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MISCELLANEOUS FARM-RELATED TAX
PROPOSALS

WEDNESDAY, OCTOBER 5, 1994

U.S. SENATE,
SUBCOMMITrEE ON ENERGY AND

AGRICULTURAL TAXATION,,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 1:05 p.m., in

room SD-406, Dirksen Senate Office Building, Hon. Thomas A.
Daschle, Chairman of the Subcommittee, presiding.

Also present: Senators Conrad and Roth.

OPENING STATEMENT OF HON. THOMAS A. DASCHLE, A. U.S.
SENATOR FROM SOUTH DAKOTA, CHAIRMAN OF THE SUB.
COMMI EE
Senator DASCHLE. The hearing will come to order. Let me thank

all of those who have agreed to be witnesses today. I want to wel-
come all of you. This hearing is scheduled to be conducted to exam-
ine a number of farm tax bills. We are pleased to have a good num-
ber of witnesses today who can help us better appreciate their
value.

Periodically the Subcommittee on Energy and Agricultural Tax-
ation holds a hearing on miscellaneous farm tax measures, and it
is very important to view the Tax Code's impact on farmers as a
whole. Accordingly, it is helpful to discuss farm tax proposals all
together in a hearing of this nature.

Farmers often face unique circumstances in their business, and
there are a number of provisions in the Internal Revenue Code that
recognize this. However, some of those existing provisions need re-
finement. Moreover, as times change, farmers are subject to in-
creasing legal and regulatory requirements, such as in the environ-
mental area. New tax code provisions may be needed in order to
ensure that tax policy goals are consistent with our goals in envi-
ronmental icy, agricultural policy, and other areas.

The tax bills before us today, sponsored by a number of my col-
leagues, cover many of these concerns. Two bills relate to the estate
tax, which poses significant threats to the continued- existence of
family farms. IRS interpretation of the estate tax special use valu-
ation for farms has unfairly placed a retroactive tax burden on
many inheriting farm families.

Also, the estate tax exemption has not been increased since 1987.
And, in a proposal introduced by Senator Durenberger, the exemp-
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tion would be increased, recognizing the higher value of farm prop-
erty since that date.

Another couple of bills attempt to refine existing tax code provi-
sions relating to the treatment of disaster-related income. I and
many of my colleagues in the Senate, along with Congressman
David Minge of the House, have fought to enact a simple change
in the timing of recognition of crop disaster payments. Without this
change, many farmers will have a bunching of 1993 and 1994 in-
come on their 1994 returns. In addition, -many farmers who were
forced to sell livestock prematurely as a result of the 1993 floods
may not avail themselves of existing disaster tax provisions for
livestock because those provisions apply only to drought, and not
to floods.

We will also discuss proposals relating to special problems of
farmer cooperatives, environmental compliance by farmers, and the
ability of farmers to save for retirement.

Senator Boren has introduced legislation to address the proper
treatment of gains and losses arising when a farmer cooperative
sells assets. Senator Conrad has recognized the need for tax relief
for farmers who are forced to purchase special equipment in order
to comply with new laws and regulations aimed at environmental
protection and soil and water conservation.

Senator Kohl has suggested a new way for farmers to tap the eq-
uity of their farm property, often their only pension, to fund their
retirement years.

And, finally, we will fulfill a longstanding obligation of the Fi-
nance Committee, first extended by former Chairman Lloyd Bent-
sen, and reaffirmed by Chairman Pat Moynihan, to hold a public
hearing on an issue that affects a certain type of export company.

As anyone in this room will attest, exports are the lifeblood of
agriculture, and this too is an important part of this hearing.

Without further delay, let us proceed with the testimony. As we
have a number of witnesses, I would like to encourage those who
have brought written testimony to have it inserted in the record
and summarize where possible. We will proceed with the hearing
at this time.

I have a letter from Senator Byron Dorgan that I would like to
insert in the record with regard to estate tax special use valuation.
He has been very active for many years on the issue, and I know
that this will be an important contribution to the record.

[The letter from Senator Dorgan appears in the appendix.]
Senator Conrad also is a cosponsor of legislation on this issue

that Senator Dorgan and I have introduced, S. 226, and I would
note that he is also interested in this issue.

Let me call to the witness stand our first two witnesses. They are
colleagues from the House-Congressmen from Delaware and Min-
nesota-Congressmen Michael Castle and David Minge.

David and Michael, we are very pleased you could be with us this
afternoon. Let me call on David for his comments, and then we will
ask Michael for his.



STATEMENT OF HON. DAVID MINGE, A U.S. REPRESENTATIVE
FROM MINNESOTA

Congressman MINGE. Well, thank you, Mr. Chairman, distin-
guished guests, and members of the staff. I would like to thank you
for the opportunity to testify.

I am here in support of legislation that I introduced in the House
of Representatives which would allow farmers who receive disaster
aid late-that is, in a calendar year that is different than the year
in which the disaster occurred-to carry that income back to the
year in which they grew the crop. And before I proceed, I would
like to extend my special thanks to Hon. Chairman, who has
worked tirelessly with me to try to pass this legislation in Con-
gress.

The need for this legislation was acutely dramatized in the flood
of 1993 that devastated tens of thousands of farms throughout the
midwest. Those farmers were promised that they would receive
payments within approximately ten days after having filed their re-
quest for disaster assistance. The tragedy, of course, was that be-
cause of the large volume of requests, the U.S. Department of Agri-
culture was not able to process them as promptly as they had an-
ticipated, and the checks were not cut until 1994 in most cases.
Now the difficulty that this posed for farmers is the bunching,
which you have already noted in your introductory remarks. Ac-
counting firms have estimated that affected farmers pay as much
as $6,000 more in income tax as a result of this bunching.

The situation is really unfair; it is unacceptable. Farmers ex-
pected their payments timely but, through no fault of their own,
the payments were delayed. They should not suffer because the
U.S. Department of Agriculture was unable to administer the pro-
gram as promptly as it had expected.

The bill that has been introduced on both the House and Senate
sides would simply give the farmers the election to take these pay-
ments back into the prior year as long as they are operating in a
financially consistent way, and their accounting is consistent with
their practices for recognition of income from the growth of crops
otherwise.

The payment, or the provision in the bill, also introduced symme-
try into the Internal Revenue Code because the Internal Revenue
Code currently allows farmers to take disaster payments that they
receive in a year in which they grew the crop as income in the sub-
sequent year if they normally sell their crops in the subsequent
year.

I think that it is important to note that this symmetry is a desir-
able feature in the tax code and, in fact, the U.S. Congress has pre-
viously authorized this type of symmetry in a specific situation
when we had crop loss in the late 1970's in the Pacific Northwest.

Unfortunately, it was a temporary fix. What we are attempting
to do now is to amend the Internal Revenue Code so that we do
not have to again deal with this unfortunate situation.

Mr. Chairman, I have a prepared statement that I will request
be inserted in the record, but this is a summary. I appreciate the
opportunity to testify.

[The prepared statement of Congressman Minge appears in the
appendix.]



Senator DASCHLE. Without objection. We appreciate very much
your testimony this afternoon.

Let me just ask you. By now, most farmers have already filed
their 1993 tax returns. For these farmers, is there still any benefit
to passing the crop disaster tax legislation as you see it, David?

Congressman MINGE. There are two situations in which this leg-
islation would still provide relief. First, farmers can amend their
1993 tax returns and their 1994 tax returns to take advantage of
legislation such as this. And that process would save them money
because of the progressive nature of the income tax and the fact
that they would be in a different tax bracket.

Secondly, there are many farmers who have filed for extensions
in anticipation of the enactment of this legislation. The extensions
are due to expire on October 15. For those farmers, action by Con-
gress this week would certainly be timely and very welcome.

Senator DASCHLE. Are you aware of farmers who have not yet
filed their 1993 returns in hopes that Congress will pass this provi-
sion?

Congressman MINGE. Yes, I am. We have received letters from
numerous accountants and farmers in my Congressional district in-
dicating that they are awaiting the outcome of this legislation be-
fore they actually file their tax returns. They have filed for exten-
sions, and have been granted extensions by the IRS.

Senator DASCHLE. Thank you again.
Congressman MINGE. Thank you.
Senator DASCHLE. I would note the arrival of our colleague, Sen-

ator Kohl. Senator Kohl, do you have any comments you wish to
make at this time?

Senator KOHL. I am here to introduce one of your witnesses.
Senator DASCHLE. Are you ready? All right.
We are about to hear the testimony of another colleague of ours

from Delaware, Michael Castle. Michael, again, welcome.

STATEMENT OF HON. MICHAEL N. CASTLE, A U.S.
REPRESENTATIVE FROM DELAWARE

Congressman CASTLE. Well, thank you very much, Mr. Chair-
man, Senator Kohl. I am very pleased to have the opportunity to
appear before you today and make a brief statement.

I am also very pleased that the subcommittee has agreed to re-
view the issue of how export trading companies, known as ETCs,
are taxed. This matter is of great importance to Hercules, Inc. and
several other companies. I am pleased to see that a number of my
constituents, mostly frora Delaware, are here today. My constitu-
ents are all from Delaware. Hercules people, mostly from Delaware,
are here today. They will explain the impact of the changes in the
tax regulations for ETCs on their company. In addition, my col-
league from Delaware, Senator Bill Roth, has been seeking to ad-
dress this issue for a number of years, and can share his experi-
ence and knowledge with the subcommittee.

