly has exhibited
outstanding and professional work throughout this tax reform process
and it is understandable how this project might fall through the
cracks during the final hectic stage of the tax Conference last year.

This project involves the construction of a cold storage
warehouse, located on land owned by the South Carolina State Ports
Authority, and owned by a South Carolina subsidiary of an
out-of-state parent corporation. This project is essential to
encourage the use of the Port of Charleston by commercial shippers.
Representatives of the parent company believed that the port project
had been taken care of in the language of the transition rule. After
the Act passed, company representatives were informed by bond counsel
that the language as written was not sufficient to allow the
institutional purchaser of the company's bonds to deduct the
interest.

I would appreciate your revising the existing transition rule to
provide for this project. Attached is suggested language which will
satisfy the institutional purchaser of the bonds. I am advised that
the revenue cost of this clarification should be da sin£imus between
$520,000 - $1.2 million over the 31 year life of the loan as
estimated by the accounting firm of Ernst & Whinney (see revenue
estimate attached).

Thank you for your prompt consideration of this matter. If
there are any questions# or if additional information is required,
please have a member of your staff contact Kerk Spong of my staff at
x45972. You have certainly done a splendid job throughout this whole
tax reform effort and your invaluable assistance is greatly
appreciated.

Sincerely

Strom Thurmond

ST/rzz
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May 1, 1987

The Honorable Strom Thurmond
United States Senate
Washington, D.C. 20510

Dear Strom:

Thank you for your letter regarding the Tax Reform Act's
transition rule for the waterfront projects in Charleston,
South Carolina. I have noted your interest in clarifying the
provision to ensure that it applies to a third project on the
Cooper River.

We are presently working to finalize the technical
corrections bill, which Dan Rostenkowski and I intend to
introduce later this month. We Will consult with Senator
Packwood, as well as with the Ways and Means Committee and
the Joint Committee on Taxation, on the legislative history
of your provision to see we can accomodate your request.

Thanks again for bringing this matter to my attention.

Sincerely,

Lloyd Bentsen
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TESTIMONY OF THE NATIONAL RURAL ELECTRIC COOPERATIVE
ASSOCIATION ON S. 1350, THE TECHNICAL CORRECTIONS
ACT OF 1987, BEFORE THE SENATE FINANCE COMMITTEE

July 21, 1987

Mr. Chairman and members of the Committee, my name is
Anthony C. Williams. I am the Director of the Retirement.
Safety and Insurance Department of the National Rural
Electric Cooperative Association (NRECA) and the
Administrator of the various welfare and pension programs
sponsored by NRECA for its members. NRECA is the national
service organization of the approximately 1,000 rural
electric service systems operating in 46 states. These
systems bring central station electric service to
approximately 25 million farm and rural individuals in 2.600
of our nation's 3,100 countries. Our various programs
provide pension and welfare benefits to- over 110,000
employees and their dependents in those localities.

I want to express our appreciation to the members of
this Committee for their interest in and support of our
recommendations for technical corrections to the Tax Reform
Act of 1986. The changes we proposed in Section 401(k) and
Section 125, as included in S. 1350, resolve two technical
issues directly affecting the operation of our plans. We
are seriously concerned, however, with the way the
correction to Section 401(k) is presently drafted and
request your consideration of another definition of a "rural
electric cooperative plan".

The Tax Reform Act of 1986 permitted rural electric
cooperatives and their allied organizations to provide
401(k) Cash or Deferred Plans to their employees. Section
401(k)(7) provides that a "rural electric cooperative plan"
is a defined contribution plan established and maintained by
a rural electric cooperative (as defined in Section
457(d)(9)(B)) or a national association of such rural
electric cooperatives. Because the Tax Reform Act of 1986
repealed the definition of rural electric cooperatives found
in Section 457, I.R.C. Section 401(k)(7) does not have a
correct cross reference to Section 457. Therefore, a
technical amendment is needed to clarify that the definition
of a rural electric cooperative is the same as in Section
457 of the Internal Revenue Code of 1954.

Section 11l(e)(3) of S. 1350. the Technical Corrections
Act of 1987. make changes to the definition of a "rural
electric cooperative plan" that would eliminate its
availability to many rural electric cooperatives. It was
always intended, because of the relative small size of most
rural electric cooperatives, that Section 401(k) plans would
be available through a master plan administered by their
national association, the National Rural Electric
Cooperative Association (NRECA). This section of S. 1350.
however, eliminated the words "or a national association of
such rural electric cooperatives" from Section 401(k)(7)(B).

Accordingly, we recommend that the words "or a national
association of such rural electric cooperatives" be retained
in Section 401(k)(7) and that the words "of the Internal
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Revenue Code of 1954" be inserted after the words "Section
457(d)(9)(B)" in Section 401(k)(7).

Alternatively, we recommend that the following language
be incorporated in place that contained in Section 11(e)(3)
for purposes of defining a "rural electric cooperative plan"
and that the words "or a national association of such rural
electric cooperatives" be retained in Section 401(k)(7):

"(7) RURAL ELECTRIC COOPERATIVE PLAN. - For purposes of
this subsection -

(A) IN GENERAL. - The term 'rural electric cooperative
plan' means any pension plan -

(i) which is a defined contribution plan (as
defined in section 414(i)),

(ii) which is established and maintained by a
rural electric cooperative, and

(iii) whose participants are employed by a rural
electric cooperative or by any organization
at least 80 percent of whose members are
rural electric cooperatives.

(B) RURAL ELECTRIC COOPERATIVE DEFINED. - For the
purposes of subparagraph (A), the term 'rural electric
cooperative' means -

(i) any organization exempt from tax under
section 501(a) or described in section
401(k)(4)(B)(i) and engaged primarily in
providing electric service, and

(ii) a national association described in section
501(c)(6) which is exempt from tax under
section 501(a) and at least 80 percent of
whose members are organizations described in
clause (i)."

Once again, I wish to thank the Chairman and members of
this Committee for their consideration of our concerns and
comments.
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Oak Grove Lutheran High School
124 North Terrace • Fargo, North Dakota 58102-3899 e (701) 237-0210

July 7, 1987

Dear

Oak Grove-Lutheran High School, founded in 1906, in a
mission of the newly organized Evangelical Lutheran Church of
America (formerly sponsored by the American Lutheran Church) with
an educational ministry to the youth of the church.

It is my understanding that the Technical Corrections Act
recently introduced does not clearly state that charitable gift
annuities are not "commercial-type insurance". We all hoped it
would.

Please amend the Technical Corrections Act of 1987 (H.R.-
2636) to clarify that charitable gift annuities issued by IRS
Sec. 501(c)(3) organizations are not "commercial-type insurance"
and are not subject to IRS Sec. 501(m). Charitable gift
annuities are used by our donors because of their interest in
supporting a school of the church and certainly do not compete
with commercial annuities and are not "commercial-type insur-
ance" .

If the law is not clarified, it would eliminate a source of
funds needed by our school to continue charitable activities.

Gift annuities have been used by charitable institutions for
over a hundred years and without question affords an opportunity
for the small donor to participate with their gifts.

Your support of the necessary amendment is requested so that
the Technical Corrections Act is not silent regarding charitable
gift annuities.

Since.rely,

Howard Correll
Director of Development

iC:e l

The Future is Now 1)
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June 29, 1987

Ms. Laura Wilcox
United States Senate Committee on Finance
S.D. 205
Washington, D.C. 20515

Dear Ms. Wilcox:

On behalf of many colleagues and not-for-profit charitable
organizations, I earnestly solicit your assistance in seeing that the
Technical Corrections Act of 1987 (H.R. 2636) is amended to clarify
that charitable annuities are not subject to IRC Sec. 501(m).

We would point out that charitable gift annuities that are issued
by IRC Sec. 501(c)(3) organizations are not "conercial-type insurance
under IRC Sec. 501(m). Rather, they areadeferred giving device, and
the prime motivation of the donor making a contribution for a gift
annuity is to make a charitable gift to help our organization.

Since the charitable organization uses the rates prescribed by the
Committee on Gift Annuities, the rates are much lower than those
offered by commercial insurance companies, and they are designed so
that approximately half of the principal amount of the donated
property ultimately becomes part of the charitable organization's
asset base.

Failure to clarify the law to specify that charitable gift
annuities are not included with commercial annuities or insurance
would dry up an important source of funds for our charitable
activities in a period when there are already cut-backs in the funding
of many social programs. Simply put, charitable organizations which
offer gift annuities are not competing with commercial insurers nor
offering commercial-type insurance.

The Technical Corrections Act of 1987 needs this amendment and
vital correction, and I assure you that your help in accomplishing
this will be deeply appreciated on the part of al1 charitable
organizations and personnel,

Sincerely,

Harold P. Hamilton
Director of Planned Giving

HPH/klc
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OhioWesleyan University
Delaware, Ohio 43015
Telephone 614-369.4431

July !7, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
X.D. 205
Washington, D.C. 20510

Dear Ms. Wilcox:

Since the passage of the 1986 Tax Reform Act much
confusion has existed about the advisability of colleges
continuing to offer charitable gift annuities to alumni,
parents and friends. For many decades this form of
contribution has been a popular one, particularly among
those not able to make large gifts to establish separate
trusts.

We had been led to believe that the Technical Corrections
Bill covering the details of the Tax Reform Act now
pending before both the House and Senate would address
this issue. Recently I have been told that this is not the
case. I hope very much that the Technical Corrections Bill
will clarify that charitable gift annuities are not
subject to the unrelated business income tax because they
are not commercial insurance under section 501(M) of the
Tax Reform Act of 1986.

Your attention to this issue which is of great concern to
thousands of colleges and universities throughout the
country would be very much appreciated.

S n aly yours,

Robert A. Holm

Vice President for University Relations

RAH/lfb
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COMMENTS BY

OLIN CORPORATION

ON TECHNICAL CORRECTIONS ACT OF 1987

(H.R. 2636, S. 1350)

WINCHESTER GUN COLLECTION

Olin Corporation ("Olin") is requesting transition relief

from the provisions of the Tax Reform Act of 1986 which would

adversely affect its ability to contribute appreciated property

to the Buffalo Bill Memorial Association ("BBMA"). This is not a

new issue. It is understood that commitments were made in 1986

to include a transition rule first in the Act and then in Coh.

Res. 395. For reasons which are not entirely clear, the rule was

not included. Based on commitments which were given, we believe

the'rule may have been inadvertently omitted.

By way of background, Olin made a permanent loan of its

Winchester Gun Collection (the "Collection") to the Buffalo Bill

Memorial Association of Cody, Wyoming, pursuant to an agreement

dated August 28, 1975. Supplemental agreements covering

additional items were executed on February 24, 1982, and March

15, 1983. The agreements .provide that Olin will transfer

ownership of the Collection to BBMA at a future date in a manner

most advantageous to the business and charitable purposes of Olin.

Due to an ongoing program of substantial contributions to Science

Park Development Corporation, a charitable organization, formed

by Olin, Yale University and the City of New Haven, and certain

other significant contributions, Olin has been unable to utilize

all of its charitable contributions on a current basis. As a

result, the contemplated contribution of the Collection has boon

delayed.

The Tax Reform Act of 1986 adversely impacts ol" Olin's

ability to fulfill its stated intention of donating the

Collection to BBHA. Specifically, it would treat the appreci:ats.d

value of the Collection as an item of tax preference subject to

the new corporate alternative minimum tax. Given competitive

pressures and the resulting pricing constraints on capital-

intensive companies, it is anticipated that Olin will be subject

to the alternative minimum tax for the next several years. As a

result, Olin would derive no tax benefit from a contribution of

the Collection.
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It should be noted that the Joint Committee on Taxation

determined last year that the proposed transition relief vould'be

revenue neutral. This determination was based on a letter from

Olin's Chairman to Hr. David Brockway, of the Joint Committee on

Taxation, wherein it was stated that absent transitional relief,

Olin would indefinitely defer the. donation of the Collection to

BBMA.

Therefore, Olin is again requesting that transitional relief

be provided. Suggested legislative language follows:

Olin Cor;or.,t ion

Proposed Statutory Langutaie
For Alterr, at ve , ini--n,,m Tax

Transition Rule
For Certain Charitable Contributions

"Notwithstanding any provision to the contrary, no

alternative minimum tax shall be imposed by reason of any

charitable contribution of property made pursuant to a loan and

contribution agreement dated Au,ust 28, 1975, and supplcment-.d by

agreements dated February 24, 1982 and Xarch 15, 1983.
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DEPARTMENT OF CHRISTIAN STEWARDSHIP

MA E SLUTH. GENERAL SUPERINTENONT
WRKCK L 9OMIR . GENERAL SECRETARYTREASURER 0 BELL E, DES MOINES, 5031!-lO

PHONE AREA COCE (51) 294M5

ROAERT J HAYNES. FIELD DIECTOR

2W2 CHAuBERAS EUGENE. OR V7406
RES PIGNE 3) 405

July 1, 1987

Laura Wilcox
U.S.Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

We would urge The Committee working on the Technical Corrections Act to clear-
Ify the status of the CHARITABLE GIFt ANNUITIES, that they ARE NOT, nor should
they be treated as "Commercial-type insurance", for the following reasons:

1. Gift Annuities don't compete with commercial annuities and are not "com-
mercial-type insurance" -

2. Gift Annuities have been used by charitable organizations for over IOOyrs.

3. For a small donor, a charitable gift annuity is the equivalent of a large
donor's charitable remainder annuity trust, which is unaffected by IRC
Sec. 501(m).

4. Failure to clarify the law would dry up sn important source of funds
for many charitable organizations.

Thank you for your attention to correct this oversight!

Sincerely s for good government,

Field D rector

P.S. We would also protest the repeal of the charitable deduction as an offset
against the genertion-skipping tax on charitable lead trusts; l.This change
is clearly substantive. Chairman Rostenkowski clearly stated ".this legislation
is not intended or designed to make substantive changes to last years Act."
2.Changing technical formulas to eliminate deductions is bad policy, discourag-
ing an important source of support for charitable institutions.

Creating BIDING
' TREASURES
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July 10, 1987

Ns. Laura Wilcox
U.S. Senate Committee on Finance
SD 205
Washington, D. C. 20510

Dear Ms. Wilcox:

I am writing, to you and to the Senate Finance Committee to
express concern over the fact that the Technical Corrections Bill
would, if enacted, discourage establishment of many Charitable
Lead Trusts. The Technical Corrections Bill would repeal the
charitable deduction in computing the generation-skipping
transfer on lead trusts created after June 10, 1987, by striking
out IRC Sec. 2642(a)(2)(B)(ii)(II).

This change, if enacted, would discourage an important
source of endowment for many charitable organizations.

When coupled with other legislative changes affecting
charitable organizations--i) sunsetting on non-itemizers'
charitable deductions; 2) appreciation element of gift as an
alternate minimum tax preference item;-and 3) proposed change in
treatment of charitable gift annuities under IRC Sec. 501(m), as
subject unrelated business income tax--this proposed change
affecting charitable lead trusts will have a very grave impact on
charities.

Sincerely,

'r

Daniel D. Ott
3809 N.W. 9th Place
Gainesville, FL 32605

DDO/irs
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July 21, 1987

STATEMENT OF
OVERSEAS SHIPHOLDING GROUP, INC.

TO THE COMMITTEE ON FINANCE

Re: Proposed Technical Corrections to Provisions
Taxing Previously Excluded Shipping Income
of U.S. Controlled Foreign Corporations

This statement is submitted on behalf of Overseas
Shipholding Group, Inc. ("OSG") for inclusion in the record of
private sector comments on S. 1350, the proposed Technical
Corrections Act of 1987. OSG is a U.S. corporation which,
directly and through various subsidiaries and affiliates, is
engaged in the ocean transportation of liquid and dry bulk
cargoes in both the worldwide and U.S. markets. Certain of OSG's
shipping subsidiaries are controlled foreign corporations
("CFCs"), thus making OSG subject to taxation under Subpart F of
the Internal Revenue Code (the "Code") with respect to the income
of these subsidiaries.

1986 Repeal of the Reinvestment Exclusion

In section 1221(c) of the Tax Reform Act of 1986 (the "1986
Act"), Congress repealed the reinvestment exclusion for foreign
shipping income of a CFC, effective for taxable years beginning
after December 31, 1986. As a result, the U.S. shareholders of a
CFC will be taxed currently on all post-1986 earnings derived
from the CFC's foreign shipping operations.

In making this change, Congress intended to tax current
shipping income on a prospective basis. However, because
Congress failed to modify the rules governing the taxation of
withdrawals of investment in shipping (particularly those which
occur only by virtue of a required adjustment to the basis of
depreciable assets), a CFC's U.S. shareholders may be subject to
taxation even on pre-1987 earnings, a presumably unintended
result. This increased exposure to tax with respect to prior
earnings, in combination with full taxation of current earnings,
will make it extremely difficult for U.S. shippers to compete
with foreign-owned operations, thus threatening the viability of
the U.S.-controlled foreign fleet.

The Denial of Depreciation Deductions

While the proposed legislation (S. 1350) properly addresses
a technical flaw in the 1986 Act's formula for calculating
investment decreases (by ensuring that withdrawals of previously
excluded Subpart F income from qualified shipping reinvestments
are taxed only once), it fails to incorporate a more fundamental
change that is needed to prevent ordinary depreciation allowances
from accelerating the current taxation of pre-1987 earnings.
Under section 955 of the Code, CFCs will still be required to
actually increase investments abroad just to avoid generating
current tax liabilities on amounts reinvested in depreciable
shipping assets in prior years. This perverse result occurs
because, under current law, the amount of investment attributable
to "property" is determined by the property's "adjusted basis."
See section 955(b)(4) and Treas. Reg. S 1.955A-2(g)(1). Thus, a
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CFC which maintains, but does not increase its fleet, will be
subject to tax on the amount by which the basis of its property
is adjusted for depreciation each year.

A simple example illustrates the impact of depreciation in
the calculation of investment decreases. Assume that under prior
law, a CFC has previously deferred $50,000 in earnings by
reinvesting such earnings in shipping. At the close of its 1986
tax year, it owns a single ship that has an adjusted basis of
$50,000. The ship generates yearly depreciation deductions equal
to $5,000. Thus, in each succeeding taxable year, the adjusted
basis of the CFC's ship will decline by $5,000. As a result of
the required adjustment to the basis of its asset, and assuming
the CFC makes no new investments, the U.S. shareholder of the CFC
will have to recognize an additional $5,000 in income each year
until the ship is fully depreciated. In effect, taxpayers who
hold depreciable shipping assets are denied the benefit of
depreciation deductions, since the amounts deducted as
depreciation will trigger immediate recapture of a corresponding
amount of previously deferred income.

Proposed Technical Amendment to Section 955

In order to prevent ordinary depreciation allowances from
accelerating the current taxation of pre-1987 tax deferred
earnings, section 955 should be amended to (1) exclude post-1986
depreciation allowances on assets placed in service in foreign
base company shipping operations on or before December 31, 1986
from the calculation of investment decreases and (2) limit the
continued exclusion attributable to such depreciation allowances
to make it progressively unavailable to companies that derive
less than 65% of their gross receipts from shipping. In
addition, to the extent that previously excluded earnings
continue to have the benefit of tax deferral, all such amounts
should be subject to tax upon repatriation to the CFC's U.S.
shareholders.

The exclusion of post-1986 depreciation allowances from the
calculation required under section 955 could be accomplished by
providing that if a decrease in the level of qualified investment
occurs after December 31, 1986, such decrease shall be taken into
account under section 955 only to the extent that it exceeds the
"Accumulated Depreciation Amount." The "Accumulated Depreciation
Amount" would be defined as the cumulative amount of depreciation
allowed or allowable in taxable years beginning after December
31, 1986 (up to and including the present taxable year) with
respect to assets placed in service in foreign base company
shipping operations before that date.

In order to discourage shipping companies from allowing
their fleet to depreciate simply as a prelude to liquidating
their shipping operations, continued deferral of tax on the
Accumulated Depreciation Amount would be fully available only to
a CFC which is a "qualified shipping company." For any taxable
year, a "qualified shipping company" would be defined as a CFC
that derives an average of not less than 65% of its gross
receipts over the immediately preceding three-year period from
foreign base company shipping activities. As explained more
fully in the memorandum which has previously been provided to the
staff of the Committee, if a CFC failed to meet the 65% test,
then a portion of the accumulated depreciation amount would be
taken into income in the relevant year.

A simple example illustrates the mechanics of the proposed
amendment. At the close of its 1986 taxable year, a CFC has
qualified investments consisting of one ship with an adjusted
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basis of $120, and previously deferred earnings of $100. In the
next three taxable years (calendar years 1987-1989), the CFC
takes depreciation allowances of $20 per year. Thus, the ship's
adjusted basis declines by a total of $60. Under the 1986 Act,
this decline in basis would normally trigger the inclusion in
income of a corresponding amount of previously deferred
earnings. Under the proposed amendment, no such inclusion in
income would result so long as the CFC meets the "65% test" and
thus is a "qualified shipping company."

Suppose, however, that the CFC began to diversify its
income-producing activities and that in 1988, it derives less
than 65% (using the three-year averaging method) of its gross
receipts from shipping. Consequently, a statutorily determined
percentage of its 1988 Accumulated Depreciation Amount of $40
would be recaptured in that year, thereby forcing the inclusion
in income of a proportionate amount of previously deferred
earnings.

Rationale for the Proposed Amendment

There are several reasons why the proposed amendment should
be adopted. First, the amendment to section 955 is necessary to
counter the liquidation incentive inherent in the repeal of the
reinvestment exclusion. Predictably, the 1986 Act will result in
a phasing out of U.S. participation in international shipping.
This is the consequence of combining the new law's repeal of the
reinvestment exclusion for current earnings with its requirement
that previously deferred earnings be included in income when
investment in international shipping declines below 1986
levels.

Suppose that we consider separately these two aspects of the
new law, starting with the impact of current taxation of CFC
shipping income. Taxation of shipping income on a current basis
under the 1986 Act tilts the playing field against U.S.
companies, because their foreign competitors generally are free
from any comparable tax burdens. This is not a viable position
for U.S. operators in the highly competitive international
shipping market.- The lower cash flow resulting from their new
tax burden and associated impairment of competitive position will
reduce both their incentive and ability to reinvest. Thus, the
taxation of current earnings will make it difficult for CFCs to
make the new investments needed simply to maintain the existing
level of their international shipping assets in the face of
normal depreciation. However, unless CFCs make such fresh
investments, they will become subject to tax not only on their
current earnings, but also on tax-deferred earnings from prior
years.

As U.S.-controlled shipping companies experience the joint
effects of paying taxes on current as well as prior years'
income, the U.S. shareholders of a CFC will be under strong
pressure to cause the CFC to liquidate its shipping assets. This
may be the only feasible way of raising the necessary cash since,
to obtain deferral in the first place, the CFC had to invest
substantially all prior income in shipping assets, most of which
are non-liquid in nature. Moreover, to the extent that shipping
assets are liquidated to. pay current taxes, further tax
liabilities will arise under the disinvestment provisions. In
short, retention of the disinvestment penalty in the absence of
the reinvestment exclusion will create a "vicious circle", which
may ultimately drive U.S.-controlled operations into complete
liquidation.
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Second, the proposed amendment is necessary to avoid
disparate treatment in the taxation of current income where one
CFC had substantial income in pre-1987 years while another CFC
had losses (or no net income) in those years. In such cases, the
CFC which has been profitable will lose the benefit of current
depreciation in the absence of offsetting fresh investments while
the CFC which has not been profitable has no prior deferrals to
be "recaptured" as a result of depreciation-induced disinvest-
ment. This produces the result that profitable CFCs are treated
less favorably under the 1986 Act than are CFCs with a history of
losses. A previously unprofitable CFC (or a new CFC engaged in
shipping for the first time) will enjoy the benefit of current
depreciation in computing current income no matter what disposi-
tion it makes of its current income. We see no tax policy reason
why the tax laws should make it more difficult for profitable
CFCs to compete with other CFCs, as well as against their
international competition.

Third, although depreciation has historically been treated
as a reduction in investment under Subpart F, one can question
whether the inclusion of depreciation deductions in the
measurement of investment decreases is appropriate given the
underlying objectives of Subpart F, as amended by the 1986 Act.
Subpart F provides for the current taxation of the net earnings
of a foreign corporation that are available for distribution as a
deemed dividend to the corporation's U.S. shareholders. Since
depreciation repesents an allocation of the capital cost of the
asset, it must be reflected in determining the amountss available
for distribution.

Respectfully submitted,

Donald V. Moorehead
Patton, Boggs & Blow
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James C. Gould, Esq.
Chief Tax Counsel
Senate Committee on Finance
205 Dirksen Senate Office Building
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Re: Section 111B(i)(1) of the Proposed Technical
Corrections Act of 1987 -- Transfers of Proceeds
to Other Qualified Plans Upon Termination of
Certain Employee Stock Ownership Plans

Dear Mr. Gould:

In response to Chairman Bentsen's invitation for

comments on the proposed Technical Corrections Act of 1987

(H.R. 2636, S. 1350), as introduced on June 10, 1987 ("TCA"), I

am writing to call your attention to the provision contained in

TCA section 111B(i)(1). As explained below, we believe the pro-

posed correction does not reflect clearly the legislative intent

of the provision of the Tax Reform Act of 1986 ("TRA") to which

it relates.

In general, in order to meet the requirements of pres-

ent section 409(d) of the Internal Revenue Code of 1986 (the

"Code"), as amended by TRA section 1174(a)(1), a payroll-based

tax-credit employee stock ownership plan (a "tax-credit ESOP")

must provide, among other things, that:

no employer security allocated to a participant's
account .. . may be distributed from that account
before the 84th month beginning after the month in
which the security-is allocated to the account.
To the extent provided in the plan, the preceding
sentence shall not apply in the case of --
(1) death, disability, separation from service,

or termination of the plan....

The exception to the so-called "84-month rule" in the case of a

"termination of the plan" was added by TRA section 1174(a)(1).

The General Explanation of the Tax Reform Act prepared

by the Joint Committee on Taxation (the "Blue Book") makes

clear that Congress intended to permit, upon the termination of a
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tax-credit ESOP, the sale of allocated employer securities and the

subsequent transfer of the proceeds to another existing qualified

plan:

Under [TRA), distributions from a tax-credit ESOP
are permitted upon the plan's termination provided
no successor plan is established regardless of
whether the 84-month rule has been satisfied.
(TRA] provides that the sale of securities held
by a tax-credit ESOP, and the transfer of those
proceeds to another qualified plan, is permitted
upon the termination of the ESOP. Blue Book,
p. 715 (emphasis added).

Distributions upon termination of a tax-credit ESOP were also

discussed in the Blue Book, at page 838, where it was stated that

a technical correction might be required with respect to (1) the

"successor plan" rule referred to at page 715, and (2) the re-

quirement (not contained in TRA) that qualifying termination dis-

tributions must consist of the entire balance to the credit of the

participant. It would appear that section 111B(i)(1) was intended

to make technical corrections to address these problems.

Although TCA section llB(i) (1) does address these two

problems, it also appears to obscure the congressional intent as

enunciated in the Blue Book at page 715 to permit assets to be trans-

ferred directly to another existing qualified plan. In this

connection, Code section 409(d) (1), as proposed to be amended by

TCA section 111B(i)(1), would not except from the 84-month rule

any termination distribution, but rather would limit the exception

to "lump-sum distributions) . . . upon the termination of a plan

without the establishment of a successor plan.* We respectfully

submit that the reference to a "lump-sum distribution" in proposed

section 409(d) (1) could be interpreted to require distributions

directly to participants, in derogation of the clear intent to

permit direct transfers of cash (and, a fortiori, stock transfers)

to other qualified plans. Thus, with respect to direct transfers,

the proposed TCA section 111B(i)(1) amendment of Code section

409(d)(1) could effect a substantive change that would result in

the retroactive imposition of severe adverse tax consequences in

the case of transactions that have occurred in reliance on the

existing statutory language. See TPA S 1171(c)(2).
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It should also be noted that a lump-sum distribution

generally consists of a total distribution from all similar plans

maintained by a plan sponsor (see Code S 402(e)(4)(C)). Thus, if

section 409(d)(1) were to be amended as proposed by TCA section

1l1B(i) (1), a distribution in connection with a plan termination

of a tax-credit ESOP, where another plan of the same type is also

maintained by the same sponsor covering the same participants,

might not be permitted. There is no indication in any of the

legislative history of TRA that Congress intended not to allow

distributions from a terminating stock bonus (or other type of)

tax-credit ESOP where the sponsor also maintains a second stock

bonus (or such other type of) plan.

To avoid these results, we would suggest as an alterna-

tive that TCA section 111B(i)(1), as currently drafted, be re-

placed by the following provision (marked to indicate our proposed

additions):

(1) Paragraph (1) of section 409(d) of the 1986
Code (relating to securities must stay in the plan)
is amended by striking out *or termination of the
plan" and inserting in lieu tereof "lump-sum dis-
tribution (within the meaning of section
401(k) (10) (B) (ii), determined without reference
to section 402 (e) (4} (C}) upon termination of a ..

plan without the establishment of a successor
plan, or direct transfer of the balance of such
account, to a trust exempt from tax under section
501(a) established under a plan described in sec-
tion 401(al, upon termnaton of a plan without
the establishment of a successor plan".

We will be available to meet with you to discuss any

questions you may have with respect to the foregoing.

Respectfully submitted,

Evelyn A. Petschek

Andrew L. Oringer

cc: Randolph H. Hardock, Esq.
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Ms. Laura Wilcox
Hearing Administrator
Senate Finance Committee
205 Dirkson Building
Washington, D.C. 20510

Technical Corrections Act of 1987

Section 116(a)(5) of the Act, amending
Code Sections 501(c) (25) and 514(c) (9)

Dear Ms. Wilcox:

On behalf of several members of the exempt organization
community, I write to express deep concern about a proposed change
in the unrelated business taxable income rules affecting debt-
financed real property owned by tax-exempt Section 501(c)(25) title-
holding companies. The changes proposed by Section 116(a) (5) of
the Technical Corrections Act reverse a substantive provision of
the Tax Reform Act of 1986 without providing an opportunity for
substantive hearings.

The provisions affected by this proposal are found in
Sections 501(c) (25) and 514(c) (9) (E) (iii) of the Code. Prior to
the enactment of the 1986 Act, only pension funds qualified under
Section 401(a) of the Code and educational organizations described
in Section 170(b) (1) (A) (ii) were permitted to invest in debt-
financed real estate without being subject to the tax on unrelated
business taxable income under Sections 511 and 514. However, in
Section 1603 of the Tax Reform Act of 1986, Congress created a new
category of tax-exempt organization -- title-holding corporations
or trusts organized for the exclusive purpose of acquiring and
holding title to real property, collecting the income therefrom and
remitting the income (less expenses) to one or more specified cate-
gories of tax-exempt organizations that are shareholders of the
corporation or beneficiaries of the trust. In a companion amend-
ment, Congress provided that these new title-holding companies were
to be exempt from the tax on debt-financed income under Code Sec-
tion 514. Thus, because the permitted categories of shareholders
of the new Section 501(c) (25) title-holding organizations included
tax-exempt charitable organizations, Congress provided a mechanism
to correct the inequitable and anachronistic distinction which had
previously existed and to permit organizations described in Section
501(c) (3) to participate in leveraged real estate investments on
the same basis as pension funds and universities.

There is ample -- indeed overwhelming -- evidence that
Congress knew what it was doing when it enacted these provisions
and that it intended the result which the statute now provides.
To characterize the 1986 Act provisions as technically flawed makes
a mockery of the explicit language of the legislative history of
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these sections. Thus, the co-sponsor of the provision (originally
roposed as H.R. 3301), Congressman Robert Matsui, stated in his
ntroductory remarks:

"[Tlhis bill provides that section
(501(c)(25)) organizations will be eli-
gible for the acquisition indebtedness
rules enacted in 1980 for pension plans,
thus removing another inconsistency with
respect to investment by tax-exempt
organizations.*

131 Cong. Rec. E 4025 (Daily ed. Sept. 12, 1985).

The Treasury Department agreed with this expression of
intent, stating specifically that the purpose of the legislation
was to extend the existing exemption to the debt-financed property
rules to all qualified charitable shareholders of these new title-
holding companies:

"H.R. 3301 also would extend to collec-
tive real estate investment corporations
the provision of current law that gener-
ally exempts certain real estate invest-
ments of qualified pension trusts and
educational organizations from the debt-
financed property rules, By extending
the exception to such corporations, the
bill indirectly would extend the exception
to all organizations eligible to own bene-
ficial interests in such corporations."

Miscellaneous Tax Bills, Hearings BefOre the Subcommittee of
Select Revenue Measures of the House ways and Means Committee,
99th Cong., 2d Sess. 190 (May 19, 1986). The Treasury Department
testified that, "in their present form, the rules make an untenable
distinction between educational organizations and other section
501(c)(3) organizations." Id.

Members of the exempt organization community are dis-
mayed to find that a provision of the Tax Reform Act which Con-
gress and the Treasury Department both supported and which, there-
fore, was not the subject of Congressional debate, is now a.,i-
trarily threatened with extinction as no more than a clerical
error. Nowhere in the Joint Committee's description of the pro-
posed amendment is there any explanation -- or even an intimation
-- of why or how this proposal cures an oversight or clerical
error. No matter how its proponents attempt to describe it, this
proposal is not a technical amendment; it is, instead, a profound
and clearly subsantive change in the provisions of the 1986 Reform
Act.

Because it is substantive rather than technical, because
it would perpetuate the inequitable and illogical distinction in
the tax treatment of universities and pension plans, on the one
hand, and charitable organizations, on the other, and because it
contravenes the conscious and unambiguous intent of Congress in
enacting Code Section 514 (c) (9) (E) (iii), the amendment proposed in
Section 116(a) (5) of the Act is inappropriate, indeed unjustified,
as a "technical" correction of the 1986 Act. To permit the pro-
posal to "slip through" unnoticed as part of an unprecedentedly
voluminous technical correction act would violate the basic prin-
ciples of candor, fairness and opportunity for hearing which are
ingrained in our legislative processes. This provision should not
be enacted.

Ve truly yours,

Robert H. M. Fergu on
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Ms. Laura Wilcox
Committee on Finance
United States Senate
Washington, D.C. 20510

Re: Proposed Amendment to S.1350 to Modify Additional

Tax on Early Distributions by Pension Plans

Dear Ms. Wilcox:

This letter is submitted on behalf of Marathon Oil Company
("Marathon") for inclusion in the record of comments to the
Subcommittee on Taxation and Debt Management on S.1350, the
proposed Technical Corrections Act of 1987.

The Tax Reform Act of 1986 (the "1986 Act") imposes a 10%
penalty tax on so-called "early distributions" from a qualified
retirement plan which are made in taxable years beginning after
December 31, 1986. Subject to a series of exceptions, an early
distribution is one which is made-before the recipient attains
age 591. Oneof these exceptions (the "early retirement"
exception) applies where an employee, who has attained age 55, is
thereafter separated from service and meets the requirements for
early retirement under the qualified plan (section 72(t)(2)(A)(v)
of the Code). Some employees who would qualify for this "early
retirement" exception but for the fact that they retired before
reaching the age 55 may nevertheless avoid the penalty tax if
they meet either one of two limited transition rules (described
more fully below) contained in the 1986 Act.

The imposition of an age limitation on the early retirement
exception discriminates against those employees who participate
in plans permitting early retirement prior to age 55 and Congress
should at an appropriate time either delete the age limitation or
apply the age limitation to the date on which benefits are
received rather than to the date on which the employee retires.
Moreover, as explained more fully below, the age limitation is
particularly unfair to certain employees who retired before the
date of enactment of the 1986 Act. To remedy this unfair and
retroactive application of the penalty tax, a provision should be
included in S.1350 exempting from the penalty tax any
distribution to certain employees who retired before August 16,
1986 (the date of final Conference Committee action with respect
to the 1986 Act) pursuant to the early retirement provisions of a
plan whether or not the individual had attained age 55 on the
date he or she retired.

Application of Penalty Tax. As noted above, the "early
retirement" exception to the penalty tax does not apply unless
the employee has attained age 55 on or before the date of
retirement. Section 1123(d)(3) of the 1986 Act exempts from the
penalty tax distributions to employees who, as of March 1, 1986,
had retired and were separated from service (whether or not they
had attained age 55) and had commenced receiving benefits
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pursuant to a written election designating a specific schedule of
benefit payments. Section 1124(a) of the 1986 Act contains a
second transition rule under which the penalty tax does not apply
to lump-sum distributions made after December 31, 1986 and before
March 15, 1987, but only if the employee separated from service
during 1986 and agrees to treat the distribution as having been
made in 1987.

The combined effect of these three rules is that an employee
who retired, pursuant to the early retirement provisions of a
plan, before reaching age 55 and before the date of enactment of
the 1986 Act will be subject to the penalty tax on all post-1986
distributions unless either another exception applies (such as
that for joint and survivor annuities) or the distribution
qualifies under the lump-sum distributions transition rule of
section 1124(a) of the 1986 Act. As explained below, this
unfairly subjects certain retirees t- the penalty tax on a
retroactive basis.

Reasons For Change. The unfair manner in which the penalty
tax can be applied is aptly illustrated by the situation faced by
134 employees, aged 50 through 54, of Marathon who elected to
take early retirement on July 1, 1986 pursuant to the terms of
qualified retirement plans maintained by Marathon. While each of
these employees was entitled to take their entire accrued benefit
in the defined benefit plan as a lump sum during July of 1986,
each elected to transfer that benefit, via a taxfree "rollover",
to a defined contribution plan (the "Thrift Plan") maintained by
Marathon. Under the terms of the Thrift Plan, these retirees may
elect from a broad range of options. for having their benefits
distributed to them. Under the Thrift Plan, these 134 employees
were entitled to average annual annuities (including the amounts
attributable to the rollover) ranging from $17,632 to $35,196.
Most of these retirees had undistributed benefits as of January
1, 1987.

However, even though these individuals retired before the
Conference Committee completed action on the 1986 Act, and even
though they could have avoided the early distribution penalty tax
by taking lump sum distributions in July 1986, they will now be
subject to that tax unless they either defer all distributions
until they reach 591 (or die or are disabled) or elect to receive
their benefits as a qualified annuity under section 72(t)(2)(A)(iv)
of the Code. This is unfair for several reasons. First, because
these employees made a rollover in July, 1986 (before the
Conference Committee completed action on the 1986 Act), they were
not eligible for a lump sum distribution from the Thrift Plan in
1986 that would be subject to 10-year forward averaging. Thus,
these employees could not take advantage of the second transition
rule to avoid the 10% penalty. Second, as noted, had such
employees elected the lump sum distribution option in July 1986,
instead of making a rollover to another qualified plan, they
would not have been liable for the penalty tax. There is no
discernable tax policy reason why these employees should be
subject to the penalty tax by reason of their choice to take
their benefits in one particular form. Third, at the time (July
1, 1986) these employees had to elect to take early retirement
(and make their benefit distributions decisions), the Conference
Committee had not yet concluded action on the 1986 Act. These
employees should not be held to a standard requiring them to have
anticipated that the Conference Committee would apply the penalty
tax retroactively to employees who had already retired. This is
particularly true given the statements that had theretofore been
made repeatedly by the Administration and by Congressional
leaders concerning the goal of avoiding retroactivity (at least
in nonabusive cases) in structuring the 1986 Act.
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Proposed Amendment. For these reasons, Congress should act
to prevent the application of the early distribution penalty tax
to those who retired before the completion of Conference
Committee action on the 1986 Act. The present transition rule
(which requires retirement as of March 1, 1986 and the receipt of
specific pattern of benefits) is too strict as a matter of
policy. Therefore, section 1123(e) of the 1986 Act should be
amended by adding the following new paragraph at the end thereof:

"(5) Certain Early Retirements. The amendments
made by this section shall not apply to any
distributions to an employee from a plan maintained by
an employer if such employee separated from service
after attaining age 50 and before August 16, 1986 on
account of early retirement pursuant to the terms of
any plan maintained by such employer, but only if such
employee was eligible to elect under such plan to have
his entire accrued benefit distributed, on or before
December 31, 1986, as a lump sum."

Respectfully submitted,

Donald V. Moorehead

July 23, 1987

Comments for the Senate Committee on Finance
Regarding S. 1350, the Technical Corrections Bill

Re: Section 114(g)(2)(D), Generation-Skipping Transfer Tax
Transition Rule for Persons with Menta Disabilities

I. Introduction

Section 1433(b)(2)(C) of the Tax Reform Act of 1986 (the
"Reform Act") provides that the new generation-skipping transfer
tax (the "GST tax") does not apply to certain transfers if the
transferor on the date of enactment and at all times thereafter
is under a mental disability to change the disposition of his
property. Section 114(g)(2)(D) of S. 1350, the Technical
Corrections Act of 1987 as introduced by Senator Bentsen and
Senator Packwood (the "TCA"), would change the reference point in
Reform Act S 1433(b)(2)(C) from "date of enactment" (i.e.,
October 22, 1.986) to "September 25, 1985." If this "technical
correction" is adopted, the GST tax would apply to certain
transfers by will even if the testator, because of a mental
disability, became legally incapable of revising the will one
year before the new GST tax was enacted. This correction is
inconsistent with Congressional intent and with principles
relating to retroactive changes in law and, therefore, should not
be adopted.

II. Background

A. New GST Tax

The Reform Act repealed the old GST tax retroactive to its
enactment and replaced it with a new one. The new GST tax is
more expansive than the old tax in certain respects. For
example, the new tax applies to direct transfers, by gift or
will, from a grandparent to a grandchild, while the old tax did
not.
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Reform Act S 1433(a) provides that the new tax is generally
effective for generation-skipping transfers made after the date
of enactment. However, Reform Act S 1433(b)(1) states, in
effect, that inter vivos transfers will be subject to the new tax
if made after September 25, 1985, the date on which the Ways and
Means Committee marked up and approved the new GST tax. Reform
Act S 1433(b)(2) also excludes from the GST tax generation-
skipping transfers under trusts that were irrevocable on
September 25, 1985, and generation-skipping transfers under a
will executed before the the enactment of the Reform Act if the
testator died before January 1, 1987. (The TCA would expand the
latter exception to apply to revocable trusts in addition to
wills.)

B. Mental Disability Exception

A third exception applies to generation-skipping transfers
if the transferor was, on the date of enactment, under a mental
disability to change the disposition of property and did not
regain competence to dispose of such property before the date of
death. This rule, which is included in Reform Act
S 1433(b)(2)(C), applies to:

any generation-skipping transfer --

(i) under a trust to the extent such trust consists of
property included in the gross estate of a decedent (other
than property transferred by the decedent during his life
after the date of the enactment of [the Reform Act]), or
reinvestments thereof, or

(ii) which is a direct skip which occurs by reason of
the death of any decedent.

The TCA would revise this exception so that it applies only
if the decedent was under a mental disability on September 25,
1985. The Description of the Technical Corrections Act of 1987
(H.R. 2636 and S. 1350) prepared by the staff of the Joint
Committee on Taxation (JCS-15-87), June 15, 1987, provides no
explanation for the change. It merely states:

Finally, the bill clarifies that the decedent must have
been incompetent on Septe(m]ber 25, 1985, and at all times
thereafter until death, in order for direct skips or
transfers of assets includible in the decedent's gross
estate to be exempt from generation skipping taxes.

The mental disability exception, like the new GST tax,
originated in the Ways and Means Committee. The exception in
section 1223(b)(2)(B) of H.R. 3838 as reported by the Committee
(and as passed by the House) is identical in every respect to the
exception subsequently included in the Reform Act. However, the
Ways and Means Committee report incorrectly described September
26, 1985, as the date by which the decedent was required to be
mentally incompetent. See H. Rep. 426, 99th Cong., ist Sess. 828
(1985).

The Senate bill did not include the new GST, but the
Conference Committee included the new GST in the final bill. The
Conference Report's description of the House bill also
incorrectly stated the date by which the the House bill required
the decedent to be incompetent for the mental disability
exception to apply. See H. Rep. 841, 99th Cong., 2d. Sess. II-
775 (1986) (the Conference Report on the Tax Reform Act of 1986,
hereinafter referred to as the "Conference Report").
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III. Discussion

A. The Proposed Correction Is Inconsistent with General
Legislative Policy Relating to Retroactive Effective Dates.

Recently, Congress has passed many retroactive changes of
law. The general principle underlying most retroactive changes
is that an action by the Senate, the House, a Senate or House
committee or Treasury, accompanied by notice setting a tentative
effective date, puts taxpayers on notice of an impending change
of law and that if a taxpayer affirmatively engages in the
activity to be taxed, he may be subject to the new tax rules. In
fact, in some cases the date of such action must be the effective
date in order to prevent taxpayers from rushing to use loopholes
before they expire. For example, after the Ways and Means
Committee marked up the new GST, taxpayers who formed
nontestamentary trusts under which there were generation-skipping
transfers or who made gifts to grandchildren were on notice that
a tax would apply to generation-skipping transfers. A
retroactive effective date was needed to prevent taxpayers who
wanted to make generation-skipping transfers but wanted to avoid
the GST tax from rushing to make gifts to grandchildren or to set
up trusts before the date of enactment. Therefore, the Reform
Act grandfathers generation-skipping transfers under irrevocable
trusts only if they were irrevocable as of the Committee markup
on September 25, 1985, and it uses that day as the effective date
for the GST tax on inter vivos transfers.

On the other hand, Congress should not expect that a
taxpayer would alter or amend prior behavior based on the
possibility that legislation will be enacted in the future. For
example, prior to the enactment of a new tax on testamentary
transfers to grandchildren, an individual has no incentive to
alter his will to replace his first choice bequest to a
grandchild with a second or third choice bequest (such as a
bequest to charity) that would only be preferable if the
proposed, new law became effective. For this reason, the Reform
Act includes an exception for generation-skipping transfers under
wills that were executed before the date of the enactment if the
decedent died before January 1, 1987. This transition rule gave
taxpayers a short period after enactment to revise their wills in
response to the newly enacted legislation. (The TCA would
provide a similar rule for revision of revocable trusts.)

If these general principles are applied to the mental
disability rule, the GST tax ought not to apply in cases where
the settlor of a trust or a testator was on December 31, 1986,
under a mental disability to change the disposition of his
property and did not regain his competence to dispose of such
property before the date of his death. This would have given an
individual a short window period after the date of enactment to
revise the applicable instrument and provide transition relief if
by reason of disability the individual was unable to do so.
While not ideal, the current statutory language of the Reform Act
is acceptable because it at least gave the individuals a short
period, from the time Congress approved the legislation to the
time the President signed it, to make changes in the applicable
instruments and provides relief if such person was unable to make
changes because he was mentally incompetent and remained mentally
incompetent until death.

However, if the proposed technical correction is adopted,
the individual would have had to have been mentally incompetent
on September 25, 1985. This produces an extremely unfair
result. As noted above, the new GST tax applies to certain
transfers to which the old GST tax did not apply. These include
very basic transfers, such as transfers directly to grandchildren
by will or through trusts in which no individual from an inter-
mediate generation had any interest. Individuals who had settled
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such trusts or executed such wills could not have been expected
to revise them immediately following the Ways and Means Committee
action in September 1985. H.R. 3838 as reported by the Ways and
Means Committee on December 7, 1985, did not provide warning of
an immediate need to revise wills. The bill included a date-of-
enactment effective date for testamentary transfers and an
exemption for mental disability that occurred prior to enactment.
Even a casual observer of the legislative process in December
1985 knew that it would be no easy task to get tax reform legis-
lation through the Senate and that legislation would not be
enacted until at earliest May or June; there was substantial
doubt as to whether the bill would ever be enacted. After the
Senate approved a bill without a new GST tax, there was doubt as
to whether the final bill, if enacted, would include a new GST
tax.

If an individual failed to revise a will or trust after
September 25, 1985, and then the individual became disabled, the
penalty is severe. Upon his death, the transfer would be subject
first to the estate tax and then to the GST tax. If instead the
individual had rewritten his will or trust to name his children
as beneficiaries, the second layer of tax would have been post-
poned until his children died. Perhaps, if the individual had
been aware of double taxation, he would have given a larger
portion of his estate to charity.

The mental disability exception did not require a
retroactive date to prevent avoidance of the new tax. No
taxpayer would intentionally become mentally incompetent in order
to avoid a potential, new GST tax that may not even be enacted.

B. The Proposed Correction Is Inconsistent with Congressional
Intent Relating to the Effective Dates for the New GST Tax.

There are two possible views regarding Congressional intent
relating to the varying effective dates for the new GST tax, but
the proposed technical correction is not consistent with either
view.

1. Testamentary Versus Inter Vivos Transfers

The effective date rules reflect an effort by the draftsmen
to distinguish between inter vivos transfers and testamentary
transfers. The distinction and the rules are somewhat confusing
because in many cases it is not the inter vivos transfer of
property to a trust but some subsequent event such as the death
of the settlor or a contingent beneficiary that constitutes the
generation-skipping transfer. Nevertheless, the distinction has
some public policy base. If a retroactive date were not used for
inter vivos transfers, the Committee bill would have created a
window period during which individuals would have been able to
avoid the new GST by making large gifts to their grandchildren
and great-grandchildren. If the earlier effective date was used
primarily for inter vivos transfers, there would be no reason for
moving back the required date of mental disability to September
25, 1985, because the exception applies almost exclusively to
testamentary transfers (i.e., direct skips that occur by reason
of death and transfers under trusts to the extent that the trust
consists of property included in the gross estate of decedent).

The mental disability exception, as enacted, is generally
consistent with the Reform Act's approach to testamentary
transfers. The Reform Act contemplates three categories of
individuals making testamentary dispositions, namely individuals
who were mentally competent as of October 22, 1986 and survived
until January 1, 1987, individuals who were mentally competent as
of October 22, 1986, but died before January 1, 1987, and
individuals who were mentally incompetent as of October 22, 1986
and failed to regain competency prior to their death. For those
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individuals in the first category, the Act by applying to all
transfers after the date of enactment allows them to change their
testamentary disposition and plan appropriately for the new GST
tax rules. For those individuals in the second category, the Act
recognizes that terminal illness may have prevented a timely
revision of a testamentary plan and excepts them from the new
rules on generation-skipping transfer tax. For individuals in
the third category, the Act contemplates that they may have
become mentally incompetent by October 22, 1986 and therefore
were unable to revise their testamentary plans. Therefore,
Reform Act S 1433(b)(2)(C) exempts the testamentary plans of such
incompetent individuals from the GST tax. The TCA would penalize
mentally incompetent individuals by subjecting wills of such
individuals executed after September 25, 1985, to the new rules
despite the fact that the individual became mentally incompetent
before October 22, 1986. Such individuals would be denied a fair
chance to re-execute their wills to take into account the new GST
tax that covers direct skips. This conflicts with Congressional
intent (relating to the exclusion for testamentary transfers by
individuals who died prior to January 1, 1987), as expressed in
the Conference Report:

The conferees adopted these delays in effective dates
to permit a reasonable period for individuals to re-execute
their wills to conform to the extenstion of GST tax to
direct skips.

The proposed technical correction fails to treat equally the
three categories of individuals making testamentary dispositions
by singling out the mentally incompetent individual arbitrarily
for retroactive application of the new rules covering generation-
skipping transfers.

2. Old GST Tax Versus New Tax

There is some language in the legislative history that
suggests that delays in effective dates were needed only for
generation-skipping transfers that were not covered by the old
GST tax. See Conference Report at 11-776. Under this
interpretaE-n of intent, the September 25, 1986, date should be
used as a reference point in the mental disability transition
rule only if the generation-skipping transfers to which it
applies were transfers that were covered by the old GST tax. The
mental disability transition rule applies in the case of two
kinds of transfers, direct skips and transfers under a trust to
the extent such trust includes property included in the gross
estate of the decedent. A "direct skip" is an outright transfer
for the benefit of a person at least two generations below the
transferor or a transfer of property to a trust for one or more
of such beneficiaries. The old GST tax generally did not cover
direct skips which occurred by reason of death. See, for
example, General Explanation of the Tax Reform Act of 1986 at
1259 (hereinafter, the "blue book"). The exception applies to
some trusts under which there would have been taxable generation-
skipping transfers under the old GST tax and some trusts under
which there would not have been taxable transfers. Since many
transfers to which the mental disability rule could apply were
transfers not covered by the old GST, a September 25, 1985, date
would not be consistent with a Congressional intent of using the
enactment date as the point of reference for generation-skipping
transfers first covered by the new GST tax. If Congress wanted
to distinguish between transfers covered by the old GST and
transfers not covered, the exception should require that the
decedent be disabled "on the date of enactment of this Act (or,
in case of transfers that would have been subject to tax under
chapter 13 of the Internal Revenue Code of 1954 as in effect on
the day before the date of enactment of this Act, on September
25, 1985)" and at all time thereafter prior to his death.
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C. The Proposed Correction Is Not Merely Technical

The proposed correction is not merely a technical correction
that inserts accidentally deleted language, corrects a cross-
reference, or corrects another technical error. It would change
legislative language that was clear on its face and that has
stood since the Ways and Means Committee bill was printed in
December 1985. The proposed change was not even listed in the
original technical corrections proposal, H. Con. Res. 395, 99th
Cong., 2d Sess. (1986). The "blue book" (at page 1268), which in
many cases noted required technical corrections in footnotes,
correctly described the exclusion as enacted and did not suggest
a need for a clarification.

The real technical error with respect to the mental
disability exception was made by the draftsman of the Ways and
Means Committee report, which incorrectly described the exception
that was included in the bill. That technical error should not
lead to a technical correction of the statutory language. From a
tax policy perspective, the mental disability rule as enacted
makes far more sense that the rule with the proposed correction
included. A technical correction should improve the law, not
make it worse. The result of the proposed correction would be
very substantive. It will impose a double tax that would not
otherwise be imposed on parts of the estates of some individuals
who became mentally disabled between September 26, 1985, and
October 22, 1986.

Elimination of this technical correction will not allow
taxpayers to escape tax on transfers. The draftsmen were very
careful on this point; the rule applies only to transfers that
are included in the taxable estate of a decedent.

IV. Conclusion

The proposed technical correction is a mistake on general
equity grounds, from a tax policy perspective, and from the
perspective of Congressional intent as it relates to the GST tax
effective date. The proposed change is not a technical change,
but is substantive change that is not required on tax policy
grounds. Section 114(g)(2)(D) should be deleted from the TCA.

Submitted by:
Ernest S. Christian, Jr.
Patton, Boggs & Blow

/ 2550 M Streeet, N.W.
Washington, D.C. 20037
(202)457-6440
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COMMENTS DIRECTED TO COMMITTEE ON FINANCE OF THE
U.S. SENATE RELATING TO S. 1350

THE TECHNICAL CORRECTION ACT OF 1987

by: James H. Pickerell
110 Frederick Avenue, E-Bay

Rockville, MD 20850
301-251-0720

My comments are directed toward Code Section 263A on
capitalization and Inclusion in Inventory costs of certain
expenses.

I understand the purpose of this rule Is to provide one
uniform standard for capitalization of cost of all property not
sold and consumed in the year in which it is produced.

On its face, this would appear to simplify the law. However,
all businesses are not the same. Congress discovered, even as
they were writing this section, that there were certain types of
business that they had to exempt from this uniform standard
because they could not capitalize their property in the manner
outlined in 263A and continue to survive.

These include the farming business, the business of raising
timber and ornamental trees and certain development cost for oil
and gas wells and other mineral property.

I believe the "stock photography" industry will also be
destroyed by this regulation and I would like to explain why.

This is a small industry, probably employing fewer than
20,000 in the United States and some of these people are part
time (no accurate figures are available). The estimated gross
revenue from this Industry is around $400 million worldwide.

There are two basic aspects to the industry--the individual
photoraphers who create the work, and the stock photo agencies
who act as marketing representatives for these photographers. It
Is these two groups that will be most severely impacted by this
Law. These photographers and agencies are also clients of other
support industries such as photo labs, film manufacturers,
equipment manufacturers and photo supply houses who will be
impacted by whatever happens to the "stock photo" industry.

It is not widely understood what we do, thus I believe I
need to explain a little of how the business works.

METHODS OF OPERATION OF PHOTOGRAPHERS WHO PRODUCE
"STOCK PHOTOGRAPHS" FOR PUBLICATION

As best I can determine the business started back in the 1940's
when the major picture magazines had to have photographers cover
every news event in order to be sure they had photographs of the
major news when it happened. At the end of each week they had an
extremely high percentage of pictures they were paying for, but
couldn't use because the event never developed into a major news
story.

To keep their costs at a manageable level, they paid the
photographer very little per day for their time. Most
photographers, with exception of a few stars, found they could
not afford to live on these rates.

The magazine didn't want to pay more, but they decided they
could allow the photographer to use the pictures in other ways
after the magazine had finished with its initial use. They
also decided that if for some reason they used the pictures a
second time they could afford to pay an additional fee.

On these two principles the "stock" photo industry was born.
"Stock photography" is basically photography that has been
produced, and is held available in file, until-a user indicates
that he would like to license a certain use of that picture.
Most pictures have the potential of being licensed many times for
non-competitive uses.
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Originally, "stock photography" only resulted after pictures
were first taken as part of a specific assignment by someone.
However, In recent years, and particularly af-ter the 1978
Copyright Law redefined ownership, more and more photographers
have been taking pictures at their own expense of those subjects
which they feel will be In demand in the future, and placing them
in "stock photo" files.

The photographer assumes a giant risk here because he has to
cover all the expenses of production, up front and this can run
as high as several thousand dollars for some shoot&. If he Is
going to invest this kind of money he has to have a clear
understanding of the market potential for the images he Is going
to produce, and he has to be confident In his ability to produce
the quality of images that the clients will eventually want to
use and purchase.

Everyone in this business also has to deal with another great
unknown. That is whether or not some competitor will produce a
new set of pictures on the same subject that when compared with
those produced first will make them obsolete. The client will
always pick that "stock photo" that best fits his particular need.
There is no loyalty by the clients to particular photographers.
The business is all based on the quality of the photograph.

For this reason "stock photographers" must constantly try to
improve on things they have already produced.

While this business has some obvious inefficiencies due to
Its competitiveness it results in better quality photographs,
available to the clients, when they need them, at a price that
is usually much less than what the client would have to pay for
original photography.

It also makes full use of a good photograph once It is
produced, rather than having to go back and do the same thing over
and over again.

IMPACT ON PHOTOGRAPHERS WHO TAKE STILL PICTURES

Traditionally, still photographers have written off all
costs of production in the tax year they were incurred.
Traditionally, still photographers have not "sold" all rights
to their work, but "licensed" usage rights.

This tax law will:
(1) Bring about a total reversal In these methods of

operation.
(2) Force many photographers out of business, particularly

young photographers who have little capital reserve, and who fall
to restructure their metods of pricing properly.

(3) Cause those who survive to totally change their methods
of doing business to avoid holding pictures In inventory, and
thus avoid coming under the capitalization rule.

(4) Decrease productivity by making it uneconomic to
produce "stock photography" during slow periods for assignments,
or requiring tremendous amounts of paperwork for those who want
to attempt to continue to shoot for the "stock photo" market.

(5) Force photographers to destroy much of the future
historical record of this country In order to keep from holding
It In inventory.

(6) Make It much more difficut for young people to enter
the profession.

(7) Result In a greatly elevated cost of photographs for
textbooks because such pictures will not be available in the
stock photo market, and will have to be produced In the future
as original photography. This increased production cost will
undoubtedly be passed along to the textbook consumer, thus
Increasing the cost of education.

While doing all these negative things to the photographic
industry, I predict that 263A, as written, will not raise much
revenue from photographers. The additional tax that will be
required as a result of this law will be so staggering, and the
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paperwork so Impossible to maintain, that virtually all
photographers will simply drop out of the "stock photo" business.
They will be forced by economic realities to take only those jobs
where they are paid a specific fee for doing specific work and
where they turn over all rights to the client at the time of
creation.

IS THERE A SOLUTION TO THIS PROBLEM IN 263A?

Congress recognized that the small retailer would have a
fatal cash flow problems if he were required to capitalize all
his overhead expenses. Thus, Congress provided relief for this
industry with the exception in 263A(b)(2)(B).

The small independent creator of work has a similar cash flow
problem and I believe that Congress meant to include these
individual creators of property in the same exception. I would
ask that the same or similar language to the above exception be
placed under 263A(b)(1) as a matter of clarification.

PERSONAL BACKGROUND

I would like to provide you with a little personal
background to establish my credentials for making this request,
and explain in detail how this law will affect me.

I have beon a photographer producing works for publication
for over 25 years. My pictures have been published in more than
500 publictions around the world including a Life cover, and
eleven covers on Newsweek. I have worked in more than eighty
countries around the world on corporate and editorial
assignments. I spent three and a half years covering the war in
Vietnam as a freelance photo journalists and was the first
American correspondent wounded in that war.

I have been active in the field of "stock photography",
particularly in the past ten years. I am a recognized expert in
this area of the business, and have been a speaker at many
seminars on this subject.

HOW THIS LAW AFFECTS ME

Nearly all the photographs I take are used in one way or
another for publication. I take pictures on specific assignment
from various clients. Sometimes my arrangement with these
clients Is that I deliver the photos they need for their use,
and I retain the "seconds" for the purpose'of licensing usage
rights to various other clients.

In such cases the fee the original client pays would more
than cover all the "direct costs" of the project. I suspect this
fee also covers all the "indirect costs" of doing the job, but I
have never calculated indirect expenses on a job by job basis in
that way so I can not be sure that I am not losing on some jobs
and making up for them on others. I do know that I show a profit
at the end of each year.

I also spend a lot of my time taking pictures specifically
for the "stock photography" market. There is no guarantee that
I will ever be able to license usage rights to any of these
photos. As a matter of fact, more than 90% of the images I take
for this market are never used.

While I cannot predict which specific images will sell and
which will not, I have learned that the percentage I sell in
relation to the number I have on file remains fairly constant.
Therefore, the more I create and put in file, the more income
I make.

I have also developed an ability, after years of experience,
to choose wisely the subjects I photograph. Thus, some images
from every situation I photograph will eventually sell. This
would not necessarily be the case for someone learning the
business because it takes time to get a thorough understanding of
the market.
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In the first six months of 1987 I had gross receipts from
all areas of my business of $95,904.53. This breaks down into
the following categories:

Income from photos in my files and those
held for me by stock picture agencies.
All were produced before 1987 and expensed
at the time of production $49,254.45

Gross income and reimbursed expenses from
assignments where I sold all rights and
where there will be no further use of
the pictures beyond 1987 12,946.04

Income from other services, (lab work,
computer lists, consulting, etc, which
can be expensed in 1987. 4,109.51

Income from assignments where I retain some
rights to use some of the pictures 29,594.53

In this six months, I spent 11.2 days taking pictures to which
I sold all rights, and 34 days taking pictures where I retained
some or all of the rights to the pictures.

Most people would say, "Hey. he only worked 45 days In the
last six months. That's a great job. I want to get into that
business." Actually, I average over 60 hours a week at my work.
The rest of time over and above the 45 days spent taking pictures
was spent in various administrative tasks necessary to running my
business, but which do not directly contribute to income.

These include: marketing (getting new assignment business and
preparing the stock photos for market), repair & maintenance,
training and testing new concepts for photos, researching locations,
bookkeeping and tax accounting. I view all of this time as
necessary, but non-productive because no income is being produced
during this time.

A fairly large portion of this time Is spent keeping records
for the sole purpose of being able to correctly compute my tax
liability. Most of these records are of little or no other value
in managing my business. I recognize the need for each
individual taxpayer to be able to properly compute the tax he
owes the government, but the more complex this gets, the less
time the taxpayer has to do work that will produce the income on
which this tax is computed.

The 1986 tax law certainly did not reduce the record keeping
that will be required of photographers in order to compute their
tax obligation.

As I look at the photography I have produced in the past six
months, three quarters of my production time has been spent on
jobs where I retained some of the rights.

This may mean that three quarters of all the expenses I had
In my business in the first six months must be depreciated over
the useful life of the photographs.

However, there are several questions that are not clearly
answered In Section 263A or In the Income Tax Regulations
(26 CFR Part 1):

I - How do I make a realistic estimate of useful life of
these photographs?

Over 90% of the images I produce for stock will never
sell. I just don't know which 90%. It depends on future demand,
future production of my competitors, and individual judgements
by the buyers. Twenty five years In this business has taught me
that there is no way for me to make judgements on future value
of these photographs?

With the exception of a few very unique photographs
that have been determined to be great art like the work of Ansel
Adams, there is no ready market for the millions of photographs
that are produced each year.

2 - Can I deduct as expenses the costs of preparation of
the already created stock photo for market? This is a very
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costly part of the process, without which the photographs would
never have a chance of selling. Is this a part of the creation
of the product, or is:It a selling 'xpense that can be deducted?

3 - How should I deal with pictures that are taken toward
the end of one fiscal year, but are not used or paid for until the
next fiscal year even though the general understanding at the
time the picture was taken was that the client was purchasing all
rights to the photograph?

4 - What about the situation where I take pictures for a
client and sell all ownership rights to those pictures, but I
retain the negatives on file as a convenience and service to the
client in case he might want additional prints sometime in the
future? Whose inventory are they in?

Let's look at how this would affect my tax picture. Assume
that I can do as well In the second half of the year as I have
done in the first. Then my total gross receipts would be $191,809
and my total gross expenses would be $84,692.

In the first half of the year I have sold all rights on
about 25% of the projects I have worked on, and retained ownership
in some, If not all the photographs, produced on the rest of the
projects.

If I calculate my 1987 tax based on these figures and
depreciate 75% of my expenses over a five year average useful
life my tax will be more than 50% higher that It would have been
were I allowed to continue to operate under the 1986 law.

I didn't expect to have no tax increase as President Reagan
promised, but I didn't anticipate a 50% increase either.

STRATEGY FOR SOLVING THE PROBLEM

Obviously, such a tax increase will have serious impact on
my business.

The first thing I will do is start selling all rights to
the photographs I produce, and stop shooting for the "stock photo"
market. Then all the expenses of production will be deductable
in the year expensed as they have been in the past.

That presents a few problems because one of the reasons I
got into the "stock photo" market in the first place was that it
was a way to increase my productivity when I couldn't get enough
assignment work to keep myself busy and make a decent living.

At this point in my career, I may be In a better position
to get assignment work than I was before. The same will Trot hold
true for the young people who have just entered the profession in
the last few years.

I may continue to put a few selected photos a year into the
stock photo market and depreciate the direct costs and the
overhead costs for these photos.

However, I will not be able to supply them to the stock
photo agencies consistently throughout the year. It will be
necessary to wait until December of each year before I can
determine actual costs of each set of photographs and which ones,
if any, that I have produced during the year are the best
candidates for the stock photo market.

I know what the direct costs of these photos are, but it
will be the indirect costs which will be the more severe strain,
and I have no realistic way of even estimating that cost until
near the end of the year when I have some idea of the kind of
assignments I have had over the year, the quality of the images
produced and which ones have the best potential for the stock
market. Those of lesser quality will have to be destroyed. If I
do that then I will have received 100% of the income from these
images in the year they were produced and thus, I can deduct 100%
of the expenses.

For many businesses this would not be a problem or a
consideration. They would simply go out and borrow the money to
pay the additional. tax recognizing that down the road the money
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would be coming back as they get additional depreciation in
future years.

Most photographers don't have that option. We are not
producing a product that has a recognized market value. The
product only has value when potential user agrees to pay a fee to
use the Image. No banker will loan a dime on this kind of
collateral. For most photographers the only access to capital is
profit from previous jobs.

The younger, less experienced photographers--those on their
way up--will not have the same options I have. If they are to
build a file that will produce Income In future years they will
have to invest a much higher percentage of their capital than I do
In producing pictures for the files. However it is unlikely that
they will have the capital available to do this. Because of
this, I predict that the business of "stock photography" will
atrophy and die as a result of this law.

This law will also cause much of our future art heritage and
historical record to be destroyed because no one will be able to
afford to hold It In inventory.

To amplify this point, let me detail one specific example
that occurred with my work.

Early In my career as a photographer I spent three-and-a-
half years covering the war in Vietnam.

During this period my work was used in most of the major
news magazines of the world and I retained ownership to the
majority of the photographs I produced. The expenses I incurred
were totally written off against my tax obligation in the year
in which they were incurred.

But let us assume for the moment that 263A had been the law
and the somehow I could have afforded to depreciate these photos
over their useful life. As it turned out within a year or two
after I had taken these pictures there was little demand for
them.

Users at first wanted the new, more dramatic photos that
were being produced every day. Then there came a time when the
U.S. left the war and you couldn't give a Vietnam photograph away.
Nobody wanted to talk or hear about Vietnam.

If I had been operating under the present tax law at that
time, I would have had a difficult decision to make as a businessman.
Do I destroy this work, thus removing it from inventory so I can
take the total write off and use the money to get on with
creating other income producing product, or do I retain it for
Its historical value at great personal cost to me?

As it turned out ten years after the war and more than
fifteen years after I had produced most of iay photographs there
was a revival of interest In analyzing the war. There was a
demand for my photographs for books being produced as a
historical record. They were also used In museum exhibits to
help raise the consciousness of those who would view these
exhibits.

I made a significant amount of Income off of those pictures
at that point on which I paid tax.

Under the rules of this bill undoubtedly those pictures
would have been destroyed because It didn't make good economic
sense to retain them.

Another area where I license the use of a lot of stock
photos is the textbook market. Textbooks are one of the largest
users of "stock photography". In my judgement, this law will
have a serious impact on this market.

I would estimate that over 90% of the photographs presently
used In textbooks are stock photographs. Almost all of these
photos were originally shot for some other purpose. The textbook
producers make very few assignments because they can not afford
fees that are even close to normal assignment rates for the
pictures they need.
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If "stock photographs" are no longer available to them, they
will have to make assignments and I'm sure the additional costs
of production will result in more expensive textbooks. This will
bring in tax revenue, but from an unexpected source. I would ask
you to consider whether it is in the best interest of the country
to increase the cost of education.