In my view, the key questions before the subcommittee are Con-
gressional intent and fairness. Was the intent of Congress in the
1986 Tax Reform Act, to eliminate the favorable tax treatment for
the few remaining export trading companies? And, was it fair for



these chance to be made through the regulatory process without
any review by Congress?

t is my understanding that the 1986 Tax Reform Act intended
to end the practice of some financial companies establishing off-
shore mutual funds to protect them from U.S. taxation. However,
when implementing the 1986 Act, the Treasury Department in
1988 established new rules for passive foreign investment compa-
nies, PFICs, which also included export trading companies like
Hercules and its export trading company, HINTC .

Prior to this action by the Treasury Department, whenever Con-
gress had modified the law on this subject, it had always given ex-
isting ETCs the option to protect or change their status. The 1988
action by Treasury essentially changed the rules in the middle of
the game for Hercules and other companies without any review by
Congress to determine the fairness of the change.

Obviously, the unexpected change in the tax status of this export
trading company has a major financial consequence for Hercules.
I am here simply to ask that the committee review how these
changes were made, and whether Hercules and other companies
were treated fairly.

By holding this hearing, you have already begun this process and
we thank you very much.

Senator DASCHLE. Well, Michael, we thank you very much. As
you say, this issue has been around for a long time-8 years now-
and it would be nice to have it resolved.

You mention other companies. Are you familiar with the names
of the other companies for the record?

Congressman CASTLE. No. I am not familiar with the names of
the other companies, but there are Hercules people here who, I am
sure, could probably give you names, addresses, and telephone
numbers of the other companies.

Senator DASCHLE. Well, thank you both for your excellent testi-
mony. Thank you for your attention to these issues and, like you,
we hope we can resolve them in the not-too-distant future.

Congressman CASTLE. Thank you, Mr. Chairman.
[The prepared statement of Congressman Castle appears in the

appendix.]
Senator DASCHLE. Senator Kohl, there is another panel com-

prised of the International Tax Counsel of the U.S. Department of
Treasury, our friend Norm Richter, who is scheduled to testify, but
I know you are here to introduce a constituent. If you wish to do
that at this time, it may be appropriate that we go ahead. I know
how busy your schedule is. Perhaps we can do that, and then we
will take the Treasury testimony.

STATEMENT OF HON. HERB KOHL, A U.S. SENATOR FROM
WISCONSIN

Senator KOHL. I thank you very much Mr. Chairman. I am very
happy to be here today as you conduct this hearing on farm tax is-
sues.

I am particularly glad that the committee has decided to include
a discussion of the Family Farm Retirement Act, S. 882, legislation
which I introduced last year.



I am very pleased that Mr. Jim Harris of Racine County, Wiscon-
sin is here today to testify on behalf of S. 882. Jim is here rep-
resenting the Racine County Farm Bureau.

I remember, shortly after I came to the Senate, Jim came to
Washington with a mission. That mission was to talk to everyone
in Washington who would listen about the plight faced by Amer-
ican family farmers upon retirement. He talked to me, and I was
convinced. Farming, as we all know, is a highly capital intensive
business. To the extent that the average family farmer reaps any
profits at all, much of that income is directly reinvested into the
farm. Rarely are there opportunities for farmers to place money
aside in Individual Retirement Accounts. Instead, farmers tend to
rely on the sale of their accumulated capital assets to sustain them
in their retirement.

All too often, however, farmers find that the lump-sum payments
of capital gains taxes levied on those assets leave little room for re-
tirement. S. 882 would address that problem by providing retiring
farmers the opportunity to roll over the proceeds of the sale of their
farms into a tax-deferred retirement account. Instead of paying a
large lump sum capital gains tax at the point of sale, that income
would be taxed only as it would be withdrawn from the retirement
account. Such a change in method of taxation could help prevent
the financial distress that many farmers now face upon retirement.

Certainly another concern that is facing rural America is the di-
minishing interest in our younger generation in continuing in farm-
ing.

In close, this will facilitate the transition of our older farmers
into a successful retirement. The Family Farm Retirement Act will
also pave the way for a more graceful transition of our younger
farmers toward farm ownership. While low prices and low profits
in farming will continue to take their toll on our younger farmers,
I believe that this will be one tool that we can use to make farming
more viable for the next generation.

I thank the committee for its interest in this legislation, and I
welcome Mr. Harris here today to offer his testimony on behalf of
this legislation.

While I will not be able to stay for the hearing, I will look for-
ward to reviewing the hearing record on this important matter. I
thank you for your attention.

Senator DASCHLE. Senator Kohl, thank you very much. Like you,
we will welcome Mr. Harris to the panel in just a few minutes. I
know the delegation, as well as the members of that particular
panel, appreciate your comments, and your welcome contribution to
the hearing record.

Senator KOHL. Thank you.
Senator DASCHLE. Prior to the time we bring that panel up, we

will invite Norm Richter, the Acting International Tax Counsel,
U.S. Department of Treasury, to come to the table. We welcome
you, Norm, and appreciate the excellent job you are doing in this
capacity. We invite you to proceed with your testimony at this
time.



STATEMENT OF NORMAN B. RICHTER, ACTING INTER-
NATIONAL TAX COUNSEL, U.S. DEPARTMENT OF THE TREAS-
URY, WASHINGTON, DC
Mr. RICHTER. Thank you, Senator Daschle. I am pleased to

present the views of the Administration on the miscellaneous farm
tax measures that are the subject of this hearing. I request that
my more complete written statement be placed in the record, and
I will be happy to answer questions following my statement.

Senator DASCHLE. Without objection.
[The prepared statement of Mr. Richter appears in the appendix.]
I will briefly address each of the eight proposals before the com-

mittee, beginning with the one proposal, relating to export trade
corporations, which has not been formally introduced as a bill.

Our understanding of this proposal is derived from the testimony
to be presented later this afternoon by representatives of the Her-
cules Corporation.

The background of this particular proposal is somewhat involved.
In 1962, in order to promote exports, the Congress allowed tax-
payers to establish tax-favored entities called export trade corpora-
tions. These corporations were allowed to defer tax on their export
related earnings until the earnings were repatriated to the U.S. In
1971, the Congress determined that no more of these entities could
be established, but allowed the existing ones to continue to operate.
In 1984, the Congress authorized a new category of tax-favored en-
tities to promote exports called foreign sales corporations.

By operating through a foreign sales corporation, U.S. exporters
generally could obtain a tax exemption as opposed to the deferral
allowed by an export trade corporation for up to 15 percent of the
profits on their exports.

In order to encourage the old export trade corporations to convert
to the new foreign sales corporation regime, or to dissolve entirely,
the Congress at that point offered a special tax incentive. If an ex-
port trade corporation elected, within roughly 6 months of the en-
actment of the 1984 Act, to convert or to dissolve, it could repatri-
ate its accumulated tax-deferred, export-related earnings back to
the U.S. completely tax free.

This special window of opportunity closed at the end of 1984.
Only a very few export trading corporations declined to take advan-
tage of this incentive during the time period provided, and Hercu-
les one of these few.

In 1986, the Congress then enacted a regime designed to broadly
curtail the benefits of tax deferral for certain foreign corporations
that were predominately passive in nature. That is to say, most of
their income derived from interest, dividends, and similar passive
income.

This anti-deferral regime was called the PFIC regime, which
stands for the passive foreign investment company regime. This
new law made few exceptions, and the application of its rules was
to treat the Hercules Corporation as a PFIC, as a passive foreign
investment corporation, because of the financing income it earned
from financing the exports of unrelated exporters.

We understand that the Hercules Corporation has made several
distributions since the PFIC rules went into effect, and it now



seeks to have these distributions retroactively treated as tax-free
distributions.

The Administration's position is to oppose this proposal. Any ex-
port trading company that failed to take advantage of the Congres-
sional incentive provided during a specific time period cannot rea-
sonably claim to have been guaranteed the status quo in perpetu-
ity. Such taxpayers must be seen to have effectively assumed the
risk that the law might change to their disadvantage, and should
not now be provided retroactive relief from the PFIC rules. I would
also note that the proposal would treat as tax free those earnings
accumulated since 1984, which, had Hercules or any other ETC in
a similar line of business converted or dissolved in 1984, as encour-
aged by the Congress, would have been currently taxed during the
last decade.

As it is, Hercules had three extra years of treatment more favor-
able than other financing entities before the PFIC rules did come
into effect.

The second proposal before the committee is S. 226, a bill to
allow real property that is used in farming, and that passes to an
heir at death, to be specially valued under the estate tax rules,
even though the real property is leased to a member of the dece-
dent's family on a cash basis.

Current law permits a special lower valuation to be used for es-
tate tax purposes if a farm continues to be used in the business of
farming. The Administration does not oppose this proposal, pro-
vided it is prospective and an acceptable revenue offset is provided.
The proposal promotes the intended purpose of the statute's exist-
ing relief provision-that is, to keep family property in the family,
dedicated to use in the family's farming business.

The third proposal before the committee is S. 531, a bill to in-
crease the unified estate and gift tax credit.

Current law effectively exempts $600,000 of taxable gifts and es-
tate transfers from the estate tax. The bill would take this exemp-
tion up to $1 million. The Administration opposes this proposal.
The proposed increase in the unified credit is not supported by evi-
dence that the existing threshold is inappropriate. Indeed, approxi-
mately 95 percent of decedents have taxable estates below the ex-
isting threshold of $600,000.

The fourth proposal before the committee is S. 545, a bill to allow
farmers' cooperatives to elbct to treat as patronage-sourced income
any gain or loss from the sale or disposition of any asset used to
facilitate the conduct of business done with or for patrons.