SUMMARY OF COMMENTS BY JAMES PICKERELL

In the Tax Reform Act of 1986, Section 263A(b) capitalization
of all the expenses incurred in the production of "tangible
personal property" is required. An exception was given for the
resellers of such property, but not for producers.

PROBLEMS FOR STILL PHOTOGRAPHERS TRYING TO COMPLY WITH THE LAW

Many still photographers create photographs on speculation
for what is known in the industry as the "stock photo market".
At the time of c'.eation it Is impossible to predict the long range
value of the photograph or "product". It is also impossible to
predict useful life with any sense of certainty.

Traditionally, photographers have leased rights to use their
photographs, rather than selling them outright. Thus, even when
there is a license to use the work it is impossible to determine
what percent of the total value has been paid for.

Consequently, all of the elements for developing a
depreciation schedule are missing. Whenever a fee is paid to
license the usage of a photograph there Is no way to predict what
percentage of the total lifetime value of the photograph has been
licensed. It may be 100%, or It may be a small fraction of a
percent. The photographer will only be able to answer the
question of what the percent was when the photograph is finally
destroyed or removed from inventory.

Thus, under the present law the photographer can never deduct
any of the costs of production unless he totally changes his
methods of operation and sells all rights in his creation to a
third party.

IMPACT ON PHOTOGRAPHERS WHO TAKE STILL PICTURES

Traditionally, still photographers have written off all
production expenses, in the tax year they were incurred.

This tax increase will:
(1) Force many photographers out of business.
(2) Cause those who survive to totally change their methods

of doing business to avoid holding pictures in inventory, and
thus avoid coming under the capitalization rule.

(3) Decrease productivity.
(4) Force photographers to destroy much of the future

historical record of this country in order to keep from holding
it in Inventory.

(5) Make it much more difficut for young people to enter
the profession.

(6) Result in a greatly elevated cost of photographs for
textbooks thus increasing the cost of education.

RECOMMENDED CORRECTION

I believe it was the intent of Congress to provide the
same protection for the small individual creator as they provided
for the small reseller. This can be accomplished by putting the
same or similar language found in 263A(b)(2)(B) under 263A(b)(1).
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TESTIMONY OF

MR. JOE FAKER
PRESIDENT

PORT OF TACOMA COMMISSION
TACOMA, WASHINGTON

SUBMITTED TO THE
TAXATION AND DEBT MANAGEMENT SUBCOMMITTEE

OFTHE
SENATE FINANCE COMMITTEE

JULY 22,1987

Mr. Chairman, as your subcommittee reviews possible

technical corrections to tax legislation enacted during the

99th Congress, the Port of Tacoma, Washington urges you to

address an unintended inequity in the implementation of the

.04 percent harbor maintenance fee authorized by the Water

Resources Development Act of 1986 (P.L. 99-662).

Congress enacted the harbor maintenance fee to finance

some of the costs of operating and maintaining U.S. ports

and waterways. On March 30, the U.S. Customs Service issued

interim regulations implementing this tax, which took effect

on April 1. These regulations permit multiple taxation of

import and export cargoes that are discharged at a U.S. port

for waterborne conveyance to another U.S. port. We believe

that this decision is inconsistent with the principles of

the fee and constitutes poor transportation policy.

Congress established a single Harbor Maintenance Trust

Fund to help finance improvements to the national navigation

system. Congress did not establish separate trust funds for

each waterway. The triggering event for tax assessment is

the use of the navigable waters of the United States, which

occurs only once.

Congress recognized the equitable principle of single

taxation when it provided that domestic cargoes should be

assessed only once, and when it provided that cargo should

not be taxed twice when it is taken off and put back on the

same vessel at a U.S. port. Permitting multiple taxation
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only of export or import cargoes which are taken of f one

vessel and transferred to another vessel for shipment to

another U.S. port is inconsistent with the equitable

principle of single taxation recognized in the Water

Resources Act.

The multiple taxation permitted by the Customs

regulations also threatens to disrupt this nation's current

efficient system of load-center ports, which serve a

function like those of airline hubs. Modern steamship lines

have developed a system whereby cargoes are funneled through

large load-center ports, and relayed to and from smaller

U.S. ports by lets expensive ships and barges, and to and

from inland points on trains and trucks. -Hundreds of

millions of dollars have been invested in the development of

these sophisticated, centralized load-center facilities.

Multiple taxation discourages this economical practice

and increases the demand for scarce federal funds for

developing more large, deep-draft ports. Such a change in

U.S. transportation policy is not only unwise, but also

apparently unintended by Congress.

The Port of Tacoma is particularly concerned about this

issue because we handle approximately 65 percent of the

waterborne commerce between Alaska and the U.S. mainland.

Sea-Land and other steamship lines have established an

efficient system of transporting goods between Alaska and

Tacoma by barge and between Tacoma and the Far East by large

containerships. Taxing those goods at both Tacoma and

Alaskan ports will inevitably raise the cost of those goods

to Alaskan consumers and Asian importers of Alaskan

products.
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We believe, Mr. Chairman, that the multiple taxation of

a limited category of waterborne cargoes is an inconsistent

and unfair policy which threatens to disrupt an innovative

and efficient portion of our national transportation system.

The Port of Tacoma urges you and your subcommittee to

support a clarifying amendment on multiple taxation as a

part of the Technical Corrections Act of 1987.

Thank you for your consideration of our views.
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STATEMENT OF POTLATCH CORPORATION
SAN FRANCISCO, CALIFORNIA

ON S. 1350, THE TECHNICAL CORRECTIONS
ACT OF 1987

The Potlatch Corporation (the "Company") owns and
operates forest products manufacturing facilities in the
South, Midwest and Western United States. Its main product
lines are solid wood products, such as lumber, plywood and
oriented strand board, and pulp-based products, such as
paperboard, printing papers and consumer tissue. The
Company has sought to remain competitive in its operating
areas through modernization programs which have involved
substantial capital investments over recent years. These
capital investment projects have been assisted by the
investment tax credit, which was repealed last year. The
Company respectfully requests that the Committee extend
transition relief from the repeal of the investment tax
credit to two projects it undertook prior to January 1, 1986
in reasonable reliance on prior law.

BACKGROUND

The Tax Reform Act of 1986 (Rub-L. No. 99-514) (the
"Act") generally repeals the investment tax credit for
qualified property that was placed in service after December
31, 1985. The Act provides transition relief in certain
circumstances, however. Under section 211(a) of the Act,
the investment tax credit remains available for transition
property, that is, property to which the depreciation
changes made by the Act do not apply. Generally, transition
property is property constructed, reconstructed or acquired
by the taxpayer pursuant to a written contract that was
binding as of December 31, 1985, or for self-constructed
property, if the taxpayer had (i) incurred or committed by
December 31, 1985 the lesser of $1 million or 5 percent of
the cost of the property and (ii) begun construction or
reconstruction of the property by that date. In addition,
if the class life of the property is at least seven but less
than twenty years, then the property must be placed in
service no later than January 1, 1989.

Section 204(a)(5) of the Act, however, also treats as
transition property certain projects that were part of a
master plan. Several forest products mill projects with
circumstances similar to the projectsunder development by
Potlatch are enumerated in that subsection. See sec-
tion 204(a)(5)(K) of the Act. Projects receiving transition
relief include:
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0 a super calendered paper mill in Duluth, Minneso-
ta;

0 a paper mill for the manufacture of newsprint;

modernization of pulp and paper mills located in
Millinocket and/or East Millinocket, Maine;

installation of a paper machine for production of
coated publication papers, modernization of a pulp
mill, and installation of machinery and equipment
with respect to related processes located in Pine
Bluff, Arkansas; and

property included in a paper plant located in
Effingham County, Georgia.

Furthermore, section 102(d)(26) of S. 1350, the Techni-
cal Corrections Act of 1987 (the "bill"), would exempt the
following additional projects that are also similar to the
projects under development by Potlatch:

0 a wood resource complex; and

0 a facility for the manufacture of an improved
particleboard in North Carolina.

In substantial reliance on prior law, Potlatch under-
took two projects similar to the projects granted transition
relief in section 204(a)(5)(K) of the Act, and to the
projects proposed for relief in section 102(d)(26) of the
bill.

Cloquet. Minnesota Project

The Company decided in 1977 to update the machinery in
its mill in Cloquet, Minnesota. The Company spent more than
$1.4 million in engineering, design, planning and other
costs prior to December 31, 1985 to develop exact specifica-
tions of a paper machine and coater and to design the
structure in which such equipment would be housed. Nine
employees were assigned full-time during 1985 to plan and
execute the project. By December 31, 1985, all detailed
planning and boil boring had been completed and firm bids
had been obtained for the purchase of the major equipment.

The Board of Directors approved the project in princi-
ple on December 12, 1985. Only an unforeseen takeover
attempt against the Company in November, which led to a
substantial immediate reduction in the Company's liquid
assets, prevented complete project funding in December 1985.
On February 21, 1986, the Board committed the funds to
complete the first stage of the expansion, which included
the entire housing structure and the paper machine.

2
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Property from the first stage will be put in service by the
first quarter of 1988. All remaining property in the
Company's master plan for Minnesota will be in service by
the final quarter of 1988 or the first quarter of 1989.

Lewiston. Idaho Prolect

Over $1 million was incurred by the Company by Decem-
ber 31, 1985 in engineering, design, planning, equipment and
other costs in the replacement of the Company's Lewiston,
Idaho sawmill. Although Board approval of complete funding
for the project was scheduled for September 1985, economic
conditions forced a delay. The mill temporarily shut down.
In November 1985 the Company entered into a supplemental
labor contract that committed the Company to reopen the
plant and to proceed with its rebuilding. Funding approval
became infeasible in December 1985 because of the takeover
attempt mentioned above. Final funding approval by the
Board came on May 2, 1986. Shortly after, construction bid
packages were sent out and construction work started in
early 1987. The property is scheduled to be placed in
service in the final quarter of 1987 or the first quarter of
1988.

The forest products industry experienced serious
economic decline in the early to mid-1980's. Hard hit by
the drop in demand, investment decisions were delayed In
providing relief to other forest products manufacturers in
section 204(a)(5)(K), Congress recognized the special needs
'of these firms. The Company believes that, had Congress
been aware of the Company's two projects, it would have
included them in the list of property at other forest
products mills that received special transition rules. Like
the property at those other mills, Potlatch's property was
part of a master plan for development for which significant
expenditures had been incurred prior to December 31, 1985.
Moreover, transition rules that cover only certain projects,
but not others similarly situated, foster the perception of
inequity in the tax laws and actually create a situation
where one company has an unfair competitive advantage in the
marketplace. In the case of the forest products industry,
the failure to develop a generic rule has given the compa-
nies whose projects are named in the statute that unfair
advantage. The Company asks the Committee only for the same
treatment for these two projects that firms similarly
situated received in the Act.

POTLATCH CORPORATION
July 17, 1987

3
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Presbyterian Healthcare Foundation
Post Office Box 26666,

Albuquerque. New Mexico 87125-6666

DornelD. Myers. Chairman Mory D. Poole, Executive Vice Preskent
S. Michoel Walker. Vice Chairman Corvie S. mmr Diector of Development

George Johnson. Secretory-Treasurer

July 17, 1987

Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, DC 20510

Dear Ms. Wilcox:

The purpose of my letter is to request that the Senate Committee on
Finance consider an amendment to the Technical Corrections Bill (S. 1350)
to provide that charitable gift annuities not be subject to IRS Section
501(m).

Presbyterian Hospital in Albuquerque, New Mexico began a charitable gift
annuity program in the 1920s when this hospital was a tuberculosis
sanitorium. While the gift annuity program is not a major source of
contributed funds for our hospital, we feel it is an important program to
preserve. It allows people who cannot make large contributions to our
hospital to have the advantages of a life income arrangement without the
expense of setting up a trust, which would not be cost effective for a
relatively small gift.

The basic purpose of the charitable gift annuity is to provide the
hospital or other charity with a gift. The annuity payment to the
individual is not as high as he could receive if he bought a commercial
annuity. Therefore, it seems appropriate that the charitable gift annuity
not be categorized in the same way as commercial annuities.

Thank you very much for your consideration of this request.

Sincerely,

MayD. P2ol
Executive Vice President

MDP. :as

A oon of Southwet Community Hea th sevies/506-841-1131
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PRESTON, THORGRIMSON, ELLIS & HOLMAN

1738 NEW YORK AVENUE. N.W.. SUIT 800
WASHINGTON, D.C. 200075

T l 0)COPY ( 70 0 331-104

MEMORANDUM

TO: Senate Finance Committee

FROM: Preston, Thorgrimson, Ellis & Holman

DATE: July 22, 1987

RE: Technical Corrections Act; Limitation on Elective
Deferrals under 403(b) Tax Deferred Annuity

Section 402(g)* of the Internal Revenue Code of 1986 (the

"Code"), as added by Section 1105(a) of the Tax Reform Act of

1986 (the "Act"), imposes a $9,500 limit on "elective deferrals,"

including:

"...any employer contribution to purchase an annuity
contract under section 403(b) under a salary reduction
agreement (within the meaning of section 3121(a) (5) (D))."
(Code 6 402 (g) (3) (C).)

Under this Code language, All contributions made by salary

reduction agreement (including those made as a condition of -

employment) are subject to the $9,500 limit.

The Conference Committee Report on the Act (the "Report"),

which has the effect of law since it is part of the official

legislative history of the Act, contains the following:

1"... [I]f an employee is required to contribute a fixed
percentage of compensation to a tax-sheltered annuity as a
condition of employment, the contributions are not treated
as elective deferrals."

, Note: There are three Code Sections 402(g) after amendments
made by the Tax Reform Act of 1986.
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-2-

The language of the Report reflects a legislative intent

that is contrary to the inclusive language used in the Act. The

legislative intent appears to have been to distinguish between

"elective" and "required" employee contributions, the latter

(whether pre-tax or after-tax) being more of the nature of an

employer contribution since the employee is given no choice but

to contribute part of his/her compensation. The "Blue Book"

(Joint Committee Explanation of the Act) does not clarify the

effect of the $9,500 limit on an employee who is required to

contribute a fixed percentage of compensation to an annuity

contract as a condition of employment. Therefore, it is

impossible to advise clients concerning the application of the

limits on such an employee's contributions.

We ask that the inconsistency between the Report and the Act

be remedied by codifying the language from the Report in the form

of an amended Code section 402(g)(3)(C)* in the Technical

Corrections Act as follows:

"(C) any employer contribution to purchase an annuity
contract under section 403(b) under a salary reduction
agreement (within the meaning of section 3121(a)(5)(D)
except to the extent the employee is required to contribute
a fixed percentage of comDensation to an annuity contract as
a condition of em lovment."

Since this additional language would simply incorporate the

original congressional intent, as expressed in the Report, no

revenue impact would result from this additional language.

Note: There are three Code Sections 402(g) after amendments
made by the Tax Reform Act of 1986.

PRcsioN, THONGRItNso

ELLIS & HOLMAN
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-3-

For your convenience, we attach:

(1) Relevant sections of the Report;

(2) Relevant section of the Act;

(3) Relevant section of the "Blue Book"; and

(4) Legislative Language for Technical Corrections Act.

PaCSTOcN. THORONIMSON

ELLIS & HOLMAN
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rmu to anew, that em10Yees have equal access to tax-shelieredannuitiesthrogh aaryrduction agreements.

Uns t m ederr dd mw
The Act impose a limit on elective defrral. under a taz4hel-tered annuity which operates in the same manner as the limit anelective deferrals under a qualified cash or deerred arrangement

Howe,.. the annual limit on elective deferrals under a tax-eh.teed annuity Js $9.M0 rather than $7.000. The P$900 imit appliesuntil the cot f4 =90 tinn to the annual limit on electivederls uh odefedarrangement raise thatlimit from $.000 to P.500, at which time the limit on elective de.ferral under a taxsheltered annuity in also idxed in the vmmanner as theaindexing of the annual limit for elective deferral
under a qualified cub or deferredarrangeomt.

Elective deferrals under a tax-seltered annuity propam consistOf those employer contributions made pursuant to a salary reduc-tion agremusit, whether evidenced by a written instrument or oth-erwise (am . 121(aX5XCD)), to the extent those contribtions ar ex.ndludeble from the employee's grow income. if, however, an employ-ee has a onetimeelect rticipae in a program, that requirea pre-tax contribo (or a poat4x employsecontribution in lieuOf a Pretax contribution) sm a condition of participation, such con-tribution will not be considered an elective deferral to the ethat the employee i not Permitted subsequently to vmodf the elee-tionAn n m .(incuding moifying the elein to make poet.tax con rather than Pre-taxacontributiom. in addition,the Secrotay, a authoried to prescribe additional iLancw inwhichPretaxomntrltions to a plan will not he consideredtive despite the existence of limited rights of election by the em-,
if an employeehes made more than Ieecion t is prewsmed
(1 c 4&zContributions sujet to the elections ar elective do-Te0Praes puhmption can only he rebutted by evidence demon-straing that a subsequent election we, made following a bons fideseparation fro mevie and not a temporary absence.

Specilef4s eeta
The Act provides an exception to the P9.M0 annual limit (but notto the otherwise. applicable exclusion allowance (sc. 403(b)) or thelimit on contributions and bienefit, (sec. 415)) in the case of employ-Ofs of an educational organtiation, a hospital, a home health serv-ice agency, a health and welfare service agency, a church, orea con-vention or mocration of churches. Under this exception, any eligi-ble employee who had completed 15 Yomt of seric with th em-ployer would be Permitted to make an additional salary reduocontribution under the folowing conditions
(1) In no year can the additional contributions beoe than$3000 (and, therefore, the P500 limit may not be increaesd above

$12,500)
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(2) An aepte. lifetime limit of $15.000 applies to the total
amount of" catC p contrbutlos (i., contributions that in ny
yer, eeed the limit on elective deferrals for that yeark and

(3) In noevent can this excepton be ud ifan individuars life-
time elective desfrrals ecd the Individua s lifetime limit.

The lifetime limit on elective defrrals for an individual, solely
for purpose Iof the special Catch-up rul, is $.M multiplied by the
number of y r of service (within the meming of me. 40(b)p"
that the individual per formed with the emploper.

Further, it in intended that the definition of yewr of ser vice for
pros of the special catchup election will include principless to the prinples of section 414(a). For this oe a e

poyees year of service will be determined by including O yes
ofsevic withaedesi replyr(within the meaning of sec.414* a)). Thus, rso m of rvie w a dem ination of a c hurh that
mervs into or combies wlb mother domination geneall e
to be agregats with year of service with the surviving denomi -
nation.

Because emploarers may not bave coo for prior years with re
spect tothpotn of Contributionas to taxbetred annuities thatIN" elctiv de it ay be difficult for mploy to chau-
lte the lifetime limit for an employee. It is expected t t the Soe.
retaywilprvide admiitrable methede that employees canwus

to alolte letie dwrb orprior yer.

e powm are effective for taxmble yarbein afterDo-

comber 1,I6. A special effi date a stolans main-tained pursnpt to colletive bargaining agreement.

This provi o ndovii o diecomsd inL2L, . and 4, ofthis Part Amwe simeaed to fisem lcal year ud erceipt b
$910 Million in1187, $63 million in 1988,$$01 =minma
S30 million in 199, aad $924 million in 1991.
7.Spial rules dwfor simpMlei sa.m-Ievee peOem (se. 1108 Of the

Act sand w- 4Wk) of the C6l.

Under prior andprst law, if n IA qualifies asa simplfeemploy pe nion the annual IRA deduction limit is in-
. --seed to the lsare of $80,00 or 15 p1r-st of compsumtion.
Under prior law, the i , eseI deduction limit applied only to em*-

plye contributions made on behalf at an employee to the SEo na noelctive bmi

a A in ni awm ne r h m - n , b .
ma.b, inILL, a5. ma 135 38IMam.5 a-

MN " as .M Ieee . I SM ae ML bswpute. OM - S W I O
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Legislative Language for
Technical Corrections Act

Internal Revenue Code Section 402(g)(3)(C)0, as added by
Section 1105(a) of the Tax Reform Act of 1986, is amended to read
as follows:

O(C) any employer contribution to purchase an annuity
contract under section 403(b) under a salary reduction
agreement (within the meaning of section 3121(a)(5)(D))
except to the extent the employee is required to contribute
a "fixed percentage of compensation to an annuity.contract as
a condition of employment.'

* Note: There are three Code Sections 402(g) after amendments
made by theTax Reform Act of 1986.

36:21KEGC
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PROPOSED CLARIFICATION
TO kRn~TEATRITIVE MINDM nTAX

Section 701(a) of the Tax Reform Act of 1986 amends Part VI of
subchapter A of chapter 1 of the Internal Revenue Code (IRC) to
impose an alternative minimum tax (AMT) for individuals and cor-
porations. As amended, IRC section 56(g) provides that the
alternative minimum taxable income (AMTI) of any corporation for
any taxable year beginning after 1989 shall be adjusted based on"adjusted current earnings."

Pursuant to IRC section 56(g)(3), the term "adjusted current
earnings" means:

"the AMTI for the taxable year --

(A) determined with the adjustments provided in para-
graph (4), and

(B) determined without regard to this subsection and the
alternative tax net operating loss deduction."

IRC section 56(g)(4) provides a number of adjustments in deter-
mining adjusted current earnings. Included among those adjust-
ments is IRC section 56(g)(4)(A)(i), which states (emphasis
added):

"PROPERTY PLACED IN SERVICE AFTER 1989. -- The depreciation
deduction with respect to any property placed in service
in a taxable year beginning after 1989 shall be determined
under whichever of the following methods yields deductions
with a smaller present value:

(I) The alternative system of section 168(g), or

(II) The method used for book purposes."

In addition, IRC section 56(g)(4)(A)(v) states (emphasis added):

"(v) SLOWER METHOD USED IF USED FOR BOOK PURPOSES. -- In
the case of any property to which clause (ii), (iii), or
(iv) applies, if the depreciation method used for book pur-
poses yields deductions for tax,ble years beginning after
1989 with a smaller present value than the method which
would otherwise be used under such clause, the method used
for book purposes shall be used in lieu of the method which
would otherwise be used under such clause.

The statute does not address the situation of a lessor who for
financial-statement purposes is required by Financial Accounting
Standard Number 13 (FAS 13) to account for leases as direct-
financing leases, but for tax purposes, properly accounts for
leases as operating leases. Pursuant to FAS 13, no depreciation
Der se is deducted for financial purposes, while for tax purposes

e priciation is deducted.

The language of IRC section 56(g)(4)(A) could be interpreted to
say that since no depreciation is deducted for book purposes, no
depreciation deduction would be allowed for AMT purposes in the
above situation. It should be noted that this interpretation
would apply regardless of when the asset was placed in service;
i.e., it would be applicable for taxable years beginning after
1989 for assets placed in service both before or after 1989.
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It also could be interpreted that since there is no depreciation
method for book purposes, IRC sections 56(g)(4)(A)(i)(II) and
56(g)(4)(A)(v) are not applicable. If so, other provisions with-
in IRC section 56(g)(4)(A) would apply. For example, pursuant to
IRC section 56(g)(4)(A)(i)(I), property placed in service after
1989 would be depreciated under the alternative system of IRC
section 168(g) if the book method is not applicable. Finally, it
could be interpreted that although the FAS 13 accounting for
direct-finance leases does not result in a depreciation deduction
per se, the asset is effectively written down by operation of the
requT'red Journal entries, and therefore, a "deemed" depreciation
should be allowed.

Briefly, under the direct financing method, FAS 13 requires the
lessor to substitute, a "lease receivable" for the leased asset.
The amount of the "lease receivable" is the sum of the lease pay-
ments receivable over the term of the lease, plus the estimated
residual value of the leased asset.

The difference between the "lease receivable" and the cost or
carrying value of the property is recorded as unearned income.
As lease payments are received, the lease receivable is written
down and the unearned income is amortized to income.

Upon expiration of the lease, the lease receivable would be writ-
ten down to the estimated residual value and the unearned income
would be fully written off. Thus, although the lessor records no
depreciation expense, the asset is effectively written down from
its original cost or carrying value to its residual value. One
could argue that this represents a depreciation method.

For the reasons stated above, a clarification is needed to pro-
vide a rule applicable to financing lease transactions for pur-
poses of permitting taxpayers to calculate depreciation under the
adjusted current earnings rule. We believe that there are
several options available to yo.u for providing a technical
correction.

Option 1: Indicate that IRC sections 56(g)(A)(4)(i)(Il) and
56(g)(M4(A)(v) are not applicable to finance lease transactions
that for financial statement purposes are required to be ac-

OPtin 2: Provide for "deemed depreciation" based on the differ-
ence between the taxpayer's cost or carrying value and the esti-
mated residual value of the leased asset. Such amount could then
be "depreciated" using any acceptable method (e.g., straight-
line) over the lease term.

Op tion 3: Provide for a "deemed depreciation" based upon what
eprec action would have been if, for financial statement pur-

poses, the taxpayer accounted for the lease as an operating
lease.

Option 4: Indicate that in situations which, for financial
statement purposes, the taxpayer accounts for finance leases
pursuant to FAS 13, the Treasury should by regulation or other
administrative action provide for an appropriate deemed deprecia-
tion. In no event, however, should the amount of depreciation
over the term of the lease be zero.

We believe that Option 1 is the easiest to administer since no
additional calculations would be required by the taxpayer. Op-
tions 2 and 3 are viable alternatives but would require addi-
tional computations. Waiting for regulations would be extremely
undesirable given the backlog of current regulations projects but
a solution that would permit the issuance of a ruling would be
acceptable.
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SUMMARY STATmENT
ON

TECHNICAL CORRECTIONS ACT OF 1987

Section 701(a) of the Tax Reform Act of 1986 should be amended to
clarify the computation of the depreciation adjustment that is
required in determining adjusted current earnings. Presently,
the language of section 56(g)(4)(A) of the Internal Revenue Code
(IRC) can be interpreted several different ways, with each
interpretation resulting in a different tax liability.

Several options are available for providing clarification and are
listed below:

0Ption1: Indicate that IRC sections 56(g)(A)(4)(i)(II) and
5 (g)_( (A)(v) are not applicable to finance lease transactions
that for financial statement purposes are required to be ac-
counted for pursuant to FAS 13.

Option 2: Provide for "deemed depreciation" based on the differ-
ence between the taxpayer's cost or carrying value and the esti-
mated residual value of the leased asset. Such amount could then
be "depreciated" using any acceptable method (e.g., straight-
line) over the lease term.

Option 3: Provide for a "deemed depreciation" based upon what
depreciation would have been if, for financial statement pur-
poses, the taxpayer accounted for the lease as an operating
lease.

Option 4: Indicate that in situations which, for financial
statement purposes, the taxpayer accounts for finance leases
pursuant to FAS 13, the Treasury should by regulation or other
administrative action provide for an appropriate deemed deprecia-
tion. In no event, however, should the amount of depreciation
over the term of the lease be zero.

Submitted by: Mark L. McConaghy
Price Waterhouse
1801 K Street, N.W.
Washington, D.C. 20006
(202) 296-0800
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PROFIT SHARING COUNCIL OF AMERICA
RECOMMENDATIONS FOR S. 1350

THE TECHNICAL CORRECTIONS ACT OF 1987

The Profit Sharing Council of America recommends the following changes and
clarifications be included in S. 1350, the Technical Corrections Act of 1987.

Additional Tax on Excess Distributions

L. The special grandfather rule under Sec. 4981A(c)(5) allows an employee to
elect to "grandfather" the amount of his accrued benefits as of August 1, 1986.
Most profit sharing plans do not value employee accounts monthly. Some value
quarterly, and most value annually. It is recommended that participants be
allowed to grandfather their accrued benefits as of the end of the first plan
quarter ending after August 1, 1986, for those plans which value quarterly, or
the end of the first plan year ending after August 1, 1986, for those plans
valuing once a year. The Council also recommends that all future income at-
tributable to the grandfathered amount be part of the grandfathered amount.

An employee who elects the special grandfather for accrued benefits as of August 1,
1986, will be denied the $150,000 limit under Sec. 4981A(c)(5)(C) or the $750,000
limit on lump sum distributions. The election of the special grandfather should
not deprive the retiree from the use of the substitute $150,000 limit. This
forces an employee to make an election years before a distribution is made. The
Council recommends that an employee be allowed to elect the $150,000 special limit
in the year of retirement. Moreover, the election of this grandfather should not
be required until the year of the distribution. In 1987 or 1988, most employees
will not have the information available in order to make a meaningful election.

2. The excess distribution as defined under Sec. 4981A(c)(2) would apparently
require the inclusion of net unrealized appreciation in distributed employer
securities as part of the excess distribution. This would include net unrealized
appreciation which is excludable from a lump sum distribution under Sec. 402(e)(4)(J).

Reason dictates that the excise tax apply only to amounts includible in taxable
income. This is supported by reference to the House Bill H.R. 3838, Sec. 1133,
which is explained by the Report of the Committee on Ways and Means 99-426,
December 7, 1985, at page 745.

That Report says, in part, at page 745:

In applying the limit, aggregate annual distributions made with
respect to a participant from all pension, profit-sharing, stock
bonus, and annuity plans, ESOPs, individual retirement accounts
and annuities (IRAs), and tax sheltered annuities generally are
taken into account to the extent includible in gross income.
(Emphasis added.)

The use of employer securities in profit sharing plans has long been treated
favorably under the Code in recognition of the value of the employee ownership of

-the employer, both as an incentive to foster the welfare of the employer and to
instill the pride of proprietary interest in the employees. Levying an excise tax
on unrealized appreciation in distributed employer securities would be an unwarranted
and unsupported diminution of that historical favorable treatment.

3. Sec. 4981A(c)(4) allows a taxpayer to use five times the amount of the
limitation, or $750,000, in calculating his limitation if the taxpayer elects
income averaging for a lump sum distribution under Sec. 402(e)(4)(B). A taxpayer

may lose the right to elect income averaging if he has previously elected such
averaging, or has made an IRA rollover of a partial distribution in the past.
The Council urges that an employee should not be deprived of the special higher
limit on lump sum distributions even though he is not able to elect the special
averaging.

4. Sec. 4981A(c)(5) should be clarified to provide that the grandfathering applies
to amounts held in IRAs, especially those IRAs which have received rollovers from
qualified plans.-

5. The Council recommends that Sec. 4981A(d) should be amended to allow for a
deduction for the marital deduction under Sec. 2056 and the unified credit under
Sec. 2010. In many cases, the amount in the qualified profit sharing plan or a
rollover IRA is a major part of the estate of the deceased employee or retiree.
This property is generally left to the surviving spouse. It seems unjust to impose
the excess distribution penalty tax in these cases.
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Extension of Special 5-year Averaxing toEarly Retirees

Sec. 72(t) waives the 107 early distribution penalty on lump sum profit sharing
distributions before age 59h if the employee retires under the terms of the plan
after attaining age 55. However, between the ages of 55 and 594, the employee
would not be eligible for the special 5-year averaging for his lump sum distri-
butions. The special 5-year averaging should be extended to these retirees.

Age 55 is considered early retirement age by most employers. Many thousands of
employees retire at age 55, take lump sum distributions of their profit sharing
accounts, and use the proceeds for retirement until age 62 when their Social
Security benefits commence. Many profit sharing plans provide only lump sum
distributions. It is entirely inconsistent to allow employees to retire early
without penalty, but not allow them the special 5-year averaging on their lump
sum distributions from their qualified profit sharing plans.

Congress recognized that early retirees should not be subject to the early distri-
bution penalty. The intention was to allow employees the opportunity to retire at
age 55 without penalty. The omission of special 5-year averaging was apparently
an oversight and will act as a severe penalty on this group of retirees. The Code
should be corrected to give the early retirees the intended protection.

The reduction to age 55 will have no adverse revenue effect. In fact, in the
future it will enhance revenues because employees will not be encouraged to post-
pone their retirements and to delay receiving their lump sum distributions. Further,
Sec. 1122(h)(3) of the Tax Reform Act provided a transitional rule for all employees
who were age 50 on January 1, 1986. Therefore, extending the 5-year averaging to
early retirees will have no revenue effect until at least 1991.

Lump Sum Distributions

Sec. 1122(h)(4) of the Tax Reform Act provides for a 5-year phase out of capital
gains treatment for pre-1974 accumulations. The bill is silent as to the rate of
tax applicable under the 5-year phase out. Sec. 1122(h)(3)(B) provides for a 20%
tax on the capital gains portion of a lump sum distribution for an individual who
attained age 50 before January 1, 1986. It is recommended that the Act be clari-
fied to allow a 207. tax rate on the phase out of the capital gains treatment for
those individuals who were not born before January 1, 1936.

There should also be a correction of the method for calculating the 5-year averaging
on lump sum distributions under Sec. 402(e). Commencing in 1988, the 15% tax rate
will start to be phased out under the single individual tax tables when the tax-
able amount exceeds $43,150. From $43,150 to $89,560 of taxable income, the
marginal rate will be 337.. It is recommended that the phase out of the 15% tax
rate should not be taken into account when calculating the tax under the 5-year
income averaging. The phase out of the 15% tax rate will undoubtedly substan-
tially increase the tax on many lump sum distributions and virtually eliminate any
benefits suth treatment might otherwise give the employee. This would certainly
be contrary to the Congressional intent in providing equitable tax treatment for
lump sum distributions. These distributions often represent accumulations over
the employee's entire working career.

Sec. 401(m)(9) Hultiple Use of the Alternative Limitation

Sec. 401(m)(9) provides that the Secretary may prescribe regulations to prevent
the multiple use of the alternative limitation with respect to any highly com-
pensated employee. The alternative limitation is apparently the 200%/2 per-
centage points limitation described in Sec. 401(m)(2)(A)(ii).

The non-discrimination test became effective on January 1, 1987. For many plan
sponsors the calculation of this test is complex and, in the absence of regulations
prescribing the details on such calculations, many employers will undoubtedly make
errors. Discovery of the errors in the future can result in substantial penalties.
Therefore, it is recommended that the effective date for any prohibition on the
multiple use of the alternative limitation should be delayed until after final
regulations are promulgated by the Secretary. The effective date should be delayed
until the beginning of the first plan year following the adoption of such final
regulations.

In addition, the final regulations should not restrict the use of the alternative
limitation under Sec. 401(m) unless there is in fact a multiple use of the same
contribution, such as a qualified nonelective contribution, under both Sec. 401(m)
and under Sec. 401(k).
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Loans

Sec. 72(p)(2)(C) requires "level amortization" of loans. It is unclear whether
level amortization means level amortization of principal, or equal payments of
principal and interest over the life of the loan. Normally, loans are repaid with
equal paymentp. The first payments generally consist of higher amounts of interest
which will decrease in subsequent payments as the principal balance decreases. It
is recommended that Sec. 72(p)(2)(C) be clarified to allow level payments over the
life of the loan.

Sec. 72(p)(3)(B)(ii) provides that interest is not deductible to the extent it is
attributable to elective 401(k) deferrals. In many cases, a loan is secured by
the non-401(k) portion of an account as well as the elective 401(k) deferral portion
of the account. Thus, if any part of a loan is secured by the elective 401(k)
deferral, this will taint the entire interest deduction. It is recommended that
the interest deduction be denied only to the extent of the loan balance that is
secured by the elective 401(k) deferral.

Sec. 72(p)(3)(B) also denies an interest deduction for a loan to a key employee
as defined in Sec. 416(i). This latter section includes as a key employee any
employee who satisfied the test in the plan year or any of the four preceding
plan years. This definition is too broad for the purpose of denying the interest
deduction. The determination of a key employee for this purpose should be based
on the status of the employee as of the last day of the year preceding the first
day of the plan year.

Definition of Compensationi

The Technical Corrections Act of 1987 in Sec. 111(k) would make a substantive
change to present law.

Sec. 414(s) presently allows the employer to elect to include any salary reductions
under Secs. 125 and 401(k) as compensation for all purposes under Part I of Sub-
chapter D of the Code.

The Technical Corrections Act would eliminate this election with respect to the
definition of compensation under Sec. 415(c).

This substantive change would have little or no impact on higher-paid employees who
are limited by the $30,000 maximum annual addition. However, for lower-paid
employees this would reduce the compensation base upon which the 25. maximum annual
addition under a defined contribution plan is determined. The ability of lower-
paid employees to save for their retirement should not be sacrificed to achieve
greater uniformity. As a result, it is recommended that this'substantive change
not be made.

ESOPs and PAYSOPs -- Diverstfication Requirements

Sec. 401(a)(28) requires diversification of investments in PAYSOPs and ESOPs for
employees approaching retirement. Many profit sharing plans include tax credit
PAYSOPs. The Tax Reform Act terminated the tax credit after December 31, 1986.
Most plan sponsors will not make their 1986 contribution to the PAYSOP until 1987,
when the total compensation of participants is determined. The contribution will
then be invested in employer securities.

The effective date for the diversification requirements applies to stock acquired
after December 31, 1986. Under most PAYSOPs, after the employer stock is purchased
with-the 1986 contribution, no further stock purchases will be made except for the
reinvestment of dividend income on the stock then held. Requiring the diversifi-
cation for the stock attributable to the 1986 contribution will impose substantial
administrative burdens on most plan administrators. It is strongly recommended
that the effective date of Sec. 401(a)(28) be clarified so that the contributions
for 1986, which are made in 1987, and future purchases of employer stock by rein-
vestment of dividends should not be subject to the diversification requirements.

Respectfully submitted,

David L.. Wray
President
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By Hand

William Wilkins, Esq.
Chief Tax Counsel
Committee on Finance
205 Dirksen Senate Office Building
Washington, D.C. 20515

Re: Comments on Technical Corrections Act of 1987
-- Transition Rule for Market Discount Bonds
[Tax Reform Act S1011(d), S.1350 S110]

Dear Mr. Wilkins:

I am enclosing a statement submitted on behalf of
Provident Life and Accident Insurance Company and its
affiliates regarding the proposed Technical Corrections Act
of 1987.,

The statement concerns a proposed substantive amendment
contained in section 110 of the Technical Corrections Act.
The proposed amendment would take away most of the
transitional relief granted to Provident and other companies
in section 1011(d) of the Tax Reform Act of 1986. The
amendment would also abridge a grandfather rule in the 1984
Act regarding market discount bonds upon which Provident and
other life insurance companies have relied.

Provident therefore urges that full, or substantially
full, transitional relief be retained. This can be done
within the limits of the revenue estimates made for the 1986
Act provision while at the same time making the transitional
relief 'generic.

Provident appreciates the opportunity to comment on the
proposed legislation.

Thomas A. Stout, Jr.

STATEMENT SUBMITTED ON BEHALF OF
PROVIDENT LIFE AND ACCIDENT INSURANCE COMPANY

ON THE TECHNICAL CORRECTIONS ACT OF 1987

Transition Rule for Market Discount Bonds

[Tax Reform Act S1011(d); H.R. 2636 S1101

Section 110 of H.R. 2636 would take away 60 percent of

the transitional relief granted to 15 named life insurance

companies from the repeal of the alternative corporate

capital gains rate in section 1011(d) of the Tax Reform Act

of 1986. This proposed amendment to eliminate most of that

transitional relief is particularly unfair and certainly
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constitutes a substantive change in the law, contrary to the

express purpose of the technical corrections bill as stated

by Chairmen Rostenkowski and Bentsen. Full transition

relief should be retained.

Transitional relief was granted for the market discount

on certain bonds that had previously been grandfathered in

the 1984 Act. This transitional relief is vitally important

to these life insurance companies because grandfathered

market discount bonds have been used by the companies to

fund guaranteed investment contracts, which call for the

payment of a fixed amount by the companies on a date

certain. The companies relied on the tax treatment of

grandfathered market discount bonds in establishing the

guaranteed rates of interest paid under these contracts, and

the companies cannot recover any increase in the tax cost of

the bonds because the return on the guaranteed investment

contracts is fixed. Therefore, unless full transitional

relief is retained, these companies will incur significant

and unrecoverable damage.

We wish to make it clear that we do not oppose an

amendment to provide transitional relief for the rest of the

life insurance industry. But it is unfair to make the named

companies bear the cost by taking away most of their

transitional relief.

The Joint Committee staff has reestimated the cost of

full transitional relief and found it to be less than

one-half of the amount originally projected. Indeed, we

understand that, based on the revenue cost of $120 million

originally estimated for the named companies, generic

transitional relief can be provided to the entire life

insurance industry at a rate close to the former alternative

corporate capital gains rate. We also note that the

proposed technical corrections provision to make generic the

capital cost recovery transition rule for aircraft

manufacturers in certain states [H.R. 2636 5102(d)(12)) does

not similarly reduce the level of relief of manufacturers

under the Tax Reform Act provision.
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Therefore, we strongly urge the Committee retain

substantially the tax rate of 28 percent as the transitional

relief for market discount bond income covered by section

1011(d) of the Tax Reform Act for generic application of the

section.

Supplemental Information

.This statement is submitted by John E. Chapoton and Thomas

A. Stout, Jr. of VINSON & ELKINS, 1455 Pennsylvania Avenue,

N.W., Washington, D.C. 20004-1007, telephone no. (202)

639-6500, on behalf of PROVIDENT LIFE AND ACCIDENT INSURANCE

CO.

July 20, 1987
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BarrV M. GiIlman
Managing Director

The Prudential Prudential Capital Management International
The Pruenlial Plaza Newark. NJ 01101

201 877.7982

July 22, 1987

Ms. Laura Wilcox
Hearing Administrator
U.S. Senate - Committee on Finance
Room S.D.206 - Dirksen Senate Office Building
Washington, DC 20510

Dear Ms. Wilcox:

Technical Corrections Act of 1987

We are writing to point out a severe problem that would occur for the
regulated investment companies under our management if Section 106
(n)(2) of H.R. 2636 and S. 1350, the Technical Corrections Act of
1987, is passed into law.

First, let me state that Prudential Capital Management International
(a subsidiary of The Prudential Insurance Company of America) manages
approximately $2 billion in SEC registered investment companies, which
invest in foreign currency denominated fixed income securities which
makes us one of the largest such investment managers.

The major problem in our view with Section 106 (n)(2) is that the
revised definition of income taken into account for purposes of
Section 851(b)(3) of the Internal Revenue Code (the so-called
short-short rule)" appears to apply to all types of foreign currency
transactions, including settlements, interest payments and dividend
payments.

We believe that it is inappropriate to include such items as the
intent of the rule is to reduce short-term trading profits, not to
penalize for short-term currency fluctuations unrelated to portfolio
action.

It is our opinion that including such items under the "short-short"
provision will be of material detriment to shareholders of these
registered investment companies and thus urge you to modify Section
106(n)(A) of the Act to delete the provision relating to foreign
currency gains. We view the provision as particularly troubling in
that it would apply retroactively. I am including excerpts from a
memorandum from attorneys Sullivan & Cromwell that expand further on
this issue.

Si merely,

/ Barry M. Gillman

A Subsd-'a'v ol The Pruden'Wa Insurance Comoa-¥ co Ametca
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SULLIVAN & CROMWELL

July 10, 1987

MEMORANDUM

Re: Technical Corrections Act of 1987

This memorandum discusses a provision of

H.R.2636 and S.1350, the Technical Corrections Act of 1987

(the "Act"), which, if enacted into law, would significantly

modify the requirement that a regulated investment company

derive less than 30% of its gross income from the sale or
other disposition of stock or securities held for less than

3 months. The Act was introduced in Congress on June 10,

1987 as a technical correction to the Tax Reform Act of

1986.

Section 851(b)(3) of the Internal Revenue Code of

1986 (the "Code") currently provides that a regulated invest-

ment company must derive less than 30% of its gross income

from the sale or other disposition of stock or securities

held less than 3 months (the so-called "short-short" rule).

The stated purpose of this requirement is to prevent a

regulated investment company from actively trading secur-

ities for the purpose of making short-term trading profits.

See Rev. Rul. 75-376, 1975-2 C.B. 267.

Section 106(n)(2) of the Act amends Section 851(b)(3)

of the Code to provide that income taken into account for

purposes of the short-short rule includes, among other

things, gross income derived from the sale or other disposi-

tion of options, futures or forward contracts held for less

than 3 months and, except as may be provided in regulations,

foreign currency held for less than 3 months.* If enacted

in its current form, the provision would apply retroactively

to taxable years beginning after October 22, 1986.

The scope of the provision is at this time un-

clear. While the provision applies to income from the sale

or disposition of "foreign currency" held for less than

3 months, a definition of 'foreign currency" is not provided.

For purposes of computing a taxpayer's foreign currency

gains and losses, Section 988(c) of the Code defines

Annex A to this memorandum sets forth the proposed
amendment to Section 851(b)(3) of the Code.
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"nonfunctional currency" as including coin or currency as
well as any nonfunctional currency denominated demand or
time deposit or similar instruments issues by a bank or

other financial institution. Section 106(n)(2) of the Act
would therefore appear to apply at a minimum to currency
gains realized upon disposing of foreign coin or currency
(for example, upon exchanging the foreign coin or currency

into U.S. dollars or upon paying expenses with foreign coin
or currency) and upon withdrawing funds held for less than
3 months from a foreign currency bank account for any
purpose other than reinvestment in a demand or time deposit

or similar instrument issued by a bank or other financial

institution.

In addition, Section 106(n)(2) in its present form

may also be interpreted as applying to any "foreign currency
gain" as defined in Section 988(b) (1) of the Code. Such a

foreign currency gain may result not only from the actual
disposition of foreign currency, but also from "Section 988
transactions", which include most transactions denominated

in terms of a foreign currency (e.q., purchases or sales of

foreign currency denominated debt instruments or accruals of
items of expense or income in foreign currency units). See
generally Section 988(c)(1) (B of the Code. If Section
106(n) (21 of the Act were interpreted as applying to such

transactions, foreign currency gains realized on a settle-
ment date attributable to exchange rate fluctuations between
the trade date and the settlement date, or upon the receipt
of principal on a foreign currency denominated debt instru-

ment within 3 months of the instrument's acquisition
(including principal payments on short-term debt instruments
having maturities of less than 3 months) would be counted
for purposes of the short-short rule. Similarly, foreign

-currency gains realized upon receipt of an interest payment

on a foreign currency denominated bond, or upon receipt of
the redemption price on an instrument bearing original issue
discount in foreign currency units, might also result in

short-short income to the extent attributable to interest
(or foreign currency original issue discount) accrued during

the 3 month period prior to the payment.

Furthermore, because Section 106(n)(2) of the Act
would also apply to the sale or disposition of futures and

forward contracts held for less than 3 months, that

provision may also apply to any foreign currency gains

realized between the date an agreement is entered into to



1140

exchange one currency for another and the settlement date
(typically two banking days later). In a separate amendment

made to Subpart J of the Code by the Act, all gain
recognized on a foreign currency option, future or forward

contract or similar financial instrument not subject to the
mark-to-market rules of Section 1256 of the Code at the

close of the taxable year would be treated as foreign

currency gain or loss. See Section 112(t)(3)(A) of the Act.

We believe that Section 106(n)(2) of the Act

inappropriately includes for purposes of the short-short

rule income wholly unrelated to'the purpose of that rule.
That provision causes particular concern because it would be

applied retroactively. Although regulations may limit the

extent to which foreign currency gains will be included for

purposes of the short-short rule, it must be assumed until

such regulations are issued that that provision will be
applied to currency gains arising in a broad range of

circumstances.

Annex A

Section 106(n)(2) of the Act would amend Sec-

tion 851(b)(3) of the Code to read as follows:

"(b Limitations. -- A corporation shall not be

considered a regulated investment company for any tax-

able year unless --

(3) less than 30 percent of its gross income

is derived from the sale or disposition of any of

the following which was held for less than

3 months:

(A) stock or securities (as defined in

section 2(a)(36) of the Investment Company

Act of 1940, as amended),

(B) options, futures, or forward con-

tracts, or

(C) except as provided in regulations,

foreign currency, and".
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Prudential-Bache Capital Funding 40

Public Finance Deartment

July 24, 1987

Honorable Lloyd Bentsen
Chairman
Committee on Finance
United States Senate
Washington, D.C. 20510

Re: 5. 1350. the Technical Corrections Act of 1987

Dear Mr. Chairman:

I am writing to request your consideration of a
clarification to the 1986 Tax Code which is of great con-
sequence to the new State Revolving Fund program authorized
pursuant to the "Water Quality Act of'1987"1, Public Law
100-4. There is a need to clarify th tax treatment of
"leveraged" state obligations issued for water pollution
control state revolving funds, perhaps as part of the pend-
ing technical corrections legislation.

In general, any state or local obligation that is
"federally guaranteed" is not exempt from federal income
tax. The tax code (I.R.C. 6149) defines "federally
guaranteed" broadly to include any obligation where the
payment of principal or interest is guaranteed, either
directly or indirectly, by the United States. Exceptions
are provided in the Code for certain insurance, debt
service, and housing programs. No regulations have been
issued by the Treasury to provide further guidance on this
matter.

The Joint Committee on Taxation, in its explanation of
the 1984 Deficit Reduction Act, indicated that the Congress
intended that the determination of whether a Federal guar-
antee exists be based on the underlying economic substance
of the transaction, taking into account all the facts and
circumstances. The transfer of risk to the Federal Govern-
ment is a key element in determining whether a guarantee
exists relating to the issue of the obligations.

Problem

Concerns have been expressed with regard to the effect
of this limitation on the new State Revolving Fund ("SRF")
program established by the 1987 Clean Water Act Amendments,
Public Law 100-4 ("CWA"). A key element of the program is
the shifting of federal water pollution control financing
to the States, replacing the former federal construction
grant approach with federal "seed money" (capitalization
grants). Beginning in Fiscal Year 1989, as a precondition
to roceivinythis seed money, States must establish a revol-
ving fund as a source for loans, or to be "leveraged" and
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used as a revenue source or security for State issued obli-
gations to permanently expand the fund (CWA 1603(d)(4)).

Where the federal capitalization grant deposited in the
State revolving fund is used as security for obligations
issued by a State or to guarantee local obligations for
water pollution control projects, the Internal Revenue
Service might disallow the tax exemption under circum-
stances discussed below.

The EPA retains authority to annul a grant agreement
and require all funds to be returned, with interest, in-
cluding funds already expended. Annulment is authorized by
regulation where a grantee: (1) makes no progress or
delays a project without good cause, or (2) is found to
have obtained a grant by fraud or misrepresentation, or (3)
permits corrupt administrative practices, or (4) fails to
meet fundamental purposes of a grant agreement.

o While few, if any, States would ever violate these
rules, the Service might argue that a federal link is never
broken and that these funds never become "state" funds but
always retain a "federal" character. The Service might
argue further that since the federal funds will be used as
collateral for the obligations, risk is transferred from
the State, thus the funds act as a "federal guarantee".

o On the other hand, it can be argued that, once
deposited, the federal grant becom-i., a State fund and is
not a federal guarantee. The Federal role is limited to
program-level grants-making review. No direct Federal
project management role occurs unless a state so requests.
Each revolving fund is State designed and operated with
minimal Federal requirements.

Treasury has indicated that a revenue ruling would be
needed to resolve this uncertainty absent legislation.
This could delay full implementation of the plan to shift
water pollution control financing to the States by perhaps
two-years or more. While a few states have already
established revolving fund programs, the vast majority of
states will begin early next year to implement such plans
in view of the October 1988 deadline.

Proposal

The tax code should be clarified to provide that a
State revenue or general obligation shall not be treated as
"federally guaranteed" by reason of the fact that a federal
capitalization grant for a State water pollution control
revolving fund is used as a source of security for the
payment of principal and interest on such obligations or is
used to guarantee local obligations for water pollution
control projects.

Mr. Chairman, thank you for reviewing this request.
Any assistance that you can provide would be greatly
appreciated by the nation's municipal waste-water treatment
community. Please let me know if you or your staff have
any questions about this matter.

Sincerely,

William B. James, C.F.A.
Associate Direct6s
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The Putnam Management One Post Office Sq ue
Company, Inc. Boston, MA 02109

(617) 292-1400

FEDERAL EXPRESS

July 17, 1987

U.S. Senate Committee on Finance
Room 205, Senate Office Building
Washington, D. C. 20510

Committee on Ways and*Means
U.S. House of Representatives
1102 Longworth House Office Building
Washington, D. C. 26515

Re: H.R. 2636 and S. 1350 - Technical Corrections Act of 1987 (the "Act")

Ladies and Gentlemen:

The Putnam Management Company, Inc. ("Putnam") wishes to express its views
on one Issue being considered In your deliberations on the Act which is of vital concern to
U.S. investors who invest in foreign securities and wish to protect their investment from
unfavorable changes in the exchange rate between the U.S. dollar and the applicable
foreign currency.

Putnam is an Investment manager for 35 U.S. mutual funds with assets of over
$32 billion owned by over 1.5 million shareholders. Putnam's affiliates manage
approximately $10 billion of investments for Institutional clients such as pension funds.
Many of these mutual fund and pension clients invest In foreign equity or debt securities
when consistent with their investment objectives as a means of obtaining greater
diversification and enhancing their potential capital appreciation or income, as the case
may be.

It is a customary and quite prudent practice for U.S. investors to assure a U.S.
dollar value to the required payment on settlement of a securities purchase, and the
value of the proceeds of a sale of securities or receipt of a dividend or interest payment
on securities owned, by entering into a forward contract for the applicable foreign
currency on U.S. dollars, as the case may be. Furthermore, the dollar value of foreign
securities positions may be protected, or hedged, by appropriate forward currency
contracts. In each case, this protects the U.S. investor from the currency risk in the
Investment resulting from changes in the relevant exchange rates.

This particular investment practice is not speculation. It is a conservative
strategy Intended to reduce the risk of loss to a U.S. investor whose economic frame of
reference is the U.S. dollar.

Bluum
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Page Two
July 17, 1987

Section 851(b)(3) of the Internal Revenue Code contains the so-called "short-
short" requirement for U.S. mutual funds and requires that to be eligible for tax
treatment as a regulated investment company the fund must derive less than 30% of its
gross income from the sale or other disposition of stock and other securities.

We understand that Section 106(n)(2) of the Act would amend the short-short rule
to include currency gains. Such a result would jeopardize the tax status of many funds
investing in foreign securities for the very act of trying to protect the investment values
of their U.S. shareholders. We do not believe that this Is consistent with the apparent
objective of Section 851(b)(3) to limit speculation and overly-aggressive trading. Indeed,
to the extent that a fund was precluded from hedging against currency risk, it could be
said to be assuming more speculative risk. We strongly urge your Committees to not
enact any legislation that would inhibit mutual funds from seeking to reduce currency
risk in foreign Investing, either directly or indirectly via the short-short rule. There is no
tax policy to be served by such a step, and it would be a disrvice to U.S. investors.

Peter L. Curry, /
Senior Vice I sident and

PLC/Icr Corporate Counsel

cc: Laura Wilcox, U.S. Senate Committee on Finance (5 copies)
Mary McAuliffe, U.S. Senate Committee on Finance (5 copies)
Robert J. Leonard, Esq., Committee on Ways and Means (6 copies)
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Laura Wilcox
Hearing Administrator
Senate Finance Committee
205 Dirksen Senate Office

Building
Washington, D.C. 20510

Re: Technical Issues Relating to
Section 936 Corporations

Dear Ms. Wilcox:

The following is submitted for the record on S. 1350 on
behalf of the Puerto Rico, U.S.A. Foundation.

The Tax Reform Act of 1986 contains a number of amend-
ments and provisions other than section 936, the impact of
which on section 936 corporations is unclear. In addition,
a transitional rule is needed to phase-in the impact of in-
creasing from 65 percent to 75 percent the amount of gross
income from an active trade or business that is required
for a corporation to obtain section 936 treatment.

The following are those items that we believe should be
included in S. 1350:

1. Definition of Creditable Foreign Tax.-- Section
56(f) (2) (F) (ii) (I) provides that 50 percent of any with-
holding tax paid to a possession of the United States with
respect to dividends that are added to adjusted net book
income is treated as creditable foreign tax paid by the
corporation receiving the dividends. In most cases, dis-
tributions from section 936 corporations that are dividends
are subject to a withholding tax, and thus, a foreign tax
credit is allowed under this provision. There are some
cases where the recipient of a dividend is engaged in a
trade or business in Puerto Rico and the dividend is not
subject to a withholding tax, but is subject to the regular
corporate Puerto Rican income tax at a reduced rate. The
effective rate on this dividend approximates that which
would be imposed if a withholding tax had been imposed
rather than the Puerto Rican corporate income tax. Tech-
nically, however, the tax that is imposed is not a with-
holding tax and thus, a foreign tax credit would not be
allowed for these taxes. A technical amendment is neces-
sary to make clear that all Puerto Rican income taxes on
dividends may be credited for alternative minimum tax
purposes.

2. Computation of Foreign Tax Credit Limitation.--
Section 59(a)(1)(C) provides for an adjustment to the for-
eign tax credit limitation in case the alternative minimum
taxable income is increased by reason of the book income
preference. It is provided that the increase in alterna-
tive minimum taxable income by reason of the book income
preference is to be prorated between domestic and foreign
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sources based upon the portion of the alternative minimum
taxable income from domestic and foreign sources before the
book income adjustment.

In the case of other preferences, alternative minimum
taxable income from sources outside the United States is
calculated by determining gross income from foreign sources
and by allocating and apportioning a portion of expenses to
that gross income. Since in many cases the nature of the
items that are included in book income are not identifiable
as to source, a rule of administrative convenience was
adopted which provides that the ratio of foreign to do-
mestic source is not affected by the inclusion of the book
income preference. In the case of a dividend from a pos-
sessions corporation which is included in alternative min-
imum taxable income, foreign source income is increased by
an amount that equals the amount of the dividend multiplied
by the ratio of foreign to domestic source income.

If the book income is attributable to possession source
dividends, then the failure to increase the ratio of for-
eign to domestic source income may result in a loss of
credits for taxes paid to Puerto Rico. An extreme example
of this would be a parent corporation that has no foreign
source income other than possessions corporation dividends.
In such a case, the parent would have no foreign source in-
come before the book income adjustment and thus, the book
income adjustment would be all attributable to domestic
source income and there would be zero foreign tax credit
limitation. While this is a problem only under the book
income preference, since the earnings and profits adjust-
ment does not contain such a proration rule, the impact
could be severe to affected taxpayers. Accordingly, we
recommend that the statute be amended to provide that in no
event shall the increase in foreign source income be less
than the amount of dividends received from all possessions
corporations.

3. Interest on Puerto Rico Government Obligations.--
In the case of a section 936 corporation, the alternative
minimum tax does not apply to (i) taxable income from the
active conduct of a trade or business in the possession or
from the sale of assets of such trade or business and (ii)
gross income from sources within the possession that is
from the investment in the possession of funds derived from
the active trade or business or from other qualified in-
vestments (QPSII). The application of this exclusion to
interest on Puerto Rico government obligations is unclear.
Interest on these obligations issued prior to 1983 was ex-
empt from U.S. income tax by virtue of section 3 of the
Federal'Relations Act. From 1983 to the present, the in-
terest is excluded from gross income under section 103(a)
of the Code. In either event, the interest is not in gross
income and thus may not qualify as QPSII. Such a result is
anomalous in that investment income which is not taxed by
reason of the possessions tax credit is excluded from the
alternative minimum tax, but income from Puerto Rican gov-
ernment sources which otherwise would be eligible for the
possessions tax credit but for the fact that it is already
exempt, may be subject to the alternative minimum tax.
Such a result would cause taxpayers to favor "taxable" in-
vestments over Puerto Rican government investments to the
detriment of the Puerto Rican government and the various
programs, such as housing and Caribbean Basin Initiative in
which the funds would be used. In order to eliminate un-
certainty, the statute should be amended to exclude from
the alternative minimum tax any amount excluded from gross
income under section 103(a) which would meet the require-
ments of section 936(d)(2) if it were not so excluded.
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4. Allocation of Expene.-- Section 1215 of the Act
amends section 864 by adding a new subsection (e) dealing
with the allocation of interest and other expenses. The
application of these rules to Puerto Rico is unclear. The
statute says that the new section 864(e) is applicable for
purposes of international provisions (except as provided in
regulations).

There was a Senate floor colloquy confirmed by the
Chairman of the Ways and Means Committee that provides that
the provision treating all members of the affiliated group
as a single corporation- for purposes of allocating interest
expense is not to apply for purposes of section 936(h) (re-
lating to the profit-split and cost-sharing methods of de-
termining income from manufacturing). The colloquy is
silent as to the impact of the interest rules for other
provisions as well as the treatment of other expenses.

The colloquy leaves unanswered the impact of any alloca-
tion on section 936(a). If section 864(e)(1) applies, the
benefit obtained by the Senate floor colloquy would be re-
duced. We understand that there was no intention to allo-
cate interest expense to the manufacturing and investment
income of a section 936 company. Not applying the section
864(e)(1) rules for profit-split and cost-sharing only part-
ly achieves this goal. Those rules determine what portion
of the income from the sale of the product may be earned by
the section 936 company. Section 936(a) defines what in-
come earned by a 936 company is eligible for the section
936 credit. Thus, if the interest expense were allocated
to income for section 936(a) purposes, it would reduce the
amount of the credit. Accordingly, confirmation is needed
that section 864(e)(1) does not apply for purposes of the
section 936(a) computation.

It is also not clear, for purposes of section 904 allo-
cations, what is the treatment of either the stock in a sec-
tion 936 company or the assets of a section 936 company.
For purposes of the foreign tax credit limitation, a sec-
tion 936 corporation is not a member of the group and the
limitation is based upon foreign source income of the group
over world-wide income of the group. Neither the income
nor taxes of a section 936 corporation is taken into ac-
count. Even in the case of a dividend from a section 936
corporation, the dividend has no impact on the foreign tax
credit, since there is a dividends received deduction equal
to the amount of the dividend. However, by taking the
assets and gross income of the section 936 corporation into
account as part of the group or by treating the stock of a
section 936 corporation as an asset with an adjusted basis,
the statute could be read as requiring the consideration of
these assets and income or stock in calculating the in-
terest and other expense allocations for purposes of sec-
tion 904. It is recommended that the statute clarify the
fact that for purposes of section 904 calculations, the
investment in the stock or the assets and income of a sec-
tion 936 corporation are not taken into account.

5. Gross Income Test.-- Section 936(a)(2)(B) was
amended by the Tax Reform Act to require that 75 percent of
the gross income of a possessions corporation for the
three-year period immediately preceding the close of its
taxable year be derived from the active conduct of a trade
or business within a possession. For a calender year 1987
taxpayer, the provision appears to require that for the
years 1987, 1986, and 1985 that at least 75 percent of its
gross income be active trade or business income. The re-
duction in 1987 of the amount of allowable investment in-
come that may be earned in prior years is a retroactive
change in the law that could deny the possessions tax
credit to many corporations.
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Prior to amendment by the Tax Reform Act, the require-
ment was 65 percent for 1986 and 1985, and 60 percent for
1984. Thus, in 1986 relying on the then existing provi-
sions, a taxpayer could have had less than 65 percent of
its gross income for the three preceding years from an
active trade or business income. Even if a corporation was
carefully following the legislative developments regarding
the Tax Reform Bill, until the Senate Finance Committee
acted in July of 1986, the provision in the House Bill was
the relevant consideration and the House Bill would have
increased the active business requirement to only 70 per-
cent in 1986. Accordingly, if during 1986 a corporation
made immediate adjustment to compensate for the change from
the 70 percent requirement of the House Bill to 75 percent
of the Senate Bill, it could not, in the extreme case, have
complied with the new 75 percent requirement for 1987. In
order to meet the 75 percent requirement in 1987, a tax-
payer who had 65 percent in 1985 and 70 percent in 1986
from an active trade or business and who had not increased
its gross income in 1987 would be forced to meet a require-
ment of having 90 percent of its gross income in 1987 from
an active trade or business.

It is recommended that the effective date of the new 75
percent requirement be phased-in in a manner so that taxpay-
ers who have made a good faith effort to satisfy the re-
quirement not be adversely affected. It is suggested that
the testing period for the new 75 percent requirement be
computed on a phase-in basis by using a weighted-average
based upon the applicable percentages specified in each tax-
able year of the testing period. For example, if a taxpay-
er's gross income in 1985 was $100, in 1986, was $110 and
in 1987 is $125, the test would be satisfied if $230.25
(65% of $210 + 75% of $125) was active business income. It
should be kept in mind in considering this proposal that
what was done for 1986 is done and therefore any change to
add relief from the retroactive rules impacts only to re-
lieve companies from the disasterous consequence of com-
plete disqualification from section 936.

Sincerely,

Carl A. Nordberg, Jr.
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July 14, 1987

MS Laura Wilcox
US Senate Committee on Finance
S.D. 205
Washington, DC 20510

Dear Ms Wilcox:

I have the following comments which I wish to submit for the consideration of
the US Senate Committee on Finance relative to a needed amendment to the
Technical Corrections Bill (S. 1350). I will be grateful for your as-
sistance in bringing the following points before the committee.

In my opinion clarification is needed by way of an amendment to the bill so
that it specifically states that charitiable gift annuities issued by IRC
Sec. 501(c)(3) organizations are NOT "commercial-type insurance" under IRC
Sec. 501(m).

In the case of charitable organizations, donors use gift annuities as a
gifting vehicle because they desire to make a gift to the organization. A
gift annuity given with this motivation does not compete with the commercial
insurance industry nor is such a gift annuity "commercial-type insurance".

It is the feeling of our type of not-for-profit organization that failure to
clarify the act to the effect that gift annuities to 501(c)(3) institutions
will dry up an important source of funding to our organization's religious
and charitable activities. Gift annuities have been used as a funding
vehicle- for charitable works for over 100 years. For the small donor, the
charitable gift annuity is the equivalent of a large donor's charitable
remainder annuity trust--this latter vehicle being unaffected by IRC 501(m).

We will appreciate your positive consideration of this matter so that the
Technical Correctiens Bill (S. 1350) will clarify the definition and status
of charitable gift annuities as not-being of the nature of "commercial-type
insurance".

Thank you for your consideration.
Yours faithfully,

Dale Leathead
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WRITTEN STATEMENT FILED ON BEHALF OF
RESORTS INTERNATIONAL, INC.

COMMENTING ON S.1350
(THE "TECHNICAL CORRECTIONS ACT OF 1987")

In October, 1976, Resorts International, Inc.
entered into a contract with the Housing Authority of
the City of Atlantic City (HACAC) pursuant to which the
HACAC agreed to convey to Resorts title to a certain
tract of land, in return for which Resorts agreed to
construct and complete a 1,000 room resort hotel and
ancillary facilities and also agreed to pay $5.6 million
for the land. Under the federal income tax laws then in
effect, Resorts expected to depreciate both real
property improvements and personal property based on the
rules then in existence and to obtain investment tax
credits on the cost of the personal property.

Due to litigation involving adverse title claims
against the property, HACAC was delayed in providing the
clear title called for under the contract. However,
plans for the hotel were submitted to the appropriate
authorities and approved in 1982, and construction
actually commenced in October, 1983. It is estimated
that the hotel will open its doors for business in the
first quarter of 1988.

The Tax Reform Act of 1986 made certain changes
relating to depreciation and eliminated the investment
tax credit. In an effort to grandfather projects which
commenced prior to enactment of the Act, certain
transitional rules were adopted, including the "equipped
building" rule (gej section 203(b)(1)(C) of the Act).
The equipped building rule provides that where a
taxpayer has incurred or committed at least 50% or more
of the total cost of an equipped building prior to
January 1, 1986, it will be permitted to utilize the
pre-1986 depreciation ACRS guidelines and may take
investment tax credits on property, including furniture,
fixtures and equipment, ordered after December 31, 1985.

The application of this transitional rule turns
on the meaning of the words "incurred or committed."
The Conference Report indicates in an example that
"incurred or committed" includes commitments under a

-"written binding contract." There is a difference of
opinion between Senators Moynihan and Packwood (then
Chairman) of- the Senate Finance Committee, on the one
hand, and Congressman Rostenkowski, Chairman of the
House Ways and Means Committee, on the other hand, as to
the meaning of a "written binding contract" in this
context. The Senators in a colloquy on September 27,
1986 concluded that the term includes contracts with
municipal authorities. Congressman Rostenkowski, in a
response on October 2, 1986, stated that it means only a
binding contract between the taxpayer and a contractor,
sub-contractor or supplier, and does not include a
contract with a municipal authority.

Senator Packwood in a subsequent statement of
October 17, 1986 reiterated and emphasized his prior
view, pointing out that the severe limitation proposed
by Congressman Rostenkowski has no basis in the
Statement of Managers and that the rule is not limited
as Congressman Rostenkowski stated.
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In view of this conflict of interpretations by
the principal Congressional sponsors of the Tax Reform
Act, it seems appropriate and desirable to eliminate the
confusion and provide clarification in the proposed
Technical Corrections Act. We believe there is merit to
the position taken by Senators Moynihan and Packwood
where a taxpayer, such as Resorts International, entered
into firm contractual commitments in reliance on the law
then in effect, long before any consideration was given
to the kind of changes made in the Tax Reform Act of
1986.

In this regard, we suggest that the Technical
Corrections Act provide a definition of a written
binding contract to include "contracts between the
taxpayer and a contractor, sub-contractor, supplier or a
municipal authority (if such contract with a municipal
authority was entered into prior to January 1, 1985)."

We will be glad to provide the Committee with any
additional information or details which it may require,
or to respond to questions.

Supplemental Sheet

Designated Representatives:

Gerald R. Cahill
Director, Finance Reporting

and Taxes
Resorts International, Inc.
915 N.E. 125 Street
North Miami, Florida 33161
(305) 891-2500

John Antholis
Edwards & Antholis
95 Madison Avenue
Morristown, New-Jersey 07960
(201)540-0050

Walter J. Rocker
Arnold & Porter
1200 New Hampshire Avenue, N.W.
Washington, D. C. 20036
(202)872-6789

Technical Correction Sought

To clarify that the "equipped building" rule (section
203(b)(1)(C) of the Tax Reform Act of 1986) is
applicable in the case of a written binding contract
between a taxpayer and a municipal authority entered
into before 1985.

Facts as to the Resorts International Hotel
Project in Atlantic City, New Jersey

Legislative History: Conflict Between Senate
Colloquy and Statement of Chairman Rostenkowski

Clarification Sought
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422 Hermosa. SE
Deborah C. Rice Albuquerque. New Mexico A7108

(51)) 266-3287

beotersiber -16. i9t37

The Senate Finance Committee
Laura Wilcox, Hearing Clerk
SDOB 205
Washington, D.C. 20510

Dear Congressman:

I ami a freelance novelist trcm New Mexico. I am writing to
you, although I have never written to a legislator before,
because my livelihooo has been threatened by the application
in TRA-86 of uniform canitalization rules to writers.

Uniform caDitalization rules are intrinsically unworkable
applied to writing due to overlapoinq development of
orolects and total unpredictaobiity of timing or amount of
income from any specific project. Askinq writers to apply
uniform capitalization to the constant stream of material
they must produce and promote to earn a living is not unlike
asking the a-2rogace in custrv to ftncti.:.t, without deducting
research and development costs unless the products they
invent have been manutact urecd and sold.

I strongly urce you and your fellow commrirtee members to
rake a clarification in Technical Corrections Bill 51350,
stating that freelance authors' e expenses in researching and
writing a book riot be subject to caoitalizatior rules.

Sincerely,

Deorah C. R ice
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RICE UNIVERSITY
P. 0. BOX 1892

HOUSTON, TEXAS 77251

VICE PRED FNT OR (713) 527-6090
EXIRNAL AFFAIRS

June 29, 1987

Ms. Laura Wilcox
U. S. Senate Committee on Finance, S.D. 205
Washington, D.C. 20510

Dear Ms. Wilcox:

This is a request for your assistance to keep the
charitable deduction in the generation-skipping transfer tax
(GS77) *inclusion ratio3 formula for charitable lead trusts.

The new Technical Corrections Act would repeal this
charitable deduction and, if this is done, it would be clearly
substantive and not technical. Also, this proposed change is
contrary to congressional policy of encouraging charitable
gifts.

We hope that your leadership will ensure that the
charitable deduction is kept as an offset against the
generation-skipping tax on charitable lead trusts. Thank you
for your consideration and assistance.

Sincerely,

Kent E. Dove

KED:dww
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July 24, 1987

BY HAND

The Honorable Lloyd Bentsen
Chairman
Senate Committee on Finance
219 Dirksen Senate on Finance
Washington, D.C. 20510

Re: Sections 102(d)(9) and 102(e)(7)
of S.1350/H.R. 2636, the Technical
Corrections Act of 19_L

Dear Senator Bentsen:

As you know, the Tax Reform Act of 1986 contains a series
of special transition rules to permit certain taxpayers to
retain 'the benefit of ACRS and the ITC under certain
circumstances. In the case of one industry, fiber optic
telecommunication systems, at least 6 separate systems received
transition relief. Section 102(d)(9) of S.1350/H.R. 2636 would
extend this relief to one additional such system.

Mutual Signal Corporation, another such fiber optic
telecommunication system is a taxpayer that requires a similar
transition rule so that it may be treated in the same fashion
as its competitors.

Mutual Signal Corporation ("Mutual Signal"), a
wholly-owned subsidiary of Walker Telecommunications Corp.
("Walker") is a company engaged in the business of providing
fiber optic communications networks for businesses and
individuals. It has placed in service a 420-mile network in
Southern Michigan as of February, 1987. This network is within
several hundred yards of a competing U.S. Sprint network.

In early 1985 Mutual Signal was formed to operate
regional fiber optic telecommunications networks. The Michigan
project was undertaken as a pilot project. It connects 13
major cities in Southern Michigan: Ann Arbor, Battle Creek, Bay
City, Dearborn, Detroit, Flint, Grand Rapids, Jackson,
Kalamazoo, Lansing, Midland, Pontiac and Saginaw. A total of
$32.4 million has been invested in the system.

In October of 1985 Mutual Signal obtained interim
financing of $31 million for the Michigan project. On February
24, 1986 Mutual Signal entered into a formal agreement with
Bechtel Corporation for the construction of its system.
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The Tax Reform Act of 1986 includes five separate special
transition rules "grandfathering" various fiber optic
communications networks for ACRS and ITC purposes. The
projects are as follow:

U.S. Sprint 20,000-mile fiber optic network.
See S 204(a)(5)(B) of the Act.

MCI Inter-city communications link
passing through at least 10
states. See S 204(a)(5)(C) of
the Act.

Teleconnect Communications network linking
cities in Nebraska, Iowa and
Illinois. See S 204(a)(5)(P) of
the Act.

SouthernNet Nationwide fiber optic network.
See S 204(a)(32)(R) of the Act.

Kansas City
Southern Industries

(LDX Corp.) $25 million fiber optic network.
See S 204(a)(32)(T) of the Act.

As a result of the above transition rules, there is no
"level playing field" for Mutual Signal. It is engaged in
head-to-head competition with the companies owning and
operating the "grandfathered" systems. Like these systems
specifically identified under S 204(a)(5) of the Tax Reform
Act, Mutual Signal's system was "placed in service pursuant to
a master plan which is clearly identifiable as of March 1,
1986" and was under a formal agreement to commence construction
as of-February 24, 1986. The investment tax credit that would
be permitted to be claimed would be $2.2 million.

Proposed Change

A technical correction to S 211(e)(4) of the Tax Reform
Act of 1986 should be made by adding a new paragraph (C).

"(C)" A project that passes through at least 13 cities
providing an inter-city communications link through a fiber-
optic communications network system and before February 25,
1986, a formal agreement for the construction of the system
pursuant to the master plan was entered into and at least $30
million was committed to the construction of the system shall
be treated as transition property within the meaning of Section
49(e) of the Internal Revenue Code of 1986.

Should you or your staff have any questions regarding
this proposed change, please feel free to call me at any time
at 331-7760. Thank you for seriously reviewing this proposed
change.

Sincerely yours,

William Morris
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July.24, 1987

BY HAND

The Honorable Lloyd Bentsen
Chairman
Senate Conmittee on Finance
219 Dirksen Senate Office Bldg.
Washington, D.C. 20510

Re: §203(b) of S. 1350/H.R. 2636, The
Technical Corrections Act of 1987

Dear Senator Bentsen:

Section 203(b) of S. 1350/H.R. 2636, referred to
above, amends Section 8011 of the Omnibus Budget Reconciliation
Act of 1986. We are writing to urge a further modification
of §8011.

In 1986 Section 8011, referred to above, amended
Section 5061(d)(2) of the Internal Revenue Code to require
that a Foreign Trade Zone be treated as if it were a
customs bonded warehouse where bottled imported distilled
spirits, wine and beer are brought into a zone.

Prior to enactment of P.L. 99-509, importers were
permitted to temporarily house imported bottled distilled
spirits, wine and beer in foreign trade zones and then
to transfer such goods to customs bonded warehouses without
treating such transfers as entries into the Customs Territory
of the United States. The new law requires the payment
of excise tax on removal of product from the first customs
bonded warehouse or foreign trade zone.

This change of law has inadvertently encouraged
importers to consider by-passing U.S. foreign trade zones
where their product formerly was manipulated (i.e., inspected,
tested, labeled, stamped, re-packed, etc.) and to accomplish
these operations outside the United States. The result
has been a loss of business and jobs in U.S. zones.
In New York FTZ #1, 50 employees have been laid-off to
date and unless the new law is changed, approximately
100 additional employees will be terminated by the end
of the year.

The unintended result of this new law is peculiar
to foreign trade zones because of the distribution network
used for such articles, and because zones customarily
do more than store distilled spirits, wine and beer.
Section 3 of the Foreign Trade Zones Act authorizes these
articles to be re-packed, assembled, distributed, sorted,
graded, cleaned, broken-up, mixed with foreign or domestic
merchandise, labeled, re-labeled, exhibited, or otherwise
manipulated and be exported, destroyed, or sent into
Customs territory of the United States.
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Because of this authorization, foreign trade zones
are distinctly different from customs bonded warehouses.
Zones are more difficult to establish, they permit a
wider range of operations and they create jobs. CBWs,
on the other hand, are used for passive storage and warehouse
operations and are the final distribution point for products
entering the U.S. market.

CBWs have not been affected by this change. Importers
continue to make use of customs bonded warehouses, only
now their product is more often transferred to a CBW
from a foreign country, where manipulation occurs, rather
than from a U.S. foreign trade zone.

Customs Bonded Warehouses cannot convert to a foreign
trade zone. Foreign Trade Zone applicants must cog-ply
with a very detailed and prolonged application process
(currently up to two years) and must have authority from
their respective State legislature. Zones must be operated
as public entities and be located at or near a U.S. Customs
port of entry. Zone applicants must also have the consensus
approval of the local community including the local elected
officials, local governments, and economic development
authorities. Finally, foreign trade zones must pay an
annual U.S. Customs fee, much higher than that assessed
a bonded warehouse, and must also satisfy strict Customs'
security requirements.

Because of the manner in which imported spirits
are distributed in the U.S., importers do not transfer
their product from one customs bonded warehouse to another.
Thus, the Customs Bonded Warehouse Association is not
seeking the ability to ship "in-bond" from one CBW to
another, but is supportive of the ability to transfer
product from an FTZ to a single CBW.

On behalf of the National Association of Beverage
Importers, we are writing to urge the members of the
Committee on Finance to restore prior law, permitting
tax-free transfers of imported bottled distilled spirits,
wine and beer from FTZs to CBWs. For the Committee's
information enclosed is a brief memorandum explaining
that the interest of the U.S. Government is more secure
under a system that fe-ilitates movement of such goods
to CBWs where there must be a bond to protect the goverrment's
interest in the payment of any tariffs or duties. Also
enclosed is the legislative history of the Foreign Trade
Zone Act setting forth the purposes for which such facilities
have been established. We hope this information is helpful
in analyzing the merits of this proposed change.

Should you or your staff have any questions regarding
this proposed change, please feel free to call me at
331-7760.

Sincerely yours,

William Morris

Enclosures
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BY

PAUL SACK

Principal, The RREEF Funds
650 California Street

San Francisco, California 94108

COMMENTS ON SECTION 116 OF S. 1350
DEALING WITH

SECTION 501(c)(25) CORPORATIONS

I. Background

The RREEF Funds are the largest group of closed-
end, tax-exempt real estate investment funds in the United
States. Since 1975, The RREEF Funds have provided an
opportunity for pension plans and governmental plans to
invest in a series of professionally managed, commingled,
closed-end real estate investment funds. At this time, The
RREEF Funds have over $3.0 billion subscribed or under
management for exempt organizations.

Since the 1970s, The RREEF Funds have acted as the
real estate adviser to pension and governmental plans that
have pooled their investments through the use of a group
trust. See Rev. Rul. 81-100, 1981-1 C.B. 326. A group
trust is a pension trust described in section 401(a) that
can have as beneficiaries only other pension trusts
governmental plans and individual retirement accounts. See
section 401(a)(24). The IRS National Office has extended
tax-exempt status to a section 501(c)(2) corporation wholly-
owned by a group trust. See G.C.M. 38253 (Jan. 23, 1980).

The group trusts organized and managed by The RREEF
Funds have invested in institutional quality real estate
such as shoppiJng centers, office complexes and industrial
parks. The group trusts hold title to and manage these
properties so as to generate little, if any, unrelated
business income. Thus, the group trusts' principal source
of income is rentals from real property and incidental
personal property. The group trusts managed by The RREEF
Funds have never been formed to invest in personal property
unrelated to real estate such as stocks and bonds or
computers.

There are three primary shortcomings to the group
trust as an investment vehicle for tax-exempt entities. The
first is the limitation on eligible investors in the group
trust. Tax-exempt foundations, religious institutions,
endowments, museums, hospitals and other organizations
exempt under section 501(c)(3) cannot invest in group
trusts. Throughout the years, The RREEF Funds had been
compelled to turn down requests to manage real estate for
universities and private foundations because such
organizations could not participate in a group trust.

Second, under local law each pension plan may be
considered the direct co-owner of the real property owned by
the group trust. This means that each pension plan may be
liable for any injury or accident occurring on the property
for an unlimited amount. Given the state of the insurance
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industry, it is often prohibitive or impractical to obtain
as much insurance as much as one might like for these risks,
and therefore under the present arrangement a pension plan
could sustain a loss even exceeding its total investment in
a group trust. Pension plans and investors of all sorts
often prefer to use a corporate entity as the vehicle for
their investment because under state law the corporation
provides limited liability, I.e., each plan would be liable
only to the extent of its corporate investment.

The third problem concerning group trusts centers
on transactions involving the unrelated business income tax
("UBIT"). This separate tax does not apply to certain
income items such as dividends, interest and certain real
property rents unless the exempt organization incurs debt to
acquire or improve the property generating such income
items. If it holds such "debt-financed property," the
exempt entity is taxed on a portion of the income generated
by the leveraged property pursuant to section 514.

In 1980, Congress added section 514(c)(9)
permitting any trust described in section 401(a) such as a
group trust to acquire real property subject to leverage
without owing any unrelated business income tax so long as
several stringent conditions are met. Such conditions serve
to prevent the benefits of this exception to the acquisition
indebtedness rules from being passed on to the seller of the
property acquired by the qualified trust. For example, the
exception only applies if the acquired property is not
leased back to the seller and the property is not acquired
from a party related to the qualified trust or any
participant in the qualified trust. Congress extended this
exception to the acquisition indebtedness rules to certain
educational institutions in 1984.

Section 514(c)(9) solved the problem faced by a
group trust when it acquired property subject to existing
debt at favorable rates or debt that could not be paid off
without a significant prepayment penalty. However, the
benefits of this section do not apply to a group trust's
section 501(c)(2) subsidiary.. See, e.g., Private Letter
Ruling 8326173. Thus, prior to the 1986 Act it was
impossible to achieve simultaneously the protection of
limited liability and the treatment granted by section
514(c)(9). Also, section 501(c)(3) charities could not
participate in a group trust.

I. Legislative History

A. 98th Congress

To address these inequities, Senator Packwood and
Congressmen Matsui and Archer introduced legislation in the
98th Congress that would have allowed up to 35 pension
plans, governmental retirement plans, governmental units and
charities described in section 501(c)(3) fto invest-in an
exempt corporation that would qualify for the exception to
the debt-financed property rules applicable to pension
plans.

The Subcommittee on Taxation and Debt Management of
the Senate Finance Committee held a hearing on Senator
Packwood's bill (S. 1815) on September 26, 1983. Testifying

78-959 0 - 88 - 37
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on behalf of the The RREEF Funds, a Morrison & Foerster
partner explained why the Treasury Department at that point
opposed S. 1815:

As I understood, the Treasury
testimony basically made two points:

First, with respect to the unrelated
income tax point, they say that they
never liked it in the first place,
Congress should never have extended (the
exception to the acquisition indebtedness
rules to] pensions, and since they didn't
like it in the first place it shouldn't
go any further; although they admit in
their testimony that the distinction
between pensions and other tax-exempt
institutions, section 501(c)(3),
educational institutions and foundations,
is as they say "tenuous."

Senator Packwood. Yes. They would
be very happy if we repealed the pension
exemption.

Mr. Silberman. My view as a matter
of public policy and my clients's view as
a matter of public policy, as the
institution which operates and provides
an investment vehicle for these
institutions, is that there is no
distinction between the two-- the
501(c)3's on the one hand and the
pensions on the other, and I think
Treasury recognizes it.

So the Congress really has two
choices: One, do you repeal the
provision for the pensions, which
Congress is never going to do? Or, two,
do you rationalize it by giving the same
benefits to the educational institutions
and foundations?

And in a time of budget-cutting on
the part of the Government, it seems
almost absurd to suggest that the
Government does not have an interest in
increasing the corpus of educational
institutions and foundations which
perform much of the work that the
Government otherwise would do if it had
more funds. So that's No. 1 with respect
to the Treasury's objection to extending
the unrelated business income tax beyond
pensions to educational institutions and
foundations and the corporations which
[S.] 1815 would set up to do that.

Senator Packwood. I think your
point is well taken, and, Mr. Silberman,

4
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you are right, we are not going to repeal
the exemption for pensions. You can
picture the yell that would go up if we
start down that road. So we start with
premise-A -- that is not going to change.

Clearly I think it is unfair
competition, one. Two, the purposes that
this bill is directed to are clearly in
the public interest; Treasury doesn't
even argue that in terms of -who we are
trying to benefit.

1983-84 Miscellaneous Tax Bills--VII, Hearing Before the
Subcommittee on Taxation and Debt Management of the Senate
Committee on Finance, 98th Cong., 1st Sess. 158-59
(September 26, 1983).

Clearly, this quotation shows that Senator Packwood
thought that it was unfair that pension plans could incur
debt to acquire real property without being taxed, while
section 501(c)(3) charities could not. His legislation
(which was dropped from DEFRA in conference but, on the
section 514(c)(9) issue, incorporated intact by last year's
Finance Committee bill) remedied this by allowing a
collective investment corporation to qualify for the
acquisition indebtedness exception on the entity level so
that its charitable shareholders could indirectly benefit to
the same extent as its pension plan shareholders.

B. 99th Congress

After consulting with the Treasury Department to
address its concerns with the legislation that was not
adopted as part of DEFRA, Congressmen Matsui and Archer co-
sponsored H.R. 3301 in the 99th Congress. Like its
predecessor in the 98th Congress, H.R. 3301 expressly
amended Code section 514(c)(9) to extend the exception
applicable to pension plans to the new collective investment
corporation at the entity level. As stated in Congressman
Matsui's introductory remarks:

[T]his bill provides that section 501(c)(24)
organizations will be eligible for the
acquisition indebtedness rules enacted in
1980 for pension plans, thus removing another
inconsistency with respect to investment by
tax-exempt organizations.

131 Cong. Rec. E 4025 (Daily ed. Sept. 12, 1985).

Senator Wallop introduced the companion bill, S.
1808, with an identical intent. Senator Wallop stated:

As a result of the recent piecemeal
changes in tax laws regarding real estate
investment by tax-exempt groups,
opportunities currently available only to
the largest of them are not within reach
of the smaller ones. Pension trusts,
government plans and educational
institutions are allowed, because of
amendments to the code made in 1980 and
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1984, to invest in leveraged real estate
without being held liable for taxes on
the income produced thereby, but the
smaller organizations such as private
foundations and charities are not able to
take advantage of this.

The legislation I introduce today would
correct inequities and expand the
opportunities to these organizations to
invest in real property by creating a new
corporate investment entity free of
current restrictions ....
[Emphasis added].

131 Cong. Rec. S 14458 (Daily ed. Oct. 30, 1985). Clearly,
Senator Wallop introduced this legislation to allow all
Section 501(c)(3) charities to take advantage of the Section
514(c)(9) exception by investing in a Section 501(c)(25)
corporation.

Obviously, the inconsistency in the UBIT rules
would not have been resolved if the UBIT exception were
applied on the shareholder level because some shareholders
would be subject to tax while others would not. This is why
H.R. 3301 and S. 1808 used an entity level test.

The following year, Congressman Matsui asked
Chairman Rostenkowski to refer H.R. 3301 to the Subcommittee
on Select Revenue Measures for a hearing so that it could be
considered as part of the tax reform bill. Again,
Congressman Matsui's intent on the UBIT issue was precise.
In a letter to the Chairman dated February 18, 1986,
Congressman Matsui stated:

Amendments in 1980, 1982 and 1984 permitted
pension trusts, governmental plans and
educational institutions to invest in
leveraged real estate without incurring
taxable income as a result; this opportunity
remains foreclosed to other tax-exempt
organizations such as private foundations and
charities.

H.R. 3301 will provide a new investment
vehicle that will treat tax-exempt entities
equally with respect to debt-financed real
estate transactions.

Again, the method by which H.R. 3301 achieved this
goal was to extend the exception to the acquisition
indebtedness rules to a section 501(c)(25) corporation at
the entity level so that all qualified exempt shareholders
would not be subject to UBIT if the corporation invested in
leveraged real estate.

At the hearing before the Select Revenue Measures
Subcommittee held on May 19, 1986, all witnesses who
testified on this issue expressed their clear understanding
that charitable shareholders of a section 501(c)(25)
corporation would not be subject to UBIT if the corporation
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used debt to acquire or improve real estate. Indeed, some
organizations premised their support of H.R. 3301 upon this
very idea.

The Treasury Department, which had opposed the
predecessor legislation introduced in the 98th Congress,
acquiesced to H.R. 3301 and expressed its understanding of
the section 514(c)(9) change as follows:

H.R. 3301 also would extend to
collective real estate investment
corporations the provision of current law
that generally exempts certain real estate
investments of qualified pension trusts and
educational institutions from the debt-
financed property rules. By extending the
exception to such corporations, the bill
indirectly would extend the exception to all
organizations eligible to own beneficial
interests in such corporations.

On several prior occasions, the Treasury
Department has testified that the debt-
financed property rules should not be
narrowed. . . .

several developments subsequent to our
prior testimony have caused us to alter our
position regarding expansion of the exception
to the debt-financed property rules . .
Our acquiescence in this narrowing of the
debt-financed property rules is based on our
judgment that, in their present form, the
rules make an untenable distinction between
educational organizations and other
section 501(c)(3) organizations [emphasis
added].

Miscellaneous Tax Bills, Hearings Before the Subcommittee of
Select Revenue Measures of the House Ways and Means
Committee, 99th Cong., 2d Sess. 190 (May 19, 1986). In
addition, the Treasury Department suggested that section
514(c)(9) be further amended to extend the UBIT exception to
direct real estate investments by a charity. Id.

The organizations that commented on H.R. 3301
reiterated Treasury's understanding of H.R. 3301. The RREEF
Funds testified that:

The bill would alsQ extend to these
section 501(c)(25) corporations the exemption
from the unrelated business income tax on
debt-financed property currently extended to
pension trusts, governmental plans, and
certain educational institutions, thereby
correcting the unfair treatment of
investments by other exempt organizations
such as foundations, religious institutions,
museums, and nonprofit hospitals which
currently do not qualify for this exemption.

The collective investment entity under H.R.
3301 would allow tax-exemptorganizations to
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pool their resources without the restrictions
imposed under current law, including the
acquisition indebtedness rules that now apply
to charities but not to pension plans,
overnmental plans or educational
institutions.

Id. at 274-75.

Other organizations submitted statements in support
of H.R. 3301 that expressed a similar understanding of the
intent underlying the Code section 514(c)(9) change. For
example, the Pension Real Estate Association stated:

The bill also would exempt these (section
501(c)(25)] organizations from the unrelated
business tax on debt-financed income pursuant
to rules that currently apply only to
qualified plans and certain educational
organizations. PREA supports the removal of
this inconsistency in current law which
treats various types of tax-exempt
organizations differently.

Id. at 374.

Several charitable foundations also sent letters to
the Subcommittee in support of this provision. For example,
the Richard King Mellon Foundation wrote:

The proposed Bills would permit foundations
to indirectly become equity owners of
leveraged real estate without incurring the
unrelated business income tax. As you are
aware, the Internal Revenue Service has
already accorded pension funds and
educational Institutions this status. We
view this as a very significant factor from
an investment standpoint because the use of
debt (particularly when an investor can
assume existing debt at lower rates) can
enhance investment returns. We strongly
recommend that this portion of the
legislation not be deleted during any
hearings.

In addition, a report was prepared by a recognized
economics analysis firm that calculated the revenue impact
of H.R. 3301 on the assumption that the only revenue loss
would occur because the Code section 514(c)(9) exception
applicable to pension plans would apply to non-university
charities for the first time. Id. at 368-73. The revenue
estimators at the Joint Committee on Taxation and the
Treasury Department told the economics analysis firm that
the only revenue loss generated by H.R. 3301.and S. 1808
resulted from the fact that, for the first time, private
foundations and other non-university charities would qualify
for the exception to the debt-financed property rules.

Finally, Congressman Matsui's statement submitted
for the record repeated his earlier-stated intent to remove
the inconsistent UBIT treatment of tax-exempt organizations.
Id. at 366-67.
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S. 1808 was adopted by the Senate and accepted Dy
the House conferees as section 1603 of the Tax Reform Act of
1986. The above legislative history leaves no doubt that
Congress intended to extend the section 514 exception to a
section 501(c)(25) corporation at the entity level so that
all of its qualified shareholders would not be subject to
UBIT if it invests in leveraged real estate.

III. S. 1350

A. Debt-Financed Rules

Section 116(a)(5) of S. 1350 (the Technical
Corrections Act of 1987) would reimpose the inconsistent
treatment under prior law. Under this proposed change, any
non-university charitable shareholder of a section
501(c)(25) corporation would be subject to UBIT if the
corporation invests in leveraged real estate. This proposed
change would contradict the clear legislative intent
summarized above and would go well beyond the scope of a
technical correction.

If the proposed statutory amendment were to go into
effect, a non-university charity likely would not invest in
real estate with pension plans, governmental plans or
universities through a section 501(c)(25) corporation
because a leveraged investment would result in a tax on the
charity but not on the other shareholders. Any such result
would frustrate the clearly expressed Congressional intent
of permitting all section 501(c)(3) charities to pool their
real estate investments with other types of exempt
organizations on an equal basis.

This proposed rule would create an intolerable
conflict of interest among shareholders of a section
501(c)(25) corporation that would lead investment advisers
like The RREEF Funds to exclude private foundations and
other charitable institutions from the section 501(c)(25)
corporations they sponsor. Otherwise, when the investment
adviser uses leverage to maximize the fund's return pursuant
to its fiduciary responsibility mandated by ERISA, the
charitable shareholders would be subjected to UBIT.

One wonders why Congress would permit charitable
organizations to be shareholders of a section 501(c)(25)
corporation if they would be bingled out as the only type of
shareholder of a section 501(c)(25) corporation that does
not qualify for the UBIT exception. The above legislative
history evidences the opposite Congressional intent which S.
1350 would reverse without cause.

Last, this proposed change to section 501(c)(25)
would again raise artificial distinctions between
universities on the one hand and other charities on the
other. As Senator Packwood stated in the 98th Congress and
as Congressman Matsui and Senator Wallop stated in the 99th
Congress, there is no justifiable policy reason why
universities should receive the same debt-financed property
exception as pension plans while foundations, museums,
nonprofit hospitals, religious institutions and other
charities do not.
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Enactment of section 116(a)(5) of S. 1350 is
contrary to clear Congressional policy adopted in 1986 and
would be a significant step backward. We urge the Committee
to let section 514(c)(9) stand as currently written.

B. Joint Ventures

Section 501(c)(25) corporations must own only "real
property." Section 116(a)(1) of S. 1350 would exclude from
the definition of real property "any interest as a tenant in
common (or similar interest) and shall not include any
indirect interest." The Joint Committee pamphlet
accompanying S. 1350 states:

This rule ensures a consistent
application of the intent of section
501(c)(25) that a title-holding company
is required to hold real property
directly and cannot, for example, treat
en interest in a partnership, trust, or
other entity as an investment in real
property.

Description of the Technical Corrections Act of 1987, JCS-
15-87 at 280 (June 15, 1987).

Nothing in the legislative record suggests that
section 501(c)(25) corporations should be prevented from
owning indirect interests in real property. In fact, just
the opposite.

The Senate Finance Committee Report states that it
adopted this new provision because:

smaller, unrelated tax-exempt
organizations should be able to pool
investment funds for purposes of
investing in real estate through a title-
holding company, with the same tax
treatment as is available under present
law to a larger tax-exempt organization
having as a title-holding subsidiary that
is tax-exempt as an organization
described in section 501(c)(2).

S. Rep. No. 313, 99th Cong., 2d Sess. 885 (1986).

Without a doubt, this quotation shows that section
501(c)(25) corporations were intended to be have as least as
much flexibility in making its investments as a section
501(c)(2) corporation owned by a large exempt organization
such as a group trust. Otherwise, the two types of title-
holding companies would not receive the same "tax
treatment."

The IRS acknowledges that a section 501(c)(2)
corporation may hold a partnership interest. See, e.g.,
G.C.M. 39597 (Jan. 22, 1987). Specifically, the IRS
routinely issues determination letters to section 501(c)(2)
corporations owned by group trusts when the articles of
incorporation expressly empower the corporation to acquire
co-ownership interests. For no compelling reason, S. 1350
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would impose a different "tax treatment" on a section
501(c)(25) corporation that invests in a partnership.

Section 1603(b) of the 1986 Act added section
501(c)(25) corporations to the list of "qualified
organizations" under section 514(c)(9). Because this
exception to the acquisition indebtedness rules only applies
to acquisitions of "real property," section 514(c)(9) serves
as the best evidence of how Congress intended such term
should be construed for purposes of section 501(c)(25).

Under section 514(c)(9)(b)(vi), a qualified
organization may obtain the benefit of section 514(c)(9) if
it enters into a partnership that acquires real property.
For these purposes, a qualified organization is considered
as acquiring real property that is actually acquired by the
partnership. This "look-through" rule is consistent with
the general principles underlying Subchapter K as well as
with the treatment of partnerships owning real property as
real property for purposes of the REIT rules. See Treas.
Reg. S 1.856-3(g).

Section 116(a)(1) of S. 1350 also would impede the
goal of a section 501(c)(25) corporation from achieving the
maximum amount of geographic and functional diversity. Put
simply, premium real estate of the type acquired by exempt
commingled funds are very expensive. Acquiring co-ownership
interests provides an excellent method of diversifying the
number of properties a fund owns, the geographical locale of
such properties and the types of such properties.

Without the ability of entering into co-ownership
arrangements, a section 501(c)(25) corporation might be
faced with the choice of either incurring unwanted debt to
finance additional acquisitions or owning a smaller number
of properties that may not satisfy the ERISA-imposed
fiduciary requirements. Further, some types of premium real
estate properties may not be. acquired by fee simple. For
example, developers of regional shopping malls virtually
always retain a minority interest in regional shopping
malls.

There is no apparent policy reason for forbidding a
section 501(c)(25) corporation from making these real estate
opportunities. If the concern is that the 35-shareholder
limit may be avoided by using partnerships, a simple
attribution rule adopted by regulations will suffice. Cf.
Prop. Treas. Reg. S 1.1361-1A(e)(1) (stock held by tenants
in common or joint tenants is considered to be owned by each
co-owner for purposes of the 35-shareholder rules for S
corporations).

The proposed statutory amendment in section
116(a)(1) would restrict the operation of section 501(c)(25)
corporations unnecessarily and should not be adopted.

C. Subsidiaries

Under current law, one section 501(c)(25)
corporation can be a shareholder in another section
501(c)(25) corporation. See section 501(c)(25)(C)(v). This
provision was added by the conferees after The RREEF Funds
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pointed out that group trusts typically create a new section
501(c)(2) company for each property it acquires. This way,
any unforeseen liability arising on one property will not
affect the group trust's investment in the other properties
because of the corporate characteristic of limited liability
under state law. Cf. Rev. Rul. 76-335, 1976-2 C.B. 141.

Section 116(a)(3) of S. 1350 would delete section
501(c)(25)(c)(v) and instead would treat a section
501(c)(25) corporation as directly owning the assets of its
wholly-owned subsidiaries. The Joint Committee pamphlet
explains that this change would be made "to implement the
35-person limitation on shareholders or beneficiaries of a
section 501(c)(25) organization. .. ." See JCS-15-87,
supra at 280.

As stated above, no statutory amendment is needed
to enforce the 35-shareholder limitation because the
Treasury Department has sufficient regulatory authority to
impose attribution rules. Further, the proposed amendment
would cause serious problems.

The structure paralleling the group trust/title-
holding companies structure would be imperilled by the
proposed change because the wholly-owned subsidiaries of a
section 501(c)(25) corporation would not be exempt for
federal tax purposes and therefore likely will be treated as
taxable corporations for state tax purposes. Several states
such as New York and Texas have recently passed legislation
specifically exempting section 501(c)(25) corporations and
many other states such as Illinois automatically exempt
organizations that receive an IRS determination letter.
However, such local actions would be negated by section
116(a)(3) of S. 1350 because no section 501(c)(25)
corporation would be willing to establish subsidiaries if
they are subject to state or local taxation.

In addition, the proposed change would prevent a
section 501(c)(25) corporation from acting as the vehicle
for a joint venture for qualifying exempt organizations.
The group trusts such as those for which The RREEF Funds
serve as investment adviser often enter into a partnership
with a governmental retirement plan to jointly invest in a
specific property. A section 501(c)(25) corporation would
be the ideal vehicle for this joint venture because of its
limited liability. However, S. 1350 would prevent a
commingled section 501(c)(25) corporation from doing this
because it could not acquire an interest in another section
501(c)(25) corporation. There is no reason for this
prohibition so long as the number of shareholders in the
commingled section 501(c)(25) corporation plus the
governmental plan is not greater than 35.

Section 116(a)(3) of S. 1350 is another example of
a substantive provision that has no place in technical
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Our comrmnstake in the future
lk)pr Iment of Planned Chlng
hand SpelalI (;Irt.
RuIgvt. Unwmritly hLmndastion
192 Colkge Avenue
NA Ofimm wk. New JcI%c) 489N01
201 Q' INJ

June 30, 1987

Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, DC 20510

Attention Senate Finance Committee:

I am writing to protest the repeal of the charitable deduction as
an offset against the generation-skipping tax on charitable lead
trusts.

The repeal of this important deduction would clearly be a
substantive change in the new tax law. It was my understanding
that the TechiiTcal Corrections Act was not supposed to make
substantive changes of any kind.

It would also be bad policy, as it would unnecessarily discourage
a potentially important source of support for Rutgers University,
and other nonprofit institutions.

Please do not allow this deduction to be eliminated.

Thank you.

Sincerely,

Day4vG lough
Director of Planned Giving
The Rutgers University Foundation

NATIONAL LrAOmi&sHH
Honorary Chawrmn National Chairman Major Gfti Committe Corporate Gifts Commtte Gornors. 7lstets. and
Governor Thoma H. Kean Floyd H. Bragg Carleton A. Hostrom Victor A. Pelson wercer, Gifts Commtte
Senator Bill Bradkly Mstiona tice Chairmen Sperial Gifts Committee ondatiot Gifts Committee Ralph W. Voorhees
Senator Wank R. LautenberI Mvn J. Rockoir Adrienne S. Anderson Alex J. Plinio Facahy and StaffCampusn

David A. Werbl- Mary S. Hamrt.a-
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SAFECO INSURANCE COMPANIES TELEPHONE (206) 545-5000
SAFECO PLAZA
SEATTLE. WASHINGTON 98185

Dear Ms. Wilcox:

This letter is in response to the Senate Finance Committee's request for
private-sector comment on S1350/HR2630.

Prior law allows a so-called "excess" defined benefit plan to integrate
with Social Security benefits to the extent that the maximum percentage
spread between the benefit percentage based on compensation below the
integration level (base benefit) and that based on compensation above
the integration level (excess benefit) may not exceed 374%. So for
example, a defined benefit plan that provides an excess benefit of 457
of compensation must also provide a base benefit of 7.5% of
compensation. Another way of stating this formula is 7.5% of all
compensation plus 37N% of excess compensation.

Under Section 1111 (a) of TRA '86, the maximum excess spread percentage
is changed. Now, this percentage may not exceed .75% multiplied by the
participant's years of service, to a maximum spread of 26.25% (.75. x 35
years).

The problem the Technical Corrections Bill failed to correct is
contained in the last sentence of Section 1111 (a) (4) (A): "In no event
shall the maximum excess allowance exceed the base benefit percentage."
Suppose a participant has 25 years of service at retirement age.
His/her maximum excess spread is 18.75. (.75. x 25 years). According to
the sentence just quoted, the base benefit percentage must also be
18.75%. But that would require a benefit formula equivalent to 18.757
of all compensation and 0% of excess compensation, In other words, the
benefit formula could never be integrated under the law as it is now
written.

The Conference Committee Report, Page 11-433, states that "A defined
benefit pension plan meets the disparity limits for integrated excess
plans if (1) thr excess benefit percentage does not exceed 200 percent
of the base benefit percentage ... ". Using my example, if the excess
benefit percentage is 18.75%, the base benefit percentage must be
9.375%, not 18.75% as the law now requires.

In accordance with the Conference Committee Report's interpretation, I
would propose changing the sentence to "In no event shall the maximum
excess allowance exceed the benefit percentage of all compensation".
Under this formulation, the committee's 200% rule is met. My example
would now be 18.75% of excess compensation plus 18.75% of all
compensation (equivalent to 18.75% of base compensation plui 37h7. of
excess compensation).

Thank you for your consideration of this matter.

Sincerely,

Stephen Tredway
Pension Analyst
Pension Department
dw 5.14
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LAW O~rICES

SANDERS, SCHNABEL & BRANDENBURO, P. C.

:.LSO 101,U Of fG"'. .,. ".Z..............July 14, 1987

Ms. Lora Wilcox
Hearing Administrator
Committee on Finance
Room SD-205
U.S. Senate
Washington, D.C. 20510

Dear Ms. Wilcox:

This is in response to the request for comments on S. 1350, The Technical
Corrections Act of 1987. These comments are submitted on behalf of James J.
Albertine, Director of Government Affairs, American Society of Association Execu-
tives (ASAE"). A brief biographical statement concerning ASAE is enclosed for
your information. ASAE seeks to modify the definitions of highly compensated
employee and key employee in the Internal Revenue Code ("Code") to include a cost
of living adjustment to the current dollar amount in the officer portion of the
definitions based on the adjustment under Section 415(d) of the Code.

A one page summary of these comments is enclosed. Also enclosed are four
additional copies of the comments and the summary.

Background

The Tax Reform Act of 1986 included a definition of "highly compensated
employee" in Section 414(q) of the Code to be used for numerous tax-qualified
pension plan purposes. The officer component is the primary component of the
highly compensated employee definition that applies to the members represented by
ASAE. A highly compensated employee is defined as an employee who, at any time
during the current year or the preceding year (a) was a 5% owner, (b) received
more than $75,000 in annual compensation, (c) received more than $50,000 in annual
compensation and was a member of the top 20% of employees ranked by compensation
(the "top-paid group"), and (d) was an officer and received more than $45,000
(150% times the maximum dollar limit on Annual Additions for defined contribution
plans).

Section 111(j)(1) of S. 1350 would amend the definition of "highly compen-
sated employee" in Section 414(q) of the Code to adjust the $75,000 and $50,000
amounts for cost of living adjustments made under Section 415(d) to the dollar
limit applicable to defined benefit plans. Section 111(j)(1), as written, does
not contain a similar cost of living adjustment to tIe $45,000 amount.

Section 416 of the Code contains a definition of "key employee" for purposes
of the top-heavy rules. That definition includes an officer earning more than
$45,000 (150% of the dollar limitation on Annual Additions for a defined contri-
bution plan). Thus, the officer component of the key employee definition is
identical to the officer component of the highly compensated employee definition.
S. 1350 does not contain any provision relating to the definition of "key employ-
ee".

ASAE's Position

ASAE believes that the dollar amount in the officer component of the highly
compensated employee definition should be subject to cost of living adjustments
at the same time and in the same manner as the adjustments to the $75,000 and
$50,000 dollar amounts in that definition. The Description of the Technical
Corrections Act of 1987 prepared by-the staff of the Joint Committee on Taxation,
dated June 15, 1987, states at page 112 that the reason for the adjustment to the
$75,000 and $50,000 amounts is "to prevent the definition of 'highly compensated
employee' from becoming inappropriate by virtue of inflation." In ASAE s view,
the same logic applies to the dollar amount in the officer component of the high-
ly compensated employee definition.

The dollar amount in the officer component of the highly compensated employ-
ee definition is equal to 150% of the dollar, limit on Annual Additions to a
defined contribution plan under Section 415(c)(1)(A). The dollar limit under
Section 415(c)(1)(A) is $30,000 or, if greater, 1/4 of the dollar limitation
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applicable to defined benefit plans under Section 415(b)(1)(A). The defined
benefit plan dollar limitation under Section 415(b)(1)(A) is currently $90,000.
This limit is scheduled to be adjusted under Section 415(d) of the Code in 1988.
The dollar limit on Annual Additions will not be adjusted until the defined
benefit plan dollar limitation exceeds $120,000. Based on the recent rate of
inflation, it is unlikely' that the defined benefit plan dollar limitation will
increase from $90,000 to more than $120,000 in the next several years.

The adjustinents to the $75,000 and $50,000 amounts in the definition of
highly compensated employee are based on the adjustments to the defined plan
dollar limitation. Therefore, the $75,000 and $50,000 amounts will be adjusted
for inflation as early as 1988. The dollar amount in the officer component of
the definition of highly compensated employee is based on the adjustment to the
defined contribution plan dollar limitation. Because the defined contribution
plan dollar limitation is unlikely to increase for a number of years, the dollar
amount in the officer component of the definition of highly compensated employee
is unlikely to increase for-a number of years.

ASAE believes that the same sound policy reasons that dictate an adjustment
to the $75,000 and $50,000 amounts "to prevent the definition of 'highly compen-
sated employee' from becoming inappropriate by virtue of inflation" also apply to
the, dollar amount in the officer component of the definition of highly compensated
employee. Further, the adjustment to the dollar amount in the officer component
should be made at the same time and in the same manner as the adjustment to the
$75,000 and $50,000 amount. This can be accomplished in S. 1350 by changing the
officer component of the highly compensated employee definition in Section 414(q)
(1)(0) of the Code to reference the current $45,000 amount' in effect, and by
modifying Section 111(j) of S. 1350 to amend Section 414(q)(1) of the Code to
authorize the Secretary of Treasury to adjust the $75,000, $50,000 and $45,000
amounts at the same time and in the same manner as under Section 415(d) of the
Code.

The officer component of the highly compensated employee definition appears
to be based on the officer component of the key employee definition. The key em-
ployee definition does not include any specific cost of living adjustments. How-
ever, the reference in the officer definition to the dollar limitation in Section
415(c)(1)(A) was evidently intended to provide for an automatic cost of living
adjustment. Because the Tax Reform Act of 1986 changes Section 415(c)(1)(A) to
freeze the dollijr amount indefinitely, an increase in the dollar amount in the
officer component of the key employee definition in the near future is unlikely.
ASAE believes that the dollar amount in the officer component of the highly
compensated employee definition should be modified to be subject to cost of
living adjustments to avoid the key employee definition from becoming inappro-
priate because of inflation, (Even though the overwhelming majority of ASAE
members do not work for employers with owners, the same logic would apply to other
components of the key employee definition that include or. reference a dollar
amount.) This can be accomplished in S. 1350 by amending the officer component
of the key employee definition in Section 416(i)(1)A)(i) to reference the current
$45,000 amount in effect and by amending Section 416(1)(1) of the Code to author-
ize the Secretary of Treasury to adjust the $45,000 amount at the same time and
in the same manner as under Section 415(d) of the Code.

Requested Relief

ASAE requests that Congress provide in S. 1350 for a change in the officer
component of the definition of "highly compensated employee" in Section 414(q) of
the Code and a change in the officer component of the definition of "key employee"
in Section 416(i) of the Code. These changes would specify that the applicable
dollar amount is currently $45,000, and would provide that this amount is to be
adjusted annually at the same time and in the same manner as the adjustment under
SectIon 415(d) of the Code to the defined benefit plan dollar limitation.

ASAE appreciates the opportunity to present its views on this important
issue. We would welcome the opportunity, should you find it helpful, to schedule
a meeting with me and a representative or representatives from ASAE to discuss
this issue in greater detail.

Sincerely,

SANDE, SCHNABL1L & BRANDENBURG, P.C.

/ 

Dan Si, Brandenburg /
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BIOGRAPHICAL STATEMENT

ON THE AMERICAN SOCIETY OF ASSOCIATION EXECUTIVES

ASA[ Is headquartered at 1675 Ey@ Street, N.W., Washington, D.C. 2000S
(202-626-2703) and is the professiontl soctey for executives who mnage trade
and professional associations as welI as other not-fer-prof it voluntary organi-
zations in the United States and abroad,. Founded in 1920 as the American Trade
Association Executives with 67 charter numbers, ASAE now has a membership of
nearly 14,000 individuals representing% nte than 7,500 national, state, and
local associations. The overwhelming njority of ASAE's members represent tax-
exempt organizations, most of *hich are either tax-exempt as trade associations
under Section 501(c)(6) of the Internal Revenue Code ("Code") or tax exempt as
educational or charitable organizations under Section 501(c)(3) of the Code.
Mart of ASAE's member associations either sponsor or are contemplating sponsoring
funded welfare benefit plans.

July 14, 1987

ASAE COMMENTS ON S. 1350, THE TECHNICAL CORRECTIONS ACT OF 1987

Summary

The American Society of Association Executives ("ASAE") seeks to have changesmade in the dollar amount in the officer component of the definition of "highlycompensated employee" in Section 414(g) of the Internal Revenue Code ("Code") andin the officer component of the definition of "key employee" in Section 416(i) ofthe Code. These changes would specify that the applicable dollar amount is cur-rently $45,00U, and would provide that this amount is to be adjusted annually atthe same time and in the same manner as the adjustment under Section 415(d) ofthe Code to the defined benefit plan dollar limitation. These changes are neces-sary to prevent these definitions from becoming inappropriate by virtue of in-
flation.



1174

SCHOOL OF THEOLOGY AT CLAREMONT
July 1, 1987

Nis. Laura Wilcox
U. S. Senate Cnmmittee on Finance
S. D. 205
Washington, D.C, 20510

Dear Ms. Wilcox:

I urge you to please amend the Technical Corrections Act of 1987 (H.R. 2636)
to clarify that charitable gift annuities issued by I R C Sec. 501 (C) (3)
organizations are not "ccmnercial-type insurance" under I R C Sec. 501 (M).

Gift annuities have been used by the charitable comumity for over 100 years
and allow the small donor an avenue equivalent to the Charitable Remainder
Annuity Trust, which is unaffected by Section 501 (M). Here at the School
of Theology, the gift annuity enables donors to make a gift for the
education of tomorrows ministers.

My understanding is that gift annuities are not 'tccnmerical-type Insurance"
and I have never experienced them to be in competition with commerical
annuities.

Failure to obtain relief on this issue would dry up a vital source of funds
.for this organization.

mank you for your leadership and your attention to this critical issue.

Si ely,

David H. Nienas
Director of Planned Giving
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SCHOOL OF
July 10, 1987

THEOLOGY AT CLAREMONT

Ms. Liura Wilox
U. S. Senate Owmittee on Finance
S. D. 205
Washington, D.C. 20510

Dear Ms. Wilcox:

I am writiuig regardiq ( lh iLtIaIIUtliI
encourage you to keep the charitable
transfer tax "inclusion ratio" forrmu]

corrections bill aid would like to
deduction in the generation-skipping

Repealing the generation-skipping transfer tax charitable deduction for lead
trusts is clearly substantive and not technical. It addition to being
substantive, the change is contrary to congressional policy of encouraging
charitable gifts.

Once again, thank you for your fine leadership and your attention to this
matter of importance.

Sincerely,

David H. Nienas
Director of Planned Giving

VI-I: kd
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The School of the Ozarks
Accredited fou r year college

POINT LCOKOUT, MISSOURI 65726 * TELEPHONE (AREA CODE 4171) 334.641-1"\

July 13, 1987

Ms. Laura Wilcox
US Senate Committee on Finance
S.D. -205
Wa;hington, DC 20510

Do~N Ms. Wilcox:

I am writing to you to express my concern about the possible taxation
of Charitable Gift Annuities.

As Director of Planned Giving at this institution I wanted you to know
the Charitable Gift Annuity has been an important instrument in fund
raising to this college since we started writing them 17 years ago. We
have written approximately $6,000,000.00, and if this vehicle is taken
&way it would ruin an important source of funds for The School of the
Ozarks.

Our college Is one of the many sponsors of the Committee on Gift
Annuities which met in New Orleans last year. I attended this impor-
tant meeting and discovered this has been vital to the charitable
community for over 100 years.

Our Institution also has a number of Charitable Remainder Annuity
Trusts which is apparently unaffected by Section 501(m). The two
instruments are both life Income plans and have many of the same
characteristics. All of the gift-annuities with The School of the
Ozarks are because a good friend has wanted to make a gift to help
our cause and not so the donor could obtain annuity payments.
I would appreciate your help and rely on your leadership ii clarifying
the exemption of gift annuities from IRC Section 501(m). Please take
into consideration what charitable organizations, such as ours, are
doing with gift annuities. This vehicle relieves the federal government
from having to assist these charitable organizations with funds from
the national budget. We want to and need to continue using this
Important instrument, the Charitable Gift Annuity, in our planned
giving efforts.

Most sincerely,

G. Stanley Fry
Director of Planned Giving
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SCRIBNER, HALL & THOMPSON

William Wilkins
Majority Staff Director

and Chief Counsel
U. S. Senate Committee
on Finance

205 Senate Dirksen Office Bldg.
Washington, D.C. 20510

Re: Technical Correction to I.R.C. §832(b)(4) -- to
Eliminate a Double Disallowance of Deduction for
Certain Acquisition Expenses

Dear Mr. Wilkins:

We are submitting the attached document on behalf of
CNA Insurance Companies, Chicago, Illinois. The document
briefly describes a technical problem presented by the 20-
percent adjustment to unearned premiums in I.R.C.
§832(b)(4) that was adopted by Congress in the Tax Reform
Act of 1986.

We believe that CNA is one of just four companies
that follow the holding in Western Casualty and Surety
ComDany v. Commissioner, 571 F.2d 514 (10th Cir. 1978) and
do not deduct commissions relating to deferred premium
installments when the policy is issued, although such
installments are reflected in unearned premiums. The
Western Casualty method of accounting combined with the
recently adopted 20-percent adjustment to unearned
premiums causes a double adjustment for these acquisition
expenses.

Please consider this letter as written comments on
9. 1350, submitted to the Senate Finance Committee for its
formal consideration.

Sincerely,

Susan Hotine

SJH/kks
Enclosure

cc: Richard Meltzer
Winston & Strawn
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DRAFT

Technical Correction to I.R.C. §832(b)(4)
Eliminate a Double Disallowance of Deduction

for Certain Acquisition Expenses

Background

The Tax Reform Act of 1986 amended I.R.C. §832(b)(4)
to provide a better matching of premium income and
expenses associated with the earning of that income.
Under the provision, a property/casualty insurance company
generally is required to reduce its deduction for
increases in unearned premiums by 20 percent. The 20-
percent adjustment is intended to represent the allocable
portion of expenses incurred in generating the unearned
premiums. The reduction of the current deduction for
unearned premiums provides a better matching because it
"is equivalent to denying current deductibility for a
portion of the premium acquisition expenses" -- that
portion attributable to the unearned premiums (see the
General Explanation of the Tax Reform Act of 1986 (1986
Blue Book), prepared by the staff of the Joint Committee
on Taxation, p. 595 (May 4, 1987)).

In adopting the 20-percent adjustment to unearned
premiums, Congress did statutorily what some courts had
begun already. Specifically, in Western Casualty and
Surety Company v. Commissioner, 571 F.2d 514 (10th Cir.
1978), 78-1 USTC 9220, the court denied the taxpayer a
deduction for unpaid sales commissions on deferred premium
installments in the year the policies were iss,ed, even
though the taxpayer showed the commissions on its annual
statement as expenses incurred and reflected the deferred
premium installments as part of its unearned premiums.
There was a similar holding in City Investing Company v.
CQmmissioner, 52 T.C.M. 1422 (1987). The 20-percent
adjustment provides a broader range of income and expense
matching, reaching not only commissions relating to
deferred premium installments,' but other acquisition
expenses such as paid commissions and premium taxes.

The Problem

The 20-percent adjustment to unearned premiums
represents the portion of expenses incurred that is
allocable to generating the unearned premiums, including
sales commissions on deferred premium installments. To
have this adjustment combined with a direct disallowance
of a current deduction for such expenses (the Western
aulymethod of accounting) results in a double

disallowance of a current deduction (or a double
adjustment).
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-2"

To our knowledge there are no more than four
companies which are using the "Western Casualty method of
accounting" for commissions relating to deferred premium
installments -- that is, not deducting those commissions
when the policy is issued. It would be unfair to
disadvantage the few companies that have acquiesced in
following the Western Casualty decision.

Proposed Technical Correction

The 20-percent adjustment to unearned premiums should
be reduced by the amount of any sales commissions/expenses
directly disallowed by the application of the Western
Casualty method of accounting.

Revenue Discussion

The legislative history of the provision adopting a
20-percent adjustment to unearned premiums indicates that
Congress assumed that &l premium acquisition expenses,
including commissions attributable to unearned premiums,
were included in "expenses incurred" and deductible
currently. See H. Rep. 99-426, 99th Cong., 1st Sess. 668

& W. (1985); S. Rep. 99-313, 99th Cong., 2d Sess. 495
M j _. (1986); the 1986 Blue Book, pp. 594 S t _&. In

fact, with the exception of only a few companies, this
assumption was true.

By reducing the unearned premium deduction (and
accelerating the recognition of premium income), the 20-
percent adjustment was intended to result in a better
matching of income and expenses. There was general
recognition that the reduction of unearned premiums is
equivalent to denying current deductibility for a portion
of the premium acquisition expenses -- that is, the
portion attributable to unearned premiums.-

The overall revenue estimate for the property/
casualty industry would not have assumed a double
disallowance of a current deduction for commissions
relating to such deferred premium installments. Thus, the
proposed technical correction should be revenue neutral.
Or, in the alternative, because there are only a few (four
to our knowledge) companies that use a Western Casualty
method of accounting, the revenue for the proposed
technical correction to the 20-percent adjustment
provision should be de minimis.
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10666 NORTH TORREY PINES ROAD
F0 SCRIPPS CLINIC

AND RESEARCH FOUNDATION LA JOLLA CALIFORNIA 92037
61945$-9100

Adam R. Smally Direct Line: 619 457-8288
Director
Planned Gvng

July 22, 1987

Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, DC_ 20510

Dear Ms. Wilcox:

I wish to protest the potential repeal of the charitable
deduction as an offset against the generation-skipping
transfer tax (GSTT) on charitable lead trusts.

Scripps Clinic and Research Foundation was founded in 1924
and is one of th-oldest, privately operated, non-profit
medical institutions in the west. It's activities integrate
basic and clinical research, medical care, and advanced
medical education. While tax benefits, in my estimation,
are not the primary reason why individuals give to charitable
institutions as ours, they are undeniably an influencing
factor. Without the generosity of many thoughtful individ-
uals our institution and many others throughout our country
would find it difficult to survive.

Our nation's philosophy has always encouraged giving to
causes that ultimately benefit the communities in which we
reside. Relying on this heritage, I ask that in computing
the GSTT the charitable deduction continue-to be used.

Thank you for your consideration in this matter.

Since ey

Adam R. Small

ce
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0
OfieOyAd"XM-01 Seattle PacificUnhrity

Settle, W ashengon 98119
Phone 1206) 281-2100

July 7, 1987

Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

Dear Ms. Wilcox:

I am writing to urge you to amend the Technical Corrections Act of 1987
(H.R. 2636) to clarify that charitable gift annuities issued by IRC Sec.
501(c)(3) organizations are not "commercial type insurance" under IRC Sec.
501 (m).

For more than a century, gift annuities have been used by charitable
organizations to raise needed funds. They are one of the most popular
gift vehicles for elderly folk and for those who are unable to make large
donations.

Gift annuities do not compete with commercial annuities and are not
"commercial type insurance." People use these gift vehicles because they
want to give to our institution, not because they are seeking to benefit
themselves.

Seattle Pacific University and other quality independent higher education
institutions are needed as never before to provide strong leadership for
our country. With expenses climbing at an alarming rate, we desperately
need a growing amount of financial support. If we lose the gift annuity
as a tool for giving, we will lose important support. It would not only
be a blow for us, it would also be detrimental to our country.

Please do everything you can to see that gift annuities are retained as a
vehicle for charitable giving.

Sin ere y,

Go. e Schoenhals
Diretrofthe
Seat e pacific Foundation

GRS/Jmh
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STATEMENT OF THE SECTION 457 TASK FORCE

BEFORE THE SUBCOMMITTEE OE TAXATION AND DEBT MANAGEMENT
OFTHE SENATE FINANCE CORMITTEEE

Summary of Accompanying Written Comments of the Section 457
Task Force Regarding the Technical Corrections Act of 1987

and Internal Revenue Code Section 457

Section 1107 of the Tax Reform Act of 1986 (the "1986 Act") extended
Internal Revenue Code section 457 to certain deferred compensation plans of tax-exempt
employers. Section 457, as enacted in 1978, formerly applied only to deferred
compensation plans of state and local governments and their agencies or
instrumentalities (e.g., a state university).

Although the 1986 Act expanded the group of employers subject to
section 457, there was no indication by Congress that the substantive scope of section
457 had been changed. Nevertheless, the Internal Revenue Service ("IRS") has taken a
public position in Notice 87-13 that the types and nature of deferred compensation
plans governed by section 457 include noneleitive deferred benefit plans (e,q.,
vacation pay plans, severance pay plans and ,onelective retirement pay plans) which
generally had been thought to be outside the scope of the section 457 rules (as they
previously applied to state and local governments).

A clear statement through the Technical Corrections Act of 1987 (H.R.
2636) is required to negate the overbroad interpretation of section 457 taken by the
IRS. The accompanying written comments briefly summarize the legislative history of
section 457 and highlight the need for legislative clarification that section 457 does
n extend to nonelective deferred compensation of tax-exempt organizations and state
and local government employers.

In the event any questions arise regarding these written comments,
contact the following designated representative of the individuals and organizations
for whom the comments are being submitted:

Designated Representative of the Section 457 Task Force*: Kenneth J. Kies, Esq.
Baker & Hostetler
1050 Connecticut Avenue, N.W.
llth Floor
Washington, D.C. 20036

* Attached is a list of the members of the Section 457 Task Force. The Church
Alliance supports the position of the 457 Task Force. See the attached letter from
Gary Nash, the Church Alliance Secretary, to Kenneth J. Kies.
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Mr. Chairman, my name is Ken Kies. I am a partner with the law firm of Baker &
Hostetler. I appear in my capacity as the designated representative of The Section
457 Task Force, a coalition of state and local government employers and private tax-
exempt employers. This coalition believes that the IRS has incorrectly interpreted a
provision of the Tax Reform Act of 1986 as it applies to employees of state and local
government and private tax-exempt employers. The coalition urges the Congress to
reverse this erroneous interpretation through the techncial correction process.

I. Backroun.

Section 1107 of the Tax Reform Act of 1986 (the "1986 Act") broadens the coverage
of section 457 of the Internal Revenue Code (the "Code"). As a result, certain
deferred compensation plans of tax-exempt organizations (other than state and local
governments which were subject to section 457 before the 1986 Act) are subject to new
rules. Generally, Amended section 457 applies to tax-exempt organizations for taxable
years beginning after December 31, 1986, although many existing plans are
grandfathered under some circumstances for existing employees.

Tax-exempt organizations have expressed concern regarding the treatment of
nonelective, nonqualified retirement plans (and other nonelective, employer-provided
deferred benefits) under section 457. Likewise, state and local government employers
have expressed similar concerns over the public position only recently taken by the
Internal Revenue Service ("IRS") in Notice 87-13 regarding the scope of section 457 as
originally enacted in 1978. The IRS position overstates the intended scope of section
457. This overstatement, in many cases, would require employees to pay tax on
deferred benefits which such employees have nr Jght to receive currently (and may
never receive). In the case of affected state and local government employers, the IRS
interpretation, if correct, probably requires an amendment to W-2 forms for affected
employees and a concurrent amendment of such employees tax returns for all open tax
years.

To allay the foregoing concerns and to reverse the erroneous IRS position, it is
necessary to clarify the intended scope of section 457 in the Technical Corrections
Act of 1987 (H.R. 2636). The balance of this memorandum discusses Code section 457 in
the context of its legislative history, and explains why the general scope of section
457 which was not changed by the 1986 Act, should remain limited to non-qualified,
elective deferred benefit arrangements. Nonqualified, nonelectiv retirement pay
plans (as well as other nonelective deferred benefit plans) of both tax-exempt and
state and local government employers should remain unaffected by section 451 in
accordance with clear Congresssional intent.

II. Inapplicability of Section 457 to Nonelective, Non-Qualified DefqerrLftn it

A. Deferred Compensation Rules Before 1978; Constructive 'Receipt Rule.

Prior to 1978, nonqualified deferred compensation arrangements were subject
to broad statutory guidelines and regulations. A cash-basis employee included
deferred amounts in income when those amounts were "actually or constructively
received." Treas. Reg. 1.446-1(c)(1)(1); fe anso I.R.C. 451; Treas. Reg. 1.451-2
(constructive receipt of income). IRS administrative rulings further defined the
income recognition rules for various nonqualified deferred compensation arrangements.
in, e.a., Rev. Rul. 60-31, 1960-1 C.B. 174 (guidelines for applying rule of
constructive receipt to deferred compensation arrangements), modified, Rev. Rul.
70-435, 1970-2 C.B. 100 (replacing one factual example). Under traditional
constructive receipt principles, deferred amouilts are not taxed currentlyunless they
are "made available" to the taxpayer so that the taxpayer can elect to receive such
amounts current e., M. .,etcalfe v. Commissioner, 43 T.C.M. (CCH) 1393, 1396
(1982).

B. Proposed Regulation Section 1.61-16.

In 1978, the IRS published Proposed Regulation section 1.61-16 (the
"Proposed Regulation"), which would have eliminated the ability of employees to defer
compensation at their individual option. L" 43 Fed. Reg. 4638 (Feb. 3, 1978).
Specifically, the Proposed Regulation would have required all cash-basis taxpayers
covered by elective, nonqualified deferred compensation arrangements to recognize
deferred amounts as income in the taxable year such amounts otherwise would have been
payable, rather than in the later taxable year when the deferred amounts actually were
paid.

By its terms, however, the proposedd Regulation only affected those amounts
deferred "at the taxpayer's individual option." IA. Thus, nonelective, nonqualified
retirement plans that basically consisted of deferred commitments to pay benefits
pursuant to a formula or schedule were not the target of the Proposed Regulation.
Since the benefits under'such plans were not attributable to amounts deferred "at the
taxpayer's individual option," they would not have been covered by the Proposed
Regulation. Thus, under established income recognition rules, employees would not be
taxed on nonelective unfunded retirement benefits until payments actually were made.
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The Proposed Regulation was designed primarily to eliminate elective
deferral arrangements for state and local government employees (although, by its
terms, it applied Lo elective deferral arrangements of all taxpayers). See, e.g.#
Fischer, Deferred Compensation: Born Again -- for Now, 37 N.Y.U. Inst. on Fed. Tax'n
28-1, 28-8 to 12 (1979) (discusses history of Prop. Reg. 1.61-16).

C. Congressional Rest ise to the Proposed Reaulation.

Congressional response was swift. Sections 131 and 132 of the Revenue Act
of 1978 (the 01978 Act*) specifically addressed most elective deferred compensation
arrangements jeopardized by the Proposed Regulation. See Public Law 95-600, 92 Stat.
2779-83 (Nov. 6, 1978), aprntj e in 1978-3 C.B. 13-17; sje j&W H.R. Rep. No. 1445,
95th Cong., 2d Sees. 52-53, reprinteIn 1978-3 C.B. 226-27 (reasons for change); S.
Rep. No. 1263, 95th Cong., 2d Seas. 65, reprinted jn 1978-3 C.B. 363 (reasons for
change); H.R. Rep. No. 1800, 95th Cong., 2d Sess. 65, eplint in 1978-3 C.S. 538
(reasons for change).

Section 131 of the 1978 Act created Code section 457, which applied to State
and local government deferred compensation plans. Section 132 of the 1978 Act
rejected application of the Proposed Regulation to deferred compensation plans of
private, taxable employers. In section 132(a) of the Act, Congress pronounced that
the legal principles governing private deferred compensation plans would be those in
effect on February 1, 1978 (two days bjgQ publication of the Proposed Regulation).
.J. at 92 Stat. 2782-83, reprintedi n 1978-3 C.B. 16-17.

D. Statutory Lanquaqt and 1978 Legislative History BehindSection 457.

Section 457, by its terms, contemplates elective deferrals. §M I.R.C.
457(b)(4) agreementt or arronqemen providing for deferral); Treas. Reg. 1.457-2(b),
2(g) (same). Within the context of section 457, the very concept of "deferred
compensation" pcesupposes a right or option to receive economic benefits currently,
which benefits are deferred by agreement.

The legislative history confirms without ambiguity that the limitations on
"deferred compensation plans" of state and local governments were never intended to
aopl. to nonqualified retirement pay plans which were unfunded and nonelective (i.e.,
employer-provided retirement plans with no elective or salary-reduction features):

The treatment provided by (section
457] for an ineligible State deferred
compensation plan extends onl toPlans
which provide an opion to defer
compensation and it inapplicable to A-.
State's regular retirement system
(whether or njsich plan is a
tax-qualified Plan) which does not
provide such an option.

[H.R. Rep. No. 1445, 95th Cong. 2d Sess.
57, reprinted in 1978-3 C.B. 231
(emphasis added).]

The tax treatment of participants in
an ineligible SLate deferred compensation
plan does not extend to participants in
the State'$ reqaularlretirement plan
(whether or not qualified under 401(a)).

(S. Rep. No. 1263, 95th Cong., 2d Sess.
70, reprinted in 1978-3 C.B. 368
emphasis added).] -

When discussing the effect of section 457 on tax revenues, both the House and Senate
Reports affirmed that section 457 continued "the existing Utreatment" of deferred
compensation plans "within certain limitations." S H.R. Rep. No. 1445 at 58,
reprinted in 1978-3 C.B. 232; S. Rep. No. 1263 at 71, reprinted in 1978-3 C.B. 369.

Section 457 was a response to the Proposed Regulation which addressed only
elective deferral arrangements which were the subject of that Regulation. Both the
House and Senate Reports regarding section 457 consistently referred to elective or
contractual deferral arrangements. Further, there is no discussion in the legislative
history to indicate that unfunded welfare benefit plans (e.g., sick pay or vacation
pay plans, survivor benefit plans or severance pay arrangements) were ever intended to
be subject to the "deferred compensation" rules of section 457.

In effect, sections 131 and 132 of the 1978 Act were designed to permit
elective deferrals by State and Ic,=al government employees within specified
limitations and unlimited elective deferrals by other employees. The Congress thereby
retreated from the position taken in the Proposed Regulation, which would have
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required current income recognition of A" elective deferrals. No change had ever
been suggested, either in the Proposed Regulation or in section 457, regarding the tax
treatment of unfunded, n2lectiv deferred benefits (e.g., regular retirement plans,
welfare benefit plans or survivor benefit plans). Thus, section 457 was clearly
intended to be a relief provision.

-Two other provisions of the 1978 Act also dealt with employee elections and
their effect on current taxable compensation. 1978 Act Sections 134 and 135 created
Code sections 125 (cafeteria plans) and 401(k) (cash or deferred arrangements),
respectively. S Public Law 95-600, 92 Stat 2783-87 (Nov. 6, 1078), reprintedi n
.978-3 C.B. 17-21. Neither Code section 125 nor Code section 401(k) refers to section
457, but all three of those sections impose limitations on an employee's ability, by
agreement or election, to avoid or defer taxation on certain forms of employee
benefits. In fact, Code section 125 was coordinated indirectly with section 457,
since "deferred compensation plans" were excluded from the general cafeteria plan
provisions. 3M jI. at 92 Stat. 2784 (Code section 125(d)(2)), reprinte In 1978-3
C.B. 1l.

It has been suggested that the absence in section 457 of words like "elect"
or "choose" (which are used in sections 125 and 401(k)) manifests that Congress did
not intend to limit section 457 to elective deferred benefits. But section 457
consistently refers to "agreements" or "arrangements" by employees to defer
compensation. A reference in section 457 to "elective" deferred compensation would
have been redundant. Therefore, especially when read in light of its legislative
history, it seems clear that section 457 should apply only to elective unfunded
deferrals.

E. Confusion Regarding the Scope of Section 457.

Despite clear indications that section 457 applied only to elective
deferrals (eg,., salary reduction arrangements), the elective/nonelective distinction
was either ignored or forgotten in some instances.

One of the first sources of confusion is the Joint Committee's General
Explanation of the Revenue Act Qf 1978 (the "1978 Blue Book"). The 1978 Blue Book
accurately summarizes the history behind section 457 and the reasons Congress chose to
limit deferred compensation arrangements for State and local government employees,
citing the concern over "plans involving an individual election to defer
compensation." L JJ at 68. But the 1978 Blue Book's "Explanation of Provision"
contains the following statement about section 457:

The rules prescribed by the Act
apply whether or not exployees (sic)
and independent contractors are
provided with an individual option to
defer. (d.)

While it is not clear with respect to what the above-quoted language has reference, it
cannot be interpreted to mean that nonelective deferred benefits are subject to
section 457 without being in direct conflict with the legislative history of the 1978
Act with respect to section 457.

A few years later, apparently due to some uncertainty as to the IRS's
position regarding the application of section 457 to unfunded retirement plans, a
provision which explicitly exempted certain nonelective judicial retirement plans from
the section 457 rules was incorporated into the Tax Equity and Fiscal Responsibility
Act of 1982 ('TEFRA"). See TEFRA section 252, retroactively amending section 131(c)
of the 1978 Act (enabling provisions of Code section 457). Although such nonelective
plans should not have been affected by section 457 in any'event, the Texas state
judges sought to secure an ironclad statutory exemption and succeeded.

The "Reasons for Change" in the Senate Report confirmed that the
contribution limits and rules of Code section 457 should not be applied to State
judges' unfunded "defined benefit" retirement plans which had no elective features:

Because the participant's benefit under
such a (retirement) plan generally does
not depend upon the participant's account
balance, the committee believes it is
inappropriate to apply contribution
limits or other rules designed for
defined contribution plans.

iS. Rep. No. 494, 97th Cong., 2d Sess.
328 (1982).)