Under current law, non-exempt cooperatives are subject to in-
come tax on taxable income, but may exclude from taxable income
those amounts distributed or allocated to patrons as patronage
dividends.

Patronage dividends are determined by reference to the net earn-
ings of the cooperative from business done with or for its patrons.

The phrase "from business done with or for patrons" has Veen in-
terpreted differently by taxpayers, the courts, and the IRS. In some
IRS rulings or court decisions, the determination has turned on
whether the income is directly related to or facilitates the conduct
of business with patrons.



This bill would allow cooperatives to elect to treat as patronage-
sourced income any gain or loss from the disposition of assets used
to facilitate the conduct of business done with or for patrons.

The Administration does not support this proposal. The charac-
terization of earnings as patronage or nonpatronage effectively de-
termines whether the earnings are subject to tax at the cooperative
level.

Providing an election to certain cooperatives to make this charac-
terization exposes the Government to a whipsaw potential because
the election may be made at any time, indeed, even after the real-
ization of the gains or losses, and can be revoked at the option of
the cooperative.

We do not believe that the 3-year prohibition*rovided in the bill
on subsequent elections will effectively prevent this whipsaw poten-
tial, because a cooperative ultimately controls the timing of the re-
alization of its gains and losses, and is in a position in many cases
to wait out this period.

It is the Administration's position that the determination of the
relationship between a cooperative's earnings and its business with
patrons is a factual determination, and that an election is inappro-
priate. Furthermore, we do not believe there is a policy reason to
justify limiting any such favorable treatment of farmer cooperatives
alone, to the exclusion of other cooperatives in a similar position.

- The fifth proposal before the committee is S. 882, a bill to create
a special Individual Retirement Account for the rollover of the pro-
ceeds from the sale of farm assets. Under the bill, a farmer could
defer recognition of gain up to $500,000.

The Administration opposes this proposal. The proposal would
provide tax-favored treatment to farmers over other taxpayers,
such as small business owners, whose situations may not be appre-
ciably different.

In addition, the proposal would provide a disincentive for farmers
to set up traditional qualified retirement plans covering other
workers in addition to themselves.

The sixth proposal before the committee is S. 1615, a bill to ex-
pand the existing law regarding elections to defer recognition of in-
come from the sale of livestock in cases of Federally-declared
drought.

The bill would extend the opportunity to make these elections to
sales of livestock on account of any weather-related condition, such
as floods, tornadoes, or hurricanes.

The Administration does not oppose this proposal, provided an
acceptable revenue offset is provided.

The proposal would allow the farmer to avoid the bunching of in-
come due to disasters, in circumstances beyond the farmer's con-
trol. It allows the taxpayers to take income into account when it
would have been taken into account under the taxpayer's normal
business practice.

The seventh proposal before the committee is S. 1691, a bill to
provide certain taxpayers with a tax credit for expenditures for the
purchase of certain pollution control property, as well as for soil
and conservation expenditures made for the primary purpose of
complying with Federal, state or local environmental laws.



The Administration opposes this proposal. The Administration
does not believe that it is appropriate to provide a tax incentive to
encourage compliance with environmental laws beyond those provi-
sions already in the tax law.

Moreover, the proposed benefit would again be restricted to one
class of taxpayers, to the exclusion of others having to comply with
the same environmental laws.

The eighth and final proposal before the committee is S. 1814,
a bill to allow taxpayers to elect to include certain disaster pay-
ments and crop insurance proceeds in income in the year of the de-
struction of or damage to crops, even if the payments or proceeds
are received in the following year.

The election is permitted only if, under the taxpayer's normal
business practice, this income would have been reported in the year
of the destruction or damage to the crops.

The proposal is essentially the converse of the existing law's elec-
tion. Current law allows taxpayers to defer recognition of crop in-
surance proceeds and disaster payments to the year following re-
ceipt, if that is consistent with the taxpayer's normal business
practice.

The Administration does not oppose this proposal, again provided
an acceptable revenue offset can be provided. The bill would pro-
mote the policy of allowing taxpayers engaged in crop farming to
avoid unpredictable tax results due to events not within their con-
trol, and allows these -taxpayers to take income into account when
it would have been taken into account under their normal business
cycles.

That concludes my oral statement. I will be happy to take any
questions members might have.

Senator DASCHLE. Thank you very much for your comprehensive
review of the legislation before us.

You mentioned that you do not oppose the two disaster tax bills
that we are currently examining. I wonder, however, in spite of the
extraordinary difficulty that there has been in passing legislation
in both instances, whether you are aware of any relief short of leg-
islalion to rectify the problems that the bills attempt to address.

Mr. RICHTER. Unfortunately, I am not. The statute seems to be
fairly clear and, in our assessment, it would be beyond the discre-
tion of the Treasury to grant the relief.

Senator DASCHLE. That is my assessment as well-that there
really is nothing short of legislative relief in this case to address
the problem effectively.

Farmers are not the only businesses that are faced with the costs
of complying with new environmental laws and regulations at both
the Federal and state level, as you know.

With respect to the proposal that Senator Conrad and I intro-
duced to provide an environmental tax credit for farmers, does the
Treasury generally have a problem with using the tax code as an
incentive mechanism for encouraging compliance with environ-
mental laws, or is the concern just that it is being offered only for
farmers?

Mr. RICHTER. Well, I did note that, obviously, one concern was
the restriction of the relief to farmers, but Treasury's concern does
go beyond that.



The tax code already provides certain rules that are intended to
address the treatment of pollution control and soil and water con-
servation expenditures properly. For example, Section 175 of the
Internal Revenue Code allows a deduction for soil and water con-
servation expenditures which would otherwise be capitalizable. And
Section 169 allows a 5-year amortization of the cost of pollution
control facilities, even though they may have recovery periods that
might be normally longer. So, the Treasury's view is that these pro-
visions already seek to address these issues in a generic way.

Senator DASCHLE. You indicated in your testimony that Treasury
is concerned about the retroactivity of legislation.

Regarding legislation to clarify that, cash leasing of a farm
among inheriting family members will not disqualify it for state
tax special use valuation, would you feel differently if the legisla-
tion were limited to open cases only?

Mr. RICHTER. Unfortunately not. The issue of "retroactive legisla-
tion to clarify a rule" is something that Treasury has supported in
the past-for example, technical corrections. In that case, the
change alters the statute to implement the intent that had all
along been the purpose of the Congress. It is difficult to reach that
conclusion in this case, given the 1988 change in the law, which
very specifically provided such relief and limited it to the case of
the surviving spouse doing a cash lease.

Senator DASCHLE. As you heard, Senator Kohl has introduced a
very interesting proposal to provide an IRA type of retirement ac-
count into which farmers could roll over the gain from the sale of
their farms, and thereby _provide for retirement years. I gather
from your testimony that Treasury does not support the proposal,
but I wonder if you would feel differently about it if it were ex-
tended to all taxpayers who do not have other pensions, and whose
incomes fall below a specified level.

Mr. RICHTER. The proposal would still raise the concern that it
would provide a disincentive for business owners to establish quali-
fied retirement accounts that provide retirement benefits for the
rank and file employees of the business as well. So that concern
would still remain.

Senator DASCHLE. Let me move to export trading company issues
just for a couple of minutes before I call on my colleague.

As I indicated, the last panel of this hearing is scheduled to dis-
cuss the current tax status of a number of export trading compa-
nies that have concerns about the loss of tax benefits previously af-
forded to ETCs.

I thought I heard you mention that you thought there were two
such companies, but do you have any specific count at this point
as to how many companies are affected?

Mr. RICHTER. I actually misspoke. I meant to say a few. We do
not have an exact number. The best that the IRS can say is that
there are four or fewer.

Senator DASCHLE. Four?
Mr. RICHTER. Four or fewer. And it is not entirely clear whether

all of them have the same problem that the Hercules Corporation
has.

Senator DASCHLE. One argument that ETCs make is that the
passive foreign investment company, rules should not be applied to



them. While it has been argued that the PFIC rules were intended
to be applied narrowly, there is no question that they have been
interpreted broadly to apply to a wide range of companies. Are
there other examples of companies that have had the PFIC rules
applied to them and have sought relief?

Mr. RICHTER. Yes. And, in fact, there are a number of companies
engaged in business not too different from Hercules Corporation's
business. That is to say, they are financing entities of U.S. compa-
nies and these financing entities have been seeking relief for years
as well. In fact, the Congress asked-mandated-that the Treasury
study that question and make recommendations as to the appro-
priate course of action to take.

Another example was, in 1986, when the PFIC rules were en-
acted, there is evidence of Congressional intent to exempt the secu-
rities dealers from the PFIC rules. However, that relief was not
provided in the statute, and was not finally provided until last
year's budget bill and, in that case, it was provided prospectively.

Senator DASCHLE. What about foreign sales corporations-so-
called FSCs? The pending technical corrections legislation would
clarify that FSCs are not subject to the PFIC rules. Can we dif-
ferentiate between FSCs and ETCs?

Mr. RICHTER. I believe you can. The PFIC rules are essentially
a regime intended to curtail the benefits of tax deferral in certain
cases. Export trading companies, as I described earlier, are an en-
tity whose tax advantage is the ability to defer tax on their income
in certain cases, when they operate to finance their own exports.

The Foreign Sales Corporation rules, however, allow actual tax
exemption for a certain portion of the foreign sales corporation's
rules. What that means, really, is that it is inappropriate to apply
an anti-deferral regime to a case where a foreign corporation is
earning income which the United States has simply elected not to
tax at all. It is just a different category.