Unfortunately, the Senate Report suggested a defined-contribution/defined-benefit
distinction as the line of demarcation for "appropriate" application of section 457.
The elective/nonelective distinction was temporarily submerged.
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Shortly after TEFRA was enacted, the Depelhieb-oi Treasury ("Treasury")
issued final Regulations for Code section 457. While the Regulations themselves did
not explicitly address the elective/nonelective issue, the preamble to those
Regulations contained the following statement:

(un the absence of statutory authority
to provide for the exclusion of (unfunded
regular retirement) plans from section
457(e)(l) and without clearer legislative
guidance as to what form this exclusion
should take, it has been decided that it
is Inappropriate to provide for this
exclusion through regulations.
Consequently, dferrals under an unfunded
regular retirement plan of a State will
be considered to be made under an
ineligible plan, and not excludible from
income under section 457(a).

(47 Fed. Reg. .42336 (Sept. 27, 1982).)

notingng the ample legislative history indicating that nonelective, unfunded
:etirement plans are outside the ambit of section 457, Treasury suggested that all
unfunded deterred benefit plans (except those specifically enumerated in section
457(e)(1)) had been swept away under the guise of section 457. Apparently, Treasury
.;:as unwilling to make an elective/nonelective distinction notwithstanding the presence
3f legislative history-which indicated that section 457 was intended to apply only to
elective deferral arrangements. No attempt was made to incorporate this provision
into the regulations, evidencing apparent uncertainty on the part of the Treasury with
respect to its own position.

F. The 1986 Act.

The 1986 Act originated from The President'sTax Proposals to the Conqress
for Fairness, Growth, and Simplicity (May 1985)("President's Proposal"). The
President posals included the proposed extension of section 457 to all tax-exempt
employers. As described in the President's Proposals, the change in section 457 would
affect elective deferrals by employees:

The rules permitting the elective deferral
of compensation by employees of States on
a nonqualified and unfunded basis would be
expanded to apply to the employees of
employers exempt from tax under the
Internal Revenue Code. Thus, an employee
of a tax-exempt employer wuld be
permitted to defer, on an elective basis
and subject to the same limitations
currently applicable to State employees .
portion of his or her clrrent compensation
under a nonqualified and unfunded
arrangement maintained by the employer (an
"eligible deferred compensation plan").
Compensation deferred by an emolovee of a
State or tax-exempt employer under an
ineligible deferred compensation plan
would be includible in the employee's
gross income when there is no longer a
substantial risk of forfeiture.

[President' s Proposal, Chapter 14.10 at
381 (emphasis added).)

Therceis no indication that Code section 457, as then in effect, was understood to
apply to anything but elective deferral arrangements. In fact, the tenor of
Treasury's description of the changes suggests that the employees of the tax-exempt
community would be receiving a benefit from the extension of section 457, a suggestion
clearly inconsistent with an extension of section 457 to nonelective deferred
compensation.

Generally adopting the President's Prowosals, the 1986 Act extended section
457 rules to tax-exempt employers. 1986 Act section 1107, H.R. Rep. No. 841, 99th
Cong., 2d Sess. at 1-3l to 66. The operative language of section 457 remained
substantially the same, excep': for the deferral coordination rules of section 457(c)
and the new distribution rule,% of section 457(d).

The Conference Report accompanying the 1986 Act gives no indication of any
Congressional intent to expand the scope or nature of plans encompassed by section
457. jg .0. at 11-397 to 400. And the Joint Committee's General Explanation of the
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Tax Reform Act of 1986 (the N1986 Blue Book*; published May 4, 1987) confirms that
section 457 continues to apply to the same types of deferred compensation to which it
applied under prior law.* jd. at 654. Thus, although the 1986 Act expanded the group
of employers affected by section 457, it did not c the type or nature of deferred
compensation plans subject to the section 457 rules.

The same types of nonelective, unfunded retirement plans maintained by state
or local governments which always were beyond the intended scope of section 457
similarly should remain beyond the scope of amended section 457 as it applies to such
plans maintained by tax-exempt organizations. For example, nonqualified, nonelective
retirement pay plans with no salary reduction features should remain unaffected by
section 457, whether they are maintained by governmental entities or tax-exempt
organizations.

III. Notice 87-13 and Examples of Plans to which Section 457 Should Not Apply.

On January 5, 1987, the IRS released Notice 87-13 (published January 26, 1987 in
Internal Revenue Bulletin No. 1987-4), which contained the preliminary IRS views
regarding the scope and application of Code section 457. At Q&A-26, the IRS adopted
the following position:

Section 457 applies to amounts deferred
under a deferred compensation plan
regardless of whether the plan is in the
nature of an individual account or
defined contribution plan or a defined
benefit plan, including a deferred
compensation plan that provides benefits
in excess of the benefits provided under
a qualified plan under section 401(a), a
deferred compensation plan that provides
benefits in excess of the benefits
permitted to be provided under a
qualified plan on account of section 415,
and a deferred compensation plan that
provides benefits only to a select a
group of exocutives or other highly
compensated employees (e.g., a "top hat"
plan). Also, section 457 applies to
amount deferred even though deferred
amounts are determined by reference to
factors other than the annual
compensation of the individual (2.ge.
years of service, final average salary),
uncertain in aggregate amount, and are
payable over an indeterminable period
(e.g., over the life of the individual).

Section 457 applies to amounts deferred
uider a deferred compensation plan,
whether or not such deferral is pursuant
to the election of the individual
taxpayer. Thus, section 457 applies to
both elective and nonelective deferred
compensation amounts.
11987-4 I.R.S. at 26.)

The extreme position adopted by the IRS disregards the historical distinction between
the tax treatment of employee elective deferrals and employer-provided, nonelective
deferred benefits.
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The IRS position threatens many unfunded retirement programs and other
benefit programs (e. vacation pay and sick pay plans) maintained by tax-exempt
organizations and State and local governments. It is understood that some State and
local government employees participate in both (I) an "eligible deferred compensation
plan" under section 457 (which generally permits e deferrals up to $7,500 per
year), and (ii) a nonelective unfunded retirement plan which provides an annuity form
of retirement benefit based upon years of service and final average compensation. The
iRS apparently intends to treat such retirement plans as "ineligible" plans subject to
section 457. Such an interpretation could result in the retroactive taxation of
benefits "accrued" under such retirement plans since as far back as 1978.

Section 457 contemplates agreements by employees with employers whereby
limited elective deferrals may be made with favored tax treatment. Thus, section 457
should properly be interpreted to affect only unfunded salary reduction agreements
whereby an employee elects to forego current compensation in exchange for unfunded
future payments.

IV. Revenue Impact and Administrative Concerns

State and local governments have administered elective deferred benefit plans
under section 457 since 1978. Under the 1986 Act, the same rules limiting elective
deferrals will apply to tax-exempt employers. The suggested legislative clarification
would explicitly exclude nonelective deferral arrangements from the section 457 rules.
Since such nonelective arrangements never were intended to provide revenue under
section 457, their continued exclusion should have no adverse impact on projected tax
revenues.

On the other hand, the unwarranted interpretation of section 457 adopted by the
IRS would result in current taxation of nonelective deferred benefits. Employees of
both tax-exempt organizations and state and local governments would have to recognize
as current income the "present value" of hypothetical deferred benefit "accruals."
The accurate valuation of these accruals would be virtually impossible in many cases.
If the employee did forfeit benefits or if the employer became insolvent before the
nonelective deferred benefits were paid, such employees would have paid tax on income
never received and with respect to "benefits" over which they had no control or right
to demand current payment. Such treatment would be totally at odds with the entire
history of the Federal Individual income tax system under which individual taxpayers
are taxed on the cash basis method of accounting.

Affected employers would confront administrative nightmares coordinating elective
and nonelective deferred benefit plans if both involuntary "accruals" and elective
employee deferrals were subject to section 457 limits. Further, employees would
perceive the current taxation of deferred income over which they nave no control as
grossly unfair.

7. Conclusion

:n light of the IRS pronouncement in Notice 87-13, the Congress should now take
t-e opportunity to clearly state that section 457 does not apply to nonelective
Liferred compensation. As a part of that process, the distinction between elective
and nonelective deferrals also could be clarified, most easily through illustrations
and examples made part of the legislative history. The Section 457 Task Force is
prepared to work with the Ways and Means Committee to assist in any way with this
effort.
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July 14, 1987

Mr. Kenneth J. Kies
Baker & lostetler
Washington Square, Suite 1100
1050 Connecticut Avenue, N.W.
Washington, D.C. 20036

Re: Section 457 Task Force - Technical Corrections Act of
1987

Dear Mr. Kies:

Representatives of the Church Alliance have reviewed the
materials that you will be forwarding to the Ways & Me ins
Committee on behalf of the Section 457 Task Force, and we
are in hearty agreement with the relief that you are
requesting therein. The Church Alliance has submitted its
own comments on the section 457 issue, and the Church
Alliance also submits that section 457 has never covered,
and should not cover, nonelective deferred compensation
arrangements.

We in the Church Alliance look forward to working closely
with you and the other members of the Section 457 Task Force
to make sure that nonelective deferred compensation
arrangements are preserved for the 28 mainline denominations
represented through the Church Alliance.

Sincerely yours.

Lf

($aryS.J ]Nash,
Church Alliance Secretary

(

78-959 0 - 88 - 38
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3Sea.LandCorporation

Suite 560 National Place *1331 Pennsylvania Avenue, N.W. • Washington, D.C. 20004. (202) ?83-1117

July 21, 1987

The Honorable Max Baucus
Chairman, Taxation
and Debt Management Subcommittee

Committee on Finance
United States Senate
205 Dirksen Building
Washington, D.C. 20510

Dear Mr. Chairman:

Sea-Land Corporation is pleased to submit comments on
S.1350, the Technical Corrections Act of 1987. We request that
our-views be made part of the Hearing Record to be established by
your Subcommittee on July 22.

Sea-Land Corporation, a unit of CSX Corporation, is a world
leader in international intermodal freight transportation and
related trade services. Our principal operating subsidiary,
Sea-Land Service, Inc., today operates a fleet of U.S.-flag
containerships and other vessels which serve all major ports in
the United States.

As our business depends directly on the free flow of cargo
over these ports, we followed with keen interest the debate over
the Water Resources and Development Act of 1986 (P.L. 99-662).
As you know, the Finance Committee approved one title of that new
law which authorized a .04 percent harbor maintenance tax on
import/export cargo for the purpose of funding a portion of the
costs associated with operating and maintaining ports and
waterways. This tax is to be paid by the shipper of the cargo
directly to the federal government.

It since has come to our attention that this tax will be
applied twice to cargo which is relayed over a second port
en route to its final destination if that cargo is transferred to
a different vessel at the relay port.

Sea-Land, as well as many other ocean carriers serving the
U.S. foreign commerce, has employed for some years a relay system
between U.S. ports in order to provide the fastest, most
economical service possible to our customers. Relay services
have been incorporated both in export and import trades as an
integral part of Sea-Land's operating logistics at ports where
volume or economics will not support a line haul vessel call. As
a particular example, Sea-Land serves the ports of Boston and
Baltimore via feeder barge relaying to its principal U.S. East
Coast terminal at Port Elizabeth, N.J. On the West Coast, all
exports from Alaska to the Far East are relayed through
Sea-Land's terminal at Tacoma, Washington. These services
reflect Sea-Land's continued efforts to hold down costs and to
provide competitive service.

An ancillary benefit, we believe, is that these services
place the least demand possible on the harbors were they are
employed, as barges draw about six to nine feet of water as
compared to 35 feet or more for a large containership. This, in
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turn, reduces the demand for scarce federal dollars needed to
create deep draft ports.

We believe our industry has been encouraged by various
government policies to develop and offer the kind of innovative
transportation option which relay services represent. Yet, if
the harbor maintenance tax cited above is imposed twice on cargo
utilizing this service, it could jeopardize the service to the
ultimate detriment of the U.S. consumer and exporter. Moreover,
we believe it is inherently unfair to ask a shipper, whether an
importer or an exporter, to pay the same tax twice on the same
cargo.

We also believe that Congress could not have intended this
result. In Section 4461 (g)(1) of the Act, under the title "Tax
Imposed Only Once", Congress provided that cargo should not be
taxed twice when taken off and put back on the same vessel at a
U.S. port. Thus, if one vessel called Port Elizabeth first on an
import voyage and then proceeded on to Boston where certain cargo
was unloaded, only one charge would be assessed. This is true
even if, for the carrier's convenience, the cargo was taken off
and put back on that vessel at Port Elizabeth. But if instead of
being placed back on the first vessel it was placed on a barge
for carriage to Boston, two charges would apply. We do not
believe that Congress intended such an anomaly.

For these reasons, we are seeking an amendment to the law
that would make clear the harbor maintenance tax should apply-
only once to import/export cargo, whether or not the cargo is
relayed on a different vessel for the final leg of its journey.
Legislative language to accomplish this objective is attached for
your convenience. We respectfully request that it be included as
an amendment to the Technical Corrections Act when that measure
is considered by the Committee on Finance at mark-up.

If we can answer any additional questions about our service
or our views on this issue, I hope you will not hesitate to
contact me.

Sincerely,

Rebecca J. Berg
Director, Federal Public Affairs

Attachment
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SECTION I . HARBOR MAINTENANCE TAX TO APPLY ONLY ONCE TO CARGO
ENTERING OR LEAVING THE UNITED STATES IN A
CONTINUOUS TRANSPORTATION BY A SINGLE SHIPPER.

(a) IN GENERAL.--Subsection (9) of section 4462of 'the

Internal Revenue Code of 1986 (relating to definitions and

special rules for harbor maintenance tax) is amended by

,adding at the end thereof the following new paragraph:

'(3) CARGO ENTERING OR LEAVING THE.UNITED STATES.--

(A) IAMPORTS.--In the case of cargo which

entered the United States and on which tax under

section 4461(a) was paid by the importer, no tax

shall be imposed under such section on any subsequent

loading or unloading of such cargo if--

(i) the shipper of such cargo at the time

of entry and at the time of such subsequent

loading or unloading is the same, and

(ii) such subsequent loading or unloading

is in connection with the continuous

transportation of such cargo to its ultimate

destination in the United States.

(B) EXPORTS.--In the case of cargo which is

destined for export and on a loading or unloading of

which tax was imposed under section 4461(a), no tax

shall be imposed under such section on any subsequent

loading or unloading of such cargo if--

(i) the shipper of such cargo at the time

such tax was imposed and at the time of such

subsequent loading or unloading is the same, and

(ii) such subsequent loading or unloading

is in connection with the continuous

transportation of such cargo to its ultimate

destination outside the United States."

(b) EFFECTIVE DATE.--The amendment made by subsection (a)

shall take effect as if included in the amendments made by

section 1402 of the Harbor Maintenance Revenue Act of 1986.
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Seidman
& BID

Seidman 15 Colunbus Circle, New York, New York 10023 (212) 765-7500. TLX 661 903

July 14, 1987

Ms. Laura Cox
Hearing Administrator
U. S. Senate
Committee on Finance -- Rm. SD-205
Washington,-D.C. 20510

Re: 1987 Technical Corrections Bill (S. 1350)

Dear Ms. Cox:

Section 102(a) of the 1986 Tax Reform Act amended
Section 63 of the 1986 Internal Revenue Code to provide
that, in the case of an individual for whom a personal
exemption deduction is allowable on another taxpayer's
return, the individual's standard deduction is limited to
the greater of $500 or the individual's earned income. This
limitation causes two taxpayers with the same amount of
unearned income to be treated differently if one of them
also has earned income.

If this unfair result is unintended, Code Section 630)
(5) should be corrected to limit the standard deduction in
this situation to the greater of--

(A) $500, or

(B) the individual's earned income pJlus$SQ.
(Suggested correction underscored.)

Respectfully,
SEIDMAN & SEIDMAN/BDO

Mario P. Borini, CPA, PhD
Nati'.nal Director of

Tax Practice

Certfied Public Accountants. Offices Throughout the United States. IntemationaD B4nder Dyker Otte & Co.
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MUST SERVICES

(~M: (2r)724611 0 eknwral Ccmference of

&wndjwd" Adwis
C4U WORLD HEADQUARTERS- 40 EASTERN AVENUE NW WASHINGTON. C 001 USA

TELEPHONE I 1 224000 * CALE ADVENTIST. WASHINGTON a TELEXU46

Ms. Laura Wilcox
U.S. Senate Committee on Finance
SD 205
Washington DC 20510

Dear Ms. Wilcox:

Subject: Charitable gift annuities are not the same as
couercial-type Insurance annuities.

The Technical Corrections Act of 1987 (H.R. 2636) should be
amended to clarify the charitable gift annuities Issued by IRC
Sec. 501(c)(3) organizations are not "commercial-type Insurance"
under IRC Sec 501(m).

The Seventh-day Adventist Church membership In the United States
Is over 600 thousand. The church Is known for Its charitable work
through Its hospitals, clinics, and community service centers. Of
course, much of the medical work Is self-supporting; but our
charitable work and our educational programs could be curtailed If
donations through charitable gift annuities were diminished due to
taxation. I'll explain briefly a charitable gift annuity.

In the event a donor does not have sufficient funds to make a
large outright gift, the charitable gift annuity gives the donor a
specific Interest Income based on his age at the time the gift Is
made. The Irrcome Is paid to him by the church for his lifetime.
The rate of return Is established by the national organization of
churches known as the Committee on Gift Annuities, 186 Broadway,
New York, New York 10023. The return Is based on approximately
one-half gift and one-half as the annuity. We have not seen any
evidence that this type of gift and annuity Is In any way
competing with commercial-type Insurance.

This brief letter is to solicit your support to clarify the law.
Failure to do so may dry up an Important source of funds for the
Seventh-day Adventist Church and--curtall Its charitable
activities. This source of support has been used by the church
organization for over 50 years, and we hope Its use will not be
curtailed by taxation.

Thank you for your support as you work with your fellow committee
members.

Sincerely yours,

Wyman S. Wager, As late Director
Trust Services

mcf
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SEWARD & KissEL

July 23, 1987

Statement of Seward and Kissel to the
Senate Finance Subcommittee on Taxation

and Debt Management In Support of a Technical
Amendment to Section 1214 of the Tax Reform Act of 1986

Introduction

Pursuant to the request by the Senate Finance Subcommittee

on Taxation and Debt Management for written Statements concerning

S.1350, the Technical Corrections Act of 1987 (the "Technical Cor-

rections Act"), we are submitting this Statement in support of a

technical amendment to Section 1214 of the Tax Reform Act of 1986

(the "Act") on behalf of Daily Dollar Reserves, Inc., ("DDR"), a

diversified, open-end investment company that has elected to be

taxed as a "regulated investment company" ("RIC") for federal income

tax purposes. Section 1214 of the Act amended sections 861(c),

871(i) and 881(d) of the Internal Revenue Code to change the rules
0

regarding the determination of whether dividends and interest paid

by certain domestic corporations to their foreign shareholders are

derived from sources within or outside the United States. Cne

unintentional consequence of this change was the elimination of the

U.S. withholding tax exemption for dividends paid to foreign share-

holders by United States mutual funds qualifying as so-called "80-20

corporations" prior to the adoption oi the Act.

Under the prior law, dividends paid by a United States cor-

poration to its foreign shareholders were entirely exempt from

United States withholding tax if the corporation derived more than

80 percent of its aggregate gross income for a specified period from

sources outside the United States (an "80-20 Corporation"). DDR and

several other United States RICs qualified as 80-20 Corporations

under prior law because they invest substantially all their assets

in foreign bank deposits and other foreign debt obligations. While

the investments of these RICs are managed by domestic investment

advisers, the shareholders of the RICs are predominantly foreign

entities and other nonresidents who would not be subject to United
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States withholding tax if they invested directly in the foreign debt

obligations owned by the RICs, rather than using the RICs as a con-

duit for such investments.

Subject to a transitional rule, Section 1214, by changing

the basis for determining the source of dividends paid by 80-20 Cor-

porations, inadvertently precludes RICs that would have qualified as

80-20 Corporations under the law prior to adoption of the Act from

now qualifying for an exemption from United States withholding tax

on dividends paid to their foreign shareholders. once the transi-

tional rule has expired, these RICs likely will be unable to retain

their foreign shareholders and, therefore, will probably either dis-

solve or move off-shore if the Act is not amended to restore the

exemption from United States withholding tax.

Attached to this Statement is an exhibit containing two al-

ternative technical amendments to Section 1214 of the Act that have

been proposed by Congressman Robert T. Matsui to correct the error.

The remainder of this Statement will discuss the operation of Sec-

tion 1214, the proposed alternative technical amendments, and cer-

tain issues concerning alleged "tax treaty shopping" that have been

raised by the Treasury Department with respect to these amendment.

Discussion of Section 1214

Section 1214 of the Act generally repeals the special stat-

utory sourcing rules previously applicable to 80-20 Corporations and

treats all dividends paid by a United States corporation as United

States source income. Section 1214 nevertheless provides that such

dividends will continue to be exempt from the United States with-

holding tax imposed on certain categories of United States source

income (1) if at least 80 percent of the aggregate gross income de-

rived by the corporation during a specified "testing period" con-

sists of "active foreign business income," and (2) only to the ex-

tent that the gross income derived by the corporation during this

period consists of foreign source income. The term "active foreign

business income" is defined for this purpose to mean gross income

which is "attributable to the active conduct of a trade or business

in a foreign country." While no clear guidance on this definition is

provided in the Act or the legislative history thereof, based on our
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understanding of the operations of the RICs described above, it ap-

pears unlikely that these RICs would be treated as engaged in the

"active" conduct of a business outside of the United States for this

purpose.

Section 1214 of the Act also provides a special traihsi-

tional rule with respect to this "active foreign business" excep-

tion. With respect to determining the extent to which a United

States withholding tax would be imposed on dividends paid by an 80-

20 Corporation to a foreign shareholder in a taxable year of such

corporation beginning before January 1, 1988, this transitional rule

eliminates the requirement that at least 80 percent of the income of

the 80-20 Corporation must consist of "active foreign business in-

come". This transitional rule has the effect of continuing for a

short time period the special income source rule existing under

prior law for dividends paid by 80-20 Corporations to foreign share-

holders.

There is no indication in either Section 1214 of the Act or

its legislative history that Congress intended to impose a United

States withholding tax on dividends paid to foreign shareholders by

an 80-20 Corporation where the income derived by the 80-20 Corpora-

tion would not have been subject to such a tax if derived directly

by those shareholders. The legislative history of the Act indicates

that Section 1214 of the Act was enacted primarily to address Con-

gress' concerns that (1) the special income sourcing rules pre-

viously applicable to dividends and interest paid by 80-20 Corpo-

rations ceded primary tax jurisdiction away from the United States

for income that should have borne a United States tax, and (2) cer-

tain United States taxpayers were utilizing 80-20 Corporations to

artificially inflate their available foreign tax credits. See,

e.g., Joint Committee on Taxation's General Explanation of the Tax

Reform Act of 1986 pp. 937-938. Neither of these concerns exist

with respect to dividends paid to their foreign shareholders by RICs

qualifying as 80-20 Corporations.

Discussion of Proposed Technical

Amendments to Section 1214 of the Act

The two alternative amendments to Section 1214 of the Act

that have been proposed by Congressman Matsui would expressly con-
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tinue the prior United States withholding tax exemption for divi-

dends paid to foreign shareholders by RICs qualifying as 80-20 Cor-

porations, at least to the extent of the foreign source income

derived by a RIC during the three-year period ending with the taxa-

ble year within which the dividends are distributed. These amend-

ments would not alter the other provisions of Section 1214 which

generally treat dividends and interest paid by 80-20 Corporations as

income derived from sources within the United States for all other

Federal income tax purposes.

If one of these two technical amendments is not included in

the Technical Corrections Act the foreign shareholders of RICs

qualifying as 80-20 Corporations likely will withdraw all of their

funds from these RICs and reinvest in mutual funds organized outside

of the United States. This shift in investment would benefit the

foreign investment advisory community to the detriment of their Uni-

ted States counterparts which service RICs qualifying as 80-20 Cor-

porations.

The first proposed technical amendment would exempt RICs

which qualified as 80-20 Corporations under prior law from the new

rules contained in Section 1214 of the Act solely for purposes of

the withholding tax imposed on dividends paid by United States cor-

porations to foreign shareholders. This amendment would have the

effect of permitting these RICs to continue to pay dividends to

their foreign shareholders without the imposition of any United

States withholding tax.

The alternative proposed technical amendment would have the

effect of permitting RICs qualifying as 80-20 Corporations under

prior law to permanently rely on the special transitional rule con-

tained in Section 1214 of the Act by making the new "active foreign

business income requirement referred to above permanently inappli-

cable to RICs. While not as advantageous to RICs as the first al-

ternative, this amendment would allow some RICs qualifying as 80-20

Corporations under prior law to continue in business.

The alternative technical amendments proposed herein should

not result in any revenue loss to the United States Treasury. After

the termination of the special transitional rule noted above, Sec-

tion 1214 of the Act will not raise any revenue from RICe qualifying

as 80-20 Corporations since, as noted above, these RICs simply will
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move offshore or terminate their existence if the provision is not

changed in the manner suggested herein. Conversely, the amendments

proposed herein would not cause a loss in revenue because they

merely maintain the status quo existing prior to the Act (i.e., no

United States withholding tax would be imposed on dividends paid to

foreign shareholders by RICs qualifying as 80-20 Corporations).

Discussion of Alleged "Tax Treaty Shopping"

In considering these alternative technical amendments, we

understand that the Treasury Department has expressed some concern

that these amendments may have the effect of encouraging certain

foreign shareholders of the RICs involved to invest in these funds

for the purpose of "tax treaty shopping". Specifically, we under-

stand that the Treasury Department believes that certain foreign

shareholders invest in RICs qualifying as 80-20 Corporations for the

primary purpose of avoiding the imposition of a withholding tax by

the foreign countries in which the issuers of the debt instruments

acquired by the RICs are resident. The Treasury Department's con-

cern apparently is premised on the assumptions that (1) the foreign

shareholders of these RICs would be subject to such foreign with-

holding taxes if they were to invest in those debt instruments

directly, and (2) these foreign shareholders can avoid the imposi-

tion of such foreign withholding taxes by investing in a RIC quali-

fying as an 80-20 Corporation by reason of the interest withholding

exemptions set forth in the provisions of income tax treaties

between the United States and these foreign countries.

We do not believe that the "tax treaty shopping" abuse

raised by the Treasury Department exists. Contrary to the Treasury

Department's first assumption, most of the foreign countries in

which the issuers of the debt obligations held by these RICs are

resident do not impose any withholding tax on interest payable on

the bank deposits and certain other debt obligations of entities

resident in their country. Such foreign withholding tax exemptions

are similar to the statutory exemptions from United States with-

holding taxes for interest payable to foreigners with respect to

bank deposits and for "portfolio interest". See sections 871(i),

871(h) and 881(i) of the Internal Revenue Code. Therefore, the
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foreign shareholders of RICs qualifying as 80-20 Corporations under

prior law could invest directly in many of the foreign debt instru-

ments acquired by these RICs without themselves being subject to any

foreign withholding taxes. In these cases, these foreign share-

holders are not in any way taking advantage of the provisions of any

income tax treaty to which the United States is a party.

Further, foreign individuals and entities have generally

invested in the RICs that qualified as 80-20 Corporations for the

purpose of short-term cash management. For example, at any one

time, the investments of these RICs consist of debt instruments

issued by issuers resident in a number of different countries and

the average maturity of these debt instruments generally is less

than 45 days. Since the composition of the investment portfolio of

these RICs constantly is changing based upon the market conditions

existing in the various foreign countries involved, the foreign

shareholders of these RICs do not know the precise nature of the

RIC's investments at any time and cannot properly be regarded as

using the RICs primarily as a "tax treaty shopping" vehicle. Share-

holders are not informed prospectively of the RIC's investments and,

therefore, would not be able at the time of the investment to deter-

mine the identity of the foreign country in which the issuers of the

debt instruments owned by the RIC are resident.

Nevertheless, the two alternative technical amendments to

Section 1214 of the Act that have been proposed by Congressman

Matsui address the Treasury Department's concern. This is accom-

plished by denying the applicability of these amendments to any RIC

with respect to any taxable year in which more than 50 percent of

the total value of the RIC's assets for the year are invested in

assets the income from which is exempt from foreign withholding

taxes solely by reason of the provisions of an income tax treaty

between a foreign country and the United States. Therefore, any RIC

which fails this 50 percent asset test would be deemed to be party

to "tax treaty shopping" by its foreign shareholders and the divi-

dends paid by such a RIC to these foreign shareholders would be sub-

ject to a United States withholding tax under the Act.
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Based upon the above, we therefore respectfully request

that one of the two alternative technical amendments which have been

proposed by Congressman Matsui to Section 1214 of the Act be

included in the Technical Corrections Act. I you have any questions

concerning the proposed technical amendments, please contact Paul

Clark at (202) 466-3960 or Peter Pront at (212) 412-4100.

Seward & Kissel

4
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*o Shawmut

July 17, 1987

Laura Wilcox
Hearing Administrator
Committee on Senate Finance
Room SD 205
U. S. Senate
Washington, DC 20510

RE: S1350 Technical Corrections Bill of 1987

Dear Ms. Wilcox:

On behalf of Shawmut Corporation's Central Tax Unit, of which
I am employed by, and the Massachusetts Bankers Association,
of which I am a member, please read the following:

First off, to make retroactive the switching of Common Trust
Funds to a calendar year end for tax years beginning after
December 31, 1986 would truly be a hardship for banks with
all that is going on this year. The changing of fiscal year
end trusts and the paying of federal estimates, to name a
few, are enough in themselves for one year. To add another
piece to the puzzlethis year would only increase the
compliance nightmare required by Fiduciaries.

Secondly, I fully support the ABA in urging that a November
30 fiscal year end be permitted for the Common Trust Funds.
But, only if it were for years beginning after December 31,
1987.

The most logical plan in my opinion, would be for the Common
Trust Funds to be permitted to be on an October 31 fiscal
year end. In any case, allowing the Common Trust Funds to
file on a fiscal year end would most certainly cause less of
a compliance nightmare.

My final thought is this; that legislation not be passed
making it retroactive for Common Trust Funds to be filed on
calendar year ends for years beginning after December 31,
1986, but rather legislation be passed permitting Common
Trust Funds to remain on fiscal year ends, say either October
31 or November 30, beginning with tax years after December
31, 1987.

I look forward to hearing any comments or questions you might
have and can be reached at (617), 793-4161.

Respectfully,

Robert G. Ripley, Jr.
Vice President
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Ms. Laura Wilcox
Hearing Administrator
Committee on Finance
Room SD-205
United States Senate
Washington, D.C. 20510

Re: S 1350, H.R. 2636

Dear Ms. Wilcox:

Please note that Title I, Section 113(c)(12)(A) of
S 1350 and H.R. 2636 should be changed by substituting
"1954 Code" for "1986 Code" after the words "Subparagraph
(N) of section 103(b) (6) of the .... " This reference
is found on page 395, line 11 of H.R. 2636.

Thank you.

Very truly your.

Stephen B. Lyons

cc: Ms. Mary McAuliffe

SBL/cmo
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(202) 626-6651

July 9, 1987

HAND DELIVERED

Ms. Laura Wilcox
Hearing Administrator, U.S. Senate
Committee on Finance
Room SD205
Dirksen Senate Office Building
Washington, D.C. 20510

Re: Comments on S.1350, Technical Corrections Act
of 1987, Effective 1986 TRA Retroactive Repeal
of Investment Tax Credit on Horizon Air

Dear Ms. Wilcox:

Request is hereby made on behalf of Horizon Air Indus-
tries, Inc. d/b/a Horizon Air as well as its parent corporation,
Alaska Air Group, Inc. for an opportunity to present testimony
before the Subcommittee on Taxation and Debt Management chaired
by The Honorable Max S. Baucus. We understand that hearings are
now scheduled for July 22nd at 9:30 A.M. in Room SD215 of the
Dirksen Senate Office Building.

We would appreciate being notified whether you are
agreeable to receiving our testimony which would be very brief
and which will address the unusual and totally unforeseen problem
now facing Horizon Air, a large commuter air carrier based in
Seattle, Washington, because of the retroactive repeal of the
investment tax credit.

Ve truly yours,

Marsh11 S. Sinic-
MSS:mc
Enclosure

cc: Honorable Charles A. Vanik
William Diefenderfer, Esq.
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Re: Comments on the Technical Corrections Act
of 1987, (S. 1350); Effect of the Tax
Reform Act of 1986 on the sale of stock
to ESOPS.

Dear Ms. Wilcox:

This letter describes a technical problem created by H.
R. 1311 and S. 591, both of which may be incorporated into the
Technical Corrections Act of 1987 (H.R. 2636 and S. 1350).

Our client, Frances 0. Shoolroy, is the Personal
Representative of the Estate of Ross K. Shoolroy, who died on
June 27, 1987. As Personal Representative, Mrs. Shoolroy is the
legal owner of a large number of shares of Ashland Oil Company,
Inc. to which the provisions of Section 2057 of the Internal
Revenue Code of 1986 would apply. The estate tax deduction
provided by Section 2057 with respect to sales of employer
securities to an ESOP would generate a considerable estate tax
deduction for Mr. Shoolroy's estate. The enactment of H.R. 1311
and/or S. 591 would, however, create totally unforeseen problems
for our client. As mentioned previously, these Bills may be
incorporated into the Technical Corrections Act of 1987.

Mrs. Shoolroy, as Personal Representative, has been
placed in an untenable position as a result of the conflict
between current law and the pending legislation. As a fiduciary,
Mrs. Shoolroy is under an obligation to minimize federal estate
taxes, even though under the decedent's estate plan she will not
directly benefit from the estate tax savings. Under current law,
the federal estate tax can be reduced by selling the securities
to an ESOP at a discount, and claiming the deduction allowed by
Section 2057. If the estate's deduction is eliminated by the
enactment of H.R. 1311 and/or S. 591, however, Mrs. Shoolroy may
be liable to the residuary beneficiaries under the decedent's
will for breach of fiduciary duty in selling the securities at a
discount. If Mrs. Shoolroy does not sell the securities
immediately, however, and thereby loses the benefit of any
effective date relief which might be provided under H.R. 1311
and/or S. 591, she may be held accountable for loss of the estate
tax deduction.

Finally, in this particular situation, there will be an
ancillary benefit to allowing the estate to claim the deduction
provided by Section 2057. The ESOP involved will be able to
purchase the securities at a discount, thereby providing greater
benefits to the employees it covers.

In summary, then, the conflict between current law and
the provisions of H.R. 1311 and S. 591 not only place the
estate's Personal Representative in an untenable position, but
also adversely affect both the estate and the ESOP.

Your consideration of these comments will be greatly
appreciated.

Sincerely,

Neil R.Chrystal
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Summary Of A Written Submission For The Record
By

Frances Shoolroy, Executrix of the Estate of Ross K. Shoolroy

Relating.To

Sales Of Stock By Estates To ESOPs
In The

Technical Corrections Act of 1987
(S. 1350)

July 14, 1987

This comment relates to the enactment of H.R. 1311 and/or S.

591, which may be incorporated into the Technical Corrections Act

of 1987 (S. 1350). The Tax Reform Act of 1986 provided an estate

tax deduction for sales of employer securities to an ESOP. This

deduction is available to the Estate of Ross K. Shoolroy. Because

of the deduction the Estate would benefit from a sale to an ESOP

even though the per-share sales price would represent a significant

acscount from the market value of the stock. This deduction will

not be available to this Estate if S. 591 and/or H.R. 1311 is

enacted. The conflict between current law and the provisions of

H.R. 1311 and S. 591 now make it impossible for the Executrix of

this Estate to meet her fiduciary obligations to the Estate's

residuary beneficiaries to conserve the value of the Estate's

publicly-traded stock while at the same time acting reasonably to

minimize taxes. Further, if S. 59 and/or H.R. 1311 are enacted the

ESOP involved will lose the opportunity to purchase a substantia

block of employer securities at a significant discount, to the

detriment of the ESOP's participants.
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Comment Regarding Section 114(g)(2)(D) of the
Technical Corrections Act of 1987 --

Effective Date of the Revised
Generation-Skipping Transfer Tax

Summary: Section 114(g)(2)(D) of the Technical Corrections Act
of 1987 modifies Section 1433(b)(2)(C)(i) of the Tax Reform Act
of 1986, the mental disability exemption, in a way that produces
an inequitable and arbitrary result for persons who were adjudged
incompetent in the period between September 25, 1985 and October
22, 1986 but who failed to die prior to January 1, 1987. This
proposed amendment more rationally accomplishes the purposes of
Section 114(g)(2)(D) of the Technical Corrections Act of 1987.

Text of Proposed Amendment: In accordance with the foregoing,
Section 114(g)(2)(D) of the Technical Corrections Act of 1987 is
proposed to be amended as follows:

Sec. 114. Amendments Related to Title XIV of the Reform Act.

* * ,

(g) Amendments related to Section 1433 of the Reform Act.--

(2) Paragraph (2) of Section 1433(b) of the Reform
Act is amended --

** ,

(D) by --strk -e
ertaetmeftt-0e f- %h4S-+0,tJ/- -all+ 4c -m-keu

e inserting in
subparagraph (C) "under a will or revocable
trust executed before September 25, 1985"
after "any generation-skipping transfer".

FOR FURTHER INFORMATION CONTACT: Sherwin P. Simmons, Karen E.
Lewis, or Charles T. Plambeck; Trenam, Simmons, Kemker, Scharf,
Barkin, Frye & O'Neill; 2600 First Florida Tower, Post Office Box
1102; Tampa, Florida 33601-1102; (813) 223-7474.

SUPPLEMENTARY INFORMATION: Prior to the Tax Reform Act of 1986
(hereafter "Reform Act"), Chapter 13 of the Internal Revenue Code
of 1954, the generation-skipping transfer tax provisions (Sections
2601-2622) generally applied to any generation-skipping transfer
made after June 11, 1976 (hereafter "1976 GST Tax").

Section 1433(c) of the Reform Act repealed the 1976 GST Tax,
retroactive to June 11, 1976. All amounts collected under the
1976 GST Tax were required to be credited or refunded (with
interest) as an overpayment. Reform Act, Section 1433(c)(1).

Section 1431 of the Reform Act creates a new tax on generation-
skipping transfers, the provisions of which appear in Chapter 13
of the Internal Revenue Code of 1986 (Section 2601 - 2663)
(hereafter "1986 GST Tax").

Section 1433(a) of the Reform Act provides that the 1986 GST
Tax applies to any generation-skipping transfer made after October
22, 1986.
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However, Section 1433(b)(2) of the Reform Act excepts from
the 1986 GST Tax certain generation-skipping transfers. According
to the Conference Report, the delays in effective dates were adopted
to permit a reasonable period for individuals to re-execute their
wills to .- nform to the 1986 GST Tax, or to eliminate a hardship
on individuals prevented by mental disability from re-executing
their wills.

Section 1433(b) (2) (C) (i) of the Reform Act excepts from the
1986 GST Tax any generation-skipping transfer under a trust to
the extent that such trust consists of property included in the
gross estate of a decedent (other than property transferred by
the decedent during his life after October 22, 1986), or
reinvestments thereof, but only if such decedent was, on October
22, 1986, under a mental disability to change the disposition of
his property and did rot regain his competence to dispose of such
property before the date of his death.

Section 114(g)(2)(D) of the Technical Corrections Act of
1987 proposes to modify Section 1433(b)(2) by striking out "on
the date of the enactment of this Act" and inserting in lieu thereof
"September 25, 1985". This has the effect of requiring that the
person be incompetent prior to September 25, 1985 rather than
prior to October 22, 1986.

The description of the Technical Corrections Act of 1987
published by the Staff of the Joint Committee offers no explanation
for the change in date. It appears, however, that the modification
was intended to make Section 1433(b)(2) symmetrical with Section
1433(b)(1), which subjects inter vivos transfers after September
25, 1985 to the 1986 GST Tax.

The transitional rule of Section 1433(b)(1) is rationally
drawn so that transfers made in contemplation of the 1986 GST Tax
do not escape taxation. However, it strains reason to predicate
the transitional rule of Section 1433(b)(2) on the possibility
that adjudication of incompetency will be undertaken to escape
taxation.

The amendment proposed by this comment avoids the problems
created when an effective date is measured by a wholly fortuitous
event (the date of adjudication of incompetency). The amendment
also is consonant with the.transition rules of Section 1433(b) (2) (A)
and Section 1433(b) (2) (B), eliminating inconsistency of treatment.
The amendment seeks to achieve the purposes of existing Section
114(g)(2) (D) of the Technical Corrections Act of 1987 without the
existing arbitrariness.
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SMITHKLINE BECKMAN CORPORATION COMMENTS ON
S.1350, THE TECHNICAL CORRECTIONS ACT OF 1987

SmithKline Beckman Corporation respectfully submits to the
Senate Finance Committee the following comments regarding
matters for inclusion in S.1350, the Technical Corrections Act
of 1987. The comments relate to an unintended inequity in the
tax law that results in a significant double tax to SmithKline
Beckman Corporation.

Legislative Background
The inequity described below originated as an oversight in

the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA), as
a result of amendments to section 936, which creates double
taxation for SmithKline Beckman. The inequity was compounded by
the Tax Reform Act of 1986 (the '86 Act) as a result of
amendments to sections 482 and 936(h) which require income with
respect to a transfer or license of intangible property to be
commensurate with the income attributable to the intangible (the
super royalty).

--Section 936(h) Cost Sharing
Section 936(h), enacted as part of TEFRA, deals with the

tax treatment of intangible property income of possessions
corporations and their shareholders. Under the TEFRA rules, a
936 company that elects cost sharing is required to make a cost
sharing payment for use of intangibles developed or otherwise
made available to it by its affiliates. The '86 Act required
that the amount of the cost sharing payment be the greater of
110 percent of the cost sharing payment as required under TEFRA,
or the payment which would be required if the electing
corporation were a foreign corporation, i.e,. a royalty that is
commensurate with the income attributable to the intangible.
The cost sharing payment must be made to the electing
corporation's U.S. affiliate, under the current interpretation
of the section 936(h) cost sharing-provisions, and is taxable in
the U.S., even if the intangibles are discovered and owned by a
foreign affiliate. No reduction is permitted for the royalties
paid to affiliated foreign corporations. However, existing tax
law (Sec. 936(h)(5)(C)(i)(I)) would permit a reduction in the
cost sharing payment required to be made to the U.S. affiliate
if the royalty were paid to an unrelated foreign company for use
of intangible property discovered or owned by the foreign
company.

--Section 482 Royalty Payments
In the subject circumstances, intangibles were created by a

U.K. affiliate which licensed the intangibles to a possessions
corporation. Under that agreement, the possessions corporation
pays an arm's length royalty based on its sales of products
manufactured under the licensed intangibles. Such a royalty is
subject to review and approval by U.K. Inland Revenue, and is
subject to being increased, on examination, in the same manner
and for the same reasons that royalty payments by 936
corporations to their U.S. parent companies have been increased
periodically by the Internal Revenue Service on examination.
The royalty must be arm's length under standards similar to
section 482.

Double Taxation
SmithKline Beckman's problem arises because the royalty

which its possessions corporation pays to its U.K. affiliate is
not deductible in computing its cost sharing payment under
section 936(h). Thus, in effect, a double payment is made by
the 936 company for the use of the same intangibles, with the
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royalty taxed by the foreign country and the cost sharing
payment taxed by the U.S. In addition, under the '86 Act, the
double tax result under TEFRA is further aggravated by the
possibility of a double super royalty. Combined, the two
superroyalty payments with respect to the same intangibles could
eliminate all of the profits of an electing (936) corporation
under the cost sharing method.

The Super Royalty
The super royalty provisions generally provide that a

related party royalty under section 482 as well as the cost
sharing payment under section 936(h) must be commensurate with
the income stream attributable to the transferred intangible.
It should also be noted that the super royalty may also be used
by foreign taxing authorities to determine an appropriate arm's
length royalty from their perspective. For example, where the
intangibles are discovered in the U.K., the U.K. Inland Revenue
surely would feel that the U.K. taxpayer was entitled to the
super royalty amount. Where both these payments must be made
with regard to the same intangible property, the double
application of the super royalty will result. This problem will
not only affect SmithKline Beckman, but also other U.S.
companies having products invented by foreign subsidiaries.

--Example of Double Taxation and Double Super Royalty
The following example is illustrative of the combined effect of
the double tax and the double super royalty:

U.K. Co., an affiliate of U.S. Co., discovers product "A"
through its own R&D efforts in the U.K. aad registers a patent
for product "A" around the world. U.K. Co. licenses 936 Co., a
subsidiary of U.S. Co. to manufacture and sell product "A" and
charges 936 Co. an arm's length royalty for use of its patent
and other intangibles. 936 Co. has elected the cost sharing
method under section 936 (h).

The unintended result under TEFRA which will be compounded by
the '86 Act is as follows:

Although product "A" was not discovered in the U.S., sales
of product "A" manufactured in the possession will increase
the cost sharing payment required to be made by 936 Co. to
U.S. Co. each year, which payment is subject to U.S. income
tax currently. Under the '86 Act the cost sharing payment
will come under the super royalty provisions. The arm's
length royalty paid by 536 Co. to U.K. Co. is also subject
to U.K. income tax currently.

The cost sharing payment made by 936 Co. covering the use of
the same product "A" intangibles cannot be reduced by the
royalty paid to U.K. Co. under the existing TEFRA rules
Thus, the affiliated group has made payments for the use of
the same intangibles to the U.K. and the U.S., both of which
payments are taxed currently in the U.K. and the U.S.--a
double tax.

The '86 Act and the new super royalty rules apply both to
the cost sharing payment made by 936 Co. to U.S. Co. and
could also apply under- the international application of the
super royalty provisions to the royalty paid by 936 Co. to
U.K. Co. Thus, a double super royalty.

Technical Correction
To be fully responsive to the double taxation problem, the

technical correction must refer back to the effective date of
TEFRA. The unintended double taxation problem as well as the
double super royalty problem can be addressed through a
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technical correction that is simple to make. The correction
would, in effect, recognize the arm's length royalty payment, as
determined under section 482, to the foreign affiliate as a
payment of cost sharing and permit that portion of the cost
sharing payment to be made to the appropriate foreign
affiliate. Specifically, this change would correct an
unintended interpretation of section 936(h)(5)(C)(i)(IV)(a) to
the effect that where there is A" domestic member of the
affiliated group to which a cost sharing payment can be made,
then no payment can be made to a foreign member of the
affiliated group. We believe that Congress did not intend a
double tax result and, therefore, obviously intended a broader
interpretation be given to the term "appropriate" in that
subparagraph of the Code. Clearly, the tax impact on the
electing corporation and its affiliates should be.the same
whether the royalty is paid to a related or an unrelated foreign
company. We believe this to be an unintended oversight, when
applied to the facts of SmithKline Beckman's situation, which
results in the aforementioned double taxation.

--Suoested Language
The technical correction we are proposing can be effected

by adding the following sentence at the end of the subparagraph
(a) referred to above:

Notwithstanding the preceding sentence, in the
case of a payment by the electing corporation to
a related party for a license from such related
party, to the extent that such payment does not
exceed an arm's length consideration 'under the
principles of section 482, the amountipaid as
consideration shall be deemed not to be a loyalty
or other consideration for such license but shall
be treated as a payment of cost sharing required
under paragraph (IV) and shall reduce the amount
otherwise payable to other members of the
affiliated group.

--Limited Application of Technical Correction
The proposed technical correction would not be subject to

abuse since (1) it would only apply where a foreign affiliate
has in fact transferred or licensed intangible property to an
electing (936) corporation and (2) it is limited by the arm's
length standard of section 482, i.e., to situations where the
royalty payment does not exceed the payment that unrelated
parties dealing at arm's length would agree upon. Thus, the
Internal Revenue Service would have a standard in its own
regulations by which to measure the appropriateness of the
royalty and, in the case of a country with which the U.S. has
concluded an income tax treaty, an agreement could be reached
with the foreign government's competent authority if a dispute
arises. Additionally, the provision could be limited to
application where the foreign affiliate is subject to a
substantial income tax or only to countries which have income
tax treaties with the U.S., or both.

--Revenue Effect
The proposed technical correction is believed to be revenue

neutral because the double taxation result was never
contemplated or intended by Congress and, therefore, no revenue
could have attached to it.
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SOUTHERN IDAHO CORPORATION
OF SEVENTH - DAY ADVENTISTS

CHARITABLE 7777 FAIRVIEW. P.O. BOX 4878. BOISE. IDAHO 83704 * 200/375-7524

TRUST SERVICES

July 6, 1987

Laura Wilcox
U.S. Senate Conmmittee on Finance
SD 205
Washington, D.C. 20510

Dear Ms. Wilcox:

As a "Charitable Institution" we sincerely hope that you
will do all in your sphere of influence to amend the
Technical Corrections Act of 1987 (H.R.2636) to clarify
that charitable gift annuities issued by IRC Sec. S01(c)
(3) organizations are not "commercial- type insurance"
under IRC Sec. 501(m).-

People use "Gift Annuities" to help charitable organiza-
tions not merely as an insurance policy.

I trust that this will have your immediate attention and
that you will not allow the law to legally dry up the
help that many charitable institutions are now receiving
through this "Gift Annuity" program.

Sincerely 6, /

Leon Co o h
Director of Trust Services
IDAHO COIERENCE OF SDA
LC/bc
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GINSBERG & FORMAN
ATTORNEYS AT LAW

DONALD J. FORMAN 880 HARTVORO GUILOING

HOWARD A. WVNCRORER DALLAS , TEXAS 75 0J AREA CODE 14
DAVID 0. ADLER 744-0044
STANLEY C. IMON

June 19, 1987

Ms. Laura Wilcox
Hearing Administrator
Committee on Finance
Room SD-205
United States Senate
Washington, D.C. 20510

Re: Technical Corrections Act of 1987 (S. 1350 and H.R.
2630)

Dear Ms. Wilcox:

Sec. 111(m)(11) of the bill would amend section
4979(f)(2) of the 1986 Code to provide two rules on the tax-
ation of excess contributions and excess aggregate contribu-
tions distributed within 2J months after the end of the plan
year. If the amount distributed were less than $100, it
would be taxed when distributed; if $100 or more, it would
be taxed in the prior year. The de minimus rule is intended
to simplify reporting for recipients of small amounts.

If the plan is required to file an information return
with the Internal Revenue Service which merely shows the
amounts paid and the dates of payment, this provision would
not create too many problems for the plan. A calendar year
plan, for example, could include with each 1988 check a
printed statement explaining that, if the amount was less
than $100, it was taxable in 1988; if $100 or more, in 1987.
On the other hand, if the plan is required to file informa-
tion returns which show the year of taxability, there will
be major problems for large plans.

The Southland Corporation Employees' Savings and Profit
Sharing Plan is working as fast as it can to program the
computer to make the required distributions before March 15,
1988. If it has to put additional steps into the program to
show different dates of taxability in information returns,
it may not be able to get the programming done in time.

I suggest that either the statute of the committee
reports make it clear that the paying Plan does not have to
inform the payee or the IRS specifically in which year the
payment is taxable. I also have alternative suggestion,
which would greatly simplify plan administration and still
achieve rough justice.

Instead of requiring payment within 2* months after the-
end of the plan year and taxing amounts of $100 or more in
the prior year, permit distribution not later than the end
of the following plan year and require the distributee to
include 110% of the amount distributed in income. If you
think 10% is too rough, you could use the average under-
payment rate for the calendar year as determined under sec-
tion 6621(a)(2) of the 1986 Code. Both the payee and the
Treasury would be in about the same place as they would have
been under present law; and life would be easier for plan
administrators, who would not have to rush, for payees, who
would not have to file amended returns if they had filed
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before March 15, and for the IRS, which would not have to
process amended returns.

Sec. 111A(g)(5) would add a new paragraph (5) to Sec.
4980A(d) of the 1986 Code. This new paragraph would permit
a spouse, if the beneficiary of all of the interests in the
deceased spouse's retirement plans, to elect (1) not to have
the special estate-level tax apply and (2) to have any dis-
tributions received aggregated with the spouse's own distri-
butions and taxed under the general rule. This is a good
rule, but it needs one small modification to simplify estate
planning.

Many individuals, fearing their spouses' improvidence,
make their retirement benefits payable to trusts for the
benefit of the spouses. This was recognized and accommo-
dated in Sec. 401(a)(9)(B)(iii)(I).

The rule in Sec. 4980A(d)(5) should be extended so that
the election could be made if the spouse and/or trusts for
the benefit of the spouse are beneficiaries of all interests
in the retirement plans. If you wanted, the trusts could be
limited to those in which a spouse was entitled to all the
income. See paragraphs (5) nd (7) of Sec. 2056(b).

an C. Simon

SCS/trf

cc% Mary McAuliffe
John H. Rodgers
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T SOUTHWESTERN BAPTIST
THEOLOGICAL SEMINARY
P.O. Box 22000Fot Worth, Texas 76:22
(817) 923-1921

James Holcomb

July 16, 1987

The Honorable Lloyd Bentsen
703 Hart Senate Office Building
Washington, D.C. 20510

Dear Senator Bentsen,

Please amend the Technical Corrections Act of 1987 (S.1350) to
clarify that charitable gift annuities issued by IRC Sec. 501 (c)
(3) organizations are not "commercial-type insurance" under IRC
Sec. 501 (m). This is very important to the financial security
of Southwestern Baptist Theological Seminary and other charitable
organizations such as ours.

Gift annuities are used by donors to Southwestern Seminary
because they want to make a gift to help us train ministers.
Gift annuities don't compete with commercial annuities and are
not "commercial-type insurance."

If this law is not clarified, gift annuities will no longer be a
viable option for donors to Southwestern Seminary and we will
lose approximately 10 percent of the gifts we raise each year.
Gift annuities have been used by charitable organizations such as
Southwestern Seminary for over 100 years. For small donors, such
as the ones who contribute to Southwestern Seminary, a charitable
gift annuity is the equivalent of a large donor's charitable
remainder annuity trust, which is unaffected by IRC Sec. 501 (m).

Let me strongly urge that you amend the law and preserve this
very important giving vehicle for our donors. Please let me know
if you have any questions or if I can supply you with additional
information.

Sincrely yous,

J es Holcomb

JH:jj

XC: Jim Gould
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Statement of William T. Brack

On Behalf of

Southwestern Bell Corporation

On

S.1350, The Technical Corrections Act of 1987

The transition rule in the Tax Reform Act of 1986 ("TRA")

for elections to treat stock acquisitions as asset acquisitions

under Internal Revenue Code ("IRC") section 338, left open an

area of uncertainty regarding binding contracts entered into

prior to August 1, 1986 which are subsequently modified to

account for pre-existing contract rights or actions by courts or

administrative agencies. Given the potential punitive tax

liability which could accrue from a section 338 election if the

Internal Revenue Service (OI.R.S.") takes a contrary position,

more certainty is necessary to prevent the current rules from

being a trap.

I. The Problem

Prior to the changes enacted in TRA section 631, IRC section

338 provided that a corporation that purchased 80% or more of the

stock of another corporation (target) could make an election

which caused the target to be treated as if it had sold its

assets under section 337 and purchased those assets for the cost

of the stock. Section 337, at that time, provided that, with

limited exceptions, there would be no recognized gain or loss on

the sale. TRA section 631 eliminated both the reference in

section 338 to section 337 and the provision in section 337 that

there would be no recognition of gain or loss.

The impact of this change can be illustrated by the follow-

ing example.
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OA" corporation has a basis of $100 in depreciable assets

with a fair market value of $1,000 and a zero basis in non-

depreciable assets with a fair market value of $500. "B"

corporation purchases "A" corporation stock from A's shareholders

for $1500. "BO corporation makes -a section 338 election.

Suppose the tax liability from investment tax credit ("ITC") and

depreciation recapture is $50. The impact under the old rules

and the new is as follows.

"A" is treated as having sold its assets to new "A" for

$1500. "A" has a basis of $1000 in depreciable assets and $500

in non-depreciable assets. "A" recognizes no gain as a result of

the step-up in basis. NAN has an additional $900 which it can

depreciate. These tax benefits would have a present value

(depending on depreciation rates on the assets) of approximately

$175, less the $50 recapture for a net present value of $125.

New Rules

#A" is still treated as having sold its assets to new "A"

and still has an additional $900 to depreciate with a present

value of approximately $125. Under the new rules, however, the

gain is taxable. "A" has a gain of $1400 which, at a 40% rate of

tax, is $560 of tax, plus ITC recapture. "A" owes more than $560

of tax and has depreciation deductions with a present value of

only about $125. NAN loses more than $435.

With other transitional rules in the Tax Reform Act, the

issue is usually whether the taxpayer is entitled to receive a

deduction or credit. If it is later determined that the taxpayer
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did not qualify under the transition rule then he owes the amount

of the tax applicable to the deduction or credit plus interest.

With the transition rules for the Section 338 election, however,

the taxpayer faces a severe penalty if it is determined that it

did not qualify for the transitional rule. Based on the above

examples illustrating the impact of the application of the old

and new rules, a proper Section 338 election followed by a

challenge by the I.R.S. that the contract was not binding would

penalize the taxpayer three or more times for being wrong.

Using the above example as a point of reference to the

problem with the TRA transition rule, the issue seems to be

whether taxpayer is entitled under TRA section 633 to receive

tax benefits worth $125. By not repealing IRC section 338,

however, but by merely changing the tax treatment of the elec-

tion, the election becomes a trap for any corporation that

incorrectly believes that it is qualified under the transitional

rule, with a massive penalty for being wrong.

As a result of the enormous exposure to potential tax

liability, a corporation must be certain that it qualifies under

the transitional rule in TRA section 633. Unfortunately, the

drafting of the rule is susceptible to various interpretations,

and does not provide the certainty needed to allow a section 338

election to be made.

An examination of the language of TRA section 633(c) (1) (D)

does not immediately reveal the problem, however. This section

(c)(1)(D) reads:

"(1) IN GENERAL -- The amendments made by

this subtitle shall not apply to --

(D) any transaction described in Section 338

of the Internal Revenue Code of 1966 with
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respect to any target corporation if a

qualified stock purchase of such target

corporation is made on or after August 1,

1986, pursuant to a written binding contract

in effect before such date and the acquisi-

tion date (within the meaning of Section 338)

is before January 1, 1988."

The problem with the transition rule, which does not appear

on its face, originates in the case law and regulations regarding

other transitional rules involving binding contract provisions.

The problem is that the Internal Revenue Service frequently

contests the binding nature of the contract based upon contingen-

cies in the contract or amendments made after the transition

date. For example, if a portion of the property of the acquired

corporation is not acquired by the acquiring corporation because

of a right of first refusal or if such portion of the property

cannot be acquired because it is prohibited by an agency or

court, the I.R.S. could take the position that the contract on

the stock was acquired was not binding.

This problem is considerably worse with regard to corporate

acquisitions than with the purchase of equipment. Corporate

purchase contracts must contain numerous conditions and contin-

gencies. In addition, most major contracts for the acquisition

of other corporations are amended as problems appear up through

the closing date for pre-existing contractual obligations or

because the Federal Trade Commission or other agency prohibits

such acquisition.

The question left open by current TRA section 633 is: are

such contracts still binding as of August 1, 1986, even with such

conditions, contingencies and amendments? They almost certainly

are, because the parties are mutually obligated to fulfill the
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contract and must act in good faith to fulfill the conditions and

satisfy the contingencies. The cost of fulfilling that commit-

ment and having the I.R.S. contend that the contract was not

binding, however, may be three or more. times the potential

benefit. Few purchasing corporations are able to take such a

risk.

The legislative history of TRA section 633(c)(1)(D) does

provide some assistance by stating that provisions in a contract

regarding normal commercial due diligence do not make a contract

non-binding and that the terms of the acquisition may vary

pursuant to such provisions. This language is, unfortunately,

extremely vague. What constitutes MnormalM due diligence? Does

#vary" mean that the continger.y activates a specific formula in

the contract, or does it also cover ad hoc amendments adopted

after the occurrence of the contingency?

To summarize, TRA section 633 provides a transitional rule

intended to cover certain contracts. Nevertheless, in most

instances, taxpayers will not be able to use the transition rule

because, while the law strongly favors them, the liability in the

event the taxpayers do not qualify for the rule will be cata-

strophic.

An additional problem is faced by some companies that

intended to rely on the transition rule and that find the

potential liability too high to make a section 338 election. For

the purchase of tiered corporations, a section 338 election can

increase the tax basis of assets among the tiers. With lower

bases throughout the tiers (when the section 338 is not valid

under the transition rule), a taxpayer faces multiple levels of

taxation and difficulties in reorganizing or selling pieces of

the acquired corporations. Extremely complicated and expensive

tax planning and requests for private letter rulings will be
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needed for what would have been routine sales or reorganizations

had the section 338 election been available.

II. Proposed Corretion

The solution to this drafting problem is to append to TRA

section 633(c)(1)(D), the following:

"Modifications to such a written binding

contract made after August 1, 1986 will not

cause such a contract to be deemed non-

binding so long as these modifications do not

increase the amount of property subject to

this transitional rule."

We appreciate your addressing this issue. If you have any

questions concerning our description of the problem or our

proposed solution, I encourage you to contact me (William T.

Brack) at 659-0702.

78-959 0 - 88 - 39
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Southwestern
University

.2 AT GEORGEIWN, TEXAS

July 7, 1987

Ms. Laura Wilcox
U. S. Senate Committee on Finance
S. D. 205
Washington, DC 20510

Dear Ms. Wilcox:

I am writing to express opposition to a proposed
provision of The Technical Corrections Act of 1987
which would eliminate the charitable deduction In
computing computing the generation-skipping transfer
tax on charitable lead trusts created after June 10,
1987.

This proposed "technical correction" would be a
substantive change of the current law and It would
have the effect of a dramatic Increase on the taxation
of remainder Interests at the end of the term of
charitable lead trusts. The effect would be to
discourage this Important source of gift revenue for
countless charities.

Sincerely,

Richard B. Eason

Vice President for Development

RBE:Jr

Georgetown, Texas 78626
512-863-6511
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Statement on the Technical Corrections Act of 1987
(H.R. 2636 and S. 1350)

This statement describes 3 technical problem arising out of the
generic transition rules of the Tax Reform Act of 1986 (the "Act") that would
prevent the tax-exempt financing of certain pollution control facilities con-
sisting of a cooling tower and related facilities ac the Wm. H. Zimmer
Generating Station (che "Zimmer 'Facilities"). The Zimmer Facilities are owned
as tenants in common by The Cincinnaci Gas & Electric Company, Columbus and
Southern Ohio Electric Company and The Dayton Power and Light Company (che
"Companies"), and the financeable cost is not currently expected to exceed
$120 million. Squire, Sanders & Dempsey has been retained by the Companies,
and this statement is being submitted on their behalf.

The problem involves the imposicion of a pre-Sepcember 26, 1985
"inducement resolution or other comparable preliminary approval" requirement
by Section 1312(a)(1)(B) of the Act to the tax-exempt financing of a facility ,
that commenced construction before September 2, 1972 and tha will be
completed on or after September 26, 1985. This matter is not addressed in the
Technical Corrections Act of 1987 (H.R. 2636 and S. 1350) as originally intro-
duced. The following review of the existing Treasury Regulations containing
the official action or inducement resolution requirement and the history of
Section 131? of the Act, as they affect the Zimmer Facilities, indicates why
this correction is appropriate. Because the facts giving rise to this problem
are rather unique, it is believed chat there are no other similarly affected
facilities. Therefore, the suggested correction would have a very limited
impact.

Under Treas. Reg. I1.103-8(a)(5)(ii), copy attached, an exeI~t facil-
icy which commenced construction, reconstruction or acquisition before Septem-
ber 2, 1972, could satisfy certain applicable timing requirements if an appro-
priate official action or inducement resolution was adopted before the facil-
ity was placed in service. Under this rule, a facility where construction was
commenced before September 2, 1972 and was completed on or after September 26,
1985 could satisfy Tress. Reg. §1.103-8(a)(5)(ii) if an appropriate official
action or inducemenc resolution was adopted on or after September 26, 1985 bu:
before the facility Was placed in service.

On September 26, 1985 the Joint Committee on Taxation released a
summary of tax reform options which included provisions co change certain
rules applicable to tax-exempt financing of certain exempt facilities such a3
the Zimmer Facilities. These provisions had an effective date of December 31,
1985 with a transition rule exception allowing tax-exempt financing after chat
date for certain of these facilities where construction was commenced befor:
September 26, 1985 and was completed on or after that date. The proposes
transition rule contained an additional requirement that "[f]acilities woul:
be defined as property for which bond financing was approved by a governmental
unit . . . before September 26, 1985." H.R. 3838 as passed by the House of
Representatives in December 1985 contained a Lransition rule extepcio;:
(including a pre-September 26, 1985 inducement resolution requirement) similar
to that set forth in the earlier Joint Committee statement. H.R. 3838 as
passed by the Senate in June 1986 contained a parallel transition rule excep-

tion but substituted "March 1, 1986" for "September 26, 1985." The Conference
Committee version of H.R. 3838 adopted the House transition rule on this point
so that Section 1312(a)(1)(B) of the Act, as enacted into law in October 1986,
contained a pre-September 26, 1985 inducement requirement. Significantly,
there is no indication in the legislative history of the Act that Congress
intended to repeal Treas. Reg. §I.103-8(a)(5)(ii) with the enactment of Sec-
tion 1312(a)(1)(B) of the Act.
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The construction of the Zimmer Facilities began before September 2,
1972 and they have not yet been placed in service. Thus, under the existing
Treasury Regulations, the Zimmer Facilities could meet the timing requirements
for tax-exempt financing as long as an "inducement resolution" was obtained
before the placement in service date. On the other hand, the generic transi-
tion rule of Section 1312(a)(l)(B) of the Act requires adoption of an induce-
meaL resolution with respect to the Zimmer Facilities before September 26,
1985. The generating fa ility served by the Zimmner Facilities was originally
planned as a nuclear power\plant. The construction of the nuclear plant was
not completed, and in 1984 the Companies decided to convert the partially
constructed plant to a coal-fired facility. In November 1984 the Companies
obtained an inducement resolution with respect to the yet-to-be constructed
pollution control facilities for the coal-fired facility. However, in
reliance on the pre-September 2, 1972 rule of Treas. Reg. §1.103-8(a)(5)(ii),
the Zimmer Facilities were not expressly described in that inducement
resolution. In response to the new requirement of Section 1312(a)(1)(B), an
amended inducement resolution specifically referring to the Zimmer Facilities
was obtained on November 7, 1985, and consequently the Zimmer Facilities have
now clearly satisfied Treas. Reg. §1.103-8(a)(5)(ii). Moreover, the Zimmer
Facilities would have satisfied the Senate transition rule based on a March 1,
1986 date but do not satisfy the transition rule of the Act based on a
September 26, 1985 date.

The unfairness caused by Section 1312(a)(1)(B) of the Act in this
case is due to the fact that the new inducement resolution rule was first made
public on September 26, 1985, and as a result it became effective immediately,
even though under then existing law no such requirement applied to the Zimmer
Facilities. It is particularly inequitable to deny tax-exempt financing of
the Zimmer Facilities where tax-exempt financing had been contemplated by the
Companies well before September 26, 1985, but where an inducement resolution
had not been obtained as of that date in reliance on the existing Treasury
Regulations.

The foregoing circumstances involve a case where Congress should make
a technical correction to the Act that would permit tax-exempt financing on a
transition rule basis of a project, such as the Zimmer Facilities, where con-
struction had commenced before September 2, 1972 and was still ongoing on
September 26, 1985 and where an inducement resolution was obtained after
September 26, 1985. An appropriate technical correction would be one that
applied for purposes of Section 1312 of the Act the pre-September 2, 1972 rule
of Treas. Reg. §V1.103-8(a)(5)(ii). The following language, added to either
Section 1312 or Section 1318 of the Act, would accomplish this purpose:

In the case of a facility the construction, reconstruc-
tion or acquisition of which commenced before September
2, 1972, the requirement of subsection 1312(a)(1)(B)
shall be satisfied if an inducement resolution or other
comparable preliminary approval is adopted by an issuing
authority (or by voter referendum) before the date the
entire facility is or was first placed in service.

Because Section 1318 contains a number of special rules relating to effective
dates and transition rules, it is probably more appropriate to make this cor-
rection in Section 1318.

Thank you for your consideration of this matter.

Respectfully submitted,

Jackson B. Browning, Jr.
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comte to theimmttee on Finance
U.S. Senate

on the Technical Corrections Bill of 1987, S.1350

Re: Proposed amendments to Section 2642 of the
Internal Revenue Code of 1986 and enactment
of new Section 2625.

Section 114(f)(4) of the proposed Technical Corrections Act of 1987,
H.R. 2636 and S. 1350 (the "Bill"), as introduced in the House of Representa-
tives on June 10, 1987, would amend Section 2642 of the Internal Revenue Code
of 1986 ("I.R.C.") by eliminating certain provisions of the present generation
skipping transfer tax law. Under the Tax Reform Act of 1986 (the "1986 Tax
Act"), the present value of charitable interests created under an irrevocable
charitable split-interest trust is deducted from the value of property trans-
ferred to such trust in determining the inclusion ratio for generation-
skipping transfer tax purposes. I.R.C. §2642(a)(2)(B)(ii) and I.R.C.
12642(d)(2)(B)(i). The Bill would delete these provisions, so that the inclu-
sion ratios of such trusts for generation skipping transfer tax purposes would
be determined in total disregard of the actuarial value of the charitable
interests in such trusts. The Bill would, instead, add a new Section 2625 to
the Code, which is intended to provide for a reduction in the taxable amount
by the amount of any charitable deduction which would be allowable under the
estate or gift tax as of the time of the generation skipping transfer.