Senator DASCHLE. Well, Norm, I have no further questions.
Let me turn to my colleague and friend from North Dakota for

any opening remarks he might have, and questions directed to you.
Senator CONRAD. Well, first of all, let me thank Senator Daschle

for holding this hearing. I think it is very important that we have
this chance to talk to Treasury about the matters that are before
the committee.
- If I can go to the environmental tax credit for farmers that Sen-
ator Daschle and I have introduced, I find it somewhat curious that
Treasury has chosen to oppose this on the grounds that we should
not be providing assistance through the tax code for people who
comply with the law. I especially find that curious in light of the
recommendation we just had from Treasury Department with re-
spect to a similar circumstance that dealt with Superfund. Because,
in that circumstance, we were told that it was entirely. appropriate
to go to people, companies that had no liability, and get them to
participate in funding Superfund because there was a societal in-
terest in cleanup.

Now we have a circumstance in which I think there is a clear
societal interest in cleanup. This time it is in agriculture. And yet
what we are saying to farmers is-you pay the whole cost.



I am just wondering why the difference. When it involves cor-
porations and Superfund, and a cleanup of those sites, why is it ap-
propriate from the Treasury's point of view that we recognize a so-
cietal benefit? However, when we come to farmers, and cleanup of
those sites, all of a sudden the societal benefit argument is out the
window.

Mr. RICHTER. Well, Senator, I do not want to suggest that that
societal benefit argument is out the window. I would suggest mere-
ly that it is a question of degree.

As with any policy, it is necessary to weigh the tax loss to the
FISC against the incentives being considered. In this case, the tax
code does provide certain assistance, if you will, for the costs of
complying with the environmental laws. I identified them earlier in
my answer to Senator Daschle's question.

Senator Conrad. Precisely that same argument applies with re-
spect to Superfind sites. We have those same tax benefits and as-
sistance for those sites but, when it came to Superfund and clean-
ing up those sites, the Administration, the Treasury Department,
came up with a whole new scheme and a whole new regime to pay
for it, and cited "societal interests". This was going to benefit the
largest society and, therefore, others ought to help fund it.

And now it comes to farmers, who are in a much less favored po-
sition, I might add, at least in my State, to achieve the societal
benefit of cleaning up the environment. All of a sudden the Treas-
ury turns a blind eye to the need, and says, well, we are not going
to help people meet their legal requirements. Why did that same
standard not apply to Superfund? Especially because there are
hundreds of mil ions of dollars-billions of dollars. And in this case
we are talking about $40 million. You can reverse Treasury policy
here.

Mr. RICHTER. As I sit here. [Laughter.]
Well, I have to confess to not being as familiar with the

Superfund legislation as I would like to be to give your question
a proper answer. I am not entirely sure how different that legisla-
tion is since I have not been working on it.

I guess; I would just repeat what I said earlier-that there is ge-
neric relief in the Code now intended to address these cases. Obvi-
ously, a different balance can be struck if the revenue can be found
to pay for it.

Senator CONRAD. Let me just say that it looks to an observer and
a participant that when it is big corporations who have a lot of
power and a lot of clout, their concern and the societal interest in
cleaning up their sites is addressed. When it is small fry-farmers
with limited incomes, who are also addressing a societal concern-
then we have a different standard. That is just the way it looks.

I Would hope that the Treasury Department would go back and
take a look, and really see if there is an objective standard that is
being applied in both these cases, or whether or not this notion,
that we should not help farmers clean up the environment because
they are required to under the law, is being dealt with in a much
different way from large corporations that have Superfund prob-
lems.

I would also like to go to the question of the 1984 companies that
made a decision to continue to operate with their export trading
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companies. I really want to understand what was done with respect
to changing the rules of the game on them. I have not had a chance
to study this in depth, but it does look to me like we changed the
rules of the game on these folks and left them hanging out there.

As I understand it, in 1984 there were really three options open
to companies. One, they could continue to operate; second, they
could remain in business and transfer their assets tax free to a for-
eign sales corporation; and third, they could exit export sales busi-
ness altogether, and repatriate accumulated export trade income
tax free to the United States. Is that a correct summation of the
options that were open to them?

Mr. RICHTER. Those options were open to them. Only the first
two were actually expressly provided for in the statute, but those
three options were-

Senator CONRAD. Those are the options, basically, that they
faced?

Mr. RICHTER. That is correct.
Senator CONRAD. And then, as I understand it, all but three cor-

orations exited the export sales business and repatriated accumu-
lated trade income tax free to the United States. Is that true?
Three or four companies were in that category?

Mr. RICHTER. I do not know the exact number but-
Senator CONRAD. Small number?
Then, I understand, in 1986, the Tax Code generally ended defer-

ral of taxes on income earned in entities overseas. Is that-
Mr. RICHTER. That is right.
Senator CONRAD. I am trying to get the sequence down correctly.
Mr. RICHTER. That is when the so-called PFIC rules were en-

acted. It did not do end deferral for all entities. It did it for certain
entities that were predominately passive.

Senator CONRAD. And we are again talking about a handful?
Mr. RICHTER. You mean what was done in 1986?
Senator CONRAD. Yes.
Mr. RICHTER. No. The 1986 rules, on the contrary, were drafted

extremely broadly with very few exceptions. They applied to any
foreign corporation with the requisite level of passive assets and in-
come. The test generally sought only to determine what was pre-
dominately passive and what was not.

Senator CONRAD. Well, with respect to the companies that had
made the election in 1984 to continue-that handful of companies?

Mr. RICHTER. Yes. They then became subject to these rules
Senator CONRAD. They became subject to this. So, they were in

a situation in which they made a judgment in 1984-this handful
that continued. The others repatriated?

Mr. RICHTER. Right.
Senator CONRAD. They brought theirs back tax free.
Now these others-a handful of companies. I do not even know

who they are. Perhaps we could get a list of who they are. But I
do not think it makes so much difference in terms of who they are
as to the principle involved.

They continued on, and then they get caught up in the 1986
rules change that would change their status. So, now they are in
a position-in 1984 they made an election to continue on. Now,



they are kind of hung out there, it seems to me. They do not have
an option to repatriate on a tax-free basis. Is that correct?

Mr. RICHTER. They do not have that option any more. I also
should correct what I said before. The advent of the PFIC rules-
the 1986 tax change-did not necessarily make export trading com-
panies PFICs. Only passive entities lost the benefits of deferral,
which was the principal benefit of export trading companies. Rath-
er, it depended on what sort of business the export trading com-
pany was engaged in.

Senator CONRAD. Yes.
Mr. RICHTER. So, some may have been caught, some may not

have been caught.
Senator CONRAD. Yes.
Mr. RICHTER. It depended upon the type of business they had.

But you are right.
Senator CONRAD. I understand that point. Let me just ask this

of you. It just seems to me, in terms of fair treatment, and of treat-
ing people similarly situated in the same way-

Mr. RICHTER. Yes.
Senator CONRAD. If we give that handful of companies that in

1984 made an election which we provided for them, you can con-
tinue

Mr. RICHTER. Yes.
Senator CONRAD. You can continue doing business as you have

been or you can repatriate tax free. Did we give that handful of
companies the same option when we changed the rules of the
game?

Mr. RICHTER. We did not.
Senator CONRAD. I just say that I find this troubling as a matter

of equity.
Mr. RICHTER. Well, could I put it this way, and see if that affects

your reaction to the equities. When Congress provides a limited
window of time in which a certain benefit could be taken advantage
of-in this case, in 1984, this six-month window is provided for
ETCs

Senator CONRAD. Yes.
Mr. RICHTER. This was in order to encourage them to convert to

this new entity that was being created in 1984.
If a taxpayer chooses not to take advantage of such an offer by

the Congress, does that somehow implicitly create a guarantee of
the law never being changed in the future in perpetuity, as long
as they exist?

Senator CONRAD. No. But I would say this to you. Remember
how we got onto this in the first place. Believe me, I am someone
who believes we should have ended preferential tax treatment for
foreign sales corporations sooner than we did. Their treatment
turned out to be a mess. I think that is the most fairly stated char-
acterization I can give. So, I do not have trouble with the change
in their treatment. I do have a problem just in terms of equitable
treatment and fair treatment.

We gave com panies an option in 1984. We said, all right, you can
continue doing business as you were or you can repatriate tax free
at this point. Most people made- that election. Remember that the



whole reason we established these things was a public purpose of
encouraging exports. Right?

Mr. RICHTER. That is right.
Senator CONRAD. That is how we qot into this whole thing to

begin with. Unfortunately, we did it in a way that probably was
not as well designed as it should have been.

But there was a public purpose. The public purpose was to en-
courage American companies to be export oriented. And then we
said in 1984, look, we are going to start to change the rules of the
game. You have this choice. And, I would think, we kind of left
those few companies who decided to continue doing business as
they were with the feeling that they could continue to do that.
Then, at some later point, they might be given another option.

And, yet, we did not do that. So this handful of companies that
continued to operate overseas, being aggressive on exports, found
out that the rules of the game got changed, and they were stuck
with that overseas income. The only way to bring it back is on a
taxable basis.

Mr. RICHTER. Well, those companies were allowed to continue to
do what they were doing for another 3 years before the PFIC rules
actually changed the treatment for some of them. And it was a
change in law that, I would suggest, created a result no different
from any time the Congress changes tax rates, for example.

For example, every time tax rates are changed, the economics of
countless transactions are changed.