The proposed amendments to I.R.C. 12642 are not technical correc-
tions, but rather are substantive changes which should be considered by
Congress only, if at all, in the context of future tax reform legislation.
Moreover, the suggested addition of proposed I.R.C. 52625 does not provide a
workable alternative means of giving proper credit for charitable interests in
the computation of the generation skipping transfer tax applicable to
irrevocable charitable split-interest trusts.

Under the 1986 Tax Act, gifts or bequests which create irrevocable
interests in both charities and grandchildren (or other natural persons
treated as "skip persons") are treated equivalently under the generation
skipping tax, whether such gifts are made outright (or in separate trusts), in
a charitable lead trust, or in a charitable remainder trust. The application
of the present I.R.C. 52642 results in identical inclusion ratios for all
three forms of gift (assuming some allocation of the Generation Skipping
Transfer Tax exemption to the grandchildren's interest) as long as the
actuarial values of the charitable interest and the grandchildren's interest
are the same for all three forms of gift. While the amount and timing of
payment of the generation skipping tax will vary among the alternative forms
of giving (because they involve, respectively, a direct skip, a taxable
termination, and a series of taxable distributions), the use of the Treasury's
actuarial tables to compute the present value of the noncharitable interests
subject to generation-skipping tax results in equivalent tax treatment.

Under the proposed changes to 52642 and the proposed addition of new
12625, this equivalent treatment of actuarially equivalent gifts will be
eliminated, setting up an arbitrary distinction between different forms of
giving that have long been sanctioned by the Code for federal gift and estate
tax purposes. The inclusion ratio for both charitable lead trusts and charit-
able remainder trusts will be the same as the inclusion ratio for a trust with
no charitable interests; while the inclusion ratio for an outright gift (or a
separate gift in trust) to grandchildren of an amount equal to the actuarial
value of the grandchildren's interest in either type of charitable trust, will
result in a lower inclusion ratio (because the value of the charitable gift is
not part of the computation). Not only will the two split-interest trusts be
subject to a higher inclusion ratio than the outright equivalent gift to
grandchildren under the proposed change, but a further and arbitrary distinc-
tion will be created between charitable lead trusts and charitable remainder
trusts.
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Because the generation skipping transfer in a charitable lead trust
will occur at the termination of the charitable interest, no adjustment in tfie
amount subject to tax will be made under the proposed 12625 for the interest
which has already passed to charity. (This adjustment is unnecessary under
the 1986 Tax Act because the charitable interest will be taken into account in
computing the inclusion ratio.) However, proposed 12625 should result in a
reduction of the taxable amount with a charitable remainder trust because
there remains a future charitable interest at the time the generationskipping
transfers occur, that is, when distributions are made to grandchildren.
Indeed, it is suggested by the example given in the "Description of the
Technical Corrections Act of 1987" prepared by the Staff of the Joint
Committee on Taxation (the "Staff Description") at page 262 that such an
adjustment will be made (although there are technical problems with the appli-
cation of proposed 52625 which will be discussed below). The result will be
that less tax will be payable, even after taking into account the present
value of payments when due, with a charitable remainder trust than with a
charitable lead trust which has identical respective values for the charitable
and the grandchildren's interests in the trust. Thus, as a result of the
proposed changes, three different methods by which a donor may allocate gifts
between charities and grandchildren, all of which have long been treated as
equivalent under the established principles of valuation found in the estate
and gift tax law, will be treated entirely differently under the generation
skipping tax. There is no defensible reason for such unequal treatment of
charitable giving techniques which have been well established as equivalent.

In addition, the technical application of the proposed 52625 is
unclear. It is not clear that the example given in the Staff Description will
be treated in the manner suggested. Because a charity has an "interest" in a
charitable remainder trust, within the meaning of I.R.C. 52652(c)(1)(C), no
taxable termination under I.R.C. 52612(a)(1)(A) occurs upon the expiration of
the child's interest in the trust in the example given. Similarly a gift to a
charitable remainder trust which establishes an annuity or unitrust interest
for a grandchild, with remainder to a charity, will not constitute a "direct
skip" within the meaning of I.R.C. 12612(c)(1) because the trust is not a
"skip person" under I.R.C. 12613(a)(2). Accordingly, in both trusts, the
generation skipping tax would be imposed on the "taxable distributions" to
grandchildren. It is unclear how the reduction in the "taxable amount" called
for by proposed 52625 would be computed for such "taxable distributions."

The legislative history of the 1986 Tax Act provides no support for
changes to I.R.C. 52642 proposed in the Bill. The provisions of the 1986 Tax
Act at issue were part of the original text of H.R. 3838 reported by the House
Ways and Means Committee. The provisions were subjected to the various stages
of Congressional review at that time and were enacted with no apparent ques-
tion or concern about their intended meaning or application. The present
provisions of the 1986 Tax Act establish fair and equivalent treatment of
equivalent methods of making combined transfers to grandchildren and
charities, and they are consistent with established valuation and taxation
principles that have long been applied to such interests under estate and gift
tax law. The amendments proposed in Section 114(f)(4) of the Bill would
destroy that equivalence. In addition, the attempt to make wholly unantici-
pated and substantive changes in the generation skipping transfer tax enacted
by the 1986 Tax Act through a Technical Corrections Act is inappropriate. We
urge, therefore, that Section 114(f)(4) be deleted from the Bill.

Submitted by:

Barbara J. Smith, Esq.
M. Patricia Culler, Esq.
Squire, Sanders & Dempsey
1800 Huntington Building
Cleveland, Ohio 44115
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SUmry of sment to
the Ommittee on Finwe, U.S. Senate

ME: Technical correctionss Bill of 1987, S. 1350, N114(f)(4)

The amendments to Section 2642 of the Internal Revenue Code of 1986
(the "Code") proposed in the Technical Corrections Act of 1987, H.R. 2636,
S. 1350 (the "Bill") introduced in the U.S. House of Representatives on
June 10, 1987, are substantive changes to the generation-skipping transfer tax
which are not appropriate for consideration in a technical corrections bill.

Under Section 2642 of the Code, the present value of charitable
interests in certain irrevocable trusts is deducted from the value of the
property transferred at the time the transfer is made in determining the
inclusion ratio for such property for generation-skipping transfer tax
purposes. Section 114(f)(4) of the Bill would eliminate those Code provisions
and enact a new Section 2625 which would reduce the amount subject to the
generation-skipping transfer tax by the value of only those charitable
interests which remain outstanding at the time the taxable event occurs. The
effect of these changes will be to disregard canpletely the value of any
charitable interest in a charitable lead trust when calculating the
generation-skipping transfer tax on the remainder interest.

The present generation-skipping transfer tax as enacted in the 1986
Act treats equivalently various forms of split-interest gifts (gifts of
interests to charity and to "skip persons" such as grandchildren) which have
long been treated equivalently under established federal estate and gift tax
valuation principles. Those valuation principles recognize that in every
split-interest trust, the total value of the trust property is divided between
the income and remainder interests, depending on the duration and payment
teims of the income interest. The same valuation principles apply regardless
of whether the charity has the income interest or the remainder interest.
Both types of split-interest gifts are treated in the same manner as
simultaneous gifts of equivalent values to charity and family beneficiaries.
The amendments proposed in Section 114(f)(4) of the Bill would create
arbitrary and illogical distinctions in the treatment of different forms of
charitable giving, depending on whether the charity has an outright gift, an
income interest or a remainder interest. Moreover, the application of
proposed new Section 2625 is technically unclear in the context of certain
split-interest gifts involving charitable beneficiaries.

There is no indication in the legislative history of the enactment of
the generation-skipping transfer tax provisions of the 1986 Tax Reform Act
that these distinctions were ever contemplated. The nonequivalent treatment
of equivalent values of charitable interests not only contravenes established
transfer tax principles, but is clearly a substantive change in the law rather
than a technical correction. We therefore reccrmend that S114(f)(4) of the
Bill be deleted in its entirety, and that the present provisions of Section
2642 of the Code remain intact.

Submitted by: Barbara J. Smith, Esq.
M. Patricia Culler, Esq.
Squire, Sanders & Dempsey
1800 Huntington Building
Cleveland, Ohio 44115
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comomm or OF =3 5CK (X)N 'N flIFCWeIO QK
TO TH E OMIfT ON FIDWZ OF 1

OWE S. 1350,
THE TS(IICA, (I C ACT OF 1987

The Stock Company Information Group appreciates this opportunity to
submit comments to the Committee on Finance with respect to S. 1350, the
Technical Corrections Act of 1987. The Stock Company Information Group (the
"SIG") consists of 28 investor-owned life insurance companies. Taking into
account its members' affiliated companies, the SIG includes a majority of the
50 largest life insurance companies in the United States. The SIG was
organized in 1981 to monitor tax legislative developments and to convey the
views of its membership on life insurance tax issues to the various insurance
trade associations and to the Government. The SIG has been privileged to work
closely with the Committee and its staff in connection with the development of
the insurance tax provisions of the Tax Equity and Fiscal responsibility Act of
1982, the Deficit Reduction Act of 1984 (the "1984 Act"'), and the Tax Reform
Act of 1986 (the "1986 Act"). A list of the SIG member companies appears at
the end of this statement.

I. Introduction.

Our comments are limited to several aspects of the new corporate
alternative minimum tax ("ANT") which are of concern to stock life insurance
companies. Under the AMT, a corporation's alternative minimum taxable income
("AMTI") will be adjusted to include a portion of what have been characterized
as "business untaxed reported profits." In 1987, 1988, and 1989, this adjust-
ment will be based on "net book income," while in 1990 and ensuing years the
adjustment will be based on "adjusted current earnings." The problems we see
under these adjustments are as follows:

(1) All mutual life insurance companies (and some stock companies)
will use their annual statement gain or loss from operations in determining the
amount (if any) of the book income adjuastihent, while many stock life insurance
companies will determine that amount from a GAAP financial statement, which
typically will show a larger amount of "book income."

(2) Under both the book income and the current earnings adjustment,
the small life insurance company deduction is in effect treated as a preference
item, i.e., a small life insurance company otherwise eligible for the effective
rate reTition granted by the small company deduction is denied the benefit of
that reduction through the ANT.

(3) During the years 1987-89, mutual life insurance companies will
receive a greater deduction for policyholder dividends in computing ANTI than
they will receive in computing regular taxable income and in computing adjusted
current earnings in 1990 and thereafter.

In order to correct these problems, the Stock Company Information
Group recommends that the following three changes be made in the AMT:

(1) Book income should be defined, in the case of all life insurance
companies, as annual statement gain or loss from operations (before Federal
income tax).

(2) The small life insurance company deduction should not be treated
as a preference item. Specifically, book income or current earnings, as the
case may be, should be reduced by the amount of the small company deduction
allowed in determining a company's regular taxable income.

(3) In computing book income under the AMT, a mutual life insurance
company should be allowed to deduct only those policyholder dividends which are
deductible in computing regular taxable income.

A discussion of each of these problems and recommendations follows.

II. The "book income" of life insurance companies should be measured by annual
statement accounting.

A. Background
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1. Regular Takable Income

In determining the regular taxable income of a life insurance company,
the Code generally uses the figures reported by the company on the annual
statement the company must file with State insurance regulators. This
statement follows the form prescribed by the National Association of Insurance
Commissioners to carry out the accounting requirements imposed on insurers by
State statutes and regulations; hence the oft-used reference to annual
statement accounting as "statutory" accounting. In instances where the tax
rules require a departure from the annual statement figures, as in the case of
life insurance reserves under section 807(d), the figures specially computed
for tax purposes are derived from annual statement data.

Thus, annual statement accounting is the touchstone for tax
accounting. Indeed, mutual life insurers and some stock life insurers have no
formal financial report other than the annual statement. On the other hand,
many stock life insurers (including the largest stock life insurers) prepare
audited G.AAP financial statements, either for purposes of SEC filings or for
other purposes.

In formulating the life insurance company provisions of the 1984 Act,
Congress paid considerable attention to the effect that those provisions would
have on competition between mutual and stock companies. As part of the 1984
law, Congress allocated 55 percent of the life insurance industry's tax for the
year 1984 to mutual companies and the remainder to stock companies. (I.R.C.
section 809 contains a mechanism for reallocation in subsequent years.)

2. The Alternative Minimum Tax

Under the book income adjustment, a life insurance company's AMTI will
be increased by one-half of the excess (if any) of the company's "book income"
over the company's "pre-book alternative taxable income" (generally, its
regular taxable income plus any other enumerated preference items). The
company's "book income" is the net income shown on its "applicable financial
statement." A life insurance company's applicable financial statement will be
either a financial statement filed with the SEC, or if it has no such
statement, a certified audited GAAP financial statement, or if it has neither
of the foregoing, the NAIC annual statement filed-with State regulators.

B. The Problem under the Alternative Minimum Tax

The "book income" adjustment does not treat stock and mutual life
insurance companies equally, i.e., the AMT is not a level playing field. As
noted above, many stock life 15-urance companies prepare GAAP income
statements, but no mutual life insurers do (other than for internal analytical
purposes). Thus, all mutual life insurance companies (and some stock
companies) will use their annual statement gain or loss from operations in
determining the amount (if any) of the book income adjustment, while many stock
life insurance companies will determine that amount from a GAAP financial
statement. The differences between a life insurance company financial
statement prepared in accordance with generally accepted accounting principles
and one prepared in accordance with statutory accounting principles frequently
are substantial, with a GAAP statement typically showing a larger amount of
"book income." These differences could give mutual life insurance companies a
competitive advantage over many stock life insurance companies.

C. Recommendation

In order to treat all life insurance companies equally under the AMT
during the years 1987, 1988, and 1989, book income should be defined for all
life insurance companies as annual statement gain or loss from operations
(before Federal income tax). A suggested amendment appears at the end of this
statement.

D. Discussion

Just as annual statement accounting has long been the basis for
determining the tax liability of life insurers, it should also be of primary
relevance in any minimum tax computation. In contrast to other industries
where there may be no single, common method of computing book income, the life
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insurance industry has a nationally uniform set of non-tax books - the annual
statement filed with State regulators. Treating the annual statement gain from
operations of life insurers as their exclusive book income will help to ensure
an even-handed application of the AMT industry-wide. It would also accord with
the 1986 resolution of the National Association of Insurance Commissioners
urging Congress to require the use of statutory insurance accounting principles
(i.e., the annual statement) in any book income preference comptation.

Uniformity aside, as recently as 1984 Congress thoroughly reviewed the
tax treatment of life insurance companies, including the long-standing practice
of the tax law to make use of annual statement data as the basis of tax
computations. Rather than depart from the use of the annual statement,
Congress reaffirmed it as the source of the tax computations. Although-other
types of earnings statements were known to Congress at that time, they were not
employed for the following reasons: (1) a significant number of life insurance
companies (including the three largest life insurance companies in the Nation)
do not have any financial statement other than the annual statement; and (2)
other financial statements will show differences from the annual statement
primarily in timing rather than in "permanent" items. These reasons are
equally persuasive as to why the annual statement should be used in the AMT.

In sum, to preserve the well considered decisions made by Congress in
enacting the life insurance company provisions of the 1984 law, and to ensure a
level playing field between segments of the industry, the annual statements
that all life insurance companies file with their State regulators (and which
are audited by those regulators) should provide the exclusive basis for
determining the book income of such companies.

III. The benefit of the small life insurance company deduction should not be
reduced by the alternative minimum tax rules

A. Background

Under section 806, qualifying small life insurance companies may claim
the benefit of the "small life insurance company deduction" in computing their
regular taxable income. This deduction, enacted as part of the 1984 life
insurance tax legislation in place of similar rules under prior law, was
intended to reduce the tax rates applicable to eligible small companies. As
noted in the House and Senate Reports accompanying the 1984 Act, the small life
insurance company deduction results "in effect in a lowering of the tax rates
on LICTI" (life insurance company taxable income). See H.R. Rep. No. 432, Pt.
2, 98th Cong., 2d Sess. 1404 (1984); S. Prt. No. 169-ol. 1, 98th Cong., 2d
Sess. 528 (1984).

B. The Problem Under the Alternative Minimum Tax

Under both the book income and the current earnings adjustments, the
small company deduction is in effect treated as a preference item, i.e., a
small life insurance company otherwise eligible for the rate reductl-n-granted
by the small company deduction is denied the benefit of that rate reduction
under the AMT.

C. Recommendation

The small life insurance company deduction should not be treated as a
preference item. Specifically, the AMT should be amended to provide that
adjusted current earnings or book income, as the case may be, are to be reduced
by the amount of the small company deduction allowed in determining the
company's regular taxable income. A suggested amendment appears at the end of
this statement.

D. Discussion

Because the amount of the small company deduction is a percentage of
an eligible company's otherwise taxable income, the deduction can only reduce
the company's tax rate. It cannot produce a loss. The policy behliidthis
deduction has beenfeffirmed by its retention by the Tax Reform Act of 1986,
which specifically rejected the President's proposal to repeal the deduction.
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The 1986 Act, moreover, does not treat other instances of rate relief
(such as the graduated rates for smaller corporations) as a preference item
subject to the minimum tax. Since the small life insurance company deduction
functions in the same way - rate relief for small life insurance companies -
it, too, should not be treated as a preference item.

IV. Mutual life insurance company policyholder dividends should not be fully

deductible for purposes of the book income adjustment

A. Background

For more than sixty years Congress has, directly or indirectly,
but without exception, limited the extent to which policyholder dividends paid
Ey a mutual life insurance, company can be deducted in computing the company's
regular taxable income. Currently, in computing taxable income under
subchapter L of chapter 1 of the Code, a portion of the policyholder dividends
paid by a mutual life insurance company is explicitly disallowed as a
deduction. The amount disallowed is determined under I.R.C. section 809.

The limit on dividend deductibility fixed by section 809 is an
integral part of the comprehensive 1984 revisions to the taxation of life
insurance companies. The section 609 limit was adopted only after extended
consideration. In enacting this limit, Congress recognized that part of a
mutual life insurance company's policyholder dividends represents a price
rebate to its customers and should be deductible in computing corporate-level
income. Part, however, is a distribution of corporate income to the
corporation's owners (similar to dividends to shareholders), and like other
distributions of corporate income should not be deductible in computing taxable
income. The limitation determined under ietion 809 was intended by Congress
to measure this nondeductible corporate income element. See H.R. Rep. No. 432,
Pt. 2, supra, at 1422; S. Prt. No. 169, Vol. I, supra, at-P7-49.

The section 809 limitation on a mutual life insurance company's
policyholder dividend deduction is equally applicable in determining adjusted
current earnings. As explained in the Joint Committee's General Explanation of
the Tax Reform Act of 1986 (at pages 457-58):

In general, adjusted current earnings requires the
same treatment of an item as used for purposes of
computing unadjusted alternative minimum taxable income.
Thus, for example, deduction disallowances or
limitations that apply for purposes of determining
regular taxable income and alternative minimum taxable
income also apply for purposes of determining adjusted
current earnings (e.g., the disallowance of a deduction
for bribes and kickbacks (sec. 162(c)) or for penalties
(sec. 162(f)), and and the limitation on the deduction
for policyholder dividends (sec. 808(c)(2)).

B. The Problem under the Book Income Adjustment

The striking anomaly that has arisen under the book income adjustment
is that policyholder dividends of a mutual life insurance company, which are
not fully deductible in computing regular taxable income, or in computing
adjusted current earnings, nevertheless appear to be fully deductible in
computing the book income adjustment.

Under the "book income" adjustment, a life insurance company's AMTI
will be increased by one-half of the excess (if any) of the company's "book
income" as shown on its "applicable financial statement" over its "pre-book
alternative taxable income" (generally, its regular taxable income plus any
other enumerated preference items). The applicable financial statement, in the
case of a mutual life insurance company, is the company's NAIC annual statement
which it files with state insurance departments. Thus, a mutual life insurance
company's "book income" adjustment will be based on gain or loss from
operations as reported on its annual statement. The annual statement, however,
contains two potentially relevant statements of income: gain or loss from
operations without a deduction for policyholder dividends, and gain or loss
from operations with a deduction for policyholder dividends.
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The statute (in section 56(f)) does not specify the use of either of
these measures of income, nor does it give any indication of the extent to
which policyholder dividends are to be taken into account in computing the
adjusted net book income of a mutual life insurance company. The Conference
Report accompanying the 1986 Act states, however, that "the conferees intend
that the measure of pre-tax book income is the amount of net gain from
operations after dividends to policyholders and before Federal income taxes."
See H.R. Rep. No. 841, vol. II, 99th Cong., 2d Sess. 273 (1986).

C. Recommendation

The AMT should be amended to provide that in computing book income, a
mutual life insurance company should be allowed to deduct only those
policyholder dividends which are deductible in computing regular taxable
income. A suggested amendment appears at the end of this statement.

D. Discussion

There are a number of sound policy reasons why a mutual life insurance
company's deduction for policyholder dividends should be limited under the book
income adjustment of the ANT in exactly the same way as that deduction is
limited in computing regular taxable income and in computing adjusted cuurent
earnings:

o Section 809 is the Congress's most current, and most carefully
considered, assessment of the extent to which the deductibility of policyholder
dividends should be limited for purposes of the regular corporate tax. That
limitation will be in effect under the minimum tax starting in 1990. No basis
exists for allowing a greater deduction for purposes of the minimum tax during
the years 1987-89.

o Section 809 identifies that portion of a mutual life insurance
company's policyholder dividends which should be treated as deductible rebates
to customers and that portion which should be treated as nondeductible
distributions of corporate income to the owners of the corporation. Other
corporations cannot deduct dividends to owners in measuring their business
untaxed reported profits, and mutual life insurance companies should not be
treated more favorably than other corporations.

o If mutual life insurance companies are allowed an additional
deduction for policyholder dividends in computing book income, it will probably
be the only instance in which a taxpayer receives more favorable treatment
under the minimum tax than under the regular tax. Moreover, it would virtually
exempt many mutual life insurance companies from the alternative minimum tax.
Such results would be contrary to the basic purpose of Congress in enacting a
more stringent AMT.

V. Conclusion

In summary, the Stock Company Information Group recommends that the
AMT be amended to provide that:

(1) In the case of all life insurance companies, book income is
defined as annual statement gain or loss from operations (before Federal income
tax).

(2) The small life insurance company deduction is not treated as a
preference item.

(3) In computing book income, a mutual life insurance company may
deduct only those policyholder dividends which are deductible in computing
:,31ar taxable income.

* * *
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The member companies of the SIG thank the Committee on Finance for the
opportunity to comment on these matters.

Respectfully submitted,

DhVIS & HARMAN

William B.Harman,Jr...,

On behalf of the Stock Company Information
Group

July 23, 1987

nEmMS OF T1 STOCK COMPANY INFORMA(IN GROUP

Aetna Life & Casualty Company
Allstate Life Insurance Company
American General Corporation
Business Men's Assurance Company of America
Capital Holding Corporation
CNA Insurance Company
CIGNA Corporation
Federal Kemper Life Assurance Company
Federal. Home Life Insurance Company
Franklin Life Insurance Company
Hartford Life Insurance Company
E.F. Hutton Life Insurance Company
ICH Corporation
IDS Life Insurance Company
Integon Life Insurance Corporation
Jefferson-Pilot Life Insurance Company
Monarch Capital Corporation
Liberty Life Insurance Company
Life Insurance Company of Georgia
Life Insurance Company of Virginia
Lincoln National Life Insurance Company
Paul Revere Life Insurance Company
Provident Life and Accident Insurance Company
Torchmark Corporation
Transamerica Occidental Life Insurance Company
Travelers Insurance Company
UNUM Corporation
Washington National Insurance Company

Suggested Statutory Language

Measuring the "Book Income" of
Life Insurance Companies

by Annual Statement Accounting

To measure the "book income" of all life insurance companies by
reference to the annual statement filed with state insurance regulators, the
following sentence could be added to I.R.C. section 56(f)(3)(C).

"For purposes of subparagraph (A), in the case of a life
insurance company, the applicable financial statement shall
be the annual statement within the meaning of section
809(g)(4)."

Treatment of the Small Company Deduction under the
Alternative minium Tax

There are two alternative methods of ending the treatment of the small
life insurance company deduction as a preference item in the alternative
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minimum tax. First, either net book income or adjusted current earnings, as
the case may be, can be reduced by the amount of the small company deduction
allowed in determining the company's taxable income. This result would be
achieved by the following amendments:

Method I

(1) Add to I.R.C. section 56(f)(2) the following new subparagraph:

"ADJUSTMNT FOR CERTAIN SMALL LIFE INSURANCE COMPANIES.
- In the case of a life insurance company, adjusted net book
income shall be reduced by the amount (if any) of the small
life insurance company deduction allowable under section
806."

(2) Add to I.R.C. section 56(g)(4) the following new subparagraph:

"ADJUSTMENT FOR CERTAIN SMALL LIFE INSURANCE COMPANIES.
- In the case of a life insurance company, a deduction shall
be allowed equal to the amount (if any) of the small life
insurance company deduction allowable under section 806."

Method II

Alternatively, a life insurance company's alternative minimum taxable
income could be determined without regard to the small life insurance company
deduction. This result would be achieved by the following amendments:

(1) Add to I.R.C. section 56(f)(1)(B), after "deduction":

"and determined without regard to the amount (if any) of
the small life insurance company deduction allowable under
section 806."

(2) Add to I.R.C. section 56(g)(1)(B), after "deduction":

"and determined without regard to the amount (if any) of
the small life insurance company deduction allowable under
section 806."

Deductibility of Mutual Life Insurance Ccuany
Policyholder Dividends

To limit the deductibility of mutual life insurance company
policyholder dividends in computing book income, the following subparagraph
could be added to I.R.C. section 56(f)(2):

"TREATMENT OF MUTUAL LIFE INSURANCE COMPANY POLICYHOLDER
DIVIDENDS.- In the case of a mutual life insurance company,
in determining adjusted net book income a deduction shall be
allowed for policyholder dividends paid or accrued during the
taxable year o.-qual to the amount of the deduction allowed in
computing life insurance company taxable income under section
801(b)."
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WRITTEN STATEMENT

OF

RYAL R. POPPA

My name is Ryal R. Poppa, and I am Chairman and Chief

Executive Officer of Storage Technology Corporation

(StorageTek). This statement is submitted for the record in

connection with the Subcommittees-hearing on the Technical

Corrections Act of 1987. StorageTek is seeking a clarification

of the transition rule for pending bankruptcies that was

included in the new net operating loss carryover rules that

were adopted as part of the Tax Reform Act of 1986.

I. BackrQund

StorageTek is engaged in the development and

production of state-of-the-art computer disk and tape storage

technology. StorageTek presently employs some 4,200 people in

the State of Colorado, with a total of 8,500 employees located

throughout the United States. StorageTek is the only U.S. firm

other than IBM that produces such "high-end" computer data

storage products. StorageTek now faces severe competitive

pressure in international markets from two major Japanese

firms, Fujitsu and Hitachi, whose trade practices recently have

come to the attention of this Committee.

StorageTek recently underwent a period of severe

financial distress that resulted in a Title 11 bankruptcy

proceeding that began on October 31, 1984. After several years

of arduous negotiations with its creditors, StorageTek is now

in the process of winding up its bankruptcy proceeding.

StorageTek filed its bankruptcy plan of reorganization with the

court in early September, 1986. The reorganization plan

received final approval from the court on June 18, 1987, and

StoraqeTek expects to complete its distributions to creditors

under the plan by the end of July. Under the reorganization
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plan, virtually all of the Company's pre-Chapter 11 liabilities

would be settled with payment of cash, stock, and debentures

representing 100 cents on the dollar of claim. Upon emergence

from bankruptcy, StorageTek will be continuing in the same

business and indeed plans to substantially increase its

employment capacity because of a sharp upturn in orders of a

new generation of sophisticated computer products.

A key feature of this plan of reorganization is the

continued availability of the pre-86 Act net operating loss

(NOL) carryover rules upon which the parties had relied during

almost two years of arduous negotiations to formulate the

reorganization plan that was filed with the court in September,

1986 (and ultimately approved by the court). Indeed, this

feature is so crucial to the success of the reorganization that

the availability of the then-current law NOL provisions is a

condition precedent to the reorganization plan itself.

II. The Problem: As Presently Drafted, the NOL Transition
Rule for Pending Bankruptcies May Not Achieve the
"Fresh Start" Conaress Contemplated

A. Rationale for NOL Transition Rule
for Pending Bankruptcies

The basic thrust of the new NOL carryover rule in Code

section 382 as amended by the 1986 Act is to place very

substantial restrictions on the use of loss carryforwards by a

corporation that has experienced an "ownership change", within

the meaning of the statute. In general, such an "ownership

change" is deemed to occur if one or more 5% shareholders of

the corporation increase their aggregate percentage ownership

by more than 50 percentage points over the lowest percentage

such shareholders owned during the preceding three-year period.

Recognizing the unique circumstances associated with a

bankruptcy reorganization, Congress adopted as part of the 1986

Act amendments to section 382 a transition rule for pending

bankruptcies that was intended to continue the long-established

then-current law rules upon which these pending reorganizations
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had relied. (Act section 621(f)(5)). StorageTek was heavily

involved in the legislative effort that led to this transition

rule for pending bankruptcies, and indeed StorageTek

understands that the transition rule was included in response

to its request and was drafted to cover its particular case.

At the time of this legislative effort, StorageTek

understood that the transition rule was intended to retain

then-current law in recognition of the difficulties which would

result from a change in midstream of crucial tax rules upon

which the parties to a pending bankruptcy had relied in

negotiating and achieving a viable plan of reorganization.

Accordingly, any stock that was issued in the bankruptcy

reorganization would not be counted toward the 50 percent

change in ownership threshold that would trigger application of

the severe new NOL carryover restrictions. The continued

availability of the pre-Act NOL rules for pending bankruptcies

was seen as -- and remains -- crucial to the successful

emergence of these affected corporations from bankruptcy by

providing the necessary "breathing room" to reestablish

economic health of the company.

Thus, StorageTek understands that the transition rule

was intended to preserve for pending bankruptcies the "fresh

start" ability to fully use existing NOL carryforwards that had

long been enjoyed under then-current pre-Act law by companies

emerging from bankruptcy.

B. Why the Transit4on Rule as Presently Drafted May
Not Cover StorageTek's Pre-Act Bankruptcy

In its present form, the transition rule has an

ambiguity that under a technical reading may be interpreted as

preserving the then-current law NOL rules only for those

pending bankruptcies in which the bankruptcy reorganization

itself gives rise to a more-than-50-percent "ownership

change". The transition rule provides in the case of a

Chapter 11 proceeding that the 1986 Act amendments to Code

section 382 "shall not apply to any ownership change resulting
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from such a reorganization or proceeding if a petition in such

case was filed with the court before August 14, 1986." (Act

section 621(f)(5)).

The problem is as follows. At the time of

consideration of the 1986 Act, based upon the facts then

available to it, StorageTek -- which was publicly-held all by

fewer-than-5% shareholders -- believed that it was very

susceptible to the statutorily-defined more-than-50-percent

"ownership change" by 5% shareholders as part of its bankruptcy

reorganization, which would trigger the restrictive new NOL

carryover rules. Thereafter, because of StorageTek's very

success in quickly turning around from a $500 million loss in

the fourth quarter of 1984 to an initial level of profitability

one year later followed by six straight quarters of positive

earnings, the value of its creditors' claims has significantly

increased. As a result, widespread public trading of

StorageTek debt has been occurring, and, correspondingly,

uncertainty has arisen over whether the debt will come to rest

in sufficiently concentrated hands to constitute the requisite

growth in interest of 5% shareholders :- all events over which

StorageTek can exercise no control.

As noted above, all of the less-than-5% shareholders

are aggregated and treated as a single 5% shareholder. In the

case of the "owner shift" rules which are applicable to the

conversion of debt to stock, this putative 5% shareholder is

treated as the same historical shareholder before and after the

stock-for-debt exchange. Hence, no shift in stock holdings

counting toward an "ownership change" will be deemed to occur

where old less-than-5% shareholders (whose equity is being

extinguished) own, say, 60 percent of the company prior to

reorganization and new less-than-5% former creditor

shareholders own 60 percent after the reorganization, even

though the two groups likely consist of entirely different

persons.-/ In StorageTek's case, new shareholders will own
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approximately 85 percent of the total equity of the Company

following the bankruptcy reorganization. However, more than

50 percent of the reorganized StorageTek's stock may or may not

flow to 5% shareholders upon the stock-for-debt exchange --

depending on the vagaries of the debt trading results over

which StorageTek has no control. This uncertainty associated

with the public trading of StorageTek's debt has raised concern

over whether StorageTek will be able to qualify for the pending

transition rule as presently drafted because its bankruptcy

reorganization may not rise to the level of the more-than-50

percent "ownership change" required under a technical reading

of the rule.

By requiring that 5% shareholders receive more than

50 percent of the reorganized corporation's stock, the

technical reading of the rule in effect conditions the

availability of transition relief for bankruptcies pending at

the time of the Act upon such fortuitous factors as whether the

corporation's creditors are large or small in their debt

holdings and whether trading in the company's debt prior to the

reorganization will assemble small debt into large blocs or

will fragment large blocs of debt among many unrelated

holders. Consequently, the transition rule can be read to

provide no relief at all for those pending bankruptcies in

which more than 50 percent of the stock does not flow to 5%

shareholders upon the reorganization. There appears to be no

congressional intent to so limit the "fresh start" transition

relief.

In summary, under a technical reading, the transition

rule as presently drafted could be interpreted in a manner

inconsistent with what we believe to be the clear congressional

intent of providing "fresh start" NOL protection for all

bankruptcies that were pending at the time of congressional

action.
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Proposal

StorageTek strongly urges that a technical correction

be adopted with respect to the transition rule for pending

bankruptcies to clarify that An increase in stock ownership

occurring as part of a grandfathered bankruptcy reorganization

should not be counted toward the 50 percent change in ownership

threshold that would trigger the severe new NOL carryover

restrictions -- even though such ownership increase may not

necessarily rise to the level of an "ownership change" as

statutorily defined. We believe that this clarifying technical

correction can be drafted so as to include whatever reasonable

safeguards the Members and staff of the Committee may deem

necessary to ensure proper application of the rule.

We understand that the rule treating this putative 5%
shareholder in effect as a continuing shareholder was intended
to be helpful, rather than imposing a new restriction, for
taxpayers.
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SULLIVAN & CROMWELL July 14, 1987

Re: Treatment of Foreign Currency Gains for
Purposes of Section 851(b)(3) of the Internal
Revenue Code (Section 106(n) (2) of the
Technical Corrections Act of 1987)

This memorandum discusses Section 106(n) (2) of the

Technical Corrections Act of 1987 (the "Act"), which would

modify the 30% of gross income requirement applicable to

regulated investment companies.

Section 851(b) (3) of the Internal Revenue Code of

1986 (the "Code") provides that a regulated investment

company must derive less than 30% of its gross income from

the sale or other disposition of stock or securities held

less than 3 months (the so-called "short-short" rule).* The

Internal Revenue Service has stated that the purpose of this

requirement is "to ensure that regulated investment

companies engage primarily in safeguarding investments and

securing investment returns consistent with safety of

principal" and to prevent regulated investment .-ompanies

For purposes of Section 851(b)(3) of the Code, losses
from the sale or other disposition of stock or
securities do not enter into the computation. Treas.
Reg. S 1.85.1-2(b).
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from "actively trading securities for the purpose of making

short-term trading profits." Rev. Rul. 75-376, 1975-2 C.B.

267.*

Section 106(n)(2) of the Act would amend

Section 851(b) (3) of the Code to provide that income taken

into account for purposes of the short-short rule includes,

among other types of income, gross income derived from the

sale or disposition of options, futures or forward contracts

held for less than 3 months and, except as may be provided

in regulations, foreign currency held for less than 3

months.** That provision would apply retroactively to

taxable years beginning after October 22, 1986.

We view that provision of the Act, particularly as

it relates to foreign currency, as problematic in several

regards. First, while the provision applies to income from

the sale or disposition of "foreign currency", no definition

of "foreign currency" is provided. It is therefore unclear

whether Section 106(n)(2) of the Act would include only

The General Explanation of the Tax Reform Act of 1986
states on page 377 that the short-short requirement "is
an appropriate requirement to ensure that a (regulated
investment company] is a passive entity."

** The explanation of the Act prepared by the Staff of the
Joint Committee on Taxation states on page 56 that "the
bill clarifies that the 30 percent test is applied with
respect to sales or dispositions of . .. *, options,
futures or forward contracts; or, except as provided in
regulations, foreign currencies."
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income from the actual sale or disposition of nonfunctional

currency,* or whether it would also apply to any "foreign

currency gain" as defined in Section 988(b) (1) of the Code.

If it is intended to apply to the latter, Section 106(n)(2)

of the Act presumably would include foreign currency gains

attributable to the 3 month period before any "payment date"

(as that term is defined in Section 988(c) of the Code).

If Section 106(n)(2) of the Act is intended to

apply to any "foreign currency gain" attributable to the

3 month period before a payment date, we believe it

inappropriately sweeps into Section 851(b) (3) of the Code

income which is wholly unrelated to the purpose of the

short-short rule and represents a significant expansion of

present law. For example, foreign currency gains attribut-

able to exchange rate fluctuations between the trade date

for the purchase of an instrument and the settlement date

relating to that purchase may be counted for purposes of the

short-short rule. Furthermore, foreign currency gains

For purposes of computing a taxpayer's foreign currency
gains and losses, Section 988(c) of the Code defines
"nonfunctional currency" as including coin or currency
as well as any nonfunctional currency denominated
demand or time deposit or similar instruments issued by
a bank or other financial institution. That definition
therefore suggests that "foreign currency" for purposes
of Section 106(n) (2) of the Act should be limited to
coin or currency and demand or time deposits or similar
instruments issued by a bank or other financial
institution.

realized upon receiving principal payments on a foreign

currency denominated debt instrument within 3 months of the

instrument's acquisition (including principal payments on

short-term debt instruments having maturities of less than

3 months) may be counted for purposes of the short-short

rule. Similarly, foreign currency gains realized upon the
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receipt of interest payments on a foreign currency denomi-

nated bond (or the receipt of the redemption price on an

instrument bearing original issue discount in foreign

currency units) might also result in short-short income to

the extent attributable to interest (or original issue

discount) accrued during the 3 months prior to payment.

Such gains are attributable solely to exchange

rate fluctuations, which are beyond the control of a

regulated investment company, and do not create the "short-

term trading profits" intended to be restricted by Sec-

tion 851(b) (3) of the Code. We therefore believe that

Section 106(n) (2) of the Act cannot be interpreted as

applying to "foreign currency gains" as defined in Section

988(b) (1) of the Code.

Even if Section 106(n) (2) of the Act is inter-

preted as applying only to actual dispositions of non-

functional currency, that provision represents a significant

expansion of current law and, we believe, serves no useful

purpose.

We recognize that regulations may limit the extent

to which gains from the disposition of foreign currencies

will be included for purposes of Section 851(b) (3) of the

Code, but until such regulations are issued

Section 106(n) (2) of the Act would, if enacted, create

unwarranted uncertainty and confusion. That provision would

also require regulated investment companies to establish

burdensome bookkeeping systems to monitor the foreign

currency gains taken into account for purposes of. the

short-short rule. Furthermore, because it applies

retroactively, that provision has the potential for causing

a corporation to fail to qualify as a regulated investment

company because of transactions which the corporation had no
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reason to believe, at the time the transactions were

completed, would give rise to income described in

Section 851(b) (3) of the Code.

In view of the foregoing, we recommend that

Section 106(n)(2) of the Act be modified to delete the

provision relating to gains from foreign currency. The

extent to which foreign currency gains should be included

for purposes of the short-short rule is not an appropriate

issue to be addressed in a technical corrections bill and

cannot be addressed adequately by an amendment to the Code.

Randall K.C. Kau
Sharp Sorensen

SULLIVAN & CROMWELL
125 Broad Street
New York, New York 10004
(212) 558-4000
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SULLIVAN & CROMWELL

Double Taxation of Interest Received by
U.S. Broker-Dealers on Inventories of

U.S. -Securities Held in Foreign Countries

Background

In general, U.S. firm have conducted the business

of being dealers in securities in-foreign countries through

controlled foreign corporations ("CFCs") rather than

branches because of the need to comply with the requirements

of various jurisdictions -- principally the United States,

the United Kingdom, Japan, and Switzerland. See, generally

Department of the Treasury, National Treatment Study:

Report to Congress on Foreign Government Treatment of U.S.

Commercial Banking and Securities Organizations (December

18, 1986). Each of these countries taxes firms conducting-a

securities business at ordinary income rates currently

ranging from 35% in the United Kingdom to 57% in Japan on

the income derived within the taxing jurisdiction. This

will include, among other items, interest, dividends, and

net gain on securities held for sale to customers in the

ordinary course of the trade or business.

The Tax Reform Act of 1984 and the Tax Reform Act

of 1986 (the "Reform Act") included a number of provisions

which have had a profound impact on the issuance and dis-

tribution of securities by U.S. borrowers, including the

United States Treasury. In particular, the repeal of the

30% withholding tax on portfolio interest and the promul-

gation by the Treasurj and Internal Revenue Service of

implementing regulations has resulted in U.S. borrowers

obtaining direct access to international capital markets.

Net purchases by foreigners of U.S. corporate bonds

increased from $903 million in 1983 to $43.5 billion in

1986. Net foreign purchases of U.S. Treasury notes and

bonds rose from $3.7 billion in 1983 to $24.3 billion in

1986.

Problem

The interest income which accrues on bonds of U.S.

issuers while held in inventory of a dealer in securities is
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treated as U.S. source income under generally applicable

rules. Section 861(a)(1) of the Internal Revenue Code of

1986, as amended (the "Code"). Where the dealer is a U.S.

owned foreign corporation, interest, dividends, and Subpart
F amounts derived by a U.S. shareholder from its U.S. owned

corporation must be treated as U.S. source income to the

extent provided by Section 904(g) of the Code, notwithstand-

ing the fact that a foreign country may have imposed tax on

such income. Thus if the U.S. shareholder is subject to an

effective foreign tax credit limitation by reason of not

having sufficient foreign source taxable income, it will be

subject to double taxation.

U.S. shareholders of controlled foreign broker-

dealers cannot avoid this double taxation of U.S. source

interest on their inventories of debt securities. Section

881(c) (4) (A) of the Code overrides all the exclusions from

Subpart F in the case of portfolio interest received by a

CFC, including the exclusion in Section 954(b)(4) of the

Code for items of income subject to an effective rate of

foreign income tax greater than 90% of the maximum U.S.

statutory rate. This double taxation places U.S. controlled

broker dealers at a severe competitive disadvantage vis-a-'

vis foreign-owned broker-dealers.

Recommendation

To deal with the foregoing problem, the

Subcommittee on Taxation of International Operations (the

"Subcommittee") of the Tax Policy Committee of Securities
Industry Association makes the following two

recommendations:

1. Section 881(c)(4) (A)(ii) of the Code

should be deleted.

Comment: This amendment is appropriate because

Section 954(b) and (c) of the Code relating to the exclu-

sions from Subpart F were substantially amended by the

Reform Act.* Deletion of the reference in Section

881(c)(4)(A)(ii) to Section 954(b)(4) of the Code would

result in an exclusion from Subpart F for CFCs receiving

portfolio interest only if such income is subject to an

effective rate of income tax imposed by a foreign country

greater than 90% of the maximum rate of tax imposed on
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domestic corporations. Because the Reform Act eliminated

the subjective test of prior law, the objective test now in
the Code provides assurance that the exclusion will not be

availed of in countries which are "tax havens."

2. Section 112(z) (4) of H.R. 2636, the

Technical Corrections Act of 1987, as intro-

duced on June 10, 1987, should be amended by

striking lines 5 through 21 on page 376 and

inserting in lieu thereof:

"(10) EXCEPTION FOR INCOME SUBJECT
TO FOREIGN INCOME TAX. -- If --

(A) any amount derived from
a United States-owned foreign
corporation would be treated as
derived from sources within the
United States under this subsection*
by reason of an item of income of
such United States-owned foreign
corporation, and

(B) such item of income bears an
effective rate of income tax of at
least 10 percent,

this subsection shall not apply to such
amount to the extent attributable to
such item of income."

Comment: Section 112(z)(4) of the Technical Cor-
rections Act of 1987 would amend Section 904(g) of the Code

by overriding the re-sourcing rule where a treaty obligation

of the United States otherwise provides. Any income, how-

ever, would be subject to a separate limitation to the

extent attributable to an item of U.S. source income earned

by the foreign corporation.

Although the technical amendment is a step in the

direction of ameliorating a serious double taxation problem,

it relies in the first instance on provisions of a tax

treaty governing source. In many instances, the treaties,

particularly older treates, are silent or ambiguous as to

source. In the case of modern treaties, including those

with major countries in which financial centers are located

(Australia, Canada, Japan, the United Kingdom, and Switzer-

land), the availability of treaty protection against double

taxation by reason of conflicting source rules is ambiguous

at best.
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The Subcommittee respectfully submits that the

double taxation of a U.S. taxpayer can occur whether or not

there is a tax treaty. Accordingly, the principle which

Section 112(z)(4) of the Technical Corrections Act should

incorporate is that Section 904(g) will not apply to any

amounts derived from a foreign corporation where the country

in which the foreign corporation is resident exercises the

primary right under international law and custom as the

country of residence to tax its residents and subjects such

income to a rate of tax of at least 10%. This concept is

similar to that now included in Section 865(e) (1) (B) of the

Code (relating to the source of income derived by a United

States resident on sales of certain personal property

attributable to an office or other fixed place of business

outside the United States) and Section 865(g) (2) of the Code

(relating to the definition of a United States citizen or

resident alien for purposes of determining the source of any

sale of personal property). In each of these situations,

the source of income is treated as foreign notwithstanding

conflicting rules and regardless of the presence or absence

of a tax treaty if the taxpayer is subject to an actual rate

of income tax of at least 10%.

The Senate Finance Committee explained the purpose

of Section 865(e) (1) (B) of the Code as follows:

"The committee does not intend that a
taxpayer with an active business in a legiti-
mate taxing jurisdiction that derives income
connected with that business generate only
U.S. source income. For example, the commit-
tee believes that income that a U.S. corpora-
tion generates in a foreign country through a
fixed place of business should generally be
local source income as long as the foreign
country is not a tax haven with respect to
the income at issue. Similarly, the commit-
tee believes that income derived from the
disposition of business assets (for example,
recapture income) should be sourced in the
jurisdiction in which those assets were used
in order to reflect the location of the
economic activity generating the income."
S. Rep. No.99-313, 99th Cong. 2d Sess. at
p. 330 (May 29, 1986).

Although the foregoing discussion technically related to the

source of gain derived by a United States person on certain

sales of personal property, the principles set forth are

equally applicable to the interest income derived by a con-



1252

trolled foreign corporation which is a dealer in securities

conducting its business in a foreign jurisdiction 
which is

not a tax haven.

Section 112(h)(17) of the Technical Corrections
Act, at p. 340, lines 16-18 makes the change recom-
mended in the text, but lines 19-21 restores the
reference in Section 881(c)(4)(A)(ii) of the Code to
Section 954(b)(4) of the Code. No explanation is
provided in the Staff of the Joint Committee Descrip-
tion of the Technical Cowrections Act of 1987.

*
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SULLIVAN & CROMWELL

Re: Section 106(n) (1) of the
Technical Corrections Act of 1987

This memorandum discusses our views with respect
to Section 106(n) (1) of the Technical Corrections Act of
1987 tthe "Act") which would modify the definition of income

that counts towards satisfaction of the 90 percent of gross

income test applicable to regulated investment companies.

Section 851(b) (2) of the Internal Revenue Code of
1986 (the "Code") provides that a corporation will not

qualify as a regulated investment company unless, among

other things,
"at least 90 percent of its gross income
is derived from dividends, interest,
payments with respect to securities
loans . . . and gains from the sale or
other disposition of stock or securities

* . . or foreign currencies, or other
income (including but not limited to
gains from options, futures, or forward
contracts) derived with respect to its
business of investing in such stock,
securities or currencies".

Under current law, a regulated investment company

investing in a partnership takes into account its distribu-

tive share of the individual items of partnership income for
purposes of the 90 percent of gross income requirement of

Section 851(b)(2) of the Code.* A similar rule applies with

See Private Letter Ruling 8416018 (January 13, 1984).
In that ruling, the Internal Revenue Service noted
that, under the approach adopted in that ruling, "if
the partnerships in issue make the passive investments
and hold the diversified types of assets required under
Section 851 of the Code the taxpayer will not be put in
a worse position by owning such assets through the
partnership than if the taxpayer directly invested in
its proportionate share of the partnership assets."

See Private Letter Ruling 8131049 (May 7, 1981).

respect to a regulated investment company's share of income

of a trust.* Thus, a regulated investment company's share

of partnership or trust income that is income described in

Section 851(b)(2) of the Code will constitute qualifying

income, and its share of partnership or trust income that is

not described in Section 851(b)(2) will not be qualifying

income.

Section 106(n)(1) of the Act provides that, for

purposes of Section 851(b)(2) of the Code, "other income"

derived with respect to a regulated investment company's
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business of investing in stocks, securities or currencies

does not include "partnership or trust income." The

description of the Act prepared by the Staff of the Joint

Committee on Taxation states on page 56 that the Act
"clarifies that income derived by the [regulated investment

company] from a partnership or trust is not income that is

considered to be derived with respect to the (regulated

investment company's] business of investing in stocks, secu-

rities or currencies."

Section 106(n) (1) of the Act is apparently in

response to a statement on page 382 of the General Explana-

tion of the Tax Reform Act of 1986, prepared by the Staff of

the Joint Committee on Taxation, that "Congress did not

intend that a (regulated investment company's] distributive

share of income from a partnership interest would be treated

as qualifying income derived with respect to the (regulated

investment company's] business of investing in securities

without regard to the character of the income derived from

the partnership." A footnote to that statement indicates

that a technical correction may be necessary to reflect this

intention.

If enacted in its present form, Section 106(n) (1)

will make it unclear whether a regulated investment com-

pany's share of partnership or trust income which is of a

type described in Section 851(b) (2) of the Code (i.e., divi-

dends, interest, payments with respect to securities loans,

and gains from the sale or other disposition of stock, secu-

rities or foreign currencies) will constitute qualifying

income. Furthermore, contrary to the language quoted in the

preceding paragraph, it will also mean that "other income"

described in Section 851(b) (2) of the Code (e.g., gains from

options, futures and forward contracts) will never be quali-

fying income when earned through a partnership or trust.

In view of the rules established under current
law, we do not believe that Section 106(n)(1) of the Act is

necessary in order to ensure that a regulated investment

company's share of partnership or trust income that is not

described in Section 851(b) (2) will not be qualifying income

to the regulated investment company.

If a provision with respect to partnership and

trust income is to be included in the Act, we suggest that

it simply confirm that the 90 percent of gross income

requirement of Section 851(b) (2) of the Code is to be app-

lied by looking at the regulated investment company's share

of the income of the partnership or trust.

Sharp Sorensen
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July 2, 19A7

Mr. Robert J. Leonard, Chief Counsel
Committeson Ways and Means
U.q. House of Representatives
1102 Lonqworth House Office Building
Washinaton, D.C. 20515

Dear Sir:

RF: IRC Sec. r01(m)
Technical Corrections Act, 1987 (H.R. 2636)

Experience has taught that an ambiguous statement in the law
leads to confusion, numerous interpretations, uncertainties and
law suits. I request that loss of time and costs be avoided by
clearly stating in the Technical Corrections Act of 1987 (H.R.
2636) that charitable gift annuities are not subject to IRC Sec.
501 (m)).

It has been the policy of the U.S. Government to encourage chari-
table giving and charitable organizations have used gift annui-
ties for over 100years as one source of charitable giving.
Charities are permitted to immediately use a portion of the
annuity purchase funds for their charitable purposes.

Charitable gift annuities do not compete with commercial annui-
ties and are not "commercial-type insurance." H.R. 2636 can be
amended to clarify any doubts in the minds of those who do not
understand charitable gift annuities.

Many small donors use the charitable gift annuity as an avenue to
assist the charity of their choice. Please do not deny these
donors this privilege. Amend H.R. 2636 by clearly stating that
charitable gift annuities are not subject to IRC Sec. 501(m).

Sincerely,

Sunshine A. Summers (Mr.)

70-.959 1523

78-959 0 - 88 - 40
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SUTHERLAND, ASBILL & BRENNAN

STATEMENT WITH RESPECT TO THE
TREATMENT OF UNREALIZED

APPRECIATION ON EMPLOYER SECURITIES
FOR PURPOSES OF THE TAX ON
"EXCESS DISTRIBUTIONS" FROM

RETIREMENT ARRANGEMENTS

Submitted by
George H. Bostick
W. Mark Smith

Sutherland, Asbill & Brennan
Washington, D.C.

A number of employers have maintained for many years
profit-rharing or other qualified plans under which significant
portions of the individual accounts of participating employees
may be invested in stock of the employer corporation. On retire-
ment, plan participants frequently opt to receive such stock as
an "in kind" distribution from the plan and hold it until their
retirement needs or stock market conditions warrant disposing
of it.

One of our clients maintaining such a plan asked that
we call to the attention of the Committee an ambiguity as to the
treatment of the appreciation in such stock from the time it was
purchased within the plan to the date of distribution to the par-
ticipant (the "unrealized appreciation") for purposes of the
additional tax on distributions in excess of specified amounts
imposed by the Tax Reform Act of 1986. Absent a technical cor-
rection, the statute may be read as imposing this additional tax
in circumstances that were not contemplated.

Section 1133 of the Tax Reform Act of 1986 (adding
Code section 4981A) imposes a 15 percent excise tax on aggregate
"excess distributions" from qualified plans, IRAs and certain
other retirement arrangements that receive beneficial tax treat-
ment. The statute does not clearly indicate, however, whether
unrealized appreciation on employer securities is taken into
account in determining whether distributions exceed those per-
mitted without imposition of the excise tax.

Generally, the unrealized appreciation on securities
of an employer corporation that are distributed from, for
example, a profit-sharing plan is not immediately taxable to
the participant receiving such a distribution. Rather, the
unrealized appreciation is included in taxable income when the
recipient sells the securities. This.rule involves two con-
siderations: (1) the distributed securities themselves do not
provide cash with which to pay tax and, depending'on market
conditions, the participant may wish to hold the securities in
anticipation of an increase in their value; and (2) if the
employer securities had been purchased by the employee outside
the plan, unrealized appreciation also wouyd not be taxable
until the securities were sold. In light 6f the second factor,
it is questionable whether deferred taxation of the unrealized
appreciation component of employer securities distributed from
a plan in fact involves any so-called "tax subsidy" of the sort
that the new section 4981A rules (together with the Code section
415 rules) are designed to limit.
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The absence of a clear statutory rule excepting unreal-
ized appreciation from the amounts that enter into the calcula-
tion of excess distributions may have been simply an oversight.
Section 1133 of the Act originated in the House version of the
bill, without any corresponding provision in the Senate bill.
The Ways and Means Committee report indicates that only the tax-
able portion of a distribution would be taken into account under
section 4981A. That report expressly states that, "In applying
the limit, aggregate annual distributions made with respect to
a participant . . . generally are to be taken into account to
the extent includible in gross incoiie." H. Rep. 99-426, 99tF
Cong., ist Sess. 745 (1985) (emphasis added).

Code section 4981A(c)(2) currently excludes the fol-
lowing types of untaxed distributions from the 15% tax:

o Amounts representing a return of the individual's
after-tax contributions or other amounts included
in investment in the contract;

0 Amounts excluded from income because they are
rolled over to another plan or IRA; and

o Amounts excluded from the participant's income
because they are paid and taxed to a former spouse
under a qualified domestic relations order.

The technical corrections bill (section lllA(g)(3)) further clar-
ifies the applicability of the excise tax by specifically adding
two more categories of untaxed distributions to the list of
exclusions:

o An individual's investment in the contract under
an IRA; and

o The value of an annuity contract distributed to
an individual without being taxed at the time of
distribution. Payments made under the contract
are taken into account. for purposes of the 15%
tax, presumably to the extent they are taxable.

Accordingly, the 15% excise tax generally is structured
to correspond to, not conflict with, the inclusion or exclusion
of distributions in income.- In particular, to the extent Con-
gress previously has determined to afford a continued deferral
of taxation on certain distributions (i.e., rollovers and dis-
tributed annuity contracts), those disT-utions are not viewed
as "excess distributions" for purposes of the 15% excise tax.

These principles are equally applicable to the unreal-
ized net appreciation in employer securities distributed from
a qualified plan, which may be the only category of untaxed dis-
tribution omitted from the list of excluded distributions. Im-
posing the excise tax on such amounts would clearly conflict with
the considerations underlying the exclusion of those amounts from
income, discussed above. Indeed, given the comparable tax treat-
ment of appreciation in stock purchased inside and outside a
qualified plan, and thus the absence of a special tax subsidy,
exclusion from the excise tax is particularly justified.

While we believe that section 4981A is properly read,
in light of its legislative history, to not take account of net
unrealized appreciation in employer stock, we suggest that an
express exclusion be incorporated into section 4981A(c)(2) to
clarify that result.
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SUSQUEHANNA UNIVERSITY
Selinsgrove, Pennsylvania 17870

OFFICE OF UNIVERSITY RELATIONS July 17, 1987
Ms. Laura Wilcox
U.S. Senate Committee on Finance
SD 205
Washington, D.C. 20510

Dear Ms. Wilcox:

I was quite concerned to learn that a very serious threat to
the future of charitable lead trusts has appeared in the current
language of the Technical Corrections Bill. The proposed change
regarding charitable lead trusts goes beyond a technical
clarification and is very much a substantive one that appears to
be contrary to the existing intent of Congress to encourage
charitable gifts.

Specifically, the Technical Corrections Bill would repeal
the inclusion of the charitable deduction in computing the
Generation Skipping Transfer Tax (GSTT) on lead trusts created
after June 10, 1987. This would most assuredly discourage the
creation of many charitable lead trusts.

Because charitable lead trusts are most often written for
large amounts, they result in very major gifts to charitable
institutions. The payments that these trusts make to charities
over the years can account for millions of dollars for non-profit
organizations that can build libraries, fund endowments and in
general contribute substantially to an institution's ability to
offer high quality service.

Charitable lead trusts are an extremely important source of
charitable giving for colleges and universities. I have been a
fund-raiser for such institutions for a dozen years, and I can
assure you that the serious curtailment in the use of such
instruments that would result from the current bill would have a
most unfortunate impact on our ability to raise significant
amounts of funds.

Your efforts to keep the charitable deduction in the
Generation Skipping Transfer Tax's "inclusion ratio" formula will
be most deeply appreciated.

Sincerely,

p~ra G. Kirkland
ice President
University Relations

SGK/gls



1259

THACHM PRO TT & WOOD

1140 CONNECTICUT AVENUE. NW NEW YORK OFICE
WASHINGTON. DC 20036 TWO WOM TRADE CENTER
202293.2424 NEW YORK, NEW YORK 10048

212,912.7400
IIIECOPIER 202935 8441 TEHECOPIEE 212.9127751

DONAID 0S SSW(IN
PARINI*

July 24, 1987

The Honorable Max S. Baucus
Chairman, Subcommittee on Taxation

and Debt Management
Committee on Finance
706 Hart Senate OfficeBuilding
Washington, DC 20510

Re: REMIC Provisions of Technical

Corrections Act

Dear Senator Baucus:

This comment letter, including the enclosed technical
appendix, on selected aspects of the proposed Technical Correc-
tions Act relating to the treatment of Real Estate Mortgage
Investment Conduits (REMICs), is submitted on behalf of our
client, Salomon Brothers Inc.

Salomon Brothers has been a pioneering firm in the
development of mortgage backed securities for more than 15 years,
and is proud of its leading role, working with the Congress, in
the development of mortgage finance industry proposals that led
to the enactment of the landmark REMIC provisions of the Tax
Reform Act of 1986.

The REMIC provisions of the 1986 Act were intended by
Congress to increase the availability, and decrease the cost, of
mortgage capital for homeowners and others by improving the effi-
ciency of the secondary mortgage market. The specific goal of
the REMIC provisions was to enable users of mortgage capital to
compete fairly in the capital markets by eliminating inefficien-
cies imposed by the absence of fair and sensible rules for the
structuring and taxation of multiple class mortgage related
securities. The success of the REMIC provisions has been clearly
demonstrated by the substantial volume of REMICs issued since the
Tax Reform Act was signed into law.

Since January 1, 1987, over $20 billion of REMIC
securities have been publicly issued by a variety of issuers
including affiliates of thrift institutions and mortgage bankers,



1260

-2-

homebuilders, secondary market agencies, investment bankers, and
other traditional participants in the secondary mortgage market.

The staff of the House and Senate tax writing commit-
tees, the staff of the Joint Committee on Taxation, and the
Office of Tax Policy of the Treasury Department are to be
commended for the diligence with which the final provisions of
the Act were crafted. Given the technical complexity of the area,
and the time pressures under which the final Conference Report
was agreed to and drafted, the issuance of over $20 billion of a
newly authorized security is a testament to the skill of the pro-
fessional staff involved in the tax writing process.

As in any legislative effort, however, technical draft-
ing errors are inevitable. In addition, as practitioners begin
to work with a statute, new insights develop as to the best tech-
nical approach to implementing Congressional intent. The points
that follow are intended to comment on the specific proposed tech-
nical corrections contained in the Technical Corrections Act as
introduced by Chairman Bentsen, and to suggest additional areas
where statutory corrections and modifications are necessary, in
our view, to implement the goals and intentions of the Congress.

In particular, we believe technical corrections should
be adopted to make the REMIC provisions as flexible as possible,
in light of Congress' intent to establish them as the exclusive
vehicle for multiple class mortgage backed securities. Multiple
class mortgage backed securities are a critical link in the housing
finance delivery system, and have become a significant part of
the world-wide capital markets. In light of their demonstrated
importance to housing, and their essentially non-tax motivated
nature, we believe the guiding rule should be to permit as broad
a category of transactions as possible under the REMIC rules, not
to artificially limit REMICs where there is no legitimate tax
policy concern.

The tax writing committees should have a justifiable
pride of authorship in these important tax rules. We look
forward to the opportunity to work with you and your staff to
further improve them.

Sincerely,

)D6bna id . sswein

Enclosure

cc: Senator Lloyd Bentsen
Senator John H. Chafee
James C. Gould
Catherine T. Porter
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Technical Appendix

The following technical comments were prepared by
Andrew E. Furer, Vice President of Salomon Brothers Inc, Donald
B. Susswein, Partner, Thacher Proffitt & Wood, and James M.
Peaslee, Partner, Cleary Gottlieb, Steen & Hamilton. Please
direct all inquiries to Mr. Susswein at 1140 Connecticut Avenue,
N.W., Washington, DC 20036 or (202) 293-2424.

I'. Comments on Provisions of Technical Corrections Act

In general, we believe the provisions of the proposed
Technical Corrections Act would make helpful corrections to the
REMIC provisions. Certain of the proposed changes, however, are
problematic. It is difficult- to respond to certain of the provi-
sions about which we have concerns without knowing more about the
tax policy rationale or perceived abuse underlying the specific
proposed change.

Members of the staff of the Joint Tax Committee have
graciously agreed to meet with us to explain the purpose and
intent of the proposed technical corrections, and we hope that
our concerns will be obviated. Due to the press of other legis-
lative concerns, the staff was required to postpone a meeting on
these issues scheduled for July 22, 1987. Once the staff is able
to reschedule a meeting and we have an opportunity to better
understand the proposed technical corrections, we hope to be able
to supplement this submission with specific suggestions as to how
some of the provisions of the Technical Corrections Act can be
tailored more closely to the problems they are intended to address.

For purposes of this submission, however, we would like
to highlight several of the more problematic proposals, and to
illustrate the difficulties they may create.

1. New Proposed Tax on Post-Startup Contributions to the REMIC

The proposed tax on the contribution of certain amounts
to the REMIC after the startup date is an entirely new proposal
which, unless its intended scope is clarified, could jeopardize
the workability of the REMIC provisions. For example, is it in-
tended that a tax be imposed on payments to the REMIC pursuant to
contractual rights held in a qualified reserve fund? Is it in-
tended that reserve funds must be fully funded upon the creation
of the REMIC even if the funds are not needed until a subsequent
time? Is it intended that a tax be imposed on contribution of
funds to a REMIC by holders of residual interests to pay operating
costs (such as trustees fees), to pay costs of operating, main-
taining or improving foreclosure property pending its distribution
or to fund a redemption of regular interests? These and other
possible interpretations of this potentially very broad rule

'I
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threaten the viability of the REMIC provisions. Moreover, as
indicated above, there is no indication of the problem or poten-
tial abuse to which the proposed tax is directed.

2. New Rules Governing the Formation and Structure of the REMIC

New rules governing the formation of the REMIC are pro-
posed. These include new limitations on the ability to contribute
mortgages to a REMIC during the initial three-month assembly period
authorized by the current statute, and a new definition of regular
interests. This definition, requiring all regular interests to
be issued on the sfartup date could have the effect of disquali-
fying the REMIC if, for example, certain obligations of the REMIC
to reimburse servicer advances, guarantee payments, and the like
were characterized as regular interests. Somewhat vague limi-
tations on the ability to substitute mortgages pursuant to "swaps"
are proposed the purpose and intent of which are very unclear.
In addition, the requirement that mortgages acquired during the
initial three-month period be acquired pursuant to a fixed price
contract in effect on the startup day poses problems in the event
it is necessary to acquire mortgages in the event the seller does
not fulfill the contract. Finally, a proposed technical correc-
tion modifying the definition of qualified mortgages so as to
exclude collateralized mortgage obligations is proposed with
retroactive effect. There was no indication in the legislative
history that the statutory definition of qualified mortgages con-
tained a technical error on this point. Accordingly, leaving
aside the merits of the proposal, it seems inappropriate to impose
a retroactive effective date.

II. Comments on Areas Not Addressed In the Technical Corrections
Act

1. Simplification and Clarification of Rules Intended to
Ensure that REMICs are Passive, Self-Liquidating
Entities

We believe the rules designed~to ensure that the REMIC
is a self-liquidating, passive investment vehicle should generally
be conformed to the rules applicable to grantor trusts. For
example, the only restriction upon the disposition of a mortgage
loan during the life of a grantor trust is that there be no re-
investment of the proceeds of such repurchase, since the IRS has
held that the ability of a trustee to sell trust assets does not
represent discretionary power to vary the investment or active
management. See Rev. Rul. 78-149, 1978-1 C.B. 448. Also see
Rev. Rul. 71-399, 1971-2 C.B. 433 (dealing with substitutions);
Rev. Rul. 73-460, 1973-2 C.B. 424 (dealing with loan modifica-
tions).
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2. Treatment of Interest-Only Certificates As Regular
Interests

We would recommend that the definition of regular
interests be modified specifically to include interest-only cer-
tificates, by allowing regular interests to be issued with a
"notional" principal amount. Thus for example, a stream of-
interest-only payments, based on a fixed or variable rate as
applied to an identified principal amount would qualify as a
regular interest even though the specified principal amount would
not be paid to the holders. Under this approach there would be
no rule recharacterizing, in whole or in part, regular interests
bearing disproportionately high interest as residual interests.
Holders of such regular interests would be appropriately taxed,
like holders of all other regular interests, under the original
issue discount rules for REMIC regular interests.

3. Excess Inclusion Rules

We believe the excess inclusion rules, and the special
wash sale rules applicable to residual interests, are seriously
flawed and do not serve their intended purpose.

The excess inclusion rules, as currently drafted, char-
acterize entirely too much taxable income as being in excess of
an economic return in circumstances where the real economic return
of a residual interest exceeds the assumed economic return pro-
vided for in the statute. This has impeded the sale of residual
interests to pension plans and foreign investors in circumstances
where no tax policy concerns are present. In addition, the rules
fail to account properly for circumstances where, on a cumulative
basis, a residual interest does not produce taxable income in
excess of an economic return, although it may do so in a particu-
lar calendar quarter. In addition, the excess inclusion rules do
not provide a mechanism for the refund of taxes paid on nonexis-
tent income, once the acceleration of taxable income reverses
itself and results in taxable income lower than real economic
income.

We would be happy to work with the staff to improve the
excess inclusion rules or to develop an alternative approach to
address their underlying policy concern. We submitted one sugges-
tion to the staff near the end of last year's tax conference; we
have begun to review other approaches which may also be feasible.

4. Treatment of Foreign Holders of Regular and Residual
Interests.

We believe it should be clarified that the holders of
residual interests are not subject to the 30% withholding tax
except on amounts in excess of a reasonable economic return, as
determined under appropriately modified excess inclusion rules or
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some alternative approach. This would conform their treatment to
that of equity interests in owner's trusts. In addition, the
treatment for estate tax purposes of regular interests held by
foreigners should be conformed to that of foreign holders of
other debt instruments.

5. Minimum/Maximum Prepayment Guarantees

We understand that Congress intended REMICs to be the
exclusive vehicle for issuing multiple class mortgage related
securities, after a five year transition period intended to en-
sure that the REMIC vehicle is "appropriate and serviceable" for
this purpose. Under the current statute, and in the absence of
clarifying Treasury regulations, it is unclear whether REMICs may
provide for the issuance of Regular Interests or Residual Inter-
ests that are subject to maximum or minimum prepayment guarantees.

Minimum prepayment guarantees have already become a
feature of some well known issues of collateralized mortgage obli-
gations. Substantial research and development efforts are being
undertaken to create CMOs with maximum prepayment guarantees. In
the absence of statutory or regulatory clarification of the per-
missibility of these structures under the REMIC rules, the REMIC
vehicle will clearly be inappropriate as the exclusive vehicle
Congress intended to create.

We would be happy to work with the staff to develop
appropriate modifications to the REMIC rules to facilitate mini-
mum and maximum prepayment guarantees.

6. Reserve Funds

We believe a number of statutory clarifications are
needed in relation to the REMIC provisions for qualified reserve
funds. In the first place, we believe the definition of a reserve
fund asset as an asset "held for investment" should be deleted,
since it does not describe guarantees and other contracts that
are held by the REMIC for permissible reserve fund purposes.

Secondly, we believe it should be clarified that, con-
sistent with the statutory goal of keeping reserve funds as low
as possible, it is permissible to add cash (either from mortgage
payments or from fresh funds paid to the REMIC) to reserve funds
from time to time after the REMIC is formed if that is a reason-
able course of action in light of the purposes of the reserve.

In addition, we believe the permissible purposes for
reserve funds should be expanded to include reasonable debt ser-
vice reserves. For example, in the case of a REMIC supported by
graduated payment mortgages, it would be desirable to include a
cash reserve fund for the purpose of providing regular interest
holders with level cash payments that could not be supported by
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the mortgages themselves in early years. In addition, many mort-
gage securities provide reserve funds to compensate for a two-
month delay in the receipt of payments following acquisition of
certain FHLMC (Freddie Mac) mortgage securities.

7. Amortization of Bond Premium

The final specifications for the REMIC provisions
expressly provided for premium amortization on REMIC mortgage
assets to the same extent that such assets, if acquired at a dis-
count, were to be subject to a mandatory section 1278(b) elec-
tion. The agreement of the Conferees on this point, as well as
many other points, was a critical aspect of the final negotia-
tions with industry representatives on the REMIC provisions. The
Technical Corrections Act should ensure that the REMIC provisions
incorporate this point.

The REMIC provisions, however, fail to provide special
rules allowing for amortization of premium on mortgages. Although
the technical corrections provisions of the 1986 Act allow for
premium amortization on mortgage loans generally, they do so only
with respect to mortgages originated after September 27, 1985.
We believe a technical correction is appropriate to allow for
amortization of premium on REMIC qualified mortgages without
regard to their origination date.

8. Qualified Liquidation Rules

We believe the qualified liquidation rules should be
modified to allow the distribution, in lieu of a sale, of the
REMICs assets to holders of regular or residual interests in the
REMIC. Such a distribution should be a nontaxable event to the
REMIC, and the holders of interests should take the property dis-
tributed by the REMIC with a substitute basis.

9. Prohibited Transaction Payments

We believe it should be clarified that the payment of a
prohibited transaction tax by a party other than the REMIC, or
the reimbursement to the REMIC of such a tax, will not itself be
a prohibited transaction.

10. Measurement of Qualifying Assets

We believe there is a need for clarification of the
time or times at which the percentage of a REMICs assets is tested,
for purposes of Code sections 593, 7701,(a)(19) and 856.

In addition, the REMIC provisions do not provide guid-
ance as to which assets of the REMIC are to be included in the
ratio for purposes of the 95% test. We recommend that cash flow
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investments or amounts that represent a receivable from the ser-
vicer be characterized in the same manner as the related mortgage
for purposes of determining the status of REMIC interests as qual-
ifying assets.

11. Recovery Of Unrealized Loss Or Gain On Contributions

Under section 860F(b)(1)(A), no gain or loss is recog-
nized by the transferor on the transfer of any property to the
REMIC; such nonrecognition will be limited to circumstances where
such transfer is in exchange for a regular or residual interest
in the REMIC under the Technical Corrections Act. The rules under
this section provide that, with respect to regular interests, the
unrecognized gain is to be included in income pursuant to rules
similar to those under section 1276(b), and the unrecognized loss
is amortized under rules similar to those under section 171.

Holders of residual interests, however, are required to
include the unrecognized gain or amortize such unrecognized loss
in income over the "anticipated period during which the real
estate mortgage pool (sic) will be in existence." While the
reference to "real estate mortgage pool" rather than a "real
estate mortgage investment conduit" appears to be a technical
oversight from earlier versions of the REMIC legislation, we
believe that additional technical corrections to this provision
are required.

We believe the technical correction should provide that
unrecognized gain or loss in the case of a residual interest
should be taken into account over the weighted average life of
the residual interest. (The anticipated life of a REMIC may sig-
nificantly exceed the weighted average life of the residual,
merely because there is a relatively insignificant portion of the
pool outstanding for a long period of time.) For purposes of
this rule, the weighted average life should be determined in a
manner consistent with the prepayment and reinvestment income
assumptions used in computing original issue discount on regular
interests.

12. Information Reporting

REMICs and issuers of interests in REMICs are subject
to the information reporting requirements imposed under sections
1275 and 6049 of the Code. Furthermore, the exception to the
reporting requirements in section 6049(b)(2), applicable to cor-
porations and certain other entities, is eliminated. In addition,
the Secretary is authorized to issue regulations requiring the
reporting to holders of residual interests such information as
frequently as is necessary or appropriate to permit such holders
to compute their taxable income accurately.

The provision of regulatory authority to require more
frequent than annual reporting is indicative of the fact that
information reporting in the form of the traditional annual Form
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1099 may not be a workable or practical approach. In addition
to problems that may be posed for fiscal year taxpayers, many
corporations may not have facilities or procedures for the collec-
tion of information from paper information reports.

Corporations holding publicly issued bonds issued with
original issue discount are accustomed to obtaining their income
reporting information from the IRS publication relating to OID on
such bonds. The creation of an IRS publication for REMIC tax
information, in lieu of annual (or more frequent) paper informa-
tion returns, would be desirable. To the extent statutory changes
are needed to implement this goal, we would recommend that the
Technical Corrections Act incorporate them. We would be happy to
work with the staff, and the staff of the Treasury Department and
the IRS, to implement this concept.

13. Cash Flow Investment Rules

We believe modifications to the cash flow investment
rules are needed to accommodate reasonable administrative diffi-
culties involved in distributing amounts received shortly before
a regular distribution date. In short, some reasonable grace
period is necessary. We would be happy to work with the staff to
develop appropriate modifications to the REMIC provisions in this
area.

14. Taxable Mortgage Pools

We believe the rules governing taxable mortgage pools
may prohibit transactions which the Congress did not intend to
prohibit. In particular, we do not believe that the Congress
intended to limit the ability of corporate issuers of multiple
class mortgage backed securities to file a consolidated return
with members of their affiliated group. The effect of this rule
would be to preclude the "plain vanilla" CMO, billions of dollars
of which have been issued with no suggestion that there is a tax
policy concern involved in their issuance. Indeed, we understood
that the Conferees' intention was not to limit, under the taxable
mortgage pool rules, multiple-class securities issued by corpora-
tions subject to a two level tax. In addition, the application
of these rules to other transactions may have other unintended
consequences which we believe should be revisited.
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THOMAS JEFFERSON UNIVERSITY

If6
July 14, 1987

U.S. Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

To Whom It May Concern:

I would ask you to encourage an amendment to the Tech-
nical Corrections Act preserving IRC S2642(a)(2)(B)(ii)(II).
It does not appear to this writer that charitable gift annu-
ities are in commpetition with commercial insurance, and a
number of charitable institutions do depend on the charitable
gift annuity for gift income, as it is a way (the other being
the pooled fund) that a small donor can make a gift similar
to the charitable remainder trust gift that can be made by
wealthier individuals.

Thank you.

Sincerely yours,

Francis J. 
overn

Associate Director of Development/
Director of Planned Giving
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THOMAS S. CARLES
A PAOFSSIONAL CORPORATION

ArTOINEYAT LAW
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C20)994-9464

TELEX 9102400854
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AEfinTO FILEt 8728
July 16, 1987

Robert J._Leonard, Esq.
Chief Counsel
Committee on Ways and Means
U.S. House of Representatives
1102 Longworth House Office Building
Washington, D.C. 20515 VIA: FEDERAL EXPRESS

RE: Technical Corrections Bill of 1987 (H.R. 2636);
I.R.C. 1163(d) Carry-Forward Accounts

Dear Mr. Leonard:

I am wrl'ting to you in order to bring to your attention a
problem which Involves the Interaction of I.R.C. §163(d) and

§469, as amended or enacted by the Tax Reform Act of 1986, and
the previously existing §163(d). Speci.fically, the Interaction

of these provisions produces an arbitrary effect on Investment

Interest carry-overs under I.R.C. §163(d), which appears to be

wholly unintended. Throughout this letter when we refer to

investment Interest deductions we are not referring to

construction period Interest.

I have closely reviewed the Investment Interest limitation
provisions In this regard, and my office has informally contacted

staff members of the Joint Committee on Taxation to discuss the
Intent and scope of these provisions. The question Involved Is a

highly technical one, however, It does have the potential for



1270

Robert J. Leonard, sq.
July 16, 1987
Page 2

working an apparently unintended hardship on certain particular
taxpayers, Including one of my clients. We are therefore
contacting the Committee on Ways and Means In the hope of

obtaining some relief, because the status of carry-over accounts
under the previously existing I.R.C. i163(d) was apparently not
considered at the time that major changes were made to this

section under the.Tax Reform Act.

Section 163(d) previously prevented a taxpayer from
deducting Interest expenses used to purchase or carry investment

assets to the extent that these Interest expenses exceeded the
sum of "net Investment income" (gross Investment Income minus
other Investment expenses) plus $10,000. Any Interest expenses

made non-deductible by this subsection could be carried forward
and deducted In the following year, subject to the same

limitation of net Investment Income plus $10,000. Real estate
properties subject to a net lease were generally Included within
the definition of property held for Investment.

The Tax Reform Act of 1986 added §469 to the Internal

Revenue Code. This section generally prevents a taxpayer from
claiming deductions from passive activities to the extent they
exceed his positive Income from passive activities. Rental

activities, Including net leased real estate, are Included within

the definition of a passive activity.

Section 469 has to some extent therefore subsumed 1163(d) by
applying even stricter- limitations on deductions which were
previously limited by this other section.

At the same time that Congress added §469, It also amended
§163(d). One of these amendments specifies that §163(d) does-not
apply to any interest which Is taken Into account under §469 with

WRK228/1001
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Robert J. Leonard, ,q.
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respect to a passive activity. On the other hand, the scope of

1163(d) has been expanded somewhat by Including within the

definition' of property held for Investment those assets which
yield portfolio Income under I.R.C. 1469(e).

The changes made by the Tax Reform Act of 1986 raise the
question as to whether the Interest expense deductions suspended

under the old 1163(d) and carried forward, which are attributable

to real estate Investments subject to a net lease, should after
1986 be carried over and used In the computation of the

taxpayer's passive loss limitation under 1469. The alternative

would be to carry this suspense account forward to the new

5163(d). The old and the new versions of the Investment Interest

IlImitation are radically different, though they bear the same
numerical section designation. Most notably, Interest expenses
from net leased real estate were subject to the previous version

of 1163(d), while they are not subject to the new version of this

same section.

Although a carry forward Into §469 for real estate Interest

expenses suspended by the old 1163(d) appears logical, and would

be entirely compatible with the purposes of the new 1163(d) and

1469, there appears to be no statutory authority for this
proposition. Moreover, such a carry forward is arguably

prohibited by the transition rule of 6501(c)(2) of the Tax Reform

Act of 1986, which bars any part of I.R.C. 1469 from applying to

losses carried forward from previous years.

In the course of the conversations we have had with some
legislative aides on this topic, It was suggested that §501(c)(2)

was Intended as a relief measure for taxpayers. In this case,

however, its effect appears to be quite different.

WRK228/1001
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The result of the Interaction of these various parts of the

law Is to work a hardship on certain taxpayers, and appears to
violate the policy of matching Income with expenses, which

underlies some of the most Important changes made by the Tax
Reform Act of 1986.

It has been suggested that the affected taxpayers could
still rpake use of the carry-forward _losses by netting them

against Income from portfolio assets, such as bonds and other
Interest-producing assets. As a practical matter, however, this

provides little or no relief for taxpayers Involved In real

estate development. The Interest carrying expenses are perhaps
the most significant of all costs Incurred by real estate

developers, even above the cost of construction. Although a

large portion of these Interest expenses were suspended by the
old 1163(d), these deductions should be allowed against the gain

realized on the property when It Is sold.

Some taxpayers may never 'be able to make use of the
deductions for Interest expenses which were in fact previously
paid. Producing sufficient portfolio Income to make use of the
suspended deductions would require huge amounts of Investment

capital. This would prove very difficult for those taxpayers
whose assets are already devoted to the same real estate

activities which produced the Interest suspense accounts.

I can appreciate that the members of the Committee are now

under substantial pressure to restore the many tax benefits
previously enjoyed by real estate activities. I believe that the

matter I have raised here Is of an entirely different character,
In that we are not seeking to use real estate deductions to

offset Income from other sources, or to shelter cash flow from
real estate Investments. Instead, we wish to be able to make use

WRK228/1001
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Of suspended deductions for amounts which were In fact previously

expended, and only to the extent that the real estate Investments

yield taxable income either from their current operations or at

the time of disposition. As the law presently stands, it appears

that deductions from real estate operations which were suspended
under the old law, will now be sidetracked Into a tax accounting

category which has no relation to the Investment which originally

yielded the suspended deductions.

I would therefore request that a provision be inserted into

the Technical Corrections Bill of 1987 to amend 1501Cc)(2) of the

Tax Reform Act of. 1986 to provide that any deduction suspended
under I.R.C. 1163(d) prior to 1987 which was attributable to

rental activities which are now subject to I.R.C. 5469 should be

carried forward Into- the suspense account created by I.R.C.

1469(b). Although there might be some question as to which
Investment Interest expense deductions suspended under the old
1163(d) were attributable to rental activities, I believe that
sufficient guidance on this point Is provided by Temporary

Regulation 11.163-8T Issued by the I.R.S. earlier this month.

If you have any questions concerning our proposal, or if I

may In any manner be of assistance, please do not hesitate to
contact me, or my associate, John Pritchard.

Yours very truly,

TH MAS S. CARLES
TSC:cms

cc: Seymour Ebner, CPA

Hon. Frank J. Guarini

WRK228/1001
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TIGHE, CURHAN & PILIERO
ATTORNEYS AT LAW

1750 PENNSYLVANIA AVENUE. N.W.
DANIEL J. PILIERO II WASHINGTON, D.C. 20006 BOSTON. MASSACHUSETTS OFFICE
KEVIN P. TIGHE, P.C. 30 FEDERAL STREET
ALLAN R. CURHAN, P.C. BOSTON. MASSU,0110
PAMELA J. MAZZA (202) 628-l)
MARK K. STEPHENS NEW YORK. NEW YORK OFFICE
MICHAEL A. HISER SUITE 270)
LOUISE E. HANSEN 2G BROADWAY
MAUREEN T. KELLY' NEW YORK, NY, 10006
JERALD D. SURWICK' (212)206.4420
ROBERT D. WAGMAN
TAMMY M. DOURIS
RICHARD J. SHEA,
DAVIDJ. NOONAN' July 24, 1987
ELLEN BORKUM SCULT'

sNot *0utId n DC.

Laura Wilcox, Esquire
Mary McAuliffe, Esquire
Counsel
Senate Finance Committee
205 Dirksen Senate Office Building
Washinqton, D.C. 20510

RE: Comments on S. 1350 and Request for Amendment to Sub-
sec. (i) of Sec. 118 of Title I of the Technical Cor-
rections Act of 1987, Concerning Ainendments Related
to Title XVIII of the Tax Reform Act of 1986

Dear Ms. Wilcox and Ms. McAuliffe:

Enclosed herewith please find six copies of the comments of
the Integrated Resources Life Companies concerning S. 1350, the
Technical Corrections Act of 1987.

We believe the requested amendment would resolve an ambiguity
perpetuated in the Tax Reform Act of 1986. This section could be
construed so to result in life insurance contracts using the "age
set-ahead" method of substandard underwriting to be excluded from
the definition of life insurance as contained in section 7702 of
the Internal Revenue Code. We believe the legislative history of
the bills reveals that this was not the intent. We therefore re-
quest that a Technical Correction be added so that the maturity
date of a life insurance contract shall be deemed to be no earlier
than the day on which the insured attains insurance age 95, and
not later than the day on which the insured attains insurance age
100.

I would be pleased to provide any additional information
you may need.

Very truly yours, /

"" Daniel J. Piliero II
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REQUEST FOR TECHNICAL CORRECTION TO INSURE THAT THE SUB-
STANDARD LIFE INSURANCE POLICIES WRITTEN USING THE AGE

SET-AHEAD METHOD ARE NOT TECHNICALLY DISQUALIFIED UNDER
THE DEFINITION-OF LIFE INSURANCE

SUMMARY

S 1350 represents a well balanced and equitable attempt to

correct technical shortcomings in the Tax Reform Act of 1986 ("the

Act"). Given the complexity of the Act, it is not surprising that

amendments or clarifications would be needed. Many of these have

been addressed by S 1350. Some have not. One such needed change

concerns the definition of "life insurance" in Sec. 1825 of the

Act, and as contained in Sec. 7702(e)(1) of the Internal Revenue

Code ("the IRC"). The present definition of life insurance provides,

in pertinent part, that "the maturity date (of the insurance

contract. . . shall be deemed to be no earlier than the day on

which the insured attains age 95, and no later than the day on

which the insured attains age 100. . ." IRC S 7702(e)(1)(B), as

modified by S 1825 of the Tax Reform Act of 1986 (emphasis added).

The underscored words appear to exclude from the definition

of life insurance those policies underwritten using the long-recognized

"age set-ahead" method to rate substandard insured's. Such policies

"adjust" the age of the insured to accurately reflect the insured's

mortality risk as measured by industry standards. It is respectfully

submitted that neither the Tax Reform Act of 1986 (nor the Technical

Corrections Act of 1984) were intended to exclude policies using

the age set-ahead method from the definition of life insurance.

The intent of the statutes would be fully served by clarification

in the Technical Corrections Act of 1987 so that the maturity date

of a life insurance contract shall be deemed to be no earlier than

the day on which the insured attains insurance age 95, and no later

than the day on which the insured attains insurance age 100.
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REQUEST FOR TECHNICAL CORRECTION TO INSURE THAT SUB-
STANDARD LIFE INSURANCE POLICIES WRITTEN USING THE AGE
SET-AHEAD METHOD ARE NOT TECHNICALLY DISQUALIFIED UNDER

THE DEFINITION OF LIFE INSURANCE

I. INTRODUCTION

The age set-ahead method of life insurance underwriting is one

of the oldest methods of life insurance underwriting. Ambiguities

in the Technical Corrections Act of 1984, as perpetuated by the

Tax Reform Act of 1986, have cast doubt on its continued validity

as, an underwriting technique under the defintion of "life insur-

ance" as set forth in Section 7702 of the Internal Revenue Code.

For the reasons set forth below, we would urge an addition to HR

2636 to clarify the continued propriety of this well-recognized

method of rating substandard insurance risks.

The Integrated Resources Life Companies (hereafter, "Integrated"

or "IRLC") believe it is clear that the age set-ahead method of

rating life insurance policies was not intended to be proscribed

by Internal Revenue Code Section 7702. We review below the problem

as we have identified it, together with a brief legislative history

of the provisions in issue. Taken together, they support the need

for a technical correction to clarify the continued propriety of

the age set-ahead method.

II. APPARENT NEED FOR LANGUAGE CLARIFICATION

There are two common ways for a life insurance company to

charge for substandard mortality. The more common method is simply

to charge an extra premium each year, based on the "table" (the

seriousness of the insured's condition) into which the insured

falls.

The other method is to charge the insured a premium based on

a higher age than his or her actual age. The age chosen by the

company is that higher age at which mortality is the same as that

which would be expected for a substandard insured. This is the

method used by a number of life insurance companies, including

Integrated.
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The main question concerning the use of the age set-ahead

method appears to be ambiguous language in the Deficit Reduction

Act of 1984, as perpetuated in the Tax Reform Act of 1986, which

requires certain guideline premium limitations to be met in order

for a contract to be treated as life insurance. This ambiguity

raises potential problems specifically when the age set-ahead is

for more than five years. When this occurs, the policy will not

reach endowment status between ages 95 and 100, as required by

the statute. (For example, a whole life policy issued for an age

set-ahead of 10 years matures at insurance age 100 when the in-

sured's actual age is 90). Because the law does not specify that

the test can be based on an insurance age that is different than

the insured's actual age, the age set-ahead method of calculation

falls into a gray area under the statute.

At present, this technicality could nullify one of the oldest

methods of rating substandard risks. It is as well a method much

simpler for the life insurance consumer to understand -- a main

reason for its use. Clarifying language would accordingly be ap-

propriate to allow the continued use of this method.

One concern expressed about the age set-ahead method is that

it appeared to be an arrangement to permit an increase in cash

value at lower ages that may be advantageous for some taxpayers

who would benefit from paying higher premiums, and thereby be pro-

vided with a greater amount of tax-free build-up. This raises

the "investment orientation" issue -- which in this case is a non-

issue. The Exhibits provided herein demonstrate that no such in-

crease in the cash value at lower ages occurs using the ASA methods.

Indeed, our calculations (as set forth in the attached Exhi-

bits) indicate that the accumulated cash value is less for those

insureds when the age set-ahead method is used. The Exhibits pro-

vided also present a detailed breakdown of substandard life insur-
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ance policies using the ASA method for insureds aged 35, 45, and 55.

The policies represented in the Exhibits are "no-load" policies,

for which mortality information is based on the industry recognized

1980 CSO. The following briefly reviews each Exhibit.

Exhibit I:

The three illustrations that comprise Exhibit I indicate that,

for the same amount of gross premium, a step-up iii age results in

less insurance and a lower rate of return. The taxpayer cannot bene-

fit from paying higher premiums in order to get a greater amount

of tax-free build-up. This illustrates that the age set-ahead method

is merely a practical approach to place a substandard insured at the

proper mortality level. It cannot be used to bypass Section 7702,

for it has no inherent investment orientation.

For example, a 35 year old male in the tenth policy year (with-

out age set-ahead) has a policy accumulated value of $18,378 with

a death benefit of $100,000. If a step-up in age of ten years is

assumed (to age 45) the accumulated value in the tenth year is

$17,195, and the death benefit is $61,084. In short, the same pre-

mium that purchased $100,000 of coverage for a 35 year old purchases

less coverage, and has a lesser accumulated value in the tenth year,

for a policyholder age 35 with a step-up in age of ten years. The

three charts in Exhibit I consistently follow this pattern.

Exhibit II:

Exhibit II compares the accumulation value, net single pre-

miums, and adjusted death benefit under the cash accumulation tests

of Section 7702 for defining life insurance as calculated for a 45

year old applicant considered under the mortality tables and a 45

year old applicant assuming an age set-ahead of nine years (to in-

surance age 54). The comparison reveals that the use of the ASA

method allows, again, for less accumulation value than the accumu-

lation value present not usi the ASA method.



1279

-4-

For example, using Table D(4), a policy issued to an applicant

age 45 would, in a tenth policy year (by which time the insured

would have attained age 55) have an accumulated value of $43,910,

with a death benefit of $100,336. Using the ASA method to-set-

ahead the age of the insured nine years to insurance age 54, after

the tenth policy year (at which time the insured's policy age would

be 64) the accumulated value is $42,444, with a death benefit of

$92,847. The figures are obviously quite close.

Exhibit II shows fairly conclusively that the age set-ahead

method calculated using recognized mortality figures (1980 CSO)

compares favorably with other methods of rating substandard mortal-

ity. It produces results that are eminently consistent with the

use of a multiple of the standard cost of insurance rates, a method

recognized as being acceptable under Section 7702. In sum, the ASA

method is a time-tested, reasonable, and valued method for rating

substandard mortalityL and produces results consistent with other

methods recognized as acceptable.

II. THE LEGISLATIVE HISTORY REVEALS AN ATTEMPT TO LIMIT INVEST-
MENT-ORIENTED POLICIES, NOT A PROSCRIPTION OF THE AGE SET-
AHEAD METHOD

Prior to the passage of the Deficit Reduction Act in 1984,

the definition of life insurance in the Internal Revenue Code was

essentially glossed over by reference in such sections as Section

1035 ("Certain Exchanges of Insurance Policies", see especially

Section 1035(b)(3)) and Sections 1817, 1818 ("Treatment of Variable

Contracts"t "Other Definitions and Special Rules"). The Deficit

Reduction Act set out the Code's first comprehensive definition.

That comprehensive definition (including the computational

rules in issue) was enacted, however, to address a major concern

of Congress, often expressed, to contain the "proliferation of

investment-oriented life insurance policies." (See, H.R. Rep.

No. 432, 98th Cong., 2d. Sess. 1445, reprinted in 1984 U.S. Code
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Cong. and Ad. News, 698, 1088, (hereinafter "House Report", p. ).

The Blue Book prepared by the Staff of the Joint Committee on

Taxation likewise noted that because of this "general concern",

the definition of life insurance was "narrowed in some respects."

General Explanation Of The Revenue Provisions Of The Deficit

Reduction Act Of 1984, Prepared By The Staff Of The Joint Committee

On Taxation (December 31, 1984), page 646 (hereinafter "Staff

Report", p. ).

The change adopted in the approach to endowment contracts

evidenced the basic rationale for the terms of Section 7702(e).

Whereas Section 1035(b)(3) through reference to Section 1035(a)(1)

included endowment contracts in the definition of life insurance,

the amended definition of life insurance excluded such contracts

from the definition of life insurance due to their "innate invest-

ment orientation." House Report, p. 1443; Staff Report, p. 647.

The Staff explanation makes this clear in a number of places.

For example:

The [new] rules restrict the actual provisions and
benefits that can be offered in a life insurance
contract. . . in order to limit the investment
orientation of insurance contracts.

Staff Report, p. 651. In short, the use of thinly-veiled invest-

ment vehicles ostensibly styled as life insurance contracts was

to be remedied by the amended definition of life insurance and

the computational rules of Section 7702(e) enacted under the Defi-

cit Reduction Act.

At the same time, express language was added to the Act, and

discussed in the Staff Report, to the effect that contracts which

adopt age adjustment features may be recognized as appropriate.

For example, there are two substantive tests under which a contract

may qualify as a life insurance contract: the cash value accumu-

lation test, and the guideline premium and cash value corridor
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test. The computational rules applicable to both substantive tests

state that the maturity date of the contract is "deemed to be" no

earlier than the day on which the insured attains age 95 and no

later than the day on which the insured attains age 100.

Two of the three exceptions analyzed in the Staff Report are

particularly instructive. We believe they resolve any doubts or

questions concerning the acceptability of the ASA method. First,

it is noted that, concerning a second method of age adjustment --

age set-back for female insureds -- an actual contract maturity

date later than age 100 will qualify under the computational rule.

More importantly, it is expressly stated that:

Similarly, a contract written with a termination
date before age 95 (e.g., term life insurance
to age 65), which otherwise satisfies the require-
ments of Section 7702, will qualify as a life
insurance contract for tax purposes.

Staff Report, p. 652 (emphasis added). In short, not only are

contracts using the ASA method quite similar in all respects with

the values -- accumulated values and death benefits -- employed in

"traditional" Lontracts, and thus do not represent "innate invest-

ment vehicles", but they otherwise satisfy the requirements of Sec-

tion 7702. Indeed, ASA life insurance .contracts are merely an ex-

ample of an age adjustment method for rating life insurance poli-

cies, a method expressly recognized as encompassed within the terms

of "life insurance" under Section 7702 as explained by the Staff

Report.

The changes in the Tax Reform Act of 1986 concerning S 7702(e)

(1)(B) conformed the language of subparagraph (B) with that of sub-

paragraphs (A), (C), and (D), so that the maturity date of a life

insurance contract would be "deemed to be" no earlier than the day

on which the insured attains age 95, and no later than the day on

which the insured attains age 100. The prior hard-and-fast require-

ment that the maturity date "will be" no earlier than the date on
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which the insured attains age 95 and no later than the date the

insured attains age 100 thus gave way to a more flexible approach

fully in accord with the position that ASA is an appropriate metho-

dology.

For these reasons, we would urge that any remaining ambiguity

concerning the ASA method be eliminated through the adition of a

Technical Correction recognizing the propriety of ASA policies

under the Section 7702 definition of life insurance, by the addi-

tion of the following language to subsection (i) of Section 118 of

Title I of S. 1350:

(i) AMENDMENT RELATED TO SECTION 1825 OF THE REFORM ACT.-

(1) Paragraph (1) of section 1825(a) of the Reform Act
(relating to amendments related to section 221 of the Tax Re-
form Act of 1984) is amended by striking out "on which the in-
sured attains age 95, and no later than the day on which the
insured attains age 100" and inserting in lieu thereof "on which
the insured attains insurance age 95, and no later than the day
on which the insured attains insurance age 100."

(2) Paragraph (4) of section 1825(a) of the Reform Act
(relating to amendments related to section 221 of the Tax
Reform Act of 1984) is amended by striking out "Section 7702
(e)(2)" and inserting in lieu thereof "Effective with respect
to contracts entered into after October 22, 1986, section
7702(e)(2)."

We would be pleased to respond to any questions concerning the

proposed amendment.

Respectfullysu

Daniel J. Piliero II
On behalf of the Integrated

Resources Life Companies

Date: July 24, 1987



Exhibits I

ILLUSTRATION FOR AN AGE 35
Gross Annual Premium - $1,378.00 Definition Of Life Insurance: Cash Value Accumulation Test
Interest Rate On Accumulation - 9.25% Net Single Premiums - 1980 CSO Male, ANB at 6%
Cost Of Insurance - 1980 CSO Male, ANB

Table Of Accumulation Values and Death Benefits

No Step Up In Age Age Set Ahead 5 yrs Age Set Ahead 10 yrs Age Set Ahead 15 yrs Age Set Ahead 20 yrs

Insurance Age
At Issue 35 40 45 50 55

Initial Face
Amount 100,000 78,984 61,084 46,720 35.605

----------------------------------------------------------------------------------------------------------------

Policy Year AV DB AV DB AV DB AV DB AV DB

5 7,370 100,000 7,170 78,984 6,934 61,084 6,692 46,720 6,350 35,605

10 18,378 100,000 17,794 78,984 17,195 61,084 16,544 46,720 15,812 35,605

15 34,608 128,120 33,414 101,149 32,114 80,689 30,783 65,170 29,255 53,185

20 57,255 173,325 54,742 137.543 52,116 110,332 49,332 89,683 46,339 73,774

25 87,923 220,915 83,089 175,905 77,932 141,676 72,674 115.702 66.943 95,777

30 128,510 272,062 119.456 217,165 110,190 175,430 100,528 143,828 91,305 119,695

35 180,349 327,865 164,659 262,149 148,370 212,277 133,212 174,633 119,035 146,075

40 244,535 389,317 217,833 311,658 192,909 252,893 170,131 208,778 152.400 174,497

45 319,695 457.396 279,584 366,518 242,918 298,099 214,487 245,587 191,269 191,269

50 406,687 533,144 348,598 427.785 302,932 346.855 265,993 265,993 MATURED MATURED



Exhibits I (Illustration for Age 35 Continued)

No Step Up In Age Age Set Ahead 5 yrs Age Set Ahead 10 yrs Age Set Ahead 15 yrs Age Set Ahead 20 yrs

Insurance Age
At Issue 35 40 45 50 55

Initial Face
Amount 100,000 78,984 61,084 46,"20 35,605

--------------------------------------------------------------------------------------------------------

Policy Year AV DB AV DB AV DB AV DB AV DB

55 503,572 617,963 431,345 493,888 372,438 372,438 MATURED MATURED

60 619,657 709,503 526,986 526,986 MATURED MATURED

65 753,623 753,623 MATURED MATURED

Internal Rate
Of Return 5.29% 5.07% 4.84% 4.60% 4.34%



Exhibits I

ILLUSTRATION FOR AN AGE 45

dross Annual Premium - $2,240.00 Definition Of Life Insurance: Cash Value Accumulation Test
Interest Rate On Accumulation - 9.25% Net Single Premiums - 1980 CSO Male, ANB at 6%
Cost Or Insurance - 1980 CSO Male, ANB

Table Of Accumulation Values and Death Benefits

No Step Up In Age Age Set Ahead 5 yrs Age Set Ahead 10 yrs Age Set Ahead 15 yrs Age Set Ahead 20 yrs

Insurance Age
At Issue

Initial Face
Amount

45 50

n0o,000 76,485

55 60 65

58,289 34,182

Policy Year

5

in

15

20

25

30

35

40

45

50

55

Internal Rat
Of Return

AV

11,352

28,149

52,574

85,318

127,581

180,391

242,895

315,809

397,679

495,927

609,715

e

DB

100,000

100,000

132,095

180,624

231,936

287,194

347,516

114,008

488,015

567,833

609,715

AV

10,955

27,085

50,395

80,761

118,974

161,574

218,080

278,520

351,136

435,456

MATURED

DB

76,485

76,485

106,689

146,819

189,416

235,460

285,891

311,789

402,048

435,456

MATURED

AV

10,396

25,887

47,894

75,861

109,593

149,475

194,872

249,494

313,127

MATURED

DB

58,289

58,289

87,069

120,776

156,797

195,954

239,139

285,669

313,127

MATURED

AV

9,798

24,618

45,330

70,658

100,892

135,636

177,515

226,499

MATURED

4.63% 4.37% 4.09%

DB

44,585

44,585

72,168

101,092

132,263

166,447

203,253

226,499

MATURED

AV

9,000

23,235

42,500

65,757

92,797

125,461

163,851

MATURED

DB

34,182

34,182

60,806

86,204

113,877

143,652

163,851

MATURED

3.78%



Gross Annual Premium = $3,825.00
Interest Rate On Accumulation = 9.25%
Cost Of Insurance = 1980 CSO Male, ANB

Exhibits I

ILLUSTRATION FOR AN AGE 55

Definition Of Life Insurance: Cash Value Accumulation TestNet Single Premiums = 1980 CSO Male, ANB at 6%

Table Of Accumulation Values and Death Benefits

No Step Up In Age Age Set Ahead 5 yrs Age Set Ahead 10 yrs Age Set Ahead 15 yrs Age Set Ahead 20 yrs
Insurance Age

At Issue

Initial Face
Amount

55 60

100,000 76,490

65

58,642

70 75

45,136 34,571

Policy Year AV DB AV DB AV DB AV DB AV DB

5 17,835 I00,000 16,810 76,490 15,441 58,642 13,906 45,136 11,853 34,571

10 44,411 100,000 42,235 76,490 39,861 58,642 37,201 47,788 34,599 40,376
15 82,167 149,374 77,768 123,811 72,913 104,318 68,307 89,547 63,916 78,435

20 130,146 207,202 121,220 173,433 112,812 147,890 104,938 128,775 99,457 113,877
25 188,017 269,000 173,090 226,911 159,201 195,365 149,302 170,950 141,755 141,755
30 256,438 336,176 232,697 285,556 215,239 246,447 201,744 201,744 MATURED MATURED

35

40

45

334,321

428,029

537,198

410,265

490,090

537,1.98

304,544

388,581

MATURED

348,701

388,581

MATURED

281,100

MATURED

281,100

MATURED

MATURED MATURED

Internal Rate
Of Return .11% 3.80% 3.43%

I

4-39% 2.91%
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Exhibit@ II

45 Year Old.,Applicant Table D(4) Substandard Class
Gross Premium for an Issue Age 54 used in each Illustration

Attained

Issue Age 45
200% of 1980 CSO

Accum NSP Death
Age Value
55 43,910
60 80,878
65 128,586
70 187,765
75 258,952
80 340,021
85 431,978
90 532,694
95 646,390

100 704,887

200%
437.63
513.25
591.94
668.87
741.41
801.26
851.72
887.54
920.91

1000.00

Benefit
100,336
157,580
217,228
280,720
349,270
424,358
507,183
600,192
701,904
704,887

Attained
Age

ASA 9 Ylrs
64
69
74
79
84
89
94
99

Insurance Age 54
Age Set Ahead to 54

Accum NSP Death
Value 100% Benefi
42,444 457.14 92,84
78,601 534.29 147,113

124,892 612.97 203,74?
181,007 685.24 264,151
247,635 751.01 329,73b
323,575 804.96 401,97
413,070 859.28 480,716
523,772 943.40 555,196
--------- Matured--------

---------Matured--------

70 nr A eor 1.

)licy
!ear
10
15
20
25
30
35
40
45
50
55
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T.Amfefiw
T RoePceAssocaes Inc1 OOEastPrar S'ec: 9all-'<Xe V02202 30-625-6640

Hen,' H HopksrS

V.eP.es-.cen aLega Course. July 17, 1987

Ms. Laura Wilcox
Hearing Administrator
U.S. Senate
Committee on Finance
Room 5D-205
Dirkson Senate Office Building
Washington, D.C. 20510

Dear Ms. Wilcox:

The purpose of this letter is to express the concern of T. Rowe Price Associates,
Inc. ("Price Associates") regarding certain provisions of H.R. 2636, the Technical
Corrections Act of 1987 ("the "Technical Corrections Bill"). If adopted, the Technical
Corrections Bill will affect the tax treatment of many regulated investment companies
and their shareholders. Briefly stated, this bill would significantly modify the
requirement that a regulated investment company derive less than 30% of its gross
income from the sale or other disposition of stock or securities held for less than three
months. Section 851(bX3) of the Internal Revenue Code of 1986 (the "Code") currently
provides that a regulated investment company must derive less than 30% of its gross
income from the sale or other disposition of stock or securities held for less than three
months. This test is generally referred to as the "short-short rule". The stated purpose
of the short-short rule is to prevent a regulated investment company from actively
trading securities for the purpose of making short term trading profits. Despite industry
efforts, supported by the Treasury Department, to have the short-short test repealed as
part of the 1986 Act, the provision was unfortunately retained. There is currently
pending a Bill (H.R. 2295) which would repeal the short-short rule.

The Technical Corrections Bill would substantially amend section 851(bX3) to
expand the types of property that would be covered by the short-short rule to include,
among other things, gross income derived from the sale or other disposition of options,
futures or forward contracts held for less than three months and, except as may be
provided in regulations, foreign currency held for less than three months. If enacted in
its current form, the Technical Corrections Bill would apply retroactively to taxable
years beginning after October 22, 1986.

The scope of the above-cited provisions is at this time unclear. While the
provisions apparently apply to income from the sale or disposition of "foreign currency"
held for less than three months, a definition of "foreign currency" is not provided.
Section 106(nX2) of the Technical Corrections Bill appears to apply at a minimum to
currency gains realized upon disposing of foreign coin or currency (forexample, upon
exchanging the foreign coin or currency into U.S. dollars or upon paying expenses with
foreign coin, foreign currency denominated debt instruments or accruals of items of
expenses or income in foreign currency units). If section 106(nX2) of the Technical
Corrections Bill were interpreted as applying to such transactions, foreign currency gains
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realized on a settlement date attributable to exchange rate fluctuations between the
trade date and the settlement date, or upon the receipt of principal on a foreign currency
denominated debt instrument within three months of the instrument's acquisition,

'(including principal payments on short-term debt instruments having maturities of less
than threemonths) would be counted for purposes of the short-short rule. Similarly,
foreign currency gains realized upon receipt of an interest payment on a foreign currency
denominated bond, or upon receipt of the redemption price on an instrument bearing
original issue discount in foreign currency units, might also result in short-short income
to the extent attributable to interest (or foreign currency original issue discount) accrued
during the three month period prior to the payment.

Furthermore, because section 106(nX2) of the Technical Corrections Bill would also
apply to the sale or disposition of futures and forward contracts held for less than three
months, that provision may also apply to any foreign currency gains realized between the
date the agreement was entered into to exchange one currency for another and the
settlement date (typically two banking days later). We believe that section 106(nX2) of
the Technical Corrections Bill inappropriately includes for purposes of the short-shori-
rule income wholly unrelated to the purpose of that rule. That provision causes
particular concern because it would be applied retroactively. Although regulations may
limit the extent to which foreign currency gains will be included for purposes of the
short-short rule, it must be assumed that until such regulations are issued the provision
will be applied to currency gains arising in a broad range of circumstances.

We believe that it is imperative that section 106(nX2) of the Technical Corrections
Bill be modified to delete the provision relating to foreign currency gains. If such action
is not taken, certain investment companies will fail to qualify for Subchapter M
treatment. From a tax policy point of view, there is no reason why an investment
company should fail to qualify for Subchapter M treatment, and thus be subject to the
full corporate level tax, as a result of foreign currency transactions that are ancillary to
the investment company's business of investing in securities. This is true because (i) the
investment company must buy and sell foreign currency in order to make (and liquidate)
investments in foreign currency denominated stocks and securities, and (ii) as the
Treasury has previously noted, it is appropriate for an investment company to use
currency positions to hedge the currency risks associated with investments in foreign
denominated stocks or securities. The ability to utilize such hedges to protect the value
of an investment company's portfolio assets, as well as to reduce its exposure to currency
fluctuation between the trade date and the settlement date on the purchase or sale of
foreign stock and securities, is absolutely essential in light of the dramatic currency
fluctuations that can and often do otcur over very short periods of time.

We believe that the Treasury's authority to treat currency gains that are not
ancillary to an investment company's business of investment in stock or securities as non-
qualifying income under section 851(bX2) is a sufficient "governor" to prevent
inappropriate investments or speculation by investment companies in foreign
currencies. If such gains are ancillary to the investment company's business of
investment in stock or securities, there is no reason to disqualify an investment company
from Subchapter M merely because the currency gains are derived in less than three
months if such gains are not so ancillary, they properly constitute non-qualifying income
under section 851(bX2) and may subject an investment company to disqualification under
that provision.

Currency gains can arise under a variety of circumstances and, because of the
nature of investments in foreign stock or securities, often arise during a very short time
frame. For example, an investment company may sell a bond denominated in Deutsch-
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marks and place the proceeds in a bank account with the expectation that it will use
these funds to purchase another security shortly. A week later, the investment company
may use these amounts to purchase another bond denominated in Deutschmarks, or,
alternatively, may use the marks to purchase Swiss Francs which in turn will be used to
purchase a bond denominated in Swiss Francs. During the week that the investment
company is holding the Deutschmarks, they may appreciate significantly vis a vis the
U.S. dollar. Surely this "currency gain" should not put the investment company at risk of
losing its status under Subchapter M.

There are many other examples which could be cited. Subjecting these gains to
section 851(bX3) or attempting to delineate which types of currency gains must be taken
into account for purposes of section 851(bX3) and which types of currency gains are
exempted, would create an impossible situation.

Price Associates cannot emphasize enough the seriousness of this matter and the
adverse consequences that would ensue if the Technical Corrections Bill were allowed to
pass in its present form. The arbitrary disqualification of legitimate investment
companies will, of course, not only adversely impact such companies but also their
shareholders.

If Congress determines it is necessary to expand the short-short rule to include
certain foreign currency gains, any expansion must be implemented on a prospective
basis only. A retroactive application of such a change to taxable years beginning after
October 22, 1986 (the date of the enactment of the Code) will result in the
disqualification of certain investment companies under Subchapter M without reasonable
notice. The Code and its accompanying legislative history contain no indication that
section 85l(bX3) would be expanded to cover foreign currency gains. Even the Joint
Committee Explanation of the 1986 Act, which was released in May of this year, gives no
indication that section 851(bX3) would be so changed.

We appreciate the opportunity to comment on the Technical Corrections Bill and
reiterate that we would be happy to discuss this matter with you at your convenience.

Sincerely,

T. ROWE PRICE ASSOCIATES, I

HHenr l -c-opkHk
Direc[r and l~igal C-ounse[ -

HHH~cmd
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The Twentieth Century Fund

Talking Paper on Exemption from
Excise Tax on Net Investment Income

Until most operating foundations were exempted by the

Tax Reform Act of 1984, all private foundations had to pay a 2

per cent excise tax annually on net investment income. IRC

5 4940(a). In the last five fiscal years, the tax liability of

The Twentieth Century Fund (the "Fund") under this provision

has ranged from $43,000 to $218,000.

The thrust of the 1984 legislation was to exempt (1)

foundations already classified as operating foundations and (2)

new operating foundations which were "publicly supported," in

that they received a substantial portion of thei: support from

contributions from the public or from the government. While

the-Fund receives neither public contributions nor government

funds, the Fund had been classified as an operating foundation

for many years prior to the 1984 Act. However, the IRS has

taken the position that the Fund is not entitled to the tax

exemption on the ground that the Fund was not in compliance

with the tests for operating foundation status at the point in

time the statute looked to in determining whether an existing

foundation was classified as an operating foundation. The IRS

not only looked to the wrong time under the statute, it also

2479U
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looked to the only time in the Fund's history in which the Fund

was not in compliance with the tests. In any other individual

year and on a cumulative basis, the Fund satisfied the tests by

a wide margin; indeed, the Fund has operated as a paradigmatic

example of the way Congress wanted operating foundations "-o

function. Because the IRS has reached a result which is not

only grossly inequitable and could have consequences to the

Fund on a cumulative present value basis of as much as a

million dollars, but is contrary to the intent of Congress, the

Fund seeks a technical correction to the 1984 Reform Act. The

details follow.

I. Imposition of Excise Tax on

Net Investment Income

As a private foundation, the Twentieth Century Fund

(the "Fund") is required to pay a 2% excise tax annually on its

net investment income. This excise tax is imposed by Section

4940(a) of the Internal Revenue Code (the "Code").

II. Statutory Exemption from the Excise Tax

A. Section 302 of the Tax Reform Act of 1984 added

Section 4940(d) to the Code to provide an exemption from the

excise tax for "exempt operating foundations."

B. In order to qualify as an "exempt operating

foundation," the following requirements contained in Section

4940(d)(2) of the Code must be satisfied:
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I. The foundation must be an "operating

foundation" (i.e., generally must distribute at least 85% of

its income directly in the active conduct of its exempt

purpose).

2. The foundation must be "publicly supported"

(i.e., generally must receive a substantial portion of its

support from governmental units or from contributions made by

the general public) for at least 10 years prior to the year in

which exempt operating status is claimed.

3. The governing body of the foundation (in the

Fund's case, the trustees) must be composed of individuals at

least 75% of whom are not "disqualified individuals"

(generally, individuals who are substantial contributors to

the foundation who are related to a substantial contributor).

4. The governing body of the foundation must be

broadly representative of the general public in the sense of

representing a broad cross-section of the views and interests

of the general public.

5. No officer of the foundation may be a

disqualified individual.

C. Section 302(c)(3) of the 1984 Tax Reform Act,

which is technically an. effective date provision and does not

appear in the Code itself, provides that a foundation will be

treated as satisfying the "publicly supported" requirement if

the foundation was an operating foundation as of January 1,

1983.

2479U
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The Fund received a determination letter from

the IRS dated February 14, 1972 which confirmed the Fund's_

tax-exempt status (originally granted in 1937) and classified

Zhs Fund as an operating foundation under the private

foundation regime introduced into the Code by the 1969 Tax

Reform Act. The 1972 determination letter has never been

revoked, and there have been no changes in the purpose,

character or method of operation of the Fund, based upon which

the determination letter was granted.

D. In order to qualify for the exemption a founda-

tion is required to request a ruling from the Internal Revenue

Service recognizing its status as an exempt operating

foundation.

III. The Fund's Request for a Ruling

A. By letter dated June 30, 1986, the Fund requested

a ruling that it qualified as an exempt operating foundation

entitled to the excise tax exemption. The request was

thereafter supplemented by additional financial information

requested by the IRS.

B. In a telephone conversation on February 13, 1987

with the Fund's attorneys, the IRS advised that it was prepared

to deny the requested ruling on the ground that, despite its

1972 determination letter, the Fund did not meet the technical

requirements for operating foundation status for its fiscal

year ended June 30, 1983 (which included the operative January

1, 1983 date).

2479U
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1. The technical requirements to which the IRS

referred are contained in Treasury Regulations promulgated

under Section 4942(j)(3) of the Code (which defines the term

"operating foundation"). A foundation's status for a

particular taxable year is not determined solely by whether it

meets the definition of an operating foundation (see above) for

the year in question but by reference to the foundation's

activities over a four-year period which includes the year in

question and the three preceding years. Over this four-year

period, the foundation must satisfy the 85% income distribution

requirement either in three of four years or by totalling the

figures for the four years and applying the test to these

aggregate amounts.

2. Because of an unusual set of circumstances,

which are described in IV below, the Fund in fact did not meet

the regulatory requirements for the 1983 fiscal year. This was

the only year for which the Fund has failed to satisfy these

requirements. Upon satisfying the regulatory test for its 1984

fiscal year, the Fund's operating statuF was automatically

restored under the Treasury Regulations.

3. Rather than officially denying the re-

quested ruling immediately, the IRS provided the Fund's

attorneys with an opportunity to reply to the IRS' position

and to present any arguments in the Fund's favor.
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IV. The Fund's Reply to the IRS Position

A. In a letter to the IRS dated March 3, 1987,

the Fund made the following technical and equitable argu-

ments in support of its request for an exemption from the

excise tax.

1. From a technical standpoint, it was

argued that the IRS' use of fiscal years 1980 thorugh 1983

as the relevant four-year test period was erroneous, and

that, using the proper test period (1979 through 1982),

the Fund qualifies for the exemption. This argument is

based on what the Fund believes is the proper interpreta-

tion of the operative language, which requires that a

foundation have been an operating foundation as of January

1, 1983 in order to qualify for exemption. The Fund

argued that the underscored phrase evidences a Con-

gressional intent to determine the exemption by reference

to the foundation's status as of the end of the most re-

cently completed period, which in the case of a calendar

year foundation would be the year ended December 31, 1982.

In the case of the Fund, the most recently completed period

was the fiscal year ended June 30, 1982. By contrast, the

IRS' interpretation requires that events occurring after

January 1, 1983 date be taken into account in determining

whether the exemption is available, and it seems unlikely

that Congress intended this result. In fact, the use of a

January 1 date clearly suggests otherwise;

2479U
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2. From an equitable standpoint, it was

argued that the Fund is a classic example of the type of

organization intended to be relieved of the excise tax

burden. Over the 17-year period since the 1969 Tax Reform

Act first imposed statutory distribution requirements on

private foundations, the Fund has distributed an aggregate

of $6.7 million more than it was required to distribute.

Furthermore, although the Fund in fact did not satisfy the

operating foundation test for the 1983 fiscal year, this

was the only year in which this occurred and was caused by

abberational market conditions which greatly increased the

Fund's income. Because of the nature of its program

(which requires substantial lead time before expenditures

are made), the Fund simply was unable to make timely addi-

tional distributions reflecting the surge in income. The

Fund believes that it would be inequitable and contrary to

the intended purpose of the legislation if it were denied

the exemption under these circumstances.

V. Present Status of IRS Ruling Request

After reviewing the Fund's technical and equitable

arguments in support of the request for exemption, the IRS

orally advised the Fund's attorneys that, while it disagreed

with the Fund's arguments, it would submit the request to the

IRS Chief Counsel's office for further consideration, with a

recommendation that the exemption be denied. The Fund's

2479U
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attorneys were advised that this review process could be

expected to take six months or longer. Thus, no decision can

be expected until at least September.

VI. Legislative Solution to the Problem

A. Based on the arguments set forth above, the provi-

sion in question would appear to be a particularly well-suited

subject for amendment in the Technical Corrections Bill which

is currently being drafted in Congress.

1. The provision is ambiguous and subject to

conflicting interpretations, and the IRS' literal reading would

arguably defeat the intent of Congress in this particular case.

2. Even assuming that the IRS' interpretation is

correct, this reading produces an unintentionally harsh result

in the Fund's case, given the policy intended to be served by

the provision, and this result can be easily avoided by

corrective legislation.

3. The amendment of this provision would be of

negligible revenue consequence (since it is highly unlikely

that anyone but the Fund would be benefitted) and could be

drafted in a way that would not adversely affect any other

organization.
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TEDDY KELLER
63 PLAZA DE LA NOCHE NE

ALBUQUERQUE, NM 87109(505) 821-5074

September 4, 1987

Laura Wilcox, Hearing Clerk
Senate Finance Committee
SDOB 205
Washington, D.C. 20510

Dear Ms. Wilcox:

You're probably aware that one of America's vital and most
notable resources is its writers. You may not have realized that we
are an endangered species. The Senate Finance Committee and the IRS
are combining to drive us to extinction. We've no idea why we're
being singled out for destruction, but we ain't going without a
fight

As you've guessed, I'm a freelance writer. Author of stories
and books and plays and articles. And I'm soon to be a bellyaching
taxpayer.

Currently I'm a beleaguered writer. Or I will be when the new
tax laws are enacted. I hope you've heard from zillions of writers
on the subject. Because a lot of us may soon cease to be writers.
TRA-86 has become our new cuss word.

For starters, elimination of home-office deductions is, by
itself, disastrous. Most writers work at home. How many other
professional people are not allowed to deduct office expenses?

Other idiocies in the new law include: * We can no longer de-
duct expenses on unsold material. (Good grief. Most of us work on
speculation. Personally, I rack up all manner of expenses, never
knowing for sure that anything will sell or when.) * All expenses
and deductions must be allocated or prorated to the projects I'm
working on. (Impossible. Research on a recent trip to Kansas, for
instance, may wind up in a novel, a play, a short story, an article
or any number of writing projects over the next several years. Or
it may never be profitably used.) * And we're supposed to "estimate
the life of the earning power" of any and all manuscripts. (Impos-
sible. I have one play which earns me $7.50 in royalties every six
months. Another, in print for years, earns a respectable amount of
money. One of my unsold novels may eventually earn me a thousand
dollars, and it could earn a hundred times that. Many of my short
stories have been published and forgotten. Others have been re-
printed and picked up for anthologies and purchased for TV, and have
generated lives and income far beyond anybody's early expectations.)

There is Technical Corrections Bill S1350. It does propose to
amend TRA-86. However, writers hereabouts understand that Committee
Chairman Baucus--or his staff--range from rude to hostile when ap-
proached on the subject of changing the offending--and offesive--
bill.

Whose idea was this in the first place? Writers have never
been favored by the IRS, and we certainly don't deserve such dis-
criminatory tax treatment. If we are to be driven out of business,
then Congress should prepare some suitable alternative. I suppose I
could become a politician, but there must still be honorable ways to
make a living.

Yes, I'd hate to move permanently to Ireland to avoid unjust
taxation, and, no, I don't think I'd get away with cheating on my
tax return. Since that makes me a stay-at-home chicken, I've gotta
find help somewhere. S

sincerely,
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Statement of Texas Air Corporation

On

S.1350, The Technical Corrections Act of 1987

Technical Corrections Act of 1987
Source of Income from Leased Transitional Aircraft

We would like to call your attention to a technical problem

in the Tax Reform Act of 1986 that was not corrected in the

proposed Technical Corrections Act of 1987, S.1350. The problem

is caused by the inadvertent termination with respect to transi-

tional aircraft of the prior-law rules for sourcing income from

leased aircraft.

I. Ihe Proble

Section 204(c)(3)(A) of the Tax Reform Act of 1986 provided

that certain commercial passenger aircraft with respect to which

a binding contract was entered into before April 1, 1986 need not

be placed in service before 1990 in order to qualify as transi-

tional property under sections 203(b)(1) and 203(b)(3) and

thereby continue to qualify for the investment tax credit (NITCN)

and for depreciation deductions under the prior-law accelerated

cost recovery system ("ACRS"). Due to a technical oversight, an

amendment to the foreign tax provisions may have the effect of

denying the intended transitional relief to a substantial number

of these aircraft.

This problem arises because the Tax Reform Act (1) repealed

Internal Revenue Code ("IRCO) section 861(e), which treated

income from U.S.-manufactured aircraft leased to U.S. persons as
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income from U.S. sources regardless of where the aircraft was

flown, and (2) amended section 863(c) (2) (B), which also treated

as from U.S. sources income from aircraft leased to U.S. persons

and flown to or from the U.S. Under the new law, all or part of

the income from such aircraft is considered as from foreign

sources.

In the early years of an aircraft lease, the deductions

attributable to the aircraft will exceed the rental income from

the lease. The recharacterization of such deductions and income

as foreign-source will cause a reduction in the portion of the

lessor's income that is treated as from foreign sources. This

reduction in foreign-source income will necessarily reduce the

lessor's ability to credit taxes paid to foreign countries

against U.S. income tax because the fraction used for calculating

the amount of foreign taxes available to offset U.S. taxes

becomes smaller as foreign income becomes a smaller percentage of

the taxpayer's total income.

As a consequence of the changes in the sourcing of income

from leased aircraft and the effect of such changes on the

foreign tax credit limitation, much of the benefit of transition-

al relief for commercial passenger aircraft will be unavailable

to owners who lease such aircraft to U.S. airlines with interna-

tional routes. The financial consequences of this loss of tax

benefits to the aircraft owner are borne by the U.S. airlines

rather than by the lessors. Tax indemnity provisions in aircraft

leases pass the cost of increased taxes of the lessor through to

the lessee of the aircraft in the form of increased rents.

Although it is appropriate that Congress should determine

the source of the income and deductions from aircraft leased to

U.S. persons, the rules should not have been changed in the case

of transitional craft. The transition rules should consistently

and fairly apply to the financing techniques available for the
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air carrier when it entered into the binding contract to acquire

the aircraft. Many carriers contracted to buy airplanes based on

their ability to finance the purchase with a leveraged lease. In

the case of a leasing transaction, -thiessor considers not only

the ITC and the depreciation but all the tax attributes of the

transaction. The resourcing of the income eliminates many

lessors, that were available under prior law when the contract

was signed. Overseas air carriers will be generally restricted

to using regulated utilities as lessors. With the reduced

competition in the leveraged lease market, the cost of leasing

aircraft will increase. For pre-existing, non-grandfathered

leases, the tax indemnity clause will be triggered and the cost

of leasing retroactively increased.

We do not believe that Congress, when it changed the

sourcing rules, intended to eliminate transitional relief from

the repeal of ITC and the changes to ACRS. The sourcing rules,

like the availability of ITC and prior-law ACRS, were an impor-

tant consideration in decisions to enter into binding contracts

with aircraft manufacturers. The very same considerations of

equity that led Congress to provide transitional relief with

respect to ITC and ACRS require that the same relief be extended

with respect to the sourcing rules.

II. solution

Section 861(e) and 863(c)(2)(B) (prior to the 1986 amend-

ment) should continue to apply to aircraft entitled to transi-

tional ACRS and ITC relief.
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III. Proposed Correction

Section 1212(f)(2) of the Tax Reform Act of 1986 should be

corrected by deleting the period at the end thereof and adding

the words "or attributable to property described in Section

203(b)(1) or 203(b)(3) and in Section 204(c)(3)".

We would appreciate your addressing this issue. If you have

any questions concerning our description of the problem or our

proposed solution, I encourage you to contact either Donald C.

Alexander (862-2336) or William T. Brack (659-0702), both of whom

are familiar with this matter.

##1#
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TOM S. KING

TEXAS SAVINGS & LOAN LEAGUE •408W. 14TH ST.. AUSTIN, TEXAS 78701.512/476-6131

July 16, 1987

Mr. William J. Wilkins
Chief Counsel
Senate Finance Committee
205 Senate Dirksen Office Building
Washington, D.C. 20510-6200

Dear Mr. Wilkins:

Enclosed please find a copy of the submission from the California League of
Savings Institutions to the Committee on Ways and Means.

The Texas Savings and Loan League, representing our 280 member associations,
strongly support the issues addressed and urges your assistance in including
these necessary items in H.R. 2636 and S. 1350 (Technical Corrections Act of
1987) in their final form as they are submitted to the House and Senate for
approval.

Should you or any member of your staff have questions regarding this matter,
please do not hesitate to contact me.

Sincerely,

Tom S. King
President

Mr. Robert J. Leonard
Chief CcAnSel
Committee on Ways and Means
Longvorth Home Office a.ilding
Room 1102
Washington, D.C. 20515

Re t H R,2636 andj. 1350 (Technical Correctinglj
! on Ttta ion., pascri jj n_.d

so ,, CO--9 - on T t O .2lS _ VtUL_ DI r ld fo r

hi.h..I !ttee on wys d ans (JCS-)7 7

Dear Mr. Leonard:

in accordance with Policy Relea.e #12 of the Committee

on Ways and Means (June 10, 198?), the California League of

Insured Savings Institutions, vh h represents j member organi-

zations, hereby submits its comments with respect to the

above-captioned matters
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1. Technical Correction.Act

'A. Modification of 'at risk' orovisionrljtlatina to

sales of foreGlosed real tate ('RZe') by savinos

and logn associations. (Code Section 465.)

The Tbx Reform Act of 1986 ('1986 TRAO) changed the tax

consequences of holding real property acquired through the use of

non-recourse financing. if a savings and loan provides financing

for the sale of its ovn RIO on a non-recourse basis, the

purchaser's tax basis in the property is nov restricted by the
sat risk* rules. If, however, a third party institution regu-

larly engaged in the lending business finances the purchase on a

"commercially reasonable* non-recourse basis, the purchaser

escapes such tax basis restrictions. It has become apparent,

however, that while the new rules have minimal revenue impact,

they inhibit normal lending practices and jeopardize the process

of an orderly and systematic disposition of foreclosed properties

oy thrifts. These new rules are particularly prejudicial to

savings and loans operating in 10 states (such as California),

where state lay prohibits lenders from making recourse loans with

respect to sale or their own foreclosed properties.

We believe that historically savings and loans have

financed more than 80% of the sales of their own REO. Because ot

thenew law, however, potential purchasers will be unwilling to

accept seller financing and will seek to arrange financing from

third party lending institutions. In many, if not most of such

Situations, such alternative financing will simply be unavailable

because of a lending institution's inherent unwillingness to

finance 'a competitor's problem' i.e., previously foreclosed and

unfamiliar property with an uncertain valuation, held by another

financial institution. The ramifications of this hindrance are

obvious and unnecessary in light of the fact that numerous other

restrictions affecting real estate introduced by the 1986 TRA

are more than sufficient to satisfy any reasonable perception of

potential tax abuse. The most pressing dilemma faced by troubled

thrifts and the Federal Savings and Loan Insurance Corporation is
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the disposition of RIO. Congress should seek to eliminate,

rather than impose, obstacles to the disposition of such troubled

properties, particularly since the 1986 TM. negated most of the

tax benefits formerly associated with the acquisition of rental

real estate and thrust such property into a relatively tax dis-

favored tax position in terms of investment alternatives.

It is the position of the California League that the

"commercially reasonable" exception and its rationale are simi-

larly applicable to a situation where a savings and loan is

financing sales of its own RZO to unrelated third parties; that

the failure to include such exception in the 1986 Tax Reform Act

should properly be viewed as an oversight: and that the Technical

Corrections Act of 1987 should provide appropriate relief for REO

sold by savings and loans.

a. Modification of 1987 effective tag rate applicable

to avino. and loan aslociations..

It is the firm view of the California League that due

to legislative oversight in connection with the enactment of the

190f Tax Reform Act, many savings arl loans are currently faced

withkan anomalous and unreasonable effective tax rate regarding

their 1987 tax year.

The legislative history of the 1986 TRA reflects a

fundamental, ongoing commitment by both the Administration and

Congress to the proposition that as a cc.ollary to the overall

increase in the post-1986 corporate taxable base, post-1986 tax

rates would n',t be increased. In this regard the *percentage of

taxable income" bad debt reserve method, which is unique to the

savings and loan industry, has since its inception in 1951 been

treated by Congress as a tax rate concession linked to and condi-

tioned upon an institution's commitment to the primary activity

of providing homp financing.

The 1986 TRA reduced the general calendar year corpo-

rate tax rate from 46% in 1986 to 40% in 1987. The 1986 TRA

provided for an additional corporate rate decrease in 1988 and

thereafter, but the 1987 "blended" rate is totally consistent
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with the overriding corporate tax rate precept applied by the

1986 TRA, namely that post-1966 corporate tax rates vould there-

after not exceed the 1986 corporate tax rate.

Due to the complexities attendant to the drafting of

the 1986 TRA, the reduction provided for the percentage of tax

income bad debt reserve deduction inadvertently violates this

principle during 1987. As a consequence, the savings and loan

business is in a unique and untenable position, yjU: the tax rate

applicable to calendar year savings and loans (after taking into

account the IRC S 593 percentage of taxable .ncome bad debt

deduction) actually increases from 31.28% in 1986 to 36.8% in

1987. After 1987, the tax rate applicable to calendar year asso-

ciations reverts to 31.28%. Accordingly, while other calendar

year corporations are enjoying a 15% decrease in their !orporate

rate during 1987, calendar year savings and loans are incurring

more than an 18% increase in their tax rate in 1987.

This is clearly neither the intended result nor a fair

result. The legislative history establishes a clear pattern of

lowering the !986 tax rate for non-savings and loan corporations

by increments in 1987 and thereafter, while retaining the 1986

tax rate for savings and loans. There is no valid policy reason

to justify the anomaly of a one year tax increase applicable to a

single industry. Accordingly, the Technical Corrections Act of

1987 should contain an appropriate amendment to the 1987 percent-

age of taxable income bad debt reserve method allowance which

will assure that the tax rate applicable to savings and loans

with regard to their 1987 taxable years shall in no event exceed

the pre-1987 and post-1987 rate of 31.28%.

2. Join-t Committee on Taxation, "Dejsription of Possible

QOtions To Increase Revenues PreparId FQr TheCoMmittee

on4yays and Means" (JCS-1?-87), June 25. 1987.

A. Tax Treatment Of ReCoverifs of Dad Deb

of Thrift institutions. D 160.

This portion of the Option Pamphlet analyzes the possi-

bility of a proposed amendment (hereinafter *proposal*) to the
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applicable law (Section 595) which would require that all amounts

in excess of basis realized by a savings and loan on the sale of

its foreclosed property ('REO'), be treated as taxable income,

rather than being added to the institution's reserves for bad

debts.

It is the position of the California League that the

proposal a) uld unequivocably be rejected for the following

reasons

(I) T .Lnalysls is misleaaina in tirms-of the current

gtatus of cited ase ay precedent. Gibraltar Financial

Corporation of California v. United States, 86-1 U.S.T.C. par.

9405 (Ct. Cl. 1986) (hereinafter *Gibraltar") is a lover, trial

court decision. The case has beer appealed by the Government to

the United States Court of Appeals for the Federal Circuit (No.

86-1578), and thus the holding of the lower court remains in

doubt. On the other hand, the only Federal Circuit appellate

court which has dealt with the issue of gain realized on the sale

of REO by a savings and loan, the Ninth Circuit, has rendered a

holding which is in direct conflict with the holding in the

1kraltr ca~e. (First Chartor Finecjiol Corpy. United StatU,

669 F.2d 1342 (1982).

(ii) The analysis misstateth# issuepresente in

qjjilr, and propose a maI aSatutory- alteration of Section

5Aq which would be far broader thap the pr ition argued y the

IRS 1p_hth gas.

In Gibraltar,the IRS argued, based on Rev. Rul. 75-251,

that gain realized on the sale of REQ by a savings and loan is

taxable under Section 595, but gnl to the extent that a cash

basis taxpayer had previously failed to recognize in Its taxable

income the uncollected interest which had accrued on the fore-

closet note prior to the date of foreclosure. The IRS has never

argued that the ba * of the gain, or any portion of that bal-

ance, should not be credited to the Section 595 bad debt

reserves. Accordingly, the proposal, which would prevent j.j

gain on REO from being treated as a reserve credit is far broader

and harsher than the position advocated by the Government in
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Gibralltr. It represents a total change in the operation of

Section 595, rather than, as implied in the analysis, a mere

*clarification' of the issue in the Gibriltar case as applied to

the existing provisions of Section 595.

(iii) The analysis.misstetes the operation of the rele-

vant Section 593(b)(2)(B), which section expressly precludes the

potential, for the'tax exempt gain" referred-to in said-analysis.

The key rationale of the proposal is the conclusion

that "WSjince the addition to the reserve for bad debts under the

. . (percentage of taxable income bad debt method] . . . gener-

ally is computed by reference to the taxable income of the thrift

institution, the size o fthe_Ueerve~oes not uifect theJqM.unt

of the bad debt dductio-n for additions to_ the resrve.y. The

Option Pamphlet further concludes that, because of this purported

operational quirk in Section 593(b)(2), Gibraltor ". . . effec-

tively would exempt gain on the sale of forec:oned property from

taxation for thrift institutions using the percentage of taxable

income method for computing the addition to the reserve for bad

debts.*

The example provided in the proposal goes on to state

that while sales proceeds are added to the bad debt reserves,

0. . . the dollar amount of the reserve does r.ot affect the bad

debt deduction of the thrift institution if it used the percent-

age of taxable income method.* Finally, the Option Proposal

necessarily implicates this so-called *exemption' of gain as the

core reason for the proposal, by negatively contrasting the

aforesaid purported operation of the percentage of taxable income

method with the alternative experience method, where bad debt

reserve addition . . . would reduce the amount of deduction

permitted tor additions-to the reserve.... W
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aavingS and loans with reaard to exOpenesincurredin onnection

with the acauisition, holding and..iaoosition ofRIO.

In Allstate Sov, & Loan Ass'n. v. Commissioner, 68 T.C.

310 (1977), aff'd. 600 7.2d (9th Cir. 1979), S =. .denied, 445

U.S. 966 (1980) the United States Tax Court held that savings and

loans subject to Code Section 593 could not deduct from-income

expenses incurred in connection with RO, even though bm]L for

Code Section 595 such expenses would otherwise be fully deducti-

ble, because "the most reasonable interpretation of . . . [S59 t ]

is that W the tax results of foreclosures, including the

expenses of disposing of the . . . property, are to be accounted

f5r .through adjustments to the Assoc!Ation's reserve for losses

. (AllsJU.jt , , 68 T.C. at 317.) (Emphasis supplied).

Section 595 currently provides a balanced tax approach

to REO held by savings and loans, by treating REO sales receipts

as "reserve credits" rather t'an items of inr~me, and REO

expenses as *reserve charges* rather than items of expense. The

proposal breaks that equation by treating sales receipts as a

currently taxable non-reserve transaction, and accordingly should

in fairness allow savings and loans to account for their expenses

referable to the acquisition, holding and disposition of RZO as

currently deductible non-reserve transactions.