Senator CONRAD. But then, see, everybody is on the same basis.
Everybody has their tax rates changed in the same way.

Here the result is a differential result. The result is that those
companies that came back in 1984, they got to do it tax free. That
handful of companies that continued to operate overseas wound up
being in a taxable position. I must say that my instincts tell me
that if I were in their shoes, I would see that as somewhat unfair.

Mr. Chairman, I do not mean to belabor the point. I know we
have other business, but I very much appreciate the opportunity to
discuss this.

Senator DASCHLE. Senator Roth.
Senator ROTH. Mr. Richter, Senator Conrad has stated my con-

cern very well. I frankly do not understand the policy decision of
the Treasury.

I mean we have a basic policy now, do we not, of still trying to
encourage exports?

Mr. RICHTER. Its most recent manifestation is in the foreign sales
cororation rules. That is correct.

Senator RoTH. And is a foreign sales corporation really the
grandchild of export companies?

Mr. RICHTER. That is correct.
Senator Rom. Are they intended to serve the same purpose?
Mr. RICHTER. As I understand it, they were created to serve the

same purpose.
Senator ROTH. As Senator Conrad has so ably stated, there is an

inequity, an unfairness here. And I do not understand the justifica-
tion for it.

Mr. RICHTER. Well, the policy decision you referred to that the
Treasury made actually was not a policy decision made by the



Treasury. In 1986, the Congress enacted a new supplemental anti-
deferral regime that is causing the difficulties for some of these ex-
port trading companies that remain.

Senator ROTH. But that was not directed at this kind of an oper-
ation. That was directed at mutual funds, things of that sort,
where there was nothing being done.

But the policy, even then, is not the fault of this Administration.
It goes back to prior administrations. But the fact is that the policy
then, as it is now, is to try to promote exports. An export company,
just like the more recent organizations, has the same goals, the
same purposes. And it seems to me we have misled business; those
who decided to continue the export company. It makes no sense to
me.

Mr. RICHTER. But the statute-
Senator ROTH. Unless you look at it from the point of getting

every dollar we can for taxpayer's purposes. And I think that is
what is behind it.

Mr. RICHTER. Well, Senator, the statute that was enacted pro-
vided no exceptions for ETCs. The Treasury was not able to see
any authority to provide an exception. It was not provided. And in-
deed, as I mentioned, I think, before you came, to Senator Daschle,
there were other companies that have been arguing for years that
they should never have become subject to the PFIC legislation of
1986, and yet have been caught up in that net as well.

Senator ROTH. Well, I guess it comes down to one very simple
question. Why should an FSC be treated differently from export
companies.

Mr. RICHTER. I think the answer is that there are very different
tax benefits associated with them. In the case of FSCs, they get a
tax exemption. That is to say that, for 15 percent of their export
profits, the Government has decided not to tax that 15 percent of
their export profit.

Senator ROTH. Well, the thing that bothers me is that, if you go
back, the Government was trying to promote exports under both
kinds of institutions. You can make technical arguments, but I
could not agree more with Senator Conrad that this seems to be
a gross unfairness that needs to be corrected.

Thank you, Mr. Chairman.
Senator DASCHLE. Thank you, Senator Roth.
Norm, thank you very much. We appreciate your willingness to

come today, and your answers to all the questions.
Our next panelconsists of a number of people representing farm

organizations from around the country.
Jim Harris has already been introduced by our distinguished col-

league from Wisconsin. Mr. Harris is the Chairman of the National
and State Local Legislative Affairs Committees of the Farm Bu-
reau in Racine County. We also have J. Gary McDavid, of
McDermott, Will and Emery, on behalf of the National Council of
Farmer Cooperatives here in Washington; Alan Sobba, the Director
of Tax and Trade of the National Cattlemen's Association; and Bar-
bara Webb, the Associate Director of Government Relations, Na-
tional Farmers Union.

If all four witnesses could come to the table at this time, we will
take testimony from the next panel.



We welcome all of you and appreciate your willingness to come
today.

Let me call on Barbara Webb, as the only woman of the panel,
for her comments, and we will go on down the table.

STATEMENT OF BARBARA G. WEBB, ASSOCIATE DIRECTOR,
GOVERNMENT RELATIONS, NATIONAL FARMERS UNION,
WASHINGTON, DC
Ms. WEBB. Thank you, Senator. I appreciate the opportunity to

appear today.
My name is Barbara Webb. As you said, I am the Associate Di-

rector of Government Relations for National Farmers Union. Our
organization has 253 000 farm families that we represent and we
are very cognizant o? the fact that this subcommittee and the full
Finance Committee make decisions that are very important to our
members.

I do want to comment at the outset, before I discuss very briefly
some of the bills that are under consideration today, that, despite
the importance of discussing these tax matters, what is most im-
portant to our members is the issue of farm income.

The impact of income taxes and tax credits are lessened a great
deal when you have very little income to begin with. And the most
recent figures from USDA-the latest statistics from 1992 that
have just been recently reported-indicate that farmers made last
year, on the average, $4,337, or about 11 percent of their household
income from farming. Most of our members rely a good deal on off-
farm income in order to make a living.

With that beginning, let me just address briefly the various bills
that are under consideration today.

We support S. 882, the Family Farm Retirement Equity Act of
1993, that has been introduced by Senator Kohl. We believe this
could be a very important source of retirement funds for family
farmers who, in most instances, are unable to adequately prepare
for the future because of low incomes and other reasons.

We are also very supportive of S. 1814, as well as S. 1615, which
deal with problems regarding disaster agents and crop insur-
ance payments. Problems have particularly occurred due to last
year's flooding and drought payments that are being received by
our members.

We are very supportive, as well, of S. 1691, Senator Conrad's leg-
islation, and yours as well, Senator Daschle. You and Senator
Conrad have both already addressed this committee at length on
this measure which provides a tax credit for paying for machinery,
equipment, and other items that are made necessary in order to
comply with Federal, state and local environmental laws.

We also support S. 226, the estate tax issue dealing with cash
leasing, as well as Senator Dave Durenberger's legislation, S. 531,
which would increase the Federal estate tax exemption up to $1
million.

Let me address also, briefly just two or three other tax matters
that are not on the program or today, but are of particular concern
to our members.

We have a very strong policy position in favor of the reinstate-
ment of income averaging. Boom and bust cycles in agriculture are



nothing new, but farmers and ranchers lost the ability, of course,
to use income averaging in 1986. We believe very strongly that re-
instating income averaging would help shield family farm income
from threats that are bing-imposed by weather and by various
marketing opportunities, or lack thereof.

We would also like to see the full reinstatement of the invest-
ment tax credit, and believe that, if it is reinstated, it should also
cover used equipment and machinery.

Also, we urge very strongly for Congress, in the remaining days
of this sessi, J, to look at reinstating the deduction for health care
costs for the self-employed at 100 percent on a permanent basis.
This would mean a good deal to our members and, of course, as
this committee is very well aware, the 25 percent deduction for
those purposes expired at the end of 1993. So, if something is not
done, there will not be an ability to utilize that deduction in any
fashion for 1994. With that I will conclude my remarks. I will be
happy to answer any questions or to respond to any questions in
writing more fully for the record.

Senator DASCHLE. Thank you very much, Ms. Webb.
[The prepared statement of Ms. Webb appears in the appendix.]
Senator DASCHLE. Alan Sobba?

STATEMENT OF ALAN C. SOBBA, DIRECTOR, TAX AND TRADE,
NATIONAL CATTLEMEN'S ASSOCIATION, WASHINGTON, DC
Mr. SOBBA. Thank you, Mr. Chairman. I would first like to thank

you, and particularly Tom Bias and Alex Deane of your staff, for
your yeoman's work in getting agreements from this Administra-
tion so we could take advantage of the GATT appropriately. We
hope, in the waning hours of Congress here, that you guys see fit
to move the process forward. We think it is in the best interests
not only of cattlemen, but of many in agriculture and other busi-
nesses. So I do want to thank you for your leadership on that.

I also want to thank you for holding this hearing, because there
are a number of tax issues that have been debated in this Con-
gress. Some have been dealt with farther down the line than oth-
ers.

Estate taxes, for example, have been a priority for our associa-
tion for a number of years. To just give you a figure to show you
why it is so important, nearly 50 percent of the cattle operations
in this country have been in the same family for more than 50
years. If you go to a hundred years, it is nearly 15 percent, so you
can see that the ability to keep these operations together from gen-
eration to generation is a top priority.

So, along those lines, we support both the cash leasing between
heirs and the increasing of the unified credit to allow an estate to
pass nontaxable from $600,000 to $1 million.

We would also like to encourage you, as you proceed with your
investigation of estate taxes into the next Congress, to look at ways
of making of making 2032A more user-friendly. There are a num-
ber of things that I would like to provide in a letter for the record.
But, for example, if you look at areas like California and Florida,
where you have a lot of pressure on urban land prices, this
$750,000 reevaluation figure is just inadequate. Many times you
will end up with a situation where the farm or ranch must be sold
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to pay the estate taxes. I think that that is not in their best inter-
ests, and it is definitely not the spirit of 2032A.

The other issue I would like to mention deals with S. 1615,
which expands 451 and 1033, the 1-year deferral of income on live-
stock sales, and an involuntary conversion. We agree whole-
heartedly that those sections should be expanded to include more
than drought. This last year, as you recall, there were numerous
weather problems in the midwest and some in your State. I think
this legislation speaks adequately to it. It is within the spirit of the
law, and I think that the Administration earlier mentioned that
they had no problem with that also.