In plain terms, the analysis is wrong. Section 593

provides not one but two limitations on the overall limits or

*cap* amounts whict can be added to an association's bad debt

reserves under the percentage of taxable income method. (Sec-

tions 593(b)(l)(D)(ii) and 593(b)(2)(C).) Both limitations have

been in the Code since the adoption of the percentage of taxable

income method in 1962. The latter provision reads as follows:

(C) OVERALL LIMITATIONS 0 PARAGRAPH -- the

amount determined under this paragraph shall

not exceed the amount necessary to increase

the balance at the close of the taxable year

of the reserve for losses on qualifying real

property loans to 6 percent of such loans

outstanding at such time.
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Accordingly, it is beyond dispute that credits to the

bad debt reserve attributable to the sale of RIO can affect and

reduce the amounts otherwise allovable as bad debt reserve deduc-

tions under the percentage of taxable income method. Further,

there is no logical reason why the 61 overall bad debt reserve

allowance expressly provided by Section 595 should not be

achieved by the combined use of bad dett reserve deductions

(i.e., reserve "credits') and credits referable to gain on the

sale of RIO.

(iv) T1.zLanglysisfails to take intQ account revenue

reducing amendments which should properly be added to Section 595

if the orooosal is adopted,. in order to provide tax parity to

(v) The Dro~ogal runs counter to the origin andour-

pose-of-Sect.i.I59.A. Prior to the enactment of Section 595,

gains on the sale of RIO were not accounted for through credits

to the bad debt reserves. The Committee Report accompanying the

enactment of Section 595 states that this caused *erratic" tax

results which Congress sought to avoid, and that this would be

accomplished, in the case of a reserve basis taxpayer, by charg-

ing gains or losses on the sale against the bad debt reserves.

(S. Rep. No. 1861, 87th Cong., 2d Seas. (1962) at 47-48.) See

also M. Re,.. No. 1447, 87th Cong., 26 Bess. (1962) at 36-37. The

entire thrust of Section 595 is to utilize the Section 593 bad

debt reserves as t means of dealing with the tax treatment of

the foreclosure itself and all post-foreclosure events, including

sales of the R9O. In other words, the reserve charges and cred-

its currently provided by Section 595 constitute an integral

accounting system, and displacing a major aspect of that system

should not be considered in a vacuum, but only as a part of an

overall review of " aspects of Section 595.

Very truly yours,
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July 13, 1987

Ms. Laura Wilcox
US Senate Committee on Finance
S.D. 205
Washington, DC 20510

Dear Ms. Wilcox:

I am writing the Tecinical Corrections Bill (S.1350). It is my hope
and the hope of many middle income donors and their favorite charities that
Charitable Gift Annuities may be exempted from IRC Section 501(m).

As you may know, Charitable Gift Annuities have been in existence and
used by charitable organizations for over 100 years. For the small donor, a
Charitable Gift Annuity is the equivalent of a large donor's Charitable
Remainder Annuity Trust. Incidentally, these Charitable Remainder Annuity
Trusts are unaffected by Section 501(m). Certainly, Charitable Gift
Annuities issued by Section 501(c)(3) organizations are not commercial type
annuities".

I might also add for your consideration, that there are three life
income gift vehicles which are currently sanctioned by the laws of this
nation; Pooled Income Funds, Charitable Remainder Trusts, and Charitable
Gift Annuities. All three of these vehicles are designed for making
donations to charities. One of the three life income vehicles should not be
inadvertently legislated out of existence. It is disturbing that, after 100
years of use, Congress would declare that routine use of this standard
fundraising vehicle would cause either the charity's loss of exemption or
taxability.

Further, there is a difference between an individual transferring money
to Blue Cross/Blue Shield [named in the legislative reports as one of the
targets of 501(m)] and an individual transferring funds to a recognized
charity. The difference is donative intent; the transferrer does not intend
to donate money to Blue Cross/Blue Shield but, in fact buys an insurance
policy. The donor to a recognized charity has the donative intent but an
incapacity to part with both principal and income, and for that reason
elects to establish a Charitable Gift Annuity.

Further, the Code already includes a detailed test for taxing
Charitable Gift Annuities that resemble too closely those annuities offered
by commercial agencies. Under Section 5014(c)(5) the unrelated business
income tax may apply to a Charitable Gift Annuity that fails certain
standards. These detailed tests serve the same function as Section 501(m).

I hope that the information presented above may help you and the
Committee in considering this issue. I would be delighted to testify in
person regarding this matter.

Please let me know if there is any thing else I can do to help the
Committee decide this issue. Thank you for your thoughtful attention to
this matter.

yyours,

V tyDavid Fanning#,
Director of Institutional
AdVancemet

IwFusM
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""Gift 6fTomorrow"
July 6. 1987

Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

Dear Ms. Wilcox:

A bombshell masquerading as a "technical" change in the
Technical Corrections Act would, if enacted, discourage the
creation of many charitable lead trusts. (Typically a
charitable lead trust makes payments to charity for a number
of years, with the remainder going to grandchildren.)

I am writing today t ask you to keep the charitable
deduction for charitable lead trusts in the aeneration-
skippina transfer tax's (GSTT} "inclusion ration" formula.

Repealing the GSTT charitable deduction for lead trusts
is clearly substantive, and not technical. I want to remind
you of President Reagan's pledge "not to support any
substantive changes to the 1986 Act couched in the form of
purportedly technical amendments."

In addition to being substantive, the change is
contrary to congressional policy of encouraging charitable
gifts. Charitable lead trusts facitilated $45,000 in
funding for our human services programs in this county, just
last year alone

I think it's bad policy to discourage an important,
long-standing source of support for charitable institutions!

Please oppose this amendment, and keep the charitable
deduction in computing GSTT on lead trusts created after
June 10, 1987. Preserve IRC Sec. 2642 (a)(2)(B)(ii)(II).
Thank youl

Si merely,

Sslly C. Walker
Director, Endowment/Planned Gifts Program

cc: Mary McAuliffe (5 copies)

SCW:np

Ci.,p,ntt Mr Frl Daniu. PA. Ch.wm.m. aMr Daid C Andre; Mr. G. Paul idier, CFP, Mr. Rhio DiLoreto Diane B. Doffo. CLU;
Mr Mallac T Dr Mr. JtuTph F. Green. Esq. Mr Reuben]. .in. Mr. Jack F. Stoop

Vinertr, Ms .olh C Walker

0 United Way Endowment/Planned Giving Program320 East Guticrrez &rect Santa Barbara, CA 93101-1707, Tckphone (805) 965-8591
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Statement on Technical Corrections S. 1350
IRC Section 501(m)

by Richard D. Bailey, Executive Director
The United Methodist Foundation

in Western North Carolina

Summary

Neither the Joint Committee's Blue Book explanation of the

Tax Reform Act of 1986 or the proposed Technical Correction Act

(S. 1350) clarified that charitable gift annuities are not

subject to IRC Sec. 501(m). Charitable gift annuities are not

commercial-type insurance and a technical correction should be

made to exempt gift annuities from IRC Sec. 501(m).

Rationale

Section 501(m) of the 1986 Tax Act says that an organization

shall be exempt from taxation only if "no substantial part of its

activities consists of providing commercial-type insurance." And,

"For purposes of this subsection, the issuance of annuity

contracts shall be treated as providing insurance." For

organizations that do not lose their exemptions and provide

commercial type insurance, the activity will be treated as an

unrelated trade or business and taxes on these activities as a

life insurance company.

Charitable gift annuities are not commercial-type insurance,

and it is clear that the drafters of the subsection did not

intend to include them. However, since this question has been
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raised, a cloud has come over the thousands of charitable

institutions that issue gift annuities, among them the Salvation

Army and American Bible Society. The Bible Society was the first

to issue a gift annuity in 1843, and since then has issued

67,383.

This cloud must be lifted from our charities as quickly as

possible. Section 501(m)(3) lists four exemptions. The fifth,

"(E) charitable gift annuitie could be added. Or, 501(m) (4)

could be amended by inserting the words, "other than charitable

gift annuity contracts". It would read:
1

(4) Insurance Includes Annuities.--For purpose of this

subsection, other than charitable gift annuity

contracts, the issuance of annuity contracts shall be

treated as providing insurance.

Gift annuities do not compete with commercial annuities and are

not "commercial-type insurance". For a small donor, they are

equivalent of a large donor's charitable remainder annuity trust,

which is not affected by IRC Sec. 501(m).

Please amend S. 1350 and clearly exempt the charitable gift

annuity from IRC Sec. 501(m).

July 15, 1987
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Testimony On Behalf Of

University Patents, Inc.

On

The Technical Corrections Act of 1987, S. 1350

Submitted By F. David Lake, Jr.

July 17, 1987

This written testimony is submitted in response to
press release G-3 of the Committee on Finance soliciting testi-
mony on the Technical Corrections Act of 1987, S. 1350.

University Patents, Inc. proposes that Congress repeal
section 1605(c) of the Tax Reform Act of 1986 or amend it in
technical respects as outlined below in order to correct a con-
tinuing and, we believe, unintended abuse created by that sec-
tion.

Background

Technology transfer organizations are companies that
assist universities in marketing the products of research they
have sponsored. University Patents, Inc. is a small for-profit
technology transfer organization located in Westport, Con-
necticut. It has subsidiaries in Largo, Florida and Urbana,
Illinois. University Patents' principal competitors are Research
Corporation of Tucson, Arizona, which is organized as a private
foundation, and a newly-formed company to which Research Corpora-
tion has transferred its technology transfer business (the "tech-
nology transfer organization").

Enactment of Section 1605(c)

During conference on the Tax Reform Act of 1986,
Research Corporation succeeded in having a provision added to the
bill, section 1605(c). This provision allows it to fund a new
company which operates as a taxable nonprofit corporation, with-
out being subject to any of the private foundation regulatory
taxes that would otherwise apply under the Internal Revenue Code.
The provision was not in either the House or the Senate bill and
received little or no scrutiny before being added to the Tax
Reform Act. It is not a transition rule, as it does not relate
to any other provision of the Act, but is a substantive provision
applicable to a single company.

Consequences of Section 1605(c)

Section 1605(c) of the Tax Reform Act of 1986 permitted
Research Corporation, a private foundation, to transfer its tech-
nology transfer business and investment assets, net receivables,
and cash not exceeding $35 million to a new taxable nonstock
entity for "debt." The transfer was exempted from the private
foundation regulatory excise taxes that are designed to safeguard
against this type of potentially abusive transaction. Those
taxes include the tax against self dealing which normally would
prevent a loan of this nature (certainly any loan at a below mar-
ket rate of interest), the tax on taxable expenditures which nor-
mally would prohibit the transfer of assets to an organization
that is not exempt and, most importantly, section 507(c) of the
IRC which normally would prevent assets being removed from pri-
vate foundation "solution" without the repayment of tax benefits
obtained while the organization was exempt.

The provision in effect allowed Research Corporation to
set up a "non-private private foundation" (somewhat analogous to
a nonbank bank) -- an organization that is funded with untaxed
private foundation dollars yet is beyond the reach of the private
foundation regulations. The new entity has a significant compet-
itive advantage over its taxpaying competitors because its
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multimillion dollar "core capital" was built up without the pay-
ment of any income tax. In addition, since the new taxable
entity is a nonstock corporation, it does not have to pay divi-
dends like a normal corporation and the "interest" it pays on the
so-called debt- gives it a deduction for a dividend equivalent.
This result does violence to the private foundation and unrelated
business taxable income provisions of the Internal Revenue Code.

Possible Solutions

There are two possible solutions to correct the ongoing
abuse caused by section 1605(c). One of the solutions should be
incorporated in the Technical Corrections Act of 1987.

First, section 1605(c) should simply be repealed and
the assets of the newly-formed corporation should be required to
be returned to Research Corporation where the activities of the
technology transfer business once again would be subject to the
private foundation regulations and any investment income again
would be subject to the 2 percent tax on net investment income
under section 4940 of the Internal Revenue Code.

Second, in the absince of repeal, the following
technical amendments should be made in an attempt to mitigate the
continuing unfairness:

1. The first technical correction would define the
term "debt" for purposes of section 1605(c)(2)(A) by requiring
that any debt obligation pay interest at least annually at the
"applicable federal rate" (as defined in section 7872(f) of the
Code) and amortize the principal in substantially level payments
(not less frequently than quarterly) over the life of the obliga-
tion. It is inconsistent with debt status for the obligation to
bear interest at less than a market rate and to be repaid in a
balloon payment (which could be rolled over into another long-
term obligation) at the end of a long maturity period. It also
is inconsistent with the private foundation rules for the trans-
feror private foundation to receive less than a market rate of
interest.

2. The second technical correction seeks to cure the
potential Clay Brown abuse (a taxable entity sheltering its
income with deductible payments that are not taxable income to
the recipient exempt organization) by providing that interest
paid or payable by the technology transfer organization would not
be deductible. This provides a measure of equity with taxpaying
competitors which pay nondeductible dividends by, in effect,
treating payments by the technology transfer organization to the
private foundation as nondeductible constructive dividends.
Moreover, the technical correction provides some compensation for
the unfair advantage of the technology transfer organization
receiving a transfer of a startup fund from an exempt organiza-
tion that is several times the size it would have been if income
taxes had been imposed in accordance with the Code.

3. The third technical change would require the
private foundation to treat the interest received as unrelated
business taxable income. The circumstances of the creation of
the technology transfer corporation as the mirror image of the
private foundation indicate that it is de facto a controlled cor-
poration. Moreover, Washington Research Foundation, 50 TCM 1457
(1985), holds that the carrying on of a technology transfer busi-
ness has a substantial commercial purpose and hence is an unre-
lated trade or business if carried on by an exempt organization.
Thus, the technical amendment would amend section 512 (b)(13) of
the Code to provide that the technology transfer organization is
treated as a controlled organization and the ratio of interest
treated as UBTI is 100 percent.
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STATEMENT OF

UNITED STATES LEAGUE OF SAVINGS INSTITUTIONS

ON THE

TECHNICAL CORRECTIONS ACT OF 1987

(H.R. 2636 and S.1350)

The U.S. League of Savings Institutions* welcomes this
opportunity to publicly comment on a number of important tax issues
which arose following passage of the historic Tax Reform Act of
1986. This landmark legislative revision of our individual and
corporate tax laws was so comprehensive that numerous errors,
mistakes and unintended consequences were understandably included in'
the final law. The list of errors also encompasses a number of
savings institution problems. Each of these will be briefly
described below followed by the reasons the savings institution
business believes that including these changes in the 1986 tax
reform legislation was either an oversight or a mistake and should
be corrected by this Technical Corrections Act of 1987.

I. "At Risk" Rules

The 1986 Tax Act extended the "at risk" loss limitation
rules to deductions resulting from the holding of real property
acquired with nonrecourse financing. The "at risk" rules limit the
tax benefits derived from real property investment to the investor's
equity or the amount for which the investor is personally liable. An
exemption was provided for nonrecourse loans secured by real
property where the borrowing is from a "qualified person" (defined
as "any person who is actively and regularly engaged in the business
of lending money"). Thus. a qualified person would include a
savings and loan or savings bank regulated under federal or state
law. However. despite the qualified person definitional exception.
purchasers of foreclosed real estate from depository institutions
which also provide financing for the purchase remain exposed to the
"at risk" restrictions.

The rules were extended to real property in the 1986
legislation to prohibit taxpayers from artificially inflating the
asset's basis and thereby increasing Its depreciation and capital
gains tax benefits. Prior law encouraged such tax schemes through
its generous accelerated cost recovery periods, particularly for
real estate, and a 60 percent capital gains exemption.

The 1986 Tax Reform Act corrected this underlying
rationale for "at risk" limitations by repealing the favorable ACRS
depreciation schedules as well as the capital gains exclusion.
Under the new 1986 rules, the cost of residential real property must
be recovered no earlier than 27.5 years with most other real
property recovered over 31.5 years, using the straight-line method.
Additionally, the 1984 Deficit Reduction Act adopted the imputed

* The U.S. League of Savings Institutions serves the more than 3,500
member institutions which make up the $1.1 trillion savings
association and savings bank businesses. League membership includes
all types of institutions -- federal and state-chartered, stock and
mutual. The principal officers include: Joe C. Morris, Chairman,
Emporia, Kansas; Theo H. Pitt, Vice Chairman, Rocky Mount, North
Carolina; William B. O'Connell, President, Chicago, Illinois; Philip
Gasteyer, Executive Vice President and Director of Washington
Operations; Coley C. O'Brien, Senior Vice President and Legislative
Counsel; Brian Smith, Senior Vice President, Regulatory Operations.
League headquarters are at 111 East Wacker Drive, Chicago, Illinois
60601. The Washington Office is located at 1709 New York Avenue,
N.W.. Washington, D.C. 20006. Telephone (202) 637-8900.
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interest rules (Section 1274) which effectively eliminated the below
market interest rate as another favorite seller financing tool. All
these recent tax law changes have made it virtually impossible to
inflate a seller's basis and achieve unjustified tax savings. If
the potential for tax law abuse has been eliminated, then why is it
necessary to apply the restrictive "at risk" rules to real estate?

The U.S. League strongly believes that the specific
application of the "at risk" limitations to purchaser-borrowers of
foreclosed property from regulated institutional seller-financiers
is a more serious mistake and will cost thrifts far more in carrying
costs andisposition expense than it could ever produce in tax
revenue. In addition, thrifts are substantially limited by law,
regulation and public policy to real estate financing and,
therefore, the "at risk" rules are particularly harsh on these
institutions. Historically. thrift institutions finance more than
80 percent of their own foreclosed properties. They do not wish to
be property owners, especially owners of foreclosed property.
However, by expanding the "at risk" rules to seller-financiers, it
will make this situation almost unavoidable. In addition, these new
"at risk" rules will be particularly prejudicial to savings and
loans operating in ten states where state law prohibits lenders from
making recourse loans with respect to sales of their own foreclosed
properties.

The expanding "at risk" rules will also greatly aggravate
the many existing difficulties already involved in disposing of
foreclosed property by requiring potential purchasers to arrange
financing from other lenders unfamiliar with the property. In most
situations, alternative financing will be unavailable because of the
nature of the underlying real estate. This result occurs in spite
of the fact that the lender in most of these cases was the original
qualified third party lender who became a seller-financier only
because of circumstances beyond his control. Is this the kind of
abusive activity that necessitates extending the restrictive "at
risk" rules even to foreclosed property?

The 1986 Tax Reform Act extended the "at risk" limitations
to seller financing by a qualified person while at the same time
exempting nonrecourse real estate financing by a party related to
the purchaser provided the financing from the related person is
"commercially reasonable" and on substantially the same terms as
loans involving unrelated persons. The U.S. League urges this
Committee to provide a similar "commercially reasonable" exception
for nonrecourse real estate financing of repossessed property by a
thrift provided the following requirements are met:

1. The interest rate charged on the loan is not less than
the Applicable Federal Rate (AFR).

2. The amount of the loan does not exceed the thrift's
adjusted basis in the property, unless facts and circumstances
warrant a higher loan value.

3. If the loan exceeds the adjusted basis, and facts and
circumstances do not warrant a higher limit, the excess amount of
the loan would be subject to the "at risk" limitation.

II. 1987 Tax RateSpike for Thrifts

The statutory language adopted in the revision of the
Section 693 thrift bad debt deduction interacts in an adverse and
unforeseen way with the drop in the overall corporate tax rate. The
reduction in the corporate rate from-46% to 34% is accomplished over
two years with a 40% rate for calendar year taxpayers for 1987 and a
blended rate for fiscal basis taxpayers (a taxpayer with an October
I to September 30 tax year would have a 43% rate for its fiscal 1987
which began on October 1, 1986).

The adjustment to the allowable percentage-of-income
thrift bad debt deduction from, in effect, 32% to 8% was carefully
calibrated with the 34% corporate tax rate to ensure that the

78-QQ 0 - 88 - 42
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overall federal corporate tax rate for savings institutions remained
exactly the same at 31.28% before and after tax reform.

Unfortunately. since the staggered drop in the general
corporate rate to 34% is not coordinated with the January 1987
decline in the thrift bad debt percentage from 32% to 8%, calendar
year savings institutions face a significant increase in their tax
rate for 1987 alone: the rate is 36.8% for this one year. more than
5% higher than the 31.28% rate in effect prior to 1987 and from 1988
onwards.

The general goal of the corporate tax reform effort was to
promote straightforward business operations and to reward such
activities with lower rates. To impose a higher tax rate on most
thrifts in 1987 is at odds with this goal and is clearly unfair and
unintended. The problem can be simply corrected by providing that.
for calendar year taxpayers eligible for Section 593 bad debt
provisions, the 1987 percentage-of-income deduction shall be 21.8%
rather than 8% as under current law. The 1987 federal tax rate
would thereby remain steady at 31.28% for these institutions.

The revenue impact of this provision as estimated by the
Joint Tax Committee staff is. we understand, negligible.

III. NOL Extension Denied to 1982 Fiscal Year Thrifts

The 1986 Tax Reform Act provided thrift institutions an
additional three years of net operating loss carryforward benefit
for NOLs incurred in taxable years beginning after December 31. 1981
and before January 1. 1986. This effective date wording
unfortunately denies most of the eight-year NOL carryforward benefit
to those thrifts that operate on a fiscal year basis. There are a
substantial number of fiscal year thrifts that begin their taxable
years before December 31, 1981 and, consequently, would lose a
substantial portion (depending on their fiscal year start - October
1, 1981; July 1. 1981; April 1, 1981) of their NOL carryforward
benefit for 1982 tax losses. For example, as a result of this
effective date language, an October 1 fiscal year thrift would
appear to be prohibited from carrying its losses from the first
nine months of 1982 forward for eight years.

The intent of this NOL carryforward provision was to
provide all thrifts, not just calendar year thrifts, with three
additional years to carry forward the operating losses of this
period. There is no justifiable reason for denying the statutory
NOL extension to fiscal year thrifts and we ask that the Technical
Corrections legislation resolve this discrepancy in wording by
allowing fiscal year thrifts to utilize the extended eight-year NOL
carryforward benefit for all NOLs sustained in 198:.

IV. The 20 Percent Deposit Continuity Test for NOL Carryovers

Under prior law (Sec. 382(b)(2)(A)). NOLs were fully
preserved in a supervisory case where the acquired thrift's deposits
comprised at least 20 percent of the total deposits of the acquiring
institution. When the acquired thrift's deposits fell below this 20
percent continuity test, its NOLs were not lost but merely reduced
or scaled down by 5 percent for each one percentage point below this
20 percent of transferred deposits threshold (Sec. 382(b)(2)(B)).

The newly-enacted Section 382(l)(5)(F) retains the former
20 percent deposit continuity test but omits the important scaledown
formula when transferred deposits are less than 20 percent of total
combined deposits of the acquirer. It, in effect, establishes a
threshold test of 20 percent of deposit continuity with no NOL
benefit scaledown when the ratio falls below 20 percent. As a
result, when 20 percent deposit continuity is not maintained, the
remaining NOLs become subject to the more restrictive 382
limitations. Since in most thrift supervisory cases the financially
troubled thrift's value will be zero or less, no NOL carryover
benefit will be available to an acquiring thrift when the deposit
continuity is less than 20 percent.
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This result does not appear to be the intention of either
the tax writing committees or their conferees. On, the contrary, the
policy decision of Congress. as enunciated in the Conference Report
on the Tax Reform Act of 1986. Volume I, page 193, was clearly to
preserve FSLIC provisions unchanged through the end of 1988.
Nevertheless, this 20 percent threshold test change was included in
the statute, Indeed, this statutory change makes it more difficult
to accomplish the very type of acquisition which FSLIC is attempting
to encourage, namely, that large, healthy thrifts rescue smaller
troubled institutions. The carryover of NOLs is an important
feature in consummating this type of troubled thrift acquisition.
Thus, the prior law scaledown procedure should be retained as an
incentive for large thrift acquisitions of smaller troubled
institutions. Loss of this procedure will exacerbate the problems
already faced by FSLIC in handling the financially troubled thrift
situation.

For all the foregoing reasons, the U.S. League urges
Congress to restore the 20 percent deposit continuity test scaledown
formula of former law (Sec. 382(b)(2)(B)) which appears to have been
inadvertently eliminated from the new Sec. 382 statutory language.

V. "Firm Commitment" Underwriting

The U.S. League greatly appreciates the fine work of the
Ways and Means and Joint Tax Committee staffs on the "firm
commitment" problem by including the corrective language on this
problem in the recently introduced Technical Corrections legislation
(H.R. 2636 and S. 1350). A firm commitment underwriting, in
connection with a public offering of stock in a converting mutual
savings and loan association, is protected against reduction in NOL
carryovers under the two-year "window" fox thrift public offerings
during 1987-88 (Sec. 106(d)(15) - Technical Corrections bill).

VI. FSLIC-Created "Interim Associations"
Should Not Extinguish NOLs

An analogous situation to the firm commitment problem has
recently been identified under the 1986 Tax Reform Act. A second
reorganization occurring within two years after a first
reorganization extinguishes NOL carryovers in toto for years
following the second reorganization (Sec. 382(l)(5)(D)). This
provision will potentially wipe out NOL carryovers in a
FSLIC--supervised acquisition of an insolvent thrift where the
thrift's assets are first conveyed to an "interim savings
institution" created and operated by FSLIC while a buyer is sought,
and then a buyer acquires control of the interim association..

Under prior law, this two-step procedure would not, have
affected NOL carryovers. In keeping with Congress' clearly stated
policy, which is to maintain prior law through 1988. these two parts
of a supervisory acquisition should not disallow important-tax
attributes. The U.S. League requests that the Technical Corrections
legislation provide an exemption from the two-year rule for FSLIC-
created "interim associations."

NON-TECHNICAL CHANGES

Reorganization of Financially Troubled Thrift Institutions

Present law provides special rules through December 31.
1988 which exempt the acquisition of financially troubled thrift
institutions from rules otherwise applicable to acquisitions.
mergers and the receipt of direct FSLIC financial assistance. These
provisions, enacted in the Economic Recovery Tax Act of 1981. relax
certain requirements for qualification as a tax-free bankruptcy
reorganization under the Code. Thus, the requirements that (1) the
acquired corporation undergo formal receivership or similar
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proceedings, and (2) the shareholders and creditors of the acquired
corporation receive stock in the acquiring corporation, need not be
met (Sec. 368(a)(3)(D)). Although no formal receivership or similar
proceeding is required. certain certifications regarding the
financial condition of the thrift institution must be received from
the Federal Home Loan Bank Board.

In addition, the 1981 Act provisions relaxed the rules
regarding the survival of net operating loss carryovers following a
merger (Sec. 382(b)(7)). as discussed earlier, and exempted from
income and basis adjustment certain payments from FSLIC to the
troubled thrift (Sec. 597).

These important tax rules, enacted to broaden the
assistance available from the insurance fund, were extended for only
two additional years by the Tax Reform Act of 1986. If these
provisions were to sunset, as now scheduled on December 31. 1988,
the ability of FSLIC to adequately meet its troubled thrift caseload
would be seriously impaired. Therefore, some additional extension
of these favorable FSLIC tax rules must be considered if the
.industry is to have the resources necessary to resolve its troubled
thrift caseload.
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July 17, 1987

Robert J. Leonard, Esq.
Chief Counsel
Committee on Ways & Means
U.S. House of Representatives
1102 Longworth House Office Building
Washington, D.C. 20515

Re: Technical Corrections Act of 1987

Dear Mr. Leonard:

Enclosed herewith are two statements submitted on behalf of the

Texas Housing Agency to comment upon the proposed Technical
Corrections Act of 1987.

One statement discusses a problem created by legislative history

references to potential limitations on periods during which proceeds of

tax-exempt mortgage bonds for single-family housing can be used to

originate mortgage loans. These references pose a serious problem
inasmuch as neither prior law, existing law, nor the Technical
Corrections Bill afford any statutory basis for such limitations.

The second statement discusses proposed clarifications and changes

of the placed-in-service limitations relating to the low-income housing

credit provided by section 42 of the 1986 Code. The clarifications and

changes are proposed in the context of a program under -consideration

by the Texas Housing Agency under which it would sell single-family
homes (acquired by the Agency as a result of homeowners' default on

mortgage loans made by the Agency under its tax-exempt single-family
mortgage revenue bond program) for use as low-income rental units.

As an incentive to purchasers to acquire and so-use such units, the

Agency wishes to make the credit available.

We appreciate the opportunity provided by the Committee to

comment upon this legislation.

Very t yours,

Char es L. Almond

MEMORANDUM

July 17, 1987

Origination of Mortgage Loans with Proceeds of .. Tax-Exempt Single

Family Mortgage Revenue Bonds -- Page 244 of the Description of the

Technical Corrections Act of 1987 (H.R. 2636 and S.1350) Prepared by

the Staff of the Joint Committee on Taxation.

The Board of the Texas Housing Agency (the "THA") has under

consideration a proposed bond issue to refund certain of its outstanding-

single-family mortgage revenue bonds ("SFMRBs"). This refunding
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would permit THA to make additional mortgage loans funded from

amounts that represent prepayments of mortgage loans that were funded

with proceeds of the prior issues being refunded.

Refunding bonds are necessary to accomplish this result because

the carrying costs (i.e., interest costs of the prior issue) of the pool

of prepayment funds would not permit a below-market mortgage rate.

However, the reduced interest rate of the refunding bonds will reduce

the carrying costs so as to permit the origination of mortgages at a

below-market rate.

The THA is concerned about a sentence that appears on page 244

of the Description of the Technical Corrections Act of 1987 prepared by

the Staff of the Joint -Committee on Taxation. That sentence states as

follows:

As was stated in the legislative history
accompanying the Act for refunding occurring
before January 1, 1988, refundings permitted under
this expansion of the transition exception [i.e.,
1988 refundingal may not involve an extensloW-f
the period for providing financing for homebuyers.

The statement In the legislative history of the 1986 Act to which

the above-quoted sentence is apparently referring is a sentence on

page 11-716 of the Conference Committee Report accompanying the 1986

Act which states as follows:

The conferees intends that, as under Rresent law,
the period allowed to provide 'nancin" for qualifed
mortgagors in the case of these current refunding
bonds [i.e., single-family mortgage revenue
bondsl, i"-determined from the date of issue of
the refunded bonds (the original bonds in the case
of a series of refundings). rather than a new
period commencing on the date of the refunding
(emphasis added).

This statement in the legislative history has generated some confusion

recently.

On the one hand, practitioners have interpreted this sentence in

the Conference Committee Report to refer to rules governing temporary

periods (i.e., periods during which proceeds can be invested at

unrestricted yields pending their use for their intended purpose).

These temporary period rules clearly do carry over into existing law.

Under those rules, refundings do not extend temporary periods beyond

the periods which were otherwise available to proceeds of the prior

issue being refunded. The quoted sentence was interpreted simply to

confirm the outinuation of that rule. That was the only interpretation
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under which any meaning could be given to the "present law" reference

in the Conference Committee Report sentence quoted above.

On the other hand, Hill staff have recently indicated that this

sentence was, in fact, intended to refer to a limit on the period during

which proceeds of a SFMRB can be used to originate mortgage loans,

separate and apart from temporary period rules. However, it is

believed that Hill staff will acknowledge that there is no prior law basis

for a restriction on origination periods, and there is no statutory basis

in the 1986 Reform Act or the Technical Corrections Bill for such a

restriction. Therefore, Hill staff have suggested that it may be

necessary to amend the statutory language of the pending Technical

Corrections Bill if this sentence is to have any clear legal significance.

If debate is had in the Congressional tax-writing committees

whether the 1986 Code should be amended to impose a limit on the

period during which proceeds of SFMRBs can be used to originate

mortgage loans, THA has a number of points that it wishes to make.

1. There is No Apparent Policy Logic that would Support Limitations
o Origination Periods.

A. A limitation on origination periods for SFMRBs is not

necessary to curb issue size. Between 1980 and August,

1986, SFMRBs were subject to an annual statewide volume cap

equal to 9% of the average annual amount of mortgages

originated in the State during the preceding three years

(with a $200,000,000 floor for smaller states). See section

103A(g)(4) of the 1954 Code. By virtue of being tied to

historical annual demand for mortgage money, this ceiling

served the purpose not only of limiting volume in an absolute

sense, but also limited the extent to which issuers could size

bond issues relative to projected annual demand (particularly

in the case of statewide issuers such as THA). Under the

1986 Code SFMRBs are subject to the "unified" state volume

cap rules. Although the unified volume cap has no explicit

mortgage demand criterion, the difficult allocation choices

among different purposes forced upon a state by the
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admittedly stringent volume limit will also operate to prevent

issue sizes in excess of expected near-term demand.

B. A limitation on origination periods for SFMRB proceeds would

deprive Issuers of the flexibility necessary to ensure max-

imum realization of the intended benefit of their programs.

The intended benefit of tax-exempt SFMRB programs, from

both a federal and local government perspective, has been to

provide a limited incentive for home ownership by making

available below-market interest rates on mortgage loans. The

principal factor which causes delays in origination (and thus

affects the length of the origination period for SFMRB

proceeds) is post-issuance market downturns in mortgage

rates -- a factor over which an issuer has no control.

Rates on mortgages originated under SFMRB programs

generally must be fixed at the time of bond issuance In order

to assure sufficient revenues to repay bonds and to assure

compliance with applicable arbitrage requirements. 1/ If

subsequent to the establishment of the mortgage rate, a

general downturn in interest rates starts to push the

conventional mortgage rate down to or below the SFMRB rate,

all or some. part of the intended benefit of the program

disappears until such time as the carrying costs of the

unoriginated or prepaid funds can be reduced to reflect

current tax-exempt rates. The only means of accomplishing

the" reduction in bond rates is by refunding an amount of

bonds equivalent to the amount of unoriginated funds.

For the last several years mortgage rates in the United

States have been on a generally downward trend. Therefore,

SFMRB issuers have found it necessary to undertake refund-

1/ A very few SFMRB programs have provided for bonds that can be

remarketed during the origination period at then-current rates.

However, the legal pmd administrative complexities of such

transactions have made them all but unworkable.
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ings in order to provide intended beneficiaries of their

program with the intended benefit. 2/

2. Treasury Regulations governing SFMRBs have always specifically
authorized a SFMRB program to originate (with no time limitation)
new mortgage loans-from funds representing prepayments" of
previously originated mortgage loans.

Treas. Reg. 61.103A-2(i)(3)(ii)(A) grants a "temporary period"

for unrestricted investment to:

Proceeds (including prepayments of princt.al desig-
nated to be used to acquire additional mortgagesY
of the issue invested for an additional temporary
period not to exceed 1 year . . . (emphasis
added).

For the same reasons discussed above relating to interest rate

trends and the fixed-rate nature of SFMRB programs, the relending of

funds representing prepayments must, in many instances, be preceded

by a refunding in order to be viable.

3. The limitation on maturities which is a condition to the
applicability of the refunding transition rule of section 1313(a)
operates as a practical limitation on origination periods.

Under that rule, refunding bond maturities may not extend beyond

32 years from the date the original bond was issued. Therefore, at

some point a SFMRB program which reduces carrying costs through

refundings would also have to reduce the term of mortgage loans below

a term which would be attractive to homebuyers.

CONCLUSION

For the foregoing -reasons, THA believes it is neither necessary

nor advisable to adopt rules which limit the periods during which

mortgages can be originated from SFMRB programs with original or

prepayment proceeds.

If for some reason it is determined that such rules are necessary,

it would not be fair to apply it to outstanding bonds that have funded

2/ The application of State ceiling rules to refundings designed to
lower the carrying cost of proceeds that had not been used to
finance mortgage loans was the subject of two letter rulings. In
LTR 8434092 the Service ruled that such a refunding would count
against the State ceiling in the year in which the refunding bonds
were issued. Subsequent to that ruling, there were colloquies on
the floor of the House of Representatives and the floor of the
Senate, and subsequent to those colloquies the Service reversed
its position in LTR 8540090 and ruled that refundings relate back
to the refunded bonds with no new state ceiling consequences. A
large number of refundings have been undertaken with legal
opinions based on the same reasoning contained in the second
ruling.
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SFMRB programs (or to refundings of such outstanding bonds)

inasmuch as those bonds were issued with the expectation of continued

flexibility under existing law (unchanged from prior law) relating to

origination periods and refundings to reduce carrying costs. That

flexibility should not be retroactively denied.

Supplemental Information

This statement is submitted by Charles L. Almond and Michael A.

Jungman of VINSON A ELKINS, 1455 Pennsylvania, N.W., Washington,

D.C., 20004-1007, telephone number (202) 639-6500, on behalf of the

TEXAS HOUSING AGENCY.

LOW-INCOME HOUSING CREDIT
Technical Correction

(Act S 252; Code 5 42(d)]

Background

The Tax Reform Act of 1986 ("Act") provides a new

credit to be claimed by owners of residential rental

property used for low-income housing, in order to encourage

developers to provide additional low-income rental housing

and to prevent deterioration of old low-income housing. A

70 percent present value credit is provided for new

buildings and a 30 percent present value credit is provided

for existing buildings. A building is a new building if the

original use of the building begins with the taxpayer

applying to receive the low-income housing credit. In the

case of existing buildings, no low-income housing credit is

available unless (i) the building was acquired by purchase

and (ii) at least 10 years has elapsed between the date the

building was last placed in service (or the date of the most

recent substantial improvement) and the date of acquisition

by the taxpayer. (The technical corrections bill presently

provides that placement in service by a governmental unit or

in certain instances where the property was acquired through

foreclosure can be ignored in making this determination).

Under the Act, each state's housing credit ceiling is

to be allocated to owners of qualifying low-income housing

projects by the housing credit agency of the state (although
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housing agencies of local governmental units within the

state may be entitled to allocate a portion of the credit).

The Texas Housing Agency ("THA") is such a state housing

agency and is entitled to allocate the credit among owners

of low-income housing within the state of Texas.

THA has acquired a substantial number of single-family

homes by foreclosure upon the default of mortgage loans THA

made through the mortgage revenue bond program. A condition

of THA's mortgage loans was that the homes could only be

used for owner-occupied residential housing. At presentiTHA

still owns most of these homes,., which are largely.

unoccupied.

THA is considering marketing the single-family homes it

has acquired through the mortgage revenue bond program to

developers. As an incentive to developers to purchase the

homes, THA would like to sell them with the condition that

they be rented-to qualifying low-income tenants and allocate

low-income housing credits to those homes. All of the homes

that THA would like to sell.were acquired by the purchasers,

to whom THA made mortgage loans within the last ten years.

Some of the homes were. new at the time the purchasers

acquired them, while others were purchased on the resale

market. Therefore some, but not all, of the houses are more

than ten years old.

If the purchase of the homes and occupancy of homes by

THA's borrowers causes the homes to be treated as having

been placed in service and the homes cannot otherwise

qualify as new buildings, then the homes will be ineligible

for the low-income housing credit, because all the homes

were purchased by THA's borrowers within the last ten years.

Proposed Technical Correction

(1) Clarify that single-family homes (whether or not

more than ten years old) will not be treated as

ever having been placed in service for purposes of

qualifying for the low-income credit in cases

where such homes are acquired by a governmental
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unit from the owner-occupant as a result of the

owner-occupant's default on a mortgage loan.

(2) Provide that such single-family housing which has

always been owner-occupied, and therefore has

never been placed in service for the purpose of

producing income, will qualify for the credit

available to owners of new buildings, because the

original use of the building as low-income rental

housing begins with the taxpayer seeking the

low-income housing credit.

Rationale

The primary purpose of providing a low-income housing

credit is to increase the availability of low-income housing

by providing incentives to developers to build such housing.

However, unless the placed-in-service requirement excludes

the purchase of buildings solely for use as owner-occupied

housing, a substantial opportunity to increase the

availability of housing for low-income individuals will be

lost.

It also follows that such homes should be treated as

new buildings for purposes of the low-income housing credit

if, under this rule, they are treated as never having been

placed in service. Treatment as a new building will

maximize the intended incentive to developers to provide

more low-income housing than is presently available. Making

the credit available in the case of housing that has never

been used for the production of income would not permit any

taxpayers who obtained tax benefits from the incentives

available under prior law to take advantage of the credit

unless they met present-law requirements.

Supplemental Information

This statement is submitted by Charles L. Almond,

Michael A. Junguan and Debra J. Duncan of VINSON & LINS,

1455 Pennsylvania Avenue, N.W., Washington, D.C.

20004-1007, telephone no. (202) 639-6500, on behalf of the

TEXAS HOUSING AGENCY.
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UNIzvmRStY OF FLORiA OUNDATrON. INo.
PAX aox 144

GAzuvuam6aM AMMA 88

June 30, 1987

Ms. Laura Wilcox
U. S. Senate Committee on Finance
S. D. 205
Washington, D.C. 20510

Dear Ms. Wilcox:

I am writing to express my concern to you and to the Senate
Finance Committee over the proposed substantive change which
would be brought about by the proposed Technical Correction Act
of 1987. Specifically, the Technical Correction Act of 1987 will
completely eliminate the charitable deduction in computing the
generation-skipping transfer tax on charitable lead trusts
created after June 10, 1987. The Act would in effect strike out
IRC Secs. 2641 and 2642(a)(2).

The charitable lead trust is and has been an important
source of income for many charitable organizations, including the
University of Florida. To significantly alter the charitable
lead trust by repealing the charitable deduction as an offset
against the generation-skipping tax would deny our institution a
valuable source of endowment funding for academic enrichment
programs and scholarship support for needy and meritorious
students.

This change when added to the sunsetting of the non-
itemizers' charitable deduction, the addition of appreciation as
an Alternative Minimum Tax preference item, and the proposed
change in the treatment of charitable gift annuities under IRC
Sec. 501(m), will seriously harm the body of charitable
organizations. Over a period of time the action of these changes
will severely weaken our ability to serve the needs of our
students and the individuals of this state and nation who rely
upon the teaching and research generated by the University of
Florida.

Scrt

Director of Un versity
Development

RRL/DDO/jak
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OiIE'
U.S. CHAMBER OF COMMERCE

Mr. William Wilkins
Chief Counsel
Senate Ftnance Committee
U.S. Senate
205 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Wilkins:

The Chamber of Commerce of the United States respectfully submits the

following comments on S. 1350, the Technical Corrections Act of 1987.

Specifically, these comments address the export financing interest exception

to the separate basket foreign tax credit limitations, the depreciation rules

for computing earnings and profits of a foreign corporation with under 20

percent U.S. source income, passive foreign investment companies, the title

passage rule and the alternative minimum tax foreign tax credit.

1. Export Financing Interest Excegtlon

Code Section 904(d)(2)(G) defines export financing interest as interest

received by a taxpayer or a related party engaged in manufacturing, producing,

growing, or extracting certain U.S. exports. Under Code Section 904(d)(2),

export financing interest is generally excluded from the separate limitations

for passive, high withholding tax, and shipping income. The initial draft of

the Technical Corrections Act of 1987 provides that export financing interest

is financial services income if it is received by a person predominantly

engaged in the active conduct of a banking, insurance, financing, or similar

business, if such income is subject to a high withholding tax. Otherwise,

such interest is treated as overall limitation income.

The Conference Report (page 11-565) explains that an export financing

interest exception to the separate limitation for passive income is necessary

to minimize the risk that tax reform legislation will reduce the availability

of export financing and thus have a negative impact on the volume of U.S.

exports. The exception is accomplished by exempting export financing income

from the new separate basket limitations created by Code Section 904(d)(2) and
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treating it as overall limitation income. In addition, if received by a bank,

export financing interest is not subject to the repeal of banking-income

deferral under Subpart F.

Notwithstanding the Conferees' intention, under the definition of

export financing interest, banks are ineligible to receive export financing

interest because they are prohibited under U.S. banking laws from conducting

non-banking activities such as manufacturing. Producing. growing. or

extracting goods for export and are prohibited from being a related party to

such activities. The export financing exception, therefore, excludes banks

which can neither be the eligible taxpayer nor a related person under Code

Section 904(d)(2)(G).

The new Subpart F rules of Code Section 954(c)(2)(B) also provide that

export financing interest received by banks is not foreign personal holding

company income. This preserves in part the prior law bank income exception to

the Subpart F rules (old Code Section 954(c)(3)(B)], the remainder of which is

repealed. The preservation of the deferral, however, is not available to any

U.S. bank since banks are ineligible to receive export financing interest.

The bill also requires that export financing interest be subject to a

high withholding tax in order to be treated as financial services income by a

banking, insurance, finance, or similar company. If such interest is subject

to a gross basis tax of less than five percent, even if received by an entity

predominantly engaged in the above activities, it is overall limitation

income. The bill explanation states that this will allow manufacturers and

the other listed eligible recipients of export financing interest to

cross-credit low taxed export financing interest against other higher taxed

overall limitation income. Thus, even if banks were eligible to receive such

interest, placing it in the overall limitation (where banks have no other

income) results in a loss of the benefits of such income and the foreign taxes

paid thereon..

The Chamber believes that Code Section 904(d)(2)(G) should be amended

to effectuate the Conference Report statements and the preservation of the

Subpart F deferral rules by removing the requirement that such interest be

received by a taxpayer or a related person engaged in manufacturing,

producing, growing, or extracting goods for exports. The removal of these
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requirements would comport with the U.S. banking laws and would thus allow

U.S. banks and their foreign subsidiaries to be eligible to receive export

financing interest income. In addition, a technical correction should be made

to exclude the requirement that export financing interest be subject to a high

withholding tax in order to-be treated as financial services income where that

interest is received by an entity predominantly engaged in the active conduct

of a banking business.

2. Depreciation Rules for Comouting Earnings and Profits of a Foreign

Corporation with Under 20 Percent U.S. Source Income

Prior to the Tax Reform Act of 1986 (the "Act"), foreign corporations

less than 20 percent of whose gross income was derived from United States

sources were permitted to use accelerated methods of depreciation over

specified useful lives in computing their earnings and profits. This rule was

contained in the last sentence of Section 312(k)(4) which provided that such

foreign corporations, in determining earnings and profits, should employ the

rules of pre-Act Section 168(f)(2). Section 168(f)(2) provided for either (1)

accelerated methods of depreciation or (2) an election to use straight line

depreciation. The legislative history of the Act reveals no intent to change

this rule. Nevertheless, while the Act deleted the last sentence of section

312(k)(4), Congress inadvertently did not add a provision to Section 312(k)(4)

which would expressly allow such foreign corporations to continue using the

pre-Act methods of depreciation for purposes of computing their earnings and

profits.

The deletion of the last sentence of Section 312(k)(4) was made in Act

Section 201(d)(6) as part of the technical and conforming amendments to Act

Section 201, which modified the accelerated cost recovery system. Thus, it

appears that the deletion of the last sentence of Section 312(k)(4) was not

intended to be substantive. In confirmation of that fact, the Conference

Agreement, in its description of the alternative cost recovery system,

indicates that the new alternative cost recovery system (straight-line

depreciation over specified lives) applies for: (1) property used

predominantly outside the United States, (2) tax-exempt use property, (3)

computing earnings and profits of a domestic corporation or an "80-20
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company , and (4) the minimum tax provisions. Conf. Rep. No. 99-841, 99th

Cong. 2d Sess. 11-44. The Conference Agreement does not indicate that any

change was intended in the depreciation rules for computing the earnings and

profits of a foreign corporation less than 20 percent of whose gross income is

United States source.

Based on the foregoing, the Chamber recommends that a technical

correction be made to clarify that the law is in accordance with the intent of

the Act so that the depreciation rules applicable in determining the earnings

and profits of a foreign corporation that derives less than 20% of its income

from United States sources include the accelerated methods as per the Internal

Revenue Code of 1954 as amended by Section 201(a) of Public Law Number 97-34.

Accordingly, we recommend that the following language be added at the end of

Section 312(k)(4):

In determining the earnings and profits of such a
corporation, in the case of recovery property the
rules of Section 168(f)(2) shall apply.

3. Passive Foreign Investment Companies (PFIC)

A PFIC is defined in the Act to include any foreign corporation if

either 75% or more of its gross income is passive or at least 50% of the

average value of its assets produces passive income. For this purpose, a

foreign corporation is deemed to own the passive income and passive income

producing assets of its lower tier subsidiaries. The definitional test is

applied without regard to the number or percentage of U.S. shareholders.

If a foreign corporation is categorized as a PFIC, the U.S. tax

consequences are quite severe. Under the Act, the PFIC loses the economic

benefit of tax deferral for its earnings by means of an interest charge

mechanism that would operate upon distributions of earnings to U.S.

shareholders and upon dispositions of PFIC stock. In addition, distributions

of income from a PFIC will not generate Section 902 foreign tax credits for

taxes paid by the PFIC in a foreign country. As an alternative, these

consequences can be avoided if the PFIC makes a special "qualified electing

fund" election for its U.S. shareholders, who are to be taxed currently on

their proportionate share of the PFIC's income. However, in the event of such
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election, the income would fall into the separate foreign tax credit basket

for passive income and so would be ineligible to absorb excess foreign tax

credits generated by other active operations of the U.S. shareholder's group.

These provisions generally take effect for tax years beginning in 1987.

The problem with the PFIC provisions is that they are overly broad in

scope. As originally drafted, they had the limited purpose of restricting

only passive foreign investment funds which were being used by individual U.S.

investors to avoid U.S. tax on passive assets. Both the House and Senate

versions of the provisions covered only these passive funds, and precluded any

overlap that would impose additional tax or penalty on any controlled foreign-

corporation (CFC) that was already subject to the full panoply of Subpart F

rules designed to tax passive foreign income. However, the CFC anti-overlap

provisions were omitted from the final version of the Tax Reform Act. The

overly harsh result is that the restrictive PFIC provisions now apply not only

to passive funds, but also to any CFC with active business operations that

generate and accumulate significant cash.

The first draft of the Technical Corrections Act of 1987 contains

amendments that somewhat mitigate the PFIC problem. First, the draft removes

the restrictions on the availability of Section 902 to generate foreign tax

credits on distributions of PFIC income. Second, the draft creates a new

look-through rule under the foreign tax credit passive basket provisions, with

the effect that PFIC's income would no longer be treated as falling into a

separate passive basket. However, the draft contains no amendment correcting

the overlapping application of the interest charge rules to U.S. shareholders

of a CFC. Therefore, even if the mitigating amendments are enacted, deferral

will still be effectively terminated for the active business profits of a CFC

that falls under the PFIC rules.

This termination of deferral for any CFC is clearly inappropriate.

Congress specifically retained deferral for active income-of CFC's though

Congress' intent was not put into effect. Therefore, the Chamber recommends

adoption of a technical correction which would provide that the PFIC rules are

inapplicable to any CFC already subject to the rules of Subpart F.
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4. Title Passage Rule

The Act retained the title passage rule for sourcing the Income from

the sale of inventory property and required that the Treasury Department study

the effect of the title passage rule in light of the act's lower tax rates and

in light of Congressional trade concerns, and report their findings to

Congress by September 30, 1987.

The Chamber believes that other departments besides the Treasury

Department may have different expertise bearing on the impact that the title

passage rule has on U.S. exports and U.S. competitiveness. Thus, the Chamber

recommends adoption of a technical correction amendment requiring that the

Commerce Department and the office of the U.S. Trade Representative join

Treasury in conducting the study on the title passage rule and to delay the

report date of the findings by one year to September 30, 1988. This would

result in a more comprehensive and accurate study showing why the current

rules provide incentives to U.S. exporters with Important trade and

competitive ramifications.

5. Alternative Minimum Tax Foreign Tax Credit

The Act replaced the old "add on" corporate minimum tax with an

Alternative Minimum Tax. The corporate Alternative Minimum Tax is applied to

a broader income base (regular taxable income plus adjustments and

preferences) and at a lower rate than the regular tax and is payable to the

extent it exceeds the regular tax liability. Foreign tax credits as limited

by Code Section 904 are allowed as an offset to the minimum tax. However,

foreign tax credits cannot offset more than 90 percent of the minimum tax

liability.

Allowing a taxpayer to offset no more than 90 percent of the minimum

tax liability with foreign tax credits will undermine basic foreign tax credit

principles. Disallowing or limiting all other business tax credits In a

minimum tax scheme (as Is done by the Act) does ensure some threshold of

taxation on the related income, but disallowing any portion of a taxpayer's

foreign tax credits only ensures international double taxation. The foreign

tax credit does not exist to encourage any particular activity (i.e., it is

not a preference), and its use does not permit a corporate taxpayer to be
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effectively untaxed as could be the case wvtrrespect to income covered'by

other business tax credits.

The foreign tax credit exists simply to prevent the taxpayer's foreign

source income, which has already been taxed by a foreign jurisdiction, from

being taxed again by the U.S. The new provision undermines the basic

principle of the foreign tax credit in precluding double taxation and sets a

precedent for levying a minimum tax on foreign income regardless of the amount

of foreign income tax paid on such. income.

The Chamber believes tha-t a technical correction is needed to ensure

that foreign tax credits as- limited by Code Section 904 be allowed to offset a

corporation's minimum tax liability without limitation. To do otherwise would

undermine the principle of avoiding double taxation, hurt the expansion of

American business abroad and place the U.S. ina difficult position with

respect to future negotiations on tax treaties.-

Respectfully submitted,

David G. Koenig
Tax Attorney
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VANDERBILT UNIVERSITY
MA NASHVILLE, TENNESSEE 37240 TELEPHONE (613) 322-7)11

Dear Senator Baucus:

On behalf of Vanderbilt University, I am writing to
comment on S. 1350, the Technical Corrections Act of 1987.
Our main concern is that the bill should clarify that early
retirement plans for faculty are not taxable as deferred
compensation.

Early retirement plans for tenured faculty are in
essence buy backs of an unlimited tenure contract. The
availability of these plans is important to America's
colleges and universities in a time of aging faculty
populations, limited resources, and the legislated
elimination of mandatory retirement. In order to make more
tenured positions available for younger professors, it is
necessary to keep early retirement plans available and
affordable.

The Tax Reform Act imposed limitations on the deferred
compensation arrangements available to employees of nonprofit
organizations which paralleled limitations previously placed
upon employees of public institutions (section 457). These
changes impose two restrictions upon new deferred
compensation plans: first, that eligible deferred
compensation plans are limited to $7,500 per annum or 33 1/3
per cent of compensation; and second, that such plans are
considered elective contributions for tax-sheltered annuity
catch-up rules. Plans which exceed this amount are treated
as immediately taxable to the beneficiary.

The Act does not specify that these early retirement
plans are to be. considered as deferred compensation.
However, in January, 1987, the Internal Revenue Service (IRS)
issued an interpretation (Notice 87-13, January 26, 1987)
which treats these plans as deferred compensation. This
broad definition should be corrected immediately as it has
broad implications for the ability of schools like Vanderbilt
to seek voluntary termination of tenure agreements.

Another issue of interest to us is the need for
clarification that charitable gift annuities are not subject
to the unrelated business income tax because they are not
commercial insurance under section 501(m). This method of
making charitable gifts, through which a donor may give an
immediate gift to a nonprofit organization and receive back a
specified income for life, is predominantly used by less
wealthy donors.

Section 501(m) of the Tax Reform Act can be read to
include charitable gift annuities, even through Congress
enacted section 514(c)(5) in 1969 specifically to direct how
charitable gift annuities are to be treated under the
unrelated business income tax, and 514(c)(5) was not amended
by the Tax Reform Act. A clarification is needed in order to
give non-profits the use of this important giving method.

Thank you for the opportunity to comment. Please
contact me if you or your staff needs further information.

Sincerely,

Jeff Carr
Vice Chancellor for
University Relations and
General Counsel
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COMMENTS ON S. 1350
THE TECHNICAL CORRECTIONS ACT OF 1987
ON BEHALF OF VANDERBILT UNIVERSITY

1. S. 1350 should be clarified to state that early
retirement plans for faculty are not-taxable as deferred.
compensation.

2. S. 1350 should be modified to include a clarification
that charitable gift annuities are not subject to the
unrelated business income tax because they are not
commercial insurance under Section 501(m).

Jeff Carr
Vice Chancellor for
University Relations
and General Counsel
Vanderbilt University
305 Kirkland Hall
Nashville, TN 37240
(615)322-8333
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PfannedandInvestment Giving

'Vassar
July 14, 1987

Ms. Laura Wilcox
U. S. Senate Committee on Finance
S. D. 205
Washington, DC 20510

Dear Ms. Wilcox:

It is with great distress that I recently learned that the Technical
Corrections Act of 1987 (H.R. 2636) does not yet clarify the position of
charitable gift annuities under IRC Sec. 501(m). This omission in the Act
places non-profit institutions, especially private higher education
institutions, at a great disadvantage. It handcuffs these institutions when
the need for dollars continues to grow due to the curtailment of federal funds
for higher education. Thus, I urge you to work cooperatively with your
esteemed colleagues to amend IRC Sec. 501(m).

It is important that charitable gift annuities not be confused with commercial
type insurance and not be impacted by this section of the code. For more than
100 years, charitable gift annuities have provided donors with opportunities to
support the institutions of their choice, definitely a democratic endeavor.
The failure by Congress to amend this section of the code will destroy an
opportunity for an individual's expression of choice and constrain both the
individual and the not-for-profit institution.

Thus, it is important to amend this code now to reflect the differences between
charitable annuities and commercial type insurance. Failure to do so may in
fact eradicate a source of funds for charitable organizations. A source which
historically has been used only by the small donor. I urge you to work for an
amendment of this code, so that charitable annuities are not subject to the
unrelated business income tax.

Sincerely,

Sue Peirce Hartshorn
Associate Director of Development
and Planned Giving

SPH/resj

Vassar College, Poughkeepsie. New York 12601
914-452-7000 Ext. 3052
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KAYE VESELY

808 Piedro Vista N.E., Albuquerque, New Mexico 87123

August 30, 1987

The Senate Finance Committee
Laura Wilcox, Hearing Clerk
S D 0 B 205
Washington, D.C. 20510

Dear Senate Finance Committee:

I am writing in reference to the Technical Corrections Bill
S1350, an amendment to the Tax Reform Act of 1986.

As a writer, I am dependent on the decisions and actions of
others. Last year I had spent hours on an article, and it was
accepted. The magazine requested that I have a photo taken of myself
for publication. However, my article was never published because the
magazine went out of business. I didn't get either my article or the
picture back. That was time and expense for which I expected to be
paid. However, with the 1986 tax law, I would not be able to deduct
the expenses which I had.

I recently wrote an article for KAPPAN, a magazine for
teachers. This magazine doesn't pay for articles. It is an honor to
be published by the magazine, but I think that I should get to claim
my postage expenses even if I'm not paid for the article. There are
many educational journals which don't pay to publish information
important in a variety of fields. Teachers usually write for those
journals. Is it fair to prohibit them from claiming the expenses
incurred in sharing knowledge with other professionals?

Some of the writing that I have done has been for the League
of Women Voters. There is no salary for that. I also worked with
Albuquerque Healthcare For the Homeless in preparation of their -
newsletter. There's no monetary compensation for that either. I had
no expenses in this work except my time. How do I place a value on my
time? I have a Master's degree and lots of experience. When I
taught, I made $16 an hour. Is my time worth less now because I
write?

When I volunteer my skill, I can be sure that the work will be
accepted. However, this is not at all true when I write for a
magazine. I send queries and hope for interest. However, even a
positive response is usually a promise to read what I've written.
Then, as happened to me last year, even if the article is accepted,
the magazine may go out of business.

Please consider these problems when you examine ihe Tax Reform
Act of 1986 and changes that are necessary.

Sin erely,

Ky Vesely
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VINSON & ELKINS
ATTORNEYS AT LAW

TECHNICAL CORRECTION CONCERNING SUBPART F

Amendment to Clarify Application
of Subpart F to Certain Partners in U.S. Partnerships

(Code 61951, 954, and 702;
Tax Reform Act 51221, 1222, and 1223]

Background

Under the provisions of Subpart F, a United States person may be required

to include in gross income certain kinds of income earned by a' controlled

foreign corporation, even though not distributed. The application of Subpart F

is limited to "United States shareholders" -- United States persons who own, or

by attribution are considered as owning, at least 10 percent of the total

combined voting power of the voting stock of a foreign corporation. Congress

deemed it inappropriate to require recognition of the undistributed earnings of

a foreign corporation by U.S. taxpayers with a relatively small interest in and

only limited ability to control the policy of a foreign corporation, especially

the policy with regard to distributions of earnings. In determining ownership

of a CFC, the attribution rules of Code §958 apply. A partner in a U.S.

partnership is thus deemed to own for purposes of Subpart F a proportional share

of the stock of a foreign corporation owned by the partnership equal to the

partner's interest in the partnership.

The Code does not make it sufficiently clear that Subpart F does not apply

to a taxpayer whose only interest in a controlled foreign corporation ("CFC") is

by attribution from a partnership and whose proportional interest in the CFC

stock owned by the partnership is less than 10 percent. 1/ Such a partner is

not a "United States shareholder" within the meaning of Subpart F. Furthermore,

the interest of such a partner in the earnings of the CFC is relatively small,

and the control that such a partner can exercise over corporate policy of the

CFC by virtue of his partnership interest is as attenuated as that of any other

shareholder with less than a 10 percent interest in the CFC. Nor is such a

partner permitted to make an election under Code 5962 in order to obtain a

foreign tax credit for taxes paid by the CFC because that provision is limited

to individuals who are United States shareholders. Thus, application of Subpart

F under these circumstances is generally inconsistent with the policy and

78-959 0 - 88 - 43
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statutory scheme of Subpart F. However, where a partnership is a United States

shareholder, an argument could be made that Subpart F income flows through the

partnership to all of its partners, no matter how small their interest.

Proposed Clarifying Technical Correction

Code 61951(a) and 702 should be amended to clarify that a partner in a U.S.

partnership is not required to include Subpart F income with respect to stock of

a foreign corporation owned by the partnership unless the partner is a "United

States shareholder" within the meaning of Code 1951(b).

Reasons for Amendment

I. The Statutory Pattern

Section 951(a) requires that a "United States shareholder" include in gross

income a pro rata share of the Subpart F income of a CFC. The term "United

States shareholder" is defined in section 951(b) to mean

a United States person (as defined in section (957(c)])
who owns (within the meaning of section 958(a)), or is
considered owning by applying the rules of ownership of
section 958(b), 10 percent or more of the total combined
voting power of all classes of stock entitled to vote of
such foreign corporation.

Section 958(b) provides that, in general, the attribution rules of

section 318(a) apply to the extent the effect is to treat any United States

person as a United States shareholder. A partner in a U.S. partnership is

thus considered constructively to own a proportionate share of partnership

stock by virtue of section 318(a)(2)(A).

Applying these rules, if a partner owns a one-percent interest in a

domestic partnership that in turn owns 100 percent of the voting stock of a

foreign corporation, that partner is considered to own only one percent of the

stock of the foreign corporation. Thus, such a one-percent partner is not a

United States shareholder within the meaning of section 951(b). And it

therefore follows that such a one-percent partner is not required to include

Subpart F income in his gross income because section 951(a) is limited in its

application to "United States shareholders":

In General. -- If a foreign corporation is a controlled
foreign corporation for an uninterrupted period of 30
days or more during any taxable year, every person who
is a United States shareholder (as defined in subsection
(b)) of such corporation and who owns (within the



1345

meaning of section 958(a)) stock in such corporation on
the last day, in such year, on which such corporation is
a controlled foreign corporation shall include in his
gross income, for his taxable year in which or with
which such taxable year of the corporation ends -- [his
pro rata share of the Subpart F income of the CFC].

Code 6951(a)(1) (emphasis added).

It is true that a domestic partnership that owns 100 percent of the voting

stock of a foreign corporation is itself a United States shareholder. 2/ But

Subpart F income is not an item of partnership gross income a distributive share

of which a partner is specifically required separately to include in his gross

income under section 702 and Treas. Reg. section 1.702-1(a)(1)-(8). And, as

discussed below, to require an inclusion of partnership Subpart F income by a

partner considered to own less than 10 percent of the voting power of a foreign

corporation would not only conflict with the plain meaning of section 951(a)(1),

but also would be fundamentally inconsistent with the policy and legislative

history of Subpart F.

The conclusion that such a partner is not required to include any Subpart F

income is borne out by the similarly restricted scope of section 962. Section

962 is an elective relief provision for noncorporate taxpayer3 required to

include Subpart F income. Under section 962, a "United States shareholder Jho

is an individual" may elect to be taxed as a corporation and thus receive a

section 960 foreign tax credit for foreign income taxes paid by a CFC

attributable to Subpart F income. The express purpose of section 962 was to

ensure that an individual with a direct investment in a CFC would not bear a

heavier tax burden under Subpart F than would an individual investor in a U.S.

corporation doing business abroad. S. Rep. No. 1881, 1962-3 C.B. 703, 798

(Senate Report on Revenue Act of 1962). Yet, if an individual partner consi-

dered to own less than 10 percent of a CFC were required to include in income

his share of partnership Subpart F income, such a partner would not qualify to

make the election under Section 962, and so would be required to bear a heavier

tax burden. If Congress had intended such a partner to include in gross income

the Subpart F income of a CFC, it would not have limited section 962 to

10-percent United States shareholders who are individuals, but would have

included either partnerships themselves or individual partners considered to own

less than 10 percent of the voting power of a CFC. The fact that Congress did
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not do so is clear evidence it never intended that such partners include Subpart

F income in their gross income. 3/

II. Policy Considerations

The purpose of the 10-percent threshold for inclusion of Subpart F income

is to limit application only to taxpayers who have a substantial interest in a

foreign corporation and who are capable of exercising active and effective

control over corporate policy, especially the policy with regard to utilization

of corporate earnings. The House Report on the Subpart F provisions of the

Revenue Act of 1962 explained the 10-percent test in this way:

This de minimis rule prevents the attribution of
undistributed income back to the shareholders where
their interest is smell and their influence on the cor-
poration's policy is presumably negligible. The
10-percent ownership test is determined by applying
stock ownership attribution rules set forth in the bill.

H. Rep. No. 1447, 1962-3 C.B. 405, 463.

An individual partner cannot exercise unfettered control over partnership

property, including stock of a foreign corporation owned by the partnership.

Instead, an individual partner's control over partnership property is limited to

his beneficial (and voting) interest in the partnership; the other partners have

similar rights and can also exercise control equal to their respective

beneficial interests. As a result, the derivative control an individual partner

can exercise over a foreign corporation through the partnership is equivalent to

the individual partner's proportional share of that stock. A partner whose

Voting interest in a partnership is less than 10 percent thus cannot as a result

of that interest exercise the same control over a CFC wholly owned by the

partnership as a person who owns 10 percent or more of the voting stock of a

foreign corporation.

In this regard, consider the example of two partnerships, P1 and P2, each

owning 100 percent of the stock of a foreign corporation (FCl and FC2,

respectively). P1 has 100 equal partners, and P2 has 5 equal partners.

Clearly, each of the P2 partners has a substantially greater degree of control

over FC2 than any one of the PI partners has over FC1. Moreover, if PI and P2

distributed pro rata to their partners the stock of FC1 and FC2, the PI partners

each would receive only I percent of the stock of FCI, while the P2 partners

each would receive 20 percent of the stock of FC2. In this latter case, the PI
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partners would not be U.S. shareholders of FCI (assuming no attribution of stock

ownership between partners), while the P2 shareholders would be U.S.

shareholders of FC2. The fact that the stock of FCI and FC2 is held by PI and

P2 instead of. by their partners should not obscure the fact that, on the

individual partner level, the degree of voting control is the same as it would

be if the stock of FCi and FC2 were owned directly.

This limitation on an individual partner's control over a corporation in

which the partnership owns an interest was recognized by Congress and reflected

in the Subpart F attribution rules. Section 958(b) generally incorporates the

constructive ownership rules of section 318 for purposes of applying the

definition of a "United States shareholder." Section 318(a)(2)(A), of course,

clearly provides that stock owned by a partnership is considered as owned by its

partners in proportion to their respective beneficial interests in the

partnership. The section 318 constructive ownership rules have been part of the

Code since 1954, Pub. L. No. 83-591, §318 (1954); see H.R. Rep. No. 1337, 1954

U.S. Code Cong. & Ad. News 4025, 4061, 4234-35; S. Rep. No. 1622, 1954 U.S. Code

Cbng. & Ad. News 4621, 4890-91, and they are the rules now generally applied to

determine control of a corporation for a variety of purposes. Although the

application of the section 318 rules is sometimes modified to adapt them to

varying statutory schemes and policies, we are aware of no instance in which the

partnership proportional attribution rule has been altered. 4/ The congruence of

the proportional attribution concept with actual control of a corporation is

thus universally recognized in the Code.

Fundamental fairness issues would be confronted if partners with de minimis

derivative interests in a foreign corporation were required to include in gross

income a portion of the corporation's undistributed earnings. The legislative

history of Subpart F shows that Congress was very concerned that the imputation

of undistributed corporate earnings to U.S. taxpayers might well violate the due

process clause of the U.S. Constitution. Testimony on this issue was taken by

the Ways and Means Committee. Hearings Before the House Committee on Ways &

Means on the Tax Recommendations of the President Contained in His Message

Transmitted to the Congress, April 20, 1961, 87th Cong., 1st Sess. 309-318,

340-42 (1961) (testimony of Treasury Secretary C. Douglas Dillon). And the

Treasury Department was commissioned to prepare a memorandum of law. Id. at 313,
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316-18 (Treasury memorandum on constitutionality of proposed Subpart F). The

upshot was that the 10 percent voting control requirement was viewed as a

minimum threshold consonant with fundamental fairness. Without at least that

degree of control over corporate policy with respect to the application of

earnings, it would be unfair to tax earnings before they are received by the

taxpayer. It would be inconsistent with the policy reflected in the 10 percent

threshold to impute Subpart F income to partners with derivative interests that

do not cross that threshold, and indeed may be negligible as there would be no

minimum interest of a partner that could not be affected.