As Barbara mentioned too, we fully supprt the deductibility of
health insurance costs for the self-employed. That particular deduc-
tion, even if it is at 25 percent, is very valuable. But, obviously, in
the spirit of fairness, it should be increased to 100 percent.

And we do also support reinstating of income averaging.
We appreciate the opportunity to testify, and will be happy to an-

swer questions.
Senator DASCHLE. Thank you very much.
Our next witness is Mr. McDavid. Mr. McDavid, thank you for

joining us. We will take your testimony at this time.

STATEMENT OF J. GARY McDAVID, McDERMO'IT, WILL AND
EMERY, ON BEHALF OF THE NATIONAL COUNCIL OF FARM-
ER COOPERATIVES, WASHINGTON, DC
Mr. McDAVID. Thank you very much, Mr. Chairman.
My name is Gary McDavid. I serve as the Chairman of the Sub-

committee on Tax Legislation for the National Council of Farmer
Cooperatives, on whose behalf I appear here tod ay.

I have a written statement that I would ask be included in the
record.

Senator DASCHLE. Without objection.
[The prepared statement of Mr. McDavid appears in the appen-

dix.]
We are here because there has been an ongoing controversy be-

tween farmer cooperatives and the Internal Revenue Service over
the classification of gain or loss on the sale of assets that have been
used in the patronage operation. These are such things as grain
elevators, warehouses, processing equipment, and other assets that
have been used in the marketing and purchasing activities of farm-
er cooperatives.

The issue is whether gain or loss on the sale of these assets
should be treated as patronage or nonpatronage sourced. If it is pa-
tronage sourced, the earnings are generally distributed to farmer
members pursuant to an agreement between the cooperative and
its members. The cooperative can deduct or exclude the amounts
distributed from its taxable income and patrons are taxed on these
amounts in accordance with Subchapter T of the Internal Revenue
Code.

If it is nonpatronage sourced, then the income is taxable to a
nonexempt cooperative whether or not it is distributed. Thus, the
issue is whether the income is eligible to be included in the patron-
age refund that is paid to members, or whether it is taxable income
to a nonexempt cooperative.



In looking at the distinction between patronage and
nonpatronag- income, 11 court decisions have applied a relation-
ship test to determine whether particular types of income or loss
are patronage sourced. If the activity which produces the income or
loss is sufficiently related to the patronage operation, then it is de-
termined to be patronage sourced. This is generally referred to as
a directly -related, or actually-facilitated test. The Service does not
accept this relationship test in dealing with the sale of assets.
When they look at gains and losses from the sale of assets, they
simply say that if the asset can be classified as a capital asset, or
treated as gain from the sale of a capital asset under section 1231,
the gain should be considered to be nonpatronage sourced.

We disagree. We think that the relationship test that has been
set out by these 11 court cases dealing with many types of income,
including capital gains, should similarly be applied in the case of
capital gains.

S. 545 is very important to us for two particular reasons. First,
we think that the rules need to be set out in advance. Cooperatives
are required to distribute their income within eight and one-half
months of the close of the taxable year. If they fail to calculate
their patronage sourced income properly, and make a proper dis-
tribution within the 8Y2-month period, they will lose the patronage
dividend deduction. We need to know how gains and losses on the
sale of these assets are going to be treated, and we think the rules
should be clear.

Second, we would like to put an end to this controversy. We
would like to save taxpayer cooperatives the expense of litigation,
and we think the Internal Revenue Service should also be spared
the time and expense of litigating these issues.

Farmers are the ultimate beneficiaries of a resolution of this con-
troversy. Money spent in litigation means less money available for
patronage dividends to farmers. Further, clarifying that gain from
the sale of an asset may be patronage sourced could mean larger
patronage dividends for farmers.

For these reasons the National Council of Farmer Cooperatives
strongly supports S. 545. This is the same legislation that passed
both Houses of Congress in 1992 as part of H.R. 11, but was subse-
quently vetoed by President Bush. Legislation has been introduced
this year by Senators Boren, Dole and Danforth, along with Sen-
ators, Daschle, Baucus, Grassley, Durenberger and Roth of this
committee. It has broad bipartisan support in both Houses of Con-
gress.

Thank you very much, Mr. Chairman.
Before I yield the microphone, I do have another matter. I have

been asked to submit a written statement on the valuation of farm
operty for estate tax purposes under 2032A. The statement has
en prepared by my law firm, and I would like to submit it for

the record as well.
Senator DASCHLE. Without objection.
[The additional statement of Mr. McDavid appears in the appen-

dix.]
Mr. McDAvID. Thank you.
Senator DASCHLE. Jim Harris. Thank you for coming, Jim.



STATEMENT OF JIM HARRIS, CHAIRMAN, NATIONAL, STATE
AND LOCAL LEGISLATIVE AFFAIRS COMMITTEE, RACINE
COUNTY FARM BUREAU, UNION GROVE, WI
Mr. HARRis. Thank you, Mr. Chairman. I appreciate the oppor-

tunity to appear in front of you again, as we did 2 years ago for
Senator Kasten.

I wish to thank Senator Daschle for the opportunity to testify on
behalf of American farmers. We strongly endorse Senator Kohl's
bill, S. 882, entitled Family Farm Tax Relief and Savings Act of
1993, and the other similar bills presented by members of the Con-
gress.

S. 882 is very similar to a bill cosponsored by Senator Kohl in
1991, which did obtain 45 votes in the Senate. For brevity, the bill
may be referred to as FFRA, standing for Farmers Ranch Retire-
ment Account, in this presentation.

FFRA reestablishes the farm assets as a farmer's retirement
fund, correcting the hardships caused by the capital gains tax pro-
vision of 1986, and the oversight or failure of the Congress to rec-
ognize that the farm investment unit more than satisfies the intent
and criteria for investment of funds required of the IRA concept.

The bill is unique in that, in the agricultural economy, it neither
advantages nor disadvantages any farm region, product or activity.
It will provide great incentive for substantial long-term investment
commitment to rural America, and also to the farm unit because
the farmer can, without reservation, devote all assets to the farm
development, keeping his retirement funds at home, not Texas
S&Ls or South African gold mines.

I was rather appalled by the Treasury's suggestion that we
should direct our very limited capital into areas where we have no
expertise, away from areas where we have much expertise. And, as
we all know, the shortage of capital on the farm is very critical.

The bill recognizes the need of the special tenant farming situa-
tions which hold little or no real estate, but have large investments
in crops, animals and machinery. To date, most long-term tax ad-
vantages have been targeted to real estate holdings, not working
assets.

Our object here is to treat a portion of the family farm assets as
a self-directed IRA, with income tax deferral, rollover and make-up
privileges comparable to those granted to other taxpayers' self-di-
rected IRAs.

Farming is an extremely capital intensive profession/occupation.
Long-term growth and success of the family farm requires all the
farmer's capital resources. One dollar of a farmer's income may
yield 10 cents going to the kitchen, 90 cents to the bank, to borrow
another $10 for farm operations and expansions, leaving nothing to
invest in IRAs. White and blue collar workers, and other profes-
sionals, make large incomes that require little to no capital outlay,
and they have very substantial retirements. These people are al-
lowed the IRAs, the Keoghs, the 401(k)s. And the other thing along
with this is that it is very simple for a person to leave his job and
his household and sell this out in parcels. But when one leaves a
farming operation, the personal, the capital, and the household is
usually wrapped up into one cell. There is no way you can sell a
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few cows or a tractor out of the lockbox in the bank, but you can
share some stocks in the company you work for.

Now when a farmer is forced, or voluntarily sells out at a farm
auction when retiring, all proceeds are taxed at a high rate, as if
one's lifetime blood and sweat assets were earned that year. There
is no consideration for inflation. Paper stock gains are easily held
for retirement years, but for agricultural assets it is impossible.

When that farm income is limited or nonexistent due to the com-
bination of persistent low prices and required capital expenditures,
by law, no tax-exempt IRAs and only limited Social Security can
be funded, and this is the minimum alternative payment.

Thus, the farmer retires with a slim to none retirement. Yet the
Government demands their pint of blood through the capital gains
area of the farm sale. The typical annual retirement package avail-
able to a State of Wisconsin employee-and I am speaking of my
wife, who makes roughly $10 to $12 an hour-is a $3,000 per year
employer- paid retirement fund, a retirement account, a pension.
Then she canput in, or the State puts in, $2,300 for their share
of her Social Security. For the self-employed farmer, he pays this
himself. Plus, she can put in $7,500 annually into a 401(k)-type
plan. Three of her last 4 years she works there, she can double that
amount to make u for the years when she had hardships such as
a kid in school, college, bought a house, bought a car, and had an
operation. We need that same provision for the farmer. She has
employer-paid health and, if I was to work there, I could benefit
by the same benefits that she can. That would give us a going
away party out of the State of Wisconsin with accounts worth close
to $1 million. The $500,000 limit of the farm FFRA bill costs
$63.80 per month per farm couple, while the $2,000 IRA bills that
people usually refer to as nothing but pocket change, cost $333.32
per month.

I have made a chart up for the Senator and for anyone to see.
This chart points out the relative expenses of various IRAs. The
first account we have is one-half of a farmer's retirement account.
The law would let you achieve in the neighborhood of $250,000
after 50 years of farming. This is how you would achieve it. There
would be a $32.80 monthly payment into an account paying 8 per-
cent. Now if we compare that, one-half million dollars equal to one
inch, that is a farmer's retirement account. Now if we go to one full
IRA, which would be $2,000, one full IRA is equivalent to $1.34
million, and that would come out to about this, compared to the
one inch of the farmer's IRA.

Then if we go clear out to the SEP IRAs, the SEP IRA is one that
allows 15 percent of your net earnings to go into a retirement ac-
count, such as an attorney or a doctor might have. And I just keep
on pushing out until I reach 80 inches, and that is an account total
for a working husband and wife team of $40 million for the same
period of time that a farmer is asking sympathy for a one-half mil-

on dollars lifetime IRA.
I was appalled by the Treasury's statement. I would think it

would be far past time that some of the Treasury people leave the
beltway and look at the patches upon patches that we have put on
our coveralls, and the rusty boxes we drive down the road that we
call our pickups.
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Last night I called the local farmers' elevator to get a quote on
corn. They were paying $1.92 yesterday. For a share of 22 percent,
we would have to correct that price to $1.57 for a pickup. For a
pickup in the field, we would be correcting to $1.47 per bushel.

So, Mr. Chairman, I will tell you, I got a considerably better
price than that when I was going to the Korean conflict back in the
late 1940's, early 1950's. And for many years after that, I could still
mail a first-class letter for three cents.

Now, if we were to fair list the p rice of corn, we would multiply
that three cents f'y 10, and instead of looking at $1.92, I should be
looking at $19.2(0 From a bushel of corn.

I believe I have said enough, so I will cut it off.
[The prepared statement of Mr. Harris appears in the appendix.]
Senator DASCHLE. Well, thank you very much. You have said a

good deal. That was a very good demonstration.
Mr. HARms. I would like to make one more comment I over-

looked here. That is that the lady from NFU referred to, I believe,
somewhere around $3,800 as annual farm income. Well, I have
taken the liberty of doing some research on this item. A welfare
family of four has basic annual income of $7,176; food stamps per
month, $278 or $32.40; assistance average per month, $300, $3,600;
plus $240. That comes up to an annual income of $14,856. Now
that is equivalent to an $18,000 income for a self-employed farmer.
But, on top of that, they get the gold card, which is medical serv-
ices-doctor, hospital, drugs, eye care, dental care. The cost of this
insurance policy is over $10,000. Now we have a total of $24,856
for the welfare family. We correct this balance to the 15.3 percent
Social Security, the Federal tax and the state tax, and we add on
another $9,182. This comes up now that we have a self-employed
farmer having to turn out $33,000 of 'gross taxable earnings to be
equivalent to a welfare family.

Now we go one step further. There is only one farmer in eight
who has more than this as net. Now, I would like to know how we
are supposed to take money out of a fund that is not any greater
than what a welfare family gets, and fund our retirement through
conventional packages.

The other thing to look at is this. When this was compared to
the other types of business-say, a plumber-well, what can a
plumber put in his pickup? How many saws and hammers can a
carpenter own? Restaurants turn over inventory about every 7
days. A filling station turns over inventory every 3 days. A hard-
ware store turns over inventory every 3 months.

If I wanted to expand my beef operation, from the time I make
the decision until I sell my first steer, it is 7 years. There is no
comparison between the capital gains, which runs $1 million for
many farmers who are serious farmers for each job.

The Wall Street Journal a couple of years back pubhshed a study
of General Motors. They said that their average investment per
employee was $29,000. Now you compare the needs of a $29,000,
$100,000 job because $56,000 is for take-home pay, and $30,000 for
fringe benefits-compared to a farmer who is a $5,000 a year man,
with a $1 million inVestment. It just does not make sense.

Thank you very much, Mr. Chairman.
Senator DASCHLE. Thank you very much, Mr. Harris.
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Let me ask you a question. You make a pretty compelling case
for farmers. Can you think of a reason not to expand it as well to
small businessmen or to-

Mr. HARRIS. No, there basically is no reason not to. The reason
I did not do it is because I felt that when I ran through the budget
figures, my budget figures surely come out. I did a very detailed
analysis ofit. This is going to be around a $15 million credit cost,
not the $180 million cost that comes out of the Treasury or the
forecasting people. And I can go through that $15 million to sub-
stantiate that very closely. But that is all the cost, yes.

Now the other thing is, as it is written, wherever other IRA ac-
counts exist, they are discounted from this. So the people who have
this three-to-five-day or two-week turnover of inventory have an
ongoing natural payment or salary come in every week. So they can
make their payments on an ongoing basis. The farmer simply oper-
ates out of the bank and turns all his money back in to the bank,
and cannot take ongoing sums out of it.

So It would realty have very little value to most businesses. It
would have some, but it would have very little value to them.

Senator DASCHLE. Would you means test it or would you give
people with seven, eight figure incomes-

Mr. HARRIS. Oh, the means test goes like this. To qualify for this,
you have to have been in farming for at least 5 years as a full-time
operator. You count those years, and multiply the years by $10,000.
So if you farm for 50 years, that gives you $500,000.

The means test is that it has to be an item or product used in
your occupation. So, if it is not something that is used in your occu-
pation, take the money from that and rotate it in this. So the cow,
the chicken, the combine, the farm qualifies by your means test.

The other thing on this that really cuts it down is, if other IRAs
exist that amount over $100,000 subtracts dollar for dollar from
this 500,000 limit.

Subtract that, and the people who have these $1 million or $2
million or $40 million IRAs, Keoghs, 401(k)s. Regardless of what
they have, the farmer has no value to them. So with those types
of corrections on it, I would have no objection to opening it up to
everybody else.

Senator DASCHLE. Thank you very much, Mr. Harris.
Mr. McDavid, you describe in your testimony the test you would

suggest for eligibility of gains and losses for special tax treatment.
The test applied in legislation is similar to the test applied by the
courts. That is, where the assets sold were directly related to, or
actually facilitated the patronage or related activities of the coop,
they should be accorded pass-through treatment. Wouldn't all asset
sales arguably facilitate the activities of the coop, either directly or
indirectly?

Mr. MCDAVID. We thought it would be fair and in keeping with
the way cooperatives have been taxed generally to say that these
assets have to be assets that hav been used in the patronage oper-
ation.

Some cooperatives have fairly far flung operations, and they can
engage in nonpatronage business. So if an asset has been used in
the nonpatronage operation, we thought that the gain on the sale
of that asset quite logically ought to be considered nonpatronage
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gain. But, if the asset has been used in the patronage operation-
say, for example, a grain elevator or some other property that was
a part of the patronage operation-then gain on the sale of that
asset, quite logically, ought to be considered to be patronage
sourced, or at least be eligible to be treated that way under the
election.

Senator DASCHLE. I am not sure I understand that point. Are
there examples of sales that would not facilitate the activities of
the coop. Give me an example of a sale that would not facilitate
the activity. I am sympathetic to what it is we are trying to do
here. I wonder whether the generic definition of "sales that facili-
tate patron activity" is so broad as not to allow us the ability to
differentiate between the legitimate activities of a coop for purposes

- of eligibility for tax benefits and those which are not necessarily in
direct support of patron activities.

Mr. MCDAVID. You raise a very good question.
This legislation will focus attention on the way the particular

asset has been used. If the asset has been used during its tenure
with the cooperative to facilitate its patronage business, the gain
on the sale of that asset would be eligible to be treated as patron-
age sourced.

Now, if I ain understanding your question correctly, you are
thinking about why the sale might be made. Would the sale itself
f&ilitate the patronage operation? We are focusing on what the
asset has been used for as opposed to the purpose for the sale. We
think that is a better line to draw. It is pretty clear when you can
look at these assets and say, all right, historically, how have they
been used? When you begin to get over into the reason for selling
it, that raises a lot of questions. What we had hoped to do was to
clarify the focus.

Senator DASCHLE. So I assume. Can you think of instances where
sales would not facilitate the activities of the coop?

Mr. McDAVID. Well, I think, in most instances, the sales would
facilitate the activities of the coop. I think in almost all instances
they would.

Senator DASCHLE. That is my point.
Mr. McDAVID. Yes.
Senator DASCHLE. Right.
Mr. McDAVID. Yes, in most instances they would.
Senator DASCHLE. So, in other words, in every instance where

they do-we think in most cases they would-that situation would
then warrant the applicability of pass-through treatment?

Mr. McDAVID. Yes.
Senator DASCHLE. I guess that then begs the question. Is there

a situation that would not allow for the access to this provision?
Could there be a particular case where you would not have a situa-
tion where tax treatment would apply as proposed?

Mr. McDAVID. No. I cannot think of anything.
Senator DASCHLE. Thank you, Mr. McDavid.
Alan Sobba, obviously there are situations we have experiencedin years where floods have had a devastating impact on crops. I

think the perception is that floods are not as detrimental to live-
stock as droughts are. Certainly the law currently reflects that.
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I think, for the record, it would be helpful for you to share with
us, if you can, the degree to which floods are similar to droughts
in loss of livestock. It is not always possible, is it, to move livestock
out of harm's way as floods come? Did we not also experience a
substantial degree of loss along riverbeds in particular?

Mr. SOBBA. Mr. Chairman, I would look at'it this way. If you live
along a river, or a large body of water that floods like it did this
last spring, you normally plan your forage needs. If you have so
many head of cattle, you know approximately how much forage it
will take, both grass and hay, throughout the year.

If you have a weather pattern that dramatically distorts your
ability to graze or make hay on certain property, then it forces you
into making a decision that you would not have made under nor-
mal circumstances. That same rationale is the rationale that was
used to establish both the involuntary conversation of 1033 and
also the 1-year rollover in 451. So, I agree wholeheartedly that
there is a weather pattern change that dramatically affects what
it is that you had planned for. It should not throw you into an in-
come tax situation that you could not foresee.