II. The Tax Reform Act of 1986

Sections 1221, 1222, and 1223 of the Tax Reform Act of 1986 greatly

expanded the categories of Subpart F income, and the exceptions to Subpart F

were tightened or eliminated entirely. At the same time, the indirect credit

and Subpart F foreign tax credit provisions were amended to alter the method for

determining a U.S. shareholder's share of taxes paid by a CFC. The changes made

by the 1986 Act, in creating new types of Subpart F income, have potentially

caused these provisions to apply to many companies for the first time. For

example, prior to 1987 foreign income of an active banking business was exempt

from Subpart F. In repealing this exemption, the 1986 Act could potentially

cause for the first time the application of Subpart F to partners in U.S.

partnerships engaged in an active banking business through a foreign

corporation.

IV. Conclusion

Sections 951(a) and 702 should be clarified to provide that they do not

require the inclusion of Subpart F income of a foreign corporation by a partner

in a domestic partnership unless that partner is himself a United States share-

holder of the foreign corporation within the meaning of section 951(b). 5/

Supplemental Information

This statement is submitted by John E. Chapoton, Thomas A. Stout, Jr. and

Christine L. Vaughn of VINSON & ELKINS, 1455 Pennsylvania Avenue, N.W.,

fiashington, D.C. 20004-1007, telephone no. (202) 639-6500, on behalf of

.GOLDMAN, SACHS & CO.
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I/ Nor has any administrative or judicial precedent been found on this issue.

2/ The term "United States person" is defined in section 7701(a)(30) to
include U.S. partnerships. Therefore, a partnership that owns 100 percent
of the voting stock of a foreign corporation is a United States shareholder

- ..within the meaning of section 951(b). See note 4, infra, for a discussion
of the relevance of this classification.

3/ A contrary view of Subpart F would require an amendment to Code 5962 to
permit a partner with less than a 10 percent interest in a CFC the option
to elect to be taxed as a corporation and receive a section 960 foreign tax
credit. Such an amendment would be essential to place such partners on an
equal footing with individual United States shareholders of controlled
foreign corporations who clearly have Subpart F income.

4/ Section 958(b)(2) does modify the entity attribution rules to provide that
a partnership, trust, estate, or corporation that owns 50 percent of the
combined voting power of a foreign corporation shall be considered as
owning all of the stock entitled to vote for purposes of applying the
definition of a "United States shareholder." The effect of section
958(b)(2) may thus be to increase the constructive ownership share of an
individual partner. The proportional allocation rule itself is not
modified, however.

5/ It'should be noted that the classification of a partnership as a
United States shareholder is still meaningful, even though partners who are
not themselves United States shareholders do not include Subpart F income.
There are two requisites in section 951(a)(1) for inclusion of Subpart F
income: status as a 10-percent shareholder (directly, indirectly, or by
attribution) and actual ownership of stock. A partner with a 10-percent
derivative interest in a CFC through the partnership is a United States
shareholder but would not himself be required to include Subpart F income
attributable to that 10-percent interest. Instead, that Subpart F income
is included in partnership gross income because the partnership owns the
stock, and the Subpart F income is then allocated to a partner who is also
a United States shareholder in proportion to his interest in the
partnership. The point here is that there is no inclusion of partnership
Subpart F income by a partner who is not a United States shareholder.
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VINSON & ELKINS
ATTORNEYS AT LAW

PROPOSED TECHNICAL CORRECTION TO FICA AND FUTA
COMMON PAYMASTER PROVISIONS IN CODE If 3121(s) and 3306(r)

Background

Pursuant to the Federal Insurance Contributions Act ("FICA"), an

excise tax is imposed on every employer with respect to each individual

in his employ. The tax imposed is a percentage (currently 7.15%) of

the base amount of wages paid to the employee (current $43,800). In

general, when the same individual is employed by two or more

employers, each is subject to the FICA tax on the base wages of the

individual. The statute provides an exception where two or more

related corporations concurrently employ the same individual and

compensate him through a common paymaster which is one of the

corporations. In such case, the tax is determined as though the

individual has only one employer, the common paymaster. As a result,

the tax is applied against only a single base amount of wages.

The common paymaster provisions of sections 3121(s) and 3306(p)

were added to the Internal Revenue Code by the Social Security

Amendments of 1977, Pub. L. No. 95-216, §§ 314(a), (c). The stated

purpose of the provision was to eliminate the dual taxation that

sometimes resulted from treating an employee as employed by more than

one related corporation for purposes of employment taxes where the

employee is paid by one of those corporations. The Senate Finance

Committee report advances no policy reason for limiting the common

paymaster provision to related corporations in its brief discussion of

this provision. Apparently, the Committee simply did not focus on the

common paymaster problem in the context of related entities other than

corporations. S. Rep. No. 572, 95th Cong., 1st Sess. (1977),

reprinted in 1978-1 C.B. 485, 486.
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Proposed Technical Correction for Partnerships

The common paymaster rule of section 3121(s) of the Internal

Revenue Code would be expanded to include partnerships and affiliated

corporations. The rule would be available in the case of a corporation

"and a related partnership where the same persons own, directly or

indirectly, more than 50 percent in value of the corporation's

outstanding stock and more than 50 percent of the capital or profits

interest in the partnership. A corresponding change would be made to

the common paymaster rule of section 3306(p) of the Code to provide

comparable treatment in the case of federal unemployment (FUTA)

taxes.

The following language, would be added to sections 3121(s) and

3306(p) of the Internal Revenue Code of 1986 (relating to concurrent

employment by two or more eml 'oyers) at the end of each section:

For purposes of this section, a corporation and a
partnership shall be deemed to be related corporations if
the same persons own, directly or indirectly, (1) more than
50 percent in value of the outstanding stock of the
corporation, and (2) more than 50 percent of the capital
interest, or the profits interest, in the partnership.

Reasons for Amendment

It is unfair to require different organizational entities in an

affiliated group each to pay the full amount of the FICA tax with

respect to the same individual simply because he performs services for

more than one entity in the group. This amounts to double taxation of

the group.

Current section 3121(s) constitutes recognition that double taxation

of an affiliated group is inappropriate and undesirable. Yet this

provision unfairly discriminates against partnerships by failing to

provide a mechanism similar to that available to related corporations to

avoid double taxation of an affiliated group.

The exclusion of partnerships from the exception for affiliated

groups is inconsistent with other provisions of FICA. For example,

section 3121(1), adopted as part of the 1983 Social Security Act
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Amendments, permits extension of the benefits of FICA to employees of

a foreign affiliate of an "American employer," which is defined in

section 3121(h) to include individuals, partnerships, and trusts, as well

as corporations.

The filing of consolidated returns is not a prerequisite to

application of current section 3121(s) to related corporations. Related

corporations are defined in regulations to include 50% controlled

corporations, or corporations with 50% or more common directors or

officers, or 30% or more concurrent employees. The proposed 50%

ownership rule in the related partnership-corporation situation thus

tracks the existing rules for related corporations.

Supplemental Information

This statement is submitted by John E. Chapoton and Christine L.

Vaughn of Vinson & Elkins, 1455 Pennsylvania Avenue, N.W.,

Washington, D.C. 20004-1007, telephone no. (202) 639-6500, on behalf

of Goldman, Sachs & Co.

July 17, 1987
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A LAND-GRANT UNIVERSITY

VIRGINIA POLYTECHNIC INSTITUTE AND STATE UNIVERSITY

Blackibwrg, Virginia 24061

July 9, 1987

Ms. Laura Wilcox
U. S. Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

Dear Ms. Wilcox:

I am writing to you with respect to the possible misinterpretation of IRC
Section 501(m) as applied to charitable gift annuities. As many commentators
have noted, Section 501(m) may be construed to treat charitable gift annuities as
"commercial-type Insurance." If this occurs, our charitable foundation (the
Virginia Tech Foundation, Inc.) could be taxed as an insurance company because
of our gift annuity program; or in an extreme case, it is our understanding that
our Foundation could lose its tax exemption.

We submit that this would be most unfortunate, and we feel a totally
unintended result of the Tax Reform Act of 1986. Therefore, we ask that you
amend the Technical Corrections Act of 1987 (H.R. 2636) to clearly state that
charitable gift annuities issued by 501 (c) (3) organizations are not
"commercial-type insurance" under I RC Section 501 (m).

Charitable gift annuities are in no way "commercial insurance" products for
the simple reason that they involve a donor who wants to make a gift to our
university. Our charitable gift annuities do not compete with commercial
annuities. We feel that if the law is not clarified, it will affect a very important
source of gifts for Virginia Tech. It is also important to note, for the small
donor, a charitable gift annuity is the equivalent of a large donor's charitable
remainder annuity trust, which Is unaffected by IRC Section 501(m).

We trust you will see the clear difference between what our Foundation
offers through a qualifying charitable gift annuity program as compared to
"commercial type insurance" products. Our program is strictly for the purpose of
providing private funds to insure the excellence of our university. Our program
is not based upon generating profits for our Foundation, but is purely for the
ultimate benefit of higher education in this country.

Very truly yours,

W. E. Lavery
President

WEL: war
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lii

A Roman Catholic School For Ministry
9001 New Hampshire Avenue 0 Silver Spring, Maryland 20903.3699 * Telephone 1301) 439-0551

July 6, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
SD 205
Washington, D.C. 20510

Dear Ms. Wilcox:

It has been brought to my attention that Charitable Gift
Annuities may be subject. to taxation under Section 501(m) of
the Internal Revenue Code.

I do hope that you realize that these annuities are given
as a charity and not as primarily income producing. Annuities
have been used to help support good works for many decades. They
are a way for the small donor to help a charitable cause. So,
I would appreciate your-help in clarifying the above-mentioned
Section in such a way that it does not apply to Gift Annuities.

Thank you very much for your help in this matter.

0 f .A.

Rev. Vincent Cushing
President

VC/jl

Cnwfr Fan * Province of theM A Pure Heart o Mary * Province of St. Elias-Con ption ofthe Hes of Jesusa
Mary-Msi onay S'vans of the Most Holy Trn*y-Frm ran Frim , Province of the Most Holy Name of Jesus * Province of Our
Lady of Consolathor-AuxusUnian F ns * Province of St. Thomas o Villanova -Phans * Province of the Immaculate Conception
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WESLEYAN UNIVERSITY
Middletown, Connecticut 06457

(203) 347-9411 x2886

Office of Planned Giving

July 6, 1987

Laura Wilcox
U.S. Senate Committee on Finance
S.D. 25
Washington, DC 20510

Dear Miss Wilcox,

As a planned giving officer at Wesleyan University, I am opposed to the
amendment in the Technical Corrections Act which would strike out IRC SEC.
2642(a)(2)(B)(ii)(II) and thereby completely eliminate the charitable
deduction in computing the generation skipping transfer tax on lead trusts
created after June 10, 1987.

This proposal represents a substantive change and should not be
misrepresented as merely-a technical correction. According to House Ways
and Means Committee Chairman, Dan Rostenkowski, the Technical Corrections
Act is not intended to make substantive changes to TRA 1986.

For Wesleyan University and other not-for-profit institutions, this
sweeping amendment would discourage an important source of support. While
our donors are primarily motivated by a desire to benefit their alma mater
or favorite charity, the added incentive of tax savings often results in
larger or multiple gifts. As direct Federal aid for education has
diminished, continuing government support of philanthropy, as evidenced in
the Internal Revenue Code, has become increasingly important.

On behalf of all not-for-profit organizations, I urge you to reconsider the
proposed amendment as discussed above on the grounds that: 1) it is
clearly substantive and, 2) it will discourage an important source of
support for charitable organizations.

Sincerely,

Judy Pillon

Assistant Director of Planned Giving

JPP/llh

cc: Mary McAuliffe
U.S. Senate Comittee on Finance
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Since 1860ton
For Christ und

His Kingdom

WHEATON, I LLINOIS 60187 5593

July 1, 1987

U. S. Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

Attention: Laura Wilcox

Dear Ladies and Gentlemen:

We were disappointed that the Technical Corrections Act of
1987 did not specifically say that gift annuities are not
"commercial-type insurance" under IRC Section 501 (m). Tax-
ation of gift annuities under 501(m) would basically dry up
an important part of our fund raising efforts and the fund
raising efforts of many other charities.

It is important to note the following; (1) gift annuities
are used because an interested donor wants to make a gift to
help a charitable institution; (2) gift annuities don't
compete with commercial annuities and are not "commercial
type insurance"; (3) failure to clarify the law would dry up
an important source of funds for our organization's charitable
activities; (4) gift annuities have been used by charitable
organizations for over 100 years; and (5) for the small donor,
a charitable gift annuity is the equivalent of a large donor's
charitable remainder annuity trust, which is unaffected by
IRC Sec. 501(m).

We would very much appreciate it if the Senate Finance and House
Ways and Means Committees would amend the Technical Corrections
Act to clarify that charitable gift annuities issued by IRC
Section 501(c)(3) organizations are not subject to IRC Section
501 (m).

Very truly yours,

WHEATON COLLEGE

DAT:BM David A. Teune,
Investment Manager



1357

Whtwoth Foundation
Whitworth College
Spokane, WA 99 21
509-4W3220

Board o Diretors
Werner Rosenquist
William Bell
Harry N. Dixon
William Fix
Herbert Hamblen
Richard Hanks
Jack Hatch
Clair Jones
Franklin Ott
Martin Polhemus
Rev. Lloyd Thompson
Edward Unicume
Fred B. Utter, Jr.

Stephen Trefts
Executive Vice President

July 8, 1987

Ms. Laura Wilcox
United States Senate Committee on Finance
S.D. 205
Washington* DC 20515

Dear Ms. Wilcox:

Whitworth College is a Christian liberal arts college which is
celebrating its centennial anniversary in 1990. The Whitworth
Foundation has been instrumental in building the College
endowment fund through a successful planned giving program.

Charitable lead trusts are an important source of support for
many charitable institutions which work with planned giving.
We are concerned about the repeal of the charitable deduction
which offsets the generation-skipping tax on charitable lead
trusts. This substantive change to the 1986 Tax Reform Act
through the Technical Corrections Act would strongly discour-
age any future charitable lead trusts and would be contrary to
the policy of Congress to encourage charitable gifts.

We urge you to amend this "technical correction" to the
Tax Reform Act and keep the charitable deduction in the
sion ratio formula for the generation-skipping transfer

Sincerely,

Stephen Tre 7 e
Executive Vice President

1986
inclu-
tax.

ST:aw
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July 21, 1987

Whltworlh Foundation

WhifA -rlh College

Spokane, WA 99231

509-46.-3220

Board of Directors
Were, Rosenquisl
Wilian. 8el
Harry '0 Dixon
Wilhan Fix
Herber- Hamblen
Richard Hanks
lack H.jich
Clair Jones
Franli- Oft
Martin Polhernus
Rev. Ll')yd Thompson
.dwa(d Unicume
Fred B Utter, Jr.

Stephiri Treflts
Fxecutise Vice President

Ms. Laura Wilcox
United States Senate
Committee on Finance

S.D. 205
Washington, DC 20510

Dear Ms. Wilcox:

Whitworth College is a Christian liberal arts college which
is celebrating its centennial anniversary in 1990. The
Whitworth Foundation has been instrumental in building the
College endowment fund through a successful planned giving
program.

A key contribution to the endowment fund has been charitable
gift annuities. Gift annuities are still a popular vehicle
for deferred giving for the small donor.

We are very concerned about IRC Sec. 501(m) which does not
exclude charitable gift annuities. The result of this over-
sight could be the taxation of charitable institutions which
are the remainder beneficiaries of these gift annuities. If
this law is not clarified, it would dry up an important
source of scholarships and other educational funds for
Whitworth College.

As you know, charitable gift annuities are very similar to
charitable remainder annuity trusts, which are not affected
by IRC Sec. 501(m). In addition, charitable gift annuities
are not "commercial-type insurance."

We are urging you to amend the Technical Corrections Act of
1987 (H.R. 2636) to clarify that charitable gift annuities
issued by IRC Sec. 501(c)(3) organizations are not considered
"commercial-type insurance" under IRC Sec. 501(m).

Please make this a priority item when amending the Technical
Corrections Act of 1987.

Sincerely,

Executive V ce President

ST:aw
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WICKWIRE. GAVIN & GIBBS, P.C.
ATTORNEYS AT LAW

TWO LAFAYETTE CENTRE

1133"IST STREET, N.W.

SUITE 500

WASHINGTON, 0. C. 20036-3302
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WASHINGTON. O.C.

TELECOPY OR-9555869

June 18, 1987

Mr. William Wilkins
Chief Counsel
Committee on Finance
U.S. Senate
205 Senate Dirksen Office Bldg.
Washington, D.C. 20515

Dear Mr. Wilkins:

I am writing on behalf of the National Hydropower Association
comment on the recently introduced Technical Corrections Act, S. 1350.

to

The Tax Reform Act of 1986 contained a transition rule to the invest-
ment credit and depreciation changes for hydroelectric projects. That
rule, contained in Section 204(a)(2) of the Act, provides as follows:

(2) CERTAIN PROJECTS GRANTED FERC LI-
CENSES, ETC. - The amendments made by section
201 shall not apply to any property which is part
of a project -

(C) which is a hydroelectric project of less
than 80 megawatts that field an application
for a permit exemption, or license with the
Federal Energy Regulatory Commission before
March 2, 1986.

This rule contains two typographical errors. First, the word "field"
appeared instead of "filed," and a comma was omitted following the word
"permit."

House concurrent resolution 395, as printed In the Congressional
Record of September 25, 1986, contained, in Paragraph 10, a provision to
correct these errors:

(10) On page 69, in the second line, strike out
"field" and insert in lieu thereof "filed" and insert
a comma after "permit".

Although this is a strictly "technical" correction, it was not included in
S. 1350 as introduced. I hope that an appropriate correction will be
included in any subsequent draft of the legislation

LMG /smw

78-959 0 - 88 - 44
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WILLIAMS & JENSEN

GCORGE 0. BAKER A POF2S$10SINJ CORPORATION
WILLIAM T. BACK LAWYERS

ANN S. COSTELLO

WINFIELO P. CRIGLER 1101 CONNECTICUT AVENUE. N.W,

JUNE E. OMONOSON TCCPHON-

ROSER C. OLENNON WASHINGTON, D.C. 20036
J. STEVEN HART (200) eSoo.6O

ROBERT ..JENSEN

N. HUNTER JOHNSTON,,uly 24,r1987
JOHN J. MCMACKIN. J,.
GEORGE G. OLSEN
MARY LYNNE WHALEN
J. 0. WILLIAMS

Ms. Laura Wilcox
Senate Finance Committee
205 Dirksen Senate Office Building
Washington, D. C. 20510

Dear Laura:

Pursuant to your recent announcement, this letter is

submitted to support a technical correction for inclusion in S.

1350. Specifically it concerns a proposed Technical Correction to

Section 108 of the Tax Reform Act of 1984 as Amended by Section

1808(d) of the Tax Reform Act of 1986.

Summary

Recently, the Service has begun attacking straddles in stock

options traded over regulated domestic exchanges which occurred

prior to the enactment of the Tax Reform Act of 1984. (That Act

brought such options under the statutory straddle rules first

enacted in the Economic Recovery Tax Act of 1981.) The proposed

technical correction would extend the coverage of section 108 of

the Tax Reform Act of 1984 to such stock options, thereby

preventing the Service from whipsawing investors in such options

by disallowing the losses reported from each straddle while at

the same time taxing them on their reported gains from the

straddle. The proposed technical correction would also extend

the irrebuttable trade or business presumption of section 108(b)

applicable to commodities dealers' commodities straddles to

options dealers' stock option straddles. The proposed technical

correction would have no impact on the controversial issue of the

degree of profit motive required to be demonstrated by straddle

investors for recognition of their straddle losses.
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Background

Prior to the Economic Recovery Tax Act of 1981 (hereinafter

"ERTA"), numerous issues with respect to the taxation of strad-

dles were unclear. The Internal Revenue Service had ruled in

Rev. Rul. 77-185, 1977-1 C.B. 48, that no loss could be recog-

nized on the disposition of a leg of a silver futures straddle

until all of the legs of the straddle were disposed of and, in

any event, even the net loss arising from the straddle could not

be allowed because the taxpayer had Ono reasonable expectation of

deriving an economic profit from the transaction.' In Smith v.

Commissioner, 78 T.C. 350 (1982), the Service litigated the

issues of Rev. Rul. 77-185 in the context of silver futures

transactions entered into by customers of Merrill Lynch conducted

on the COMEX. In Smith, the Tax Court rules that, contrary to

Rev. Rul. 77-185, losses could be recognized on the disposition

of a leg of a silver futures straddle even though other legs had

not yet been disposed of. The Tax Court, however, concluded that

the taxpayers therein did not have the requisite profit motive to

deduct the recognized losses.

The Service was displeased with the ruling in Smith and

moved for reconsideration of the case on April 2, 1982. The

Service again requested the Court to rule that losses could not

be recognized until all legs of a straddle were disposed of. In

its motion, the Service warned that if the Tax Court did not

change its position, the IRS 'intends . . . to follow the logical

consequences of the . . . opinion and seek the disallowance of

the tax straddle losses, coupled with the recognition of tax

straddle gains." Despite the Service's threat to whipsaw

taxpayers, the motion for reconsideration was denied.

At the same time it was litigating the Smith case, the

Service commenced litigation projects with respect to straddle

transactions in other commodity futures, silver futures traded

outside the United States, and options on U.S. Treasury Bills.

In so doing,the Service did not limit its attack on straddles to
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ordinary investors, but broadened its attack to include dealer

transactions as well.

In title V of ERTA, Congress provided statutory rules to

prospectively govern the taxation of certain straddles. The

straddles covered by ERTA included straddles in futures con-

tracts, but did not include straddles in stock options of the

kind ordinarily traded on domestic options exchanges. (See IRC

§1092(d)(2)(B), as added by ERTA.) The rationale for such

exclusion apparently was that straddles in domestic stock options

could not be used to convert short-term capital gain to long-term

capital gain and were thus less of a revenue concern. Conversion

was impossible because domestic stock options would always expire

prior to the long-term gain holding period. S. Rept. No. 97-144,

97th Cong., 1st Sess. 151 (1981).

In subtitle H of the Tax Reform Act of 1984 (hereinafter

NTRA '84"), Congress repealed the exception of domestic stock

options from the rules added by title V of ERTA. Henceforward,

domestic stock options were generally governed by the loss

deferral rules of IRC §1092 or, in the case of options dealers,

by the mark-to-market rules of IRC §1256.

At the time TRA '84 was being considered, Congress became

concerned with the huge backlog of pre-ERTA straddle cases which

had accumulated in the Tax Court. In section 108 of TRA '84'

Congress sought to provide some retroactive rules for the treat-

ment of those straddles in order to speed the resolution of those

cases. (H. Rept. No. 98-861, 98th Cong., 2d Sess. 917 (1984).)

Those rules were as follows:

1. With minor exceptions, the fact that a position was

held as part of a straddle would not be considered in

determining whether there was gain or loss, the timing

of such gain or loss, and the character of such gain or

loss as short-tbrm or long-term. TRA '84 §108(d). In

light of this provision, the Treasury announced: "The

closed and completed transaction argument (set forth in
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Rev. Rul. 77-185] will not be made regarding transac-

tions subject to section 108 of the Act." Temp. Reg.

§I.165-13T (A-9) (August 21, 1984).

2. To prevent the Service from disallowing losses but

taxing the gains from a straddle transaction where the

taxpayer was held not to have had the requisite profit

motive (i.e., the whipsaw which the Service had

threatened in its motion for reconsideration in Smith),

the disallowed loss in such a case would be allowed as

an offset to the gain reported at the time the remain-

ing positions of the straddle were disposed of -- i.e.,

the "net loss* from all the straddle positions was

allowed to the taxpayer. TRA '84 §108(c).

3. Commodity dealers were rebuttably presumed to have

engaged in their straddle transactions in commodities

with the requisite profit motive to deduct their losses

at the time of recognition. TRA '84 §108(b).

The above rules were made applicable to any pre-1982

"straddle" which was not the subject of ERTA's rules. For this

purpose, "straddle" was defined as that term was defined in IRC

§1092(c) immediately after its enactment by ERTA. TRA '84

§108(e). Since a straddle in domestic stock options was not

treated as a "straddle" by ERTA, straddles in domestic stock

options were not affected by the above rules of TRA '84 §108.

Temp. Treas. Reg. §1.165-13T(A-1) ("Straddles in certain listed

stock options were not covered by ERTA and are not affected by

this provision.")

Shortly after the enactment of TRA '84 §108, it became

apparent that a rebuttable presumption for- commodities dealers

was of little help in quickly resolving their cases. According-

ly, in section 1808(d) of the Tax Reform Act of 1986 (hereinafter

TRA '86), TRA '84 §108(b) was modified to make the commodities

dealer presumption irrebuttable "because of the inherent dif-

ficulty in distinguishing tax-motivated straddle transactions
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from profit-motivated straddle transactions when the taxpayer was

in the trade or business of trading in commodities." H. Rept.

No. 99-426, 99th Cong., let Seas. 910-911 (1985).

Recently, the Internal Revenue Service again broadened its

attack on straddles to include an attack on pre-TRA '84 domestic

stock option straddles -- particularly those entered into by

options dealers (i.e., market makers registered with domestic

options exchanges). It has done so, despite the fact that such

straddles did not give rise to conversion of the character of

income (i.e., from ordinary to capital or from short-term capital

to long-term capital), and thus involved the least potential tax

benefit, and despite the fact that substantial non-tax profits

and losses are generated in stock options straddles (unlike

certain other straddles where the potential for profit is

small).

Reasons for Technical Correction

Investors and dealers who engaged in pre-TRA '84 domestic

stock option straddles now face the same predicament formerly

faced by investors and commodity dealers with respect to pre-ERTA

straddles. The government, not constrained by TRA '84 §108, is

once again threatening to raise its old arguments, which may

include Rev. Rul. 77-185's closed and completed transaction

theory and the whipsaw of the taxpayer through the taxation of

straddle gains coupled with the disallowance of straddle losses.

This latter argument is even more dangerous to taxpayers who

engaged in domestic stock options straddles than it was to

taxpayers who engaged in pre-ERTA straddles. Most pre-ERTA

straddles involved the element of conversion -- e.g., losses were

claimed as short-term capital but gains were reported as long-

term capital. If losses in pre-ERTA straddles were disallowed,

the phantom gains on which the taxpayer would pay tax would be

long-term capital gains. By contrast, since pre-TRA '84 domestic

stock options straddles did not involve the element of conver-
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sion, if losses were disallowed, the phantom gains on which the

taxpayer would pay tax would be short-term capital gains and the

phantom tax would be higher.

As Congress recognized in TRA '84 §108, there is no policy

reason for taxing large phantom gains in straddle transactions in

which the taxpayer actually lost (or earned) comparatively little

money, net. In addition, to tax such phantom gains would be to

place individuals who traded over regulated domestic exchanges in

a worse position than those who engagQd in fictitious or sham

straddle trades. (The latter individuals could not be forced to

pay tax on sham gains.) There is no policy reason why the anti-

whipsaw benefits of TRA '84 §108(c) should not also extend to

pre-TRA '84 domestic stock option straddles and it can only be

assumed that the previous failure of TRA '84 5108(c) to cover

domestic stock option straddles was an unintentional oversight.

Secondly, like commodity dealers, options dealers engage in

numerous straddle trades in the course of their business.

Straddle trades enable options dealers to reduce their risk in

making a market in each option. For example, if one investor

desires to purchase a call in Company A November options with a

strike price of 100 and if a different investor seeks to sell a

call in Company A November options with a strike price of 105, no

trade would occur unless the dealer takes the opposite side of

each of the above-trades. A straddle forming the opposite side

of the investors' trades would enable both trades to be completed

at a lower risk to the dealer than if the dealer assumed the

other side of each trade at different times. It would be

extremely difficult for a court to determine which, if any,

option dealer option straddles were not entered into in the

ordinary course of business or were not entered into for profit.

In order to prevent the wasting of resources (both the taxpayers'

and the government's) in litigating option dealer straddle cases,

where it would be unlikely in any event that the government would

prevail, the irrebuttable trade or business presumption of TRA
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084 5108(b), as amended by TRA '86 1108(d), should be extended to

options dealers.

It should again be noted that the proposed technical

corrction takes no position and has no effect the much-debated

issue of the level of profit motive required for an investor to

recognize losses in the case of straddles covered by TRA '84

§108. See Glass v. Commissioner, 87 T.C. 1087 (1986); Miller y

Commissioner, 84 T.C. 827 (1985), on appeal (10th Cir., Nov. 20,

1985): H. Rept. No. 98-861, 98th Cong., 2nd Sess. 917 (1984); H.

Rept. No. 99-426i-- 99th Cong., 1st Sess. 911 (1985); 132 Cong.

Rec. S13956 (daily ed. Sept. 27, 1986) (colloquy between Senators

Dole and Packwood); 132 Cong. Rec. E3389, E3391 (daily ed. Oct.

2, 1986) (statement of Mr. Rostenkowski); Explanation of Techni-

cal Corrections to the Tax Reform Act of 1984 and Other Recent

Tax Legislation (Joint Committee on Taxation May 13, 1987) at 45;

133 Cong. Rec. S7696-$7697 (daily ed. June 5, 1987) (statement of

Senator Dole).

Sincerely,

WILLIAMS & JENSEN, P.C.

Robert E. Glennon
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WILMER, CUTLER & PICKERING

x445 M STRACT, N. W.

WASHINGTON, 0. C. 20037-1420

July 24, 1987

Ms. Laura Wilcox, Hearing Administrator
Committee on Finan.:e
U.S. Senate
205 Dirksen Senate Office Building
Washington, D.C. 20510

Comments Suggesting Clarification of the Ordering Rule
for Using Components of the General Business Credit
and Requesting Clarification of Section 107(g)(2) of
the Technical Corrections Act of 1987 (S. 1350)

Dear Ms. Wilcox:

These comments respond to the request, contained in the

June 17, 1987 press release of the Committee on Finance, for com-

ments on the Technical Corrections Act of 1987 (S 1350).

These comments request (1) confirmation that the compo-

nents of the general business credit are to be utilized in the

order in which they are listed in section 38(b) of the Internal

Revenue Code of 1986 (the "Code"), (2) confirmation that

subcomponents of the investment credit generally are utilized in

the order set forth in section 46(a), (3) clarification that the

reduction of regular investment credit carryforwards under

section 49(c) of the Code shall proportionately reduce the

credits carried forward from each year, and (4) clarification

that section 107(g)(2) of S. 1350 expands the allowable general

business credit for C corporations but does not provide an

ordering rule for the utilization of the credit.

A. Clarification of the Ordering Rule for
Components of the General Business Credit

When Congress amended the general business credit pro-

visions in DEFRA by making the investment credit, the targeted

jobs credit, the alcohol fuels credit, and the PAYSOP credit part

of the section 38(b) general business credit, it failed to pro-
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vide an explicit ordering rule for use of the components of the

general business credit. That failure continued in the 1986 Act.

Moreover, the Treasury Department has not issued regulations or

published rulings that address the issue of the ordering of the

components of the general business credit.

The ordering rules of present law need clarification.

The most appropriate ordering rule is that the components should

be utilized in the order listed in section 38(b) - first the

investment credit determined under section 46(a), then the tar-

geted jobs credit, etc. However whether that rule is in force

under existing law is in doubt because section 38(d) adopts pre-

cisely that ordering rule as a "special rule" for regulated pub-

lic utilities. Ostensibly, the special rule would not have been

needed if a general rule provided the same result.

Section 49(c)(5)(C) further confuses the issue. Sec-

tion 49(c)(1) provides for a 35-percent reduction in any portion

of the business credit carryforward under section 38(a)(1)

attributable to the regular investment credit which has not

expired as of the close of the taxable year preceding the first

taxable year of the taxpayer beginning after June 30, 1987. Sec-

tion 49(c)(5)(C) specifies that

the portion of any current year business
credit or business credit carryforward which
is attributable to the regular investment
credit shall be determined on the basis that
the regular investment credit is used first.

It is not clear how this rule interrelates with what-

ever ordering rule is mandated by section 38. For example, does

section 49(c)(5)(C) mean that regular investment credit from 1985

would be used before .targeted jobs tax credit from 1984? Or does

the normal rule continue to apply that, in a carryforward year,

carryforwards to that year are first claimed on a FIFO basis,

then the business credit earned in that year is claimed? We

understand from informal conversations with Joint Committee staff
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that the latter interpretation was intended. However, the mean-

ing of the provision should be clarified.

The problem with not having an explicit and unambigious

ordering rule is that taxpayers are left without guidance on

important issues in filing their tax returns. For example,

although the Conference Committee recognized that carryforwards

of the investment-based employee stock ownership credit (or

"TRASOP credit") are still available as part of the investment

credit component of the general business credit (even though

investments after 1982 could not qualify for additional TRASOP

credits),- it gave no guidance as to the order in which the

investment credit component of the general business credit (or

any subcomponents) would be utilized. This is an important ques-

tion for taxpayers attempting to determine the proper year for

funding their TRASOPs because the TRASOP must be funded in the

year in which the credit is utilized. 2

We believe that in order to provide fair guidance to

taxpayers, three changes should be made to the ordering rules.

First, a general ordering rule should be set forth for components

of the general business credit to the effect that credits should

be used in the order in which they are listed in section 38(b).

This rule would be consistent with the rule endorsed in the Sen-
3/

ate Finance Committee Report.-

Second, the Code should provide that subcomponents of

the investment credit are utilized in the order set forth in

section 46(a). This rule would be consistent with present IRS

ruling practice.-

The foregoing amendments could be achieved by amending

section 38(d) of the Code to make it generally applicable rather

than restricting its application to certain regulated companies.

Preferably the amendment would be treated as a DEFRA technical

correction so that the guidance would apply retroactively to the

point at which the old ordering rules were repealed.
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The statute should also provide for the situation where

a component of the general business credit or a subcomponent of

the investment credit is deleted from the statute or its order in

the statute is changed.Y' Generally, order should be determined

.by the order in the statute at the time the carryover is used or,

in the case of a subcomponent of the investment credit which is

no longer listed, in the order in which that subcomponent

appeared when the property was placed in service or the credit

was otherwise earned. If the statute no longer references a com-

ponent at the time of use, it should be utilized after the compo-

nents listed in section 38(b). /

As amended, section 38(d) would provide --

ORDERING RULES.--In the case of any taxpayer,
for purposes of sections 46(f), 47a), 196(a)
and any other provision of this title where
it is necessary to ascertain the extent to
which the credits determined under
sections 40(a), 41(a), 42(a), 46(a), or 51(a)
and section 41(a) of the Internal Revenue
Code of 1954 (as in effect on the day before
the enactment of the Internal Revenue Code of
1986) and carryforwards under
section 39(d)(1) of the Code are used in a
taxable year or as a carryback or
carryforward, the order in which such credits
are used shall be determined on the basis of
the order in which they are listed in
subsection (b) and, in the case of the
investment credit, in the order in which the
subcomponents of the investment credit are
listed in section 46(a) (or were listed in
the year in which the property was placed in
service or the credit was otherwise earned).
For purposes of this subsection, order should
be determined by the order in subsection (b)
at the time the carryover is utilized. Com-
ponents of the general business credit that
are not listed in subsection (b) shall be
utilized, after the listed components, in the
order in which they would be have been uti-
lized in the year from which they were car-
ried forward.

Third, section 49(c)(5)(C) should be amended so that it

cross-references the general rule and clarifies that the

35-percent reduction is applied proportionately against the regu-

lar investment tax credits carried to 1987:
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(C) Portion of Credits Attributable to
Regular Investment Credit. -- The portion of
any current year business credit or business
credit carryforward which is attributable to
the regular investment credit shall be de-
termined under subsection (d) of section 38.
The amount of the reduction of the regular
investment credit carryforward under this
subsection shall be deemed to reduce the reg-
ular investment credit carryforwards from a
given taxable year in proportion to the ratio
of that year's regular investment credit
carryforwards to the total carryforwards
reduced under this subsection.

For example, a calendar year taxpayer places property in service

in 1984 and 1985 and claims regular investment credits of $2 and

$10 for those years. It carries the credits forward to 1987.

Pursuant to section 49(c)(3), it reduces the $12 of regular

investment credits by $2.10 (17.5 percent of $12). It then

reduces its 1984 carryforward by $0.35 ($2.10 times $2/$12) and

its 1985 carryforward by $1.75 ($2.10 times $10/$12).

The manner in which the ordering rules should work

under the clarifying amendments suggested above can be illus-

trated by the following example:

A calendar year taxpayer earns the fol-
lowing credits in 1982: $100 of regular
investment tax credit, $10 of TRASOP credits,
and $10 of research credits. It carries the
credits forward to 1987 in which year it
earns $10 of regular investment tax credits
from transition property and $10 of research
credits. In the first instance, the 1987
transition regular investment tax credit is
reduced by 17.5 percent to $8.25 and the 1982
regular investment tax carryforward is
reduced by 17.5 percent to $82.50. Because
of the application of the 75% limitation on
general business tax credits, assume further
that only $90 of the credit is used in 1987.
This $90 will be utilized in the following
order: $82.50 of 1982 regular investment tax
credits and $7.50 of TRASOP credits.2/ The
taxpayer will fund its TRASOP with a contri-
bution reflecting the $7.50 of credit
utilized in 1987.

.The taxpayer will carry forward $30.75
to 1988, plus a gross up equal to $1.75 (the
adjustment provided under section
49(c)(4)(B)(ii), using the language of
S. 1350). The $8.25 of 1987 regular invest-
ment tax credit and the $1.75 of gross up
credit are added together and then reduced by
35 percent to $6.50. Because of the 75% lim-
itation on general business tax credits,
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assume that only $25 of the credit may be
used in 1988. The total carryforward that
could be utilized in 1988 will be $25 uti-
lized in the following order: $2.50 of 1982
TRASOP credit, $10 of 1982 research credit,
$6.50 of 1987 regular investment tax credit,
and $6 of 1987 research credits, leaving $4
of 1987 research credits to be carried for-
ward to 1989.

B. Revision of Section 107(g)(2) of S. 1350

The Committee should also revise section 107(g)(2) to

clarify that the ordering rule for purposes of determining the

amount of the allowable credit is not the ordering rule for

utilization. The technical correction in its present form could

be read to reverst-the customary ordering in using the components

of the general business credit: allowing use of the regular

investment tax credit only after use of the other components of

the general business credit.

1. General Business Credit Limitatign Undr
Section 38(c), 9f the 1986 Code

Section 38(c)(1) of the Code provides the general limi-

tation on the utilization of the general business credit under

section 38(a). Before enactment of the Tax Reform Act of 1986, a

corporate taxpayer could offset its regular income tax, but not

its minimum tax, with the general business credit.

Section 38(c)(1) of the Code retained that general rule by

limiting the allowable general business credit to the lesser of

(1) the sum of (A) so much of the net regular tax liability as

does not exceed $25,000 and (B) 75 percent of so much of the net

regular tax liability as exceeds $25,000 and (2) the excess of

the net regular tax liability over the tentative minimum tax for

the year.

Congress enacted a special limitation for

C corporations, permitting them to make greater use of the

general business credit./ It added paragraph (3) to

section 38(c) to provide that a C corporation could use its regu-

lar investment tax credits to offset a portion of its tentative
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minimum tax if it would otherwise be subject to the minimum

tax.,/

2. Section 107(q)(2) of S. 1350

S. 1350 could be read to permit use of the regular

investment tax credit to offset corporate minimum taxes only if

the other components of the general business credit are first

exhausted. The accompanying Joint Committee description of this

provision says only that the computation of the allowable limit

will be made as if the other components were used before the reg-

ular investment tax credit:
Investment tax credits.--The bill clarifies
that the total amount of the general business
credit allowable to a C corporation for a
taxable year in which the regular tax exceeds
the tentative minimum tax is determined as if
any portion of the general business credit
not attributable to the regular investment
tax credit first offset the regular tax, and
the regular investment credits (to the extent
otherwise available) then reduced the net tax
to 75 percent of the tentative minimum
tax.1_7

We suggest that the Committee clarify that the proposed amended

section 38(c)(3) is used to determine the amount of the allowable

general business credit for purposes of section 38(c) and does

not address the orde in which C corporations in fact utilize

those credits. The ordering in section 107(g)(2) appropriately

implements Congressional intent to expand the allowed general

business credit for C corporations, but if the technical correc-

tion were deemed to specify the order for utilization, it would

be inconsistent with what appears to be the correct rule:

namely, th3t components of the general business credit generally

should be utilized in the order listed in section 38(b). Under

that order, the investment credit, of which the regular invest-

ment credit is a subcomponent would be utilized first.

Sincerely,

F. David Lake, Jr.

R. Scott Kilre
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I/ "Thus, for example, 100 percent of ITC carryovers may
continue to be allowed for funding an investment tax credit
employee stock ownership plan." H.R. Conf. Rpt. No. 841, 99th
Cong., 2d Sess. at 11-64 (1986).

I/ US Section 48(n)(1) of the Internal Revenue Code of
1954, before thAt subsection's repeal in DEFRA: The TRASOP
credit "shall not apply . . . unless the taxpayer on his return
for such taxable year agrees . . . to make transfers of employer
securities to a [TRASOP . . ., to the extent allocable to that
portion of the (TRASOP] credit which is allowed as a carryover in
a succeeding taxable year, not later than 30 days after the due
date (including extensions) for filing the return for such suc-
ceeding year."

I/ See the Senate Finance Committee's description of the
reduction of ITC carryforwards in which it stated that --

[i]f a regular investment tax credit is
allowable for a taxable year beginning after
December 31, 1986, the amount allowable is
reduced by 30 percent (15 percent, in the
case of credits allowable for a taxable year
beginning in 1987). . . . For purposes of
determining the extent to which an investment
credit determined under section 46 i used in
a taxable year beginning after December 31,
1986, the order in which other credits
included in a taxpayer's general business
credit are used shall be determined on the
basis of the order in which they are listed
in section 38(b).

S. Rpt. No. 313, 99th Cong., 2d Sess. 115 (1986).

4/ See LTR 8645044 (August 11, 1986).

A/ Alternatively, the statute could provide a summary
table setting forth the ordering which result from the rules we
propose for section 38(d).

f/ This problem arises, for example, with PAYSOP credits
or WIN credits carried to 1981. Carryforwards of WIN credits
enter the issue of utilization of the general business credits
because section 39(d) of the Code made unexpired pre-DEFRA
carryforwards a general business credit carryforward.

Although we cannot think of a situation in which this
would occur, we suggest that if the taxpayer has more than one
component from a given year which is no longer referenced, it
would utilize those components in the order in which they would
have been utilized in the year from which they were carried but
after it utilized the listed components of section 38(b).

2/ Because the research credit is listed in section 38(b)
for 1987, it is utilized i1h the order shown in that subsection.
Because the TRASOP is no longer listed, it is utilized in the
order which existed when the property with respect to which the
TRASOP credit is earned was placed in service.
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A/ The staff of the Joint Committee on Taxation explained
that *(i]n order to provide transition relief, corporations are
permitted to use regular investment tax credits to offset up to
25 percent of minimum tax liability." 1986 Bluebook at 437-38.

/ ""The 1986 Act did not make clear the interrelationship
between the (c)(1) limitation and the new provision in (c)(3).
Although it seems clear that section 38(c)(3) was intended to
permit C corporations to use an additional portion of its general
business credits, the lack of a cross reference to section
38(c)(1) left open the possibility that (c)(3) could be misread
to be an alternative to (c)(1), rather than supplement.
Section 107(g)(2) of S. 1350 makes clear that C corporations may
utilize an additional portion of its general business credits.
But in making this commendable clarification, S. 1350 raises new
problems discussed herein.

10q/ Staff of the Joint Committee on Taxation, Description
of the Technical Corrections Act of 1987 (H.R. 2636 and S. 1350)
at 63 (June 15, 1987).
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APPENDIX

GENERAL BUSINESS CREDIT LIMITATION EXAMPLES
(Dollars in Millions)

Example 1

Credits earned & carried forward to 1985:

1981 1982 1983 1984 1985 Total

Regular ITC 29 18 16 14 10 87
TRASOP 1% 3 2 0 0 0 5
TJTC 1 1 1 1 1 5
Research 10 8 7 6 5 36
Win Credit - 4 0 0 0 0 4
PAYSOP 0 0 2 3 4 9

Total 47 29 26 24 20 146

1985 tax liability 76

Credits 'allowed:
Research 36
General business credit 34

Total credits allowed 70

Net tax 6

Notes: 1) In 1985 the research credit was not part of the
general business credit; it had its own limitation.

2) The $34 of general business credit is made up of
full $29 of 1981 regular ITC, the $3 of 1981 TRASOP
credit, the $1 of 1981 Targeted Jobs Tax Credit, and
$1 of 1981 WIN credit. The TRASOP credit is used in
the order in which it appeared in section 46(a) when
the property with respect to which it is claimed was
placed in service. Since the WIN credit is not
listed in section 38(b), it is used after all the
listed credits.
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Example 2

Credits earned & carried forward to 1985:

1981 1982 1983 1984 1985 Total

Regular ITC
TRASOP 1%
TJTC
Research
PAYSOP

Total

10 21 16 14 10 71
1 2 0 0 0 3
1 1 1 1 1 5

10 8 7 6 5 36
0 0 2 3 4 9

22 32 26 24 20 124

1985 tax liability

Credits allowed:
Research
General business credit

Total credits allowed

Yet tax

76

36
34

70

6

1) In'1985 the research credit
general business credit; it
limitation.

was not part of the
had its own

2) The $34 of general business credit is made up
of the full $12 of 1981 credit, the full $21 of
1982 regular ITC, and $1 of 1982 TRASOP credit.
The other $1 of 1982 TRASOP credit, the $1 of
1982 TJTC and the full general business credits
from 1983-1985 remain as carryovers.

Notes:

o&
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Example 3

Credits earned & carried forward to 1987:

1981 1982 1983 1984 1985 1986 1987 Total

Regular !TC 20 18 16 14 10 4 2 84

Reduced ITC 17 15 13 12 8 3 2 70
TRASOP1% 2 2 0 0 0 0 0 4
TJTC 1 1 1 1 1 1 1 7
Research 10 8 7 6 5 7 10 53
PAYSOP 0 0 2 3 4 0 0 9

Total 30 26 23 22 18 11 13 143

1987 regular tax liability 200

1987 tentative minimum tax 104

Section 38(c)(1) limitation
(I) Sec. 38(c)(1)(A) limitation 150
(2) Sec. 38(c)(1)(8) limitation 96
(3) Sec. 38(c)(1) limitation (lesser of (1) or (2)) 96

Section 38(c)(3) addition
(4) Regular ITC (17.5% reduction) 70
(5) Sec. 38(c)(1) limitation (line (3)) 96
(6) 'General Business credit available other

than regular ITC 73
(7) Line (5) less line (6) 23
(8) Line (4) less line (7) 47
(9) 25% of 1987 tentative minimum tax 26
(10) Sec. 38(c)(3)(A) addition

(lesser of (8) or (9)) 26

Revised section 38(c)(1) limitation
(11) Revised Sec. 38(c)(l)(B) limitation 122

(line (2) + line (10))
(12) Revised Sec. 38(c)(1) limitation

(lesser of (1) or (11)) 122

Regular tax liability 200
General business credit 122

Net tax 78

Notes: 1) Taxpayer is a calendar-year taxpayer.
2) The calculation of the credit limitation uses the

proposed rules of S. 1350.
3) The $122 credit is made up of the full $30 of 1981

credit, the full $26 of 1982 credit, the full $23
of 1983 credit, the full $22 of 1984 credit, the
full $18 of 1985 credit, and the full $3 of 1986
regular ITC. These numbers reflect the 17.5%
reduction for regular ITC for each year.

4) The carryover to 1988 would be made up of $1 of
1986 TJTC, $7 of 1986 research credit and the
full $13 of 1987 credit. (The reduction of 1987
regular ITC is lost in the rounding.)
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Example 4

Credits earned & carried forward to 1987:

1981 1982 1983 1984 1985 1986 1987 Total

Regular ITC 23 18 25 14 10 4 3 97

Reduced ITC 19 15 21 12 8 3 2 80
TRASOP 1% 2 2 0 0 0 0 0 4
TJTC 1 1 1 1 1 1 1 7
Research 6 3 4 3 2 2 1 21
Win Credit 4 0 0 0 0 0 0 4
PAYSOP 0 0 4 3 4 0 0 11

Total 32 21 30 19 15 6 4 127

1987 regular tax liability 160

1987 tentative minimum tax 104-

Section 38(c)(1) limitation
(1) Sec. 38(c)(1)(A) limitation 120
(2) Sec. 38(c)(1)(B) limitation 56
(3) Sec. 38(c)(1) limitation (lesser of (1) or (2)) 56

Section 38(c)(3) addition
(4) Regular ITC (17.5% reduction) 80
(5) Sec. 38(c)(1) limitation (line (3)) 56
(6) General Business credit available other

than regular ITC 47
(7) Line (5) less line (6) 9
(8) Line (4) less line (7) 71
(9) 25% of 1987 tentative minimum tax 26
(10) Sec. 38(c)(3)(A) addition

(lesser of (8) or (9)) 26

Revised section 38(c)(1) limitation
(11) Revised Sec. 38(c)(1)(B) limitation

(line (2) + line (10)) 82
(12) Revised Sec. 38(c)(1) limitation

(lesser of (1) or (11)) 82

Regular tax liability 160
General business credit 82

Net tax 78

Notes: 1) Taxpayer is a calendar-year taxpayer.
2) The calculation of-the credit limitation uses the

proposed rules of S. 1350.
3) The $82 credit is made up of the full $32 from 1981,

the full $21 from 1982, and $29 from 1983. The $29
from 1983 is used in the following order: first, the
full $21 of regular ITC; second, the full $1 of TJTC;
third, the full $4 of research credit; and fourth,
$3 of the $4 of PAYSOP credit. Since the PAYSOP
credit is not listed in section 38(i) in 1987, it is
used after the credits which are listed. The ITC
used reflects the 17.5% reduction for each year.
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Office of the Preident

Ward Street at North Wittenberg Avenue
Post Office Box 720
Springfield, Ohio 45601

513-327-6231

July 1, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, D.C. 20510

Dear Ms. Wilcox:

I was sorely disappointed to learn that the recently introduced
Technical Corrections Act of 1987 (H.R. 2636) failed to clarify that
charitable gift annuities are not "commercial-type insurance" under IRS
Sec. 501 (m). It is very important to this University, as it is to all
501(c)(3) organizations, that the Technical Corrections Act be amended
in that fashion.

I am asking your support on this issue because this stance is logical,
fair and practical. Gift annuities have been an integral part of
Wittenberg's development operation for many years. The failure of this
Congress to amend H.R. 2636 would have a severe impact on Wittenberg and
its ability to fulfill its mission.

Our rationale for this amendment is straightforward: gift annuities
enable smaller donors to contribute to the University in the same way
that larger donors contribute through charitable remainder annuity
trusts. We in no way compete with commercial annuities, and this
traditional method of giving is a very important part of our overall
fund-raising effort.

I strongly urge that you help amend the Technical Corrections Act of
1987 to clarify that charitable gift annuities are not subject to IRS
Sec. 501(m).

Thank you for your consideration.

CorAially,

William A. Kinnison
President

WAX: ph
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vvviu iji ~~arr yme, ound, ereThl oDirecto

of Life Fellowship, Icjarr .ounder. Diecor
Rm:hing Youth teith the Cospel of Christ Schroon Lake, New York 12870

Pho: 518/532-7111

July 17, 1987

Ms. Laura Wilcox
U.S. Senate Committee on Finance
S.D. 205
Washington, DC 20510

Dear Ms. Wilcox:

I am writing to you on behalf of WORD OF LIFE Fellowship, Inc. to express
our deep concern over the potential taxation of charitable gift annuities.

Please amend Technical Corrections Act of 1987 (!.R. 2636) to clarify
that charitable gift annuities issued by IRC Sec. 501(c)(3) organizations are
not "commercial-type insurance" under IRC Sec. 501(m).

We believe that if we were unable to obtain relief in this area, an
important source of funds would be eliminated for our charitable activities.
Gift annuities have been used in organizations like ours for over 100 years.
For the small donor, a charitable gift annuity is the equivalent of the chari-
table remainder annuity trust for the large donor, which is unaffected by
Sec. 501(m). Gift annuities are used because an interested donor wants to
make a gift to help a charity, not so that the donor can obtain annuity pay-
ments. Gift annuities don't compete with commercial annuities and are not
"commercial-type insurance."

We would appreciate very much your leadership in clarifying the exemp-
tion of charitable gift annuities from IRC Sec. 501(m).

Thank-you.

Very truly yours,

Douglas H. Mieras, CPA
Administrator

DHM:ak

Bible Institute Cam1ps -Clubs 99Overas C I161A T a 0rA pa" SooYouthMinisries Television Tours
1940-1990
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LAW OFFICES

ZUCKERT, SCOUTT, RASENBERGER & JOHNSON

The Hon. Max Baucus
Chairman
Subcommittee on Taxation

& Debt Management
Commitlee on Finance
United States Senate
Washington, D.C.

Dear Senator:

In accordance with the your announcement June 30 concerning
forthcoming hearings on S.1350, we submit the following comments
on behalf of The Continental Corporation and The Chubb
Corporation concerning the Technical Corrections Act of 1987.

Our comments are confined to the foreign tax provisions in
Part XII of the bill, specifically Part C, U.S. Taxation of
Income Earned Through Foreign Corporations, ar more particularly
U.S. taxation of income earned by a bona fide foreign insurance
affiliate located in a high tax nation.

REAFFIRMATION OF INSURANCE TAX REFORMS

From the earliest proposals until final passage of the Tax
Reform Act of 1986, we encouraged reform of U.S. insurance
taxation. Removal of tax shelter opportunities from property-
casualty insurance will result in more stability and availability
for American consumers.

Bona fide property-casualty insurance companies are unique
taxpayers.TM-e Treasury, the Internal Revenue Service and the
federal courts have long distinguished legitimate property-
casualty insurance companies from other taxpayers on the basis of
risk shifting and distribution. A bona fide property-casualty
insurer is permitted for federal income tax purposes to use
accounting methods denied other taxpayers because the unrelated
insured transfers all risk to the insurer, and the insurer in
turn distributes the assumed risk over a wide variety of
policyholders. See Carnation Co. v. Commissioner, 640 F.2d 1010o
(9th Cir. 1981); Rev. Rul. 77-316, 1977-2 C.B. 53.

Property-casualty insurance investment income is not
"passive interest-type income" separate and apart from basic
insurance operations. Investment income is integral to the
ability of an insurer to pay claims. It is considered in pricing
the policy. The insurer's cost of fulfilling its obligation to
policyholders is never fully funded through premium payments.

Congress has recognized consistently that taxable income of
a property-casualty insurer reflects aggregate underwriting and
investment results. The 1986 reforms seek to measure property-
casualty taxable income more accurately under the fundamental
premise that insurance income is a function of combined
underwriting and investment results. The integrity of this
system must be preserved. Neither the Treasury, nor consumers,
nor bona fide insurance under'Qriters benefit when the basic
tenetsof-Tnsurance taxation are abused or transferred for tax
shelter purposes.
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CONGRESS INTENDED FOR A HIGH TAX EXCEPTION TO BE AVAILABLE FOR
BONA FIDE AMERICAN INSURERS.

Under the 1986 Subpart F revisions virtually all insurance
income of a foreign insurance affiliate is attributed back to the
American insurance parent and taxed currently. Imputed income is
calculated under Subchapter L as if the foreign insurance
affiliate were a U.S. insurance company. By revising Subpart F,
Congress wanted to end the practice of using tax haven or low tax
countries to shield U.S. income from U.S. tax. At the same time
Congress intended to protect the operations of bona fide U.S.
companies in high tax nations. Congress believeothatF-ubpart F
would "impose current tax only on income of controlled foreign.
. . insurance cgi~panies that is in fact received in low-tax
jurisdictions."-

Congress enacted Section 954(b)(4).2/ to shield companies
operating in high tax countries from current tax. On its face
Section 954(b)(4) appears to work. However, the unforeseen
interplay between new Subpart F foreign insurance reforms, new
Subchapter L domestic insurance reforms, and existing foreign
insurance tax systems takes away the Section 954(b)(4) exception
Congress thought it had provided for American insurers with bona
fide foreign affiliates in high tax nations.

SECTION 954(b)(4) DOES NOT WORK

The 954(b)(4) exception does not work for a U.S. foreign
insurance affiliate because the new U.S. insurance tax base is
now fundamentally different from any foreign insurance tax base.
Before 1986 all major trading nations, including the U.S., based
taxation of property-casualty insurers on regulatory accounting.

The new U.S. system now discounts premium reserves and taxes
a portion of tax-exempt investment income. At the same time the
new U.S. system accelerates recognition of premium income. In
effect income is increased and deductions are decreased,
resulting in a higher tax base.

Other major trading nations adhere to traditional property-
casualty taxation. Consequently, the 954(b)(4) exception will
never work for any U.S. property casualty insurance company--even
those operating in Jurisdictions with statutory tax rates higher
than the U.S. rate.

THE "SAME-COUNTRY" EXCEPTION DOES NOT WORK

Section 953 provides an exception for income from insuring
unrelated risks within the country in which the foreign insurance
affiliate is incorporated. This approach does not recognize the
global nature of property-casualty insurance. The business of
international insurance is not confined to one country. In order
to compete, U.S. insurers must cover multinational insureds
around the world. It is necessary to write international
coverage out of a country such as England to cover non-English
risks due to the network of tax and trade barriers other nations
erect against U.S. insurers. The London market is also the
leading source for underwriting international risks from all over
the world. "Same-country" risks are a minuscule portion of the
insurance underwritten in London. The "same-country exception"
does not recognize the business realities of the international
insurance market.
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PUNITIVE TAX IMPACT

Two examples illustrate the punitive tax impact and
competitive disadvantage that result from the failure of U.S.
foreign affiliates to qualify for the 954(b)(4) exception. The
examples are based on 1986 actual operating results of 100% own4
foreign affiliates of a leading U.S. property-casualty insurer._I

1. Nondomiciled Risks

Company A is organized in the United Kingdom (U.K.) and
writes international reinsurance in conjunction with the Lloyd's
market in London. It writes no U.K. risks. Lloyd's is the
largest single market in the world for international commercial
coverage. Company A's entire taxable income from both
underwriting and investments, as measured under the new
Subchapter L for U.S. property-casualty insurers, will be
currently taxed to its U.S. parent. As a result, this bona fide
U.K. affiliate will generate a U.S. tax liability of between5.3
and $5.5 million to its U.S. parent even though U.K. taxes paid
by that subsidiary were only $300,000. Any non-U.S. owned
insurer of international risks in the London market would pay
only $300,000 in worldwide tax on identical operating results.

2. Domiciled Risks

Even where same-country underwriting income will not be
taxable to the U.S. parent, insurance investment income remains
subject to current taxation. For most property-casualty
companies, investment income is the only source of profits.
Underwriting income is almost always negative.

Company B is a Canadian subsidiary. When the tax base for
the Canadian affiliate is recalculated under new Subpart F, the
U.S. parent will incur from $700,000 to $2.0 million of U.S. tax
in addition to the $2.05 million of Canadian tax incurred by
Company B. Any non-U.S. owned Canadian insurer will not pay the
additional $2.05 million. This result occurs under Subpart F
even though the Canadian statutory rate exceeds 50 percent.

TRANSITION RULE

Section 1221(g)(3) of the Tax Reform Act of 1986, as
modified by the Technical Corrections Act of 1987, grants the two
largest American international insurers relief from the full
impact of all foreign insurance tax reforms in Subpart F during
the first three years the law is effective. Clearly transitional
relief is appropriate.. It is difficult to understand, however,
wby relief is given to the largest American international
insurers, but a technical correction is not included to make the
'Igh rate exception work for the third and fourth largest
kmerican international insurers. The smaller companies will bear
the full burden of paying new Subpart F taxes during the first
three years the law is effective.

A TECHNICAL CORRECTION IS REQUIRED

In order to make the 954(b)(4) exception available for bona
fide foreign insurance affiliates a technical correction is
required. The technical correction would be available only to
bona fide foreign insurance affiliates operating in high
insurance tax nations. The technical correction would provide
for a three year transition period. After three years the
Secretary of the Treasury would be granted authority to designate
high insurance tax nations using narrowly defined criteria that
will adjust for differences as they change in new U.S. insurance
tax law and existing foreign insurance tax law. The correction
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will only apply to qualified bona fide insurance companies
operating in high insurance taxnations. An anti-avoidance
provision will be included. If other high tax nations adopt
insurance tax reforms, the Secretary will be able to reflect this
in the list of designated nations. Canada is now exploring
reform of its insurance tax laws.

U.S. TAX POLICY FAVORS FOREIGN INSURERS OVER AMERICAN INSURERS

American foreign insurance affiliates must compete for
overseas business with established foreign companies. Foreign
insurers are taxed only on foreign tax bases which rest upon
regulatory accounting principles. Only the new U.S. property-
casualty reforms depart significantly from regulatory accounting
principles in measuring taxable income.

The competitive problem arises overseas from applying the
new U.S. domestic insurance reforms to foreign affiliates of
American insurers which compete against foreign insurers taxed
under regulatory accounting systems. As a result some American
foreign affiliates in critical markets will pay taxes 1,800Z
higher than any competitor.

Inside the United States, the Treasury is willing to tax
foreign insurers for U.S. tax purposes on their own foreign tax
base. We have no objection to that. What is objectionable,
however, is the U.S. Government's refusal to recognize vast
differences in foreign high tax bases for American insurance
affiliates competing overseas.

IMPORTANT FOREIGN MARKETS FOR AMERICAN INSURANCE WILL BE LOST.
MANY SUPPORT STAFF JOBS WILL BE ELIMINATED INSIDE THE U.S.

A few American insurers compete in the global market against
major foreign insurers domiciled in the United Kingdom, Germany,
France, Italy, Japan, Switzerland, the Netherlands, and Canada.
Worldwide insurance premium volume in 1984 was $498 billion
dollars. Of this amount 56.5 percent was property-casualty
business. The major commercial centers are the European Economic
Community with $56.9 billion in property-casualty premiums; the
rest of Europe, with $11.45 billion; Japan, $21.8 billion; and
Canada, $8.6 billion.

Chubb and Continental have been active in international
insurance markets for years. Their bona fide foreign operations
are not newly hatched tax haven schees. -nternational
operations create new jobs inside the United States. Lead
underwriters and technical support staffs are located in the
United States. A fully computerized global network allows
Americans to provide risk analysis, status reports or other
information about complex multinational risks to field staffs
overseas.

International insurance has grown as rapidly as 80 during
the past five years. Approximately 3,000 Chubb and Continental
employees support foreign operations. New employees have been
hired to support this growth. If the 954(b)(4) exception is not
available, affiliates in high tax nations will be sold, resulting
in a loss of 750 jobs within the United States. More important
than the loss of current jobs is the removal of future economic
growth for American insurers which will benefit our entire
economy.

If the excessive taxation of American insurers' bona fide
foreign affiliate income from high tax nations is not reversed,
international insurance premiums will be lost to foreign
competitors. The Harvard Business Review noted recently that
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U.S. service industries, including insurance, could follow
American manufacturing into decline. Net positive trade balances
in services have fallen steadily since the beginning of the
decade -- from $41 billion in 1981 to $21.4 billion in 1985. See
James B. Quinn and Christopher E. Gagrion, "Will services follow
manufacturing into decline?" Harvard Business Review, Nov-Dec.
1986.

THE TECHNICAL CORRECTION IS IN ACCORD WITH GATT AND OTHER U.S.
LAWS.

The General Agreement on Tariffs and Trade ("GATT") is
designed to keep nations from pursuing national trade policies
harmful to other nations and the world economy as a whole. The
"Most-Favored-Nation" and "National Treatment on Internal
Taxation and Regulation" clauses aim at breaking down trade
barriers.

The technical correction would create no barriers to trade
nor give U.S. companies any advantage not extended to foreign
insurers. The technical correction would merely put American
insurers in a competitive position with foreign insurers in
foreign markets. This is in accordance with GATT goals. The
U.S. already accords foreign insurers a more favorable tax status
inside the U.S. than it provides for American insurers.

The fact the technical correction names specific countries
for its purposes does not violate GATT. So long as the purposes
of the GATT agreements are effectuated a nation may adopt its
laws in any form it chooses.

Other provisions of the Internal Revenue Code list countries
by name. Section 1201(e)(2)(H) of the Tax Reform Act defines
"qualified loans" for the foreign tax credit as loans made to one
of thirty-three specified countries or the residents thereof.
I.RC. S 999 requires the IRS to issue a list of countries that
may require participation in, or cooperation with an
international boycott. See.also Notice 87-40, 1987-23 I.R.B. 13.
(list of 6 999 countriesT .The proposed technical correction
would be in accordance with GATT and would follow a well-
established format in the Internal Revenue Code.

NO REVENUE IMPACT

Congress enacted the high effective rate exception in
Section 954(b)(4) with the intent that American businesses
conducting bona fide operations in high tax nations would not be
subject to Subpart F reforms designed to raise revenue from
operations in tax haven or low tax nations. No revenue was
intended to be raised under Section 954(b)(4).

The data used by the Joint Committee to estimate revenue
under Subchapter L and under Subpart F from American insurers did
not include income from foreign insurance affiliates in high tax
nations. Consequently a technical correction will have no
negative impact upon insurance revenue estimates provided
Congress under the Tax Reform Act of 1986.

If the Section 954(b)(4) exception continues to be
unavailable for American insurers, and if American insurers
continue to operate their affiliates in high tax nations as they
now do, less than $50 million in revenue will be collected.

Without the Section 954(b)(4) exception, bona fide foreign
affiliates will be subject to a tax increase of 1,00%. No other
foreign or domestic competitors will be so affected. Competition
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under such a punitive tax structure will be impossible. 
The

result will be outright sales of bona fide foreign 
affiliates of

American insurers in high tax nations to foreign insurers. The

source of all future income will no longer be owned by Americans.

We would be pleased to provide the Committee 
with any

additional information which would be helpful.

incerely yours C

Walter D. Vinyard, Jr.

WDV,jr./j

1/ H. Rep. No. 426, 99th Cong., 1st. Sess. pgs. 398-399
(emphasis added).

2/ I.R.C. S 954(b)(4) provides an exception for companies
operating in a high tax country. Under Section 954(b)(4)
Subpart F income does not include income that was subject to
an effective rate of tax in the foreign jurisdiction greater
than 90 percent of the U.S. tax rate.

3/ For some of these companies, no foreign tax credit ("FTC") is
available because the foreign insurance affiliate is more than a
third-tier subsidiary. See S 960(a). For other companies, the
FTC is available. Conseq'uently, each example will show the
additional U.S. tax burden assuming first full creditability and
then zero creditability4
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ZUCKERT, SCOUTT, RASENBERGER & JOHNSON

Supplemental Sheet

Designated Representative

Walter D. Vinyard, Jr.
888 17th Street, N.W.
Washington, D.C. 20006
Telephone: (202) 298-8660

Summary of Comments

Technical Correction

TO CLARIFY THAT THE SECTION 954(b)(4) EXCEPTION IS
AVAILABLE AS CONGRESS INTENDED TO QUALIFED FOREIGN

INSURERS OPERATING IN HIGH TAX COUNTRIES

REAFFIRMATION OF INSURANCE TAX REFORMS

CONGRESS INTENDED FOR A HIGH TAX EXCEPTION TO BE
AVAILABLE FOR BONA FIDE AMERICAN INSURERS

SECTION 954(b)(4) DOES NOT WORK

THE "SAME COUNTRY" EXCEPTION DOES NOT WORK

PUNITIVE TAX IMPACT

TRANSITION RULE

A TECHNICAL CORRECTION IS REQUIRED

U.S. TAX POLICY FAVORS FOREIGN INSURERS OVER
AMERICAN INSURERS

IMPORTANT FOREIGNMARKETS FOR AMERICAN INSURANCE
WILL BE LOST. MANY SUPPORT STAFF JOBS WILL BE
ELIMINATED INSIDE THE U.S.

THE TECHNICAL CORRECTION IS IN ACCORD WITH GATT

AND OTHER U.S. LAWS

NO REVENUE IMPACT
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United States Council for SemngAnericmn Business as U.S Affiliate o.
onalThe International Chamber of Commerce

The International Organisation of Employers
The Business and Industry AdWsory Committee to the OECD
The ATA Ca re System

July 21, 1987

Dear Mr. Chairman:

Oh behalf of the United States Council for International
Business, we are pleased to respond to your request for
comments on the pending Technical Corrections Bill (S.
1350). The United States Council for International
Business is comprised of some 300 major corporations,
law firms, and accounting firms with substantial expe-
rience in foreign operations of U.S. entities. The
Council represents American business in the major inter-
national economic institutions such as the OECD and the
International Chamber of Commerce.

We are concerned about action proposed to be taken with
respect to the interaction of provisions of the Internal
Revenue Code and obligations under U.S. income tax trea-
ties with other nations, including statements in the
explanation of the bill that suggest an abandonment of
long standing principles governing U.S. compliance with
treaties.

We do not believe that changes in U.S. commitments to
international agreements should be considered as mere
technical corrections. We refer specifically to pro-
posed legislation affecting presumptions as to whether
inconsistent treaty or statutory rules should prevail;
the overriding of existing treaty provisions in possible
future conflicts that have not been identified; and the
interpretations of treaty nondiscrimination provisions
that could, if adopted by others, significantly undercut
treaty protection for U.S. companies and their subsidi-
aries against discriminatory tax laws of foreign coun-
tries. We propose, therefore, that section 112(y)
(Coordination with Treaties) be deleted from the bill.

Very truly yours

Richard M. Hammer
Chairman
Committee on Taxation

Robert J. rick, Jr.
Vice Chairman
Committee on Taxation

cc: Honorable James A. Baker, III
Honorable J. Roger Mentz
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