Senator DASCHLE. Do you recall the legislative consideration of
the disaster-related tax relief that is currently available in the law,
and why it may be that droughts are the only condition that gives
rise to that tax relief?

Mr. SOBBA. I was not here when that was done, but we did look
into that earlier last year when all those floods took place and
caused the sales' to occur. I think it probably was a matter that
drought was an overriding factor. I do not know of any other rea-
son. In 1988, Senator Danforth, when we had severe drought, for
example, in north central Missouri, changed 451 to allow it to
apply to breeding cattle, which previously had only applied to year-
ling cattle. So I think that is just facts and circumstances.

Senator DASCHLE. Barbara, you were talking about legislation
that was introduced having to do with giving farmers a little more
flexibility in paying tax on disaster payments, flexibility that is not
currently allowed in law.

I assume that you share the view that there are farmers who
would be more than happy to file amended returns if legislation
were passed this late, but, I guess, I would be interested in your
answer to that question. That is, what level of interest is there
among your members? And, secondly, to what extent do you think
legislation of this kind would be helpful in future years-prospec-
tively?

Ms. WEBB. I think it would be very helpful to take care of future
situations by making it permanent. Senator Daschle, I think it is
a great concern to our membership, as evidenced by the fact that
at our National convention, our delegates who were elected from
the grass roots organizations within Farmers Union passed a spe-
cial order of business concerning this piece of legislation that you
had just introduced, I believe, at the time. And there were a num-
ber of members who mentioned that, even in the future, it is some-
thing that they could use. They were going to look into extensions
which Representative Minge addressed carl ier, and certainly would
hope that it could be done this year. But whenever it was done,
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advantage of the situation.

Sen itor DASCHLE. Let me ask you a question on an unrelated
issue, the same question Senator Conrad asked earlier.

Obviously, we have acquired a number of tools to encourage busi-
ness and other entities to aggressively undertake activity for clean-
ul. under Superfund. Among those tools are tax provisions that pro-
vide incentives for cleanup. The extension of environmental clean-
up tax incentives to agriculture seems to me to make a good deal
of sense. I think that the inability on the part of Treasury to re-
spond as to why there is a difference between the farm situation
and the Superfund situation may reveal that there really is no jus-
tifiable rationale for the difference in treatment.

Given the fact that you addressed environmental tax incentives
for farmers, perhaps you could elaborate on your own position.

Ms. WEBB. I think our membership which, as you know, is pri-
marily small family farmers, want to comply in every regard with
environmental concerns, whether they are imposed on them or not.

In most instances, any problems that they have in doing so are
financially driven. We recently had our National Farmers Union
fly-in, and we were discussing a number of environmental issues.

We particularly addressed the farm income situation. I know
that one member from Oklahoma, which is my home State, got up
and stated that he agreed that farmers are the premiere environ-
mentalists. They live on the land. They drink the water. They want
to pass it on in a good state to future generations. But when you
get down to the situation of whether to build a terrace or feed your
family, you have certain lifestyle issues that sometimes take prece-

dence.
This would give farmers in such situations a better ability to

comply with the regulations that are imposed on them, that they
really want to accomplish on their operations anyway.

I think it would be very helpful and, and as you and Senator
Conrad said, it is something that is beneficial to society, as well as
to the family farm, and to what we are trying to achieve here.

Senator DASCHLE. Well, Ms. Webb, thank you and all of our
panel members

Mr. Harris?
Mr. HARRIs. Yes, I would like to address a couple of other short

subjects here, if I may, Mr. Daschle. In Social Security, a typical
farmer signs on at the age 62, so he can get his limited Social Secu-
rity to augment the farm income, so he can stay on the farm in
business and, also, possibly work some of the farm family income
to his son who may be coming up, or the son's family.

It has been my experience in interviewing farmers lately, that
the typical farm income on the Social Security side is between $200
to $400 dollars.

An individual who might have been worl-ing for the Federal min-
imum wage since 1951, his check at this time would be $525 in So-
cial Security. Now when we get back to the estate tax exemption-
and, of course, my agent and I are interested in that-I have a
story here that says, "Why Lena Quits Milking Cows When Ole
Dies".
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Mr. and Mrs. Farmer Oleson are retiring due to their advanced
age and health.

Their farm auction is to be held Saturday, March 31st. Saturday
night after the auction, Lena performs her wifely duties and writes
out checks for all outstanding debts. The remaining balance is
$100,000. Friendly Joe Shmoe, their accountant, informs Ole and
Lena that the Federal and state treasuries desire their share of
$42,000 for various taxes.

Monday morning Ole and Lena have but $58,000 to deposit into
their taxable savings account for the two of them to live miserly
on during their not so golden years.

Now, if Mr. Oleson would have been real considerate of the lovely
Lena, he would have passed on by March 30th. Then Lena would
have to waltz along through her golden years alone with $100,000,
not the $58,000 for the two of them. Does this make sense?

The only chance a farm wife has got is to pray that her husband
dies before he retires, so that she will have some money to live the
last 7 years after he is gone.

Thank you.
Senator DASCHLE. Mr. Harris, thank you very much.
Senator Roth, do you have any questions?
Senator ROTH. No questions, Mr. Chairman.
Senator DASCHLE. Thank all the panel members. We appreciate

your coming this afternoon.
Our final anel is comprised of two people-Thomas G. Tepas,

Senior Vice President for Administration for Hercules, and Robert
Woodbury, the Vice President of Kollmorgen Corporation. If those
witnesses will come forth, we will take their testimony at this time.

Gentlemen, we welcome you, and appreciate your willingness t
come this afternoon. Mr. Tepas, let me begin with you.

STATEMENT OF THOMAS G. TEPAS, SENIOR VICE PRESIDENT
FOR ADMINISTRATION, HERCULES, INC., WILMINGTON, DE,
ACCOMPANIED BY BRUCE W. JESTER, DIRECTOR OF TAXES
AND ASSISTANT TREASURER, HERCULES, INC., AND J.D.
KNOX (RETIRED), FORMER ASSISTANT TREASURER, HERCU-
LES INC.
Mr. TEPAS. Mr. Chairman, my name is Thomas Tepas. I am the

Senior Vice President for Administration at Hercules, Inc. I am
joined at this table by Mr. Jim Knox, who was formerly Assistant

easurer for the Corporation. He retired earlier this year.
I want to thank you and the other members of the committee for

the opportunity to testify on a matter of fairness and equity for my
company and its nearly 13,000 employees, and over 3,000 share-
holders.

While I will speak from a condensed version of our statement, I
would appreciate it if the more inclusive and technically-oriented
document could be made part of the record.

Senator DASCHLE. Without objection.
[The prepared statement of Mr. Tepas appears in the appendix.]
Mr. TEPAS. Thank you, Mr. Chairman.
By way of background, as you may know, Hercules is a world-

wide diversified chemical and aerospace company. Since 1970, we
have used our wholly-owned foreign subsidiary, Hercules Inter-

88-740 0 - 95 - 3
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national Trade Corporation, Ltd., or HINTCO, to distribute and sell
our products and those of other U.S. manufacturers and producers
to the rest of the world.

Close to 40 ercent of approximately $400 million in worldwide
sales facilitates by HINTCO was in the business of selling, distrib-
uting, financing and providing marketing know how for such U.S.
agricultural products as feed grains, soybeans, and energy prod-
ucts, primarily coal.

HINTCO had a worldwide sales force and offices, as well as dis-
tributors located throughout Europe and Asia. HINTCO has oper-
ated under the ETC program established by Congress in 1962, and
authorized again in 1971 and 1984.

In the 1984 Tax Act, after some 20 years of Congressionally au-
thorized export sales, Congress offered existing export trade cor-
porations three choices. They could continue to operate; they could
remain in business and transfer their asbets tax free to a foreign
sales corporation; or they could exit the export sales business alto-
gether and repatriate their accumulated export trade income tax

ee to the United States.
Hercules chose option number one as the most advantageous

business choice for the corporation. We believed, based on the af-
firmative action of the House Ways and Means and Senate Finance
Committees, as well as the full Congress, first in 1971 and then
again in 1984, that Hercules would be eligible under the reauthor-
ized ETC program for continued tax deferral on the HINTCO ex-
port trade income.

Just 2 years later, however, without consideration by a single
member of Congress, or review by any appropriate committees of
the Congress, and certainly without an open hearing, tax deferral
for ETCs such as ours was, in the Treasury Department's view, ef-
fectively halted by the 1986 Tax Act. That position is underscored
by the current interpretation of the passive foreign investment
company rules issued by the Treasury Department.

Contrary to Mr. Richter's testimony earlier, no ETC had any rea-
son to expect they were at risk if they chose to continue operating
after 1984. It is my understanding that the 1986 Tax Act did not
specifically address ETCs.

In the last several years, we have pursued this matter in the
Congress and at the Treasury. We have been advised that the 1986
provision was specifically aimed elsewhere, and not at export trade
corporations.

The 1986 Act's passive provision was directed at ending the de-
ferral of taxes on income earned by passive investment entities lo-
cated overseas, such as offshore mutual funds.

ETCs are authorized under their own section of the Federal law,
and if restrictions had been aimed at this incentive program, we
believe that their existence in the 1986 Tax Act would have been
specifically noted.

Nevertheless, the Treasury Department's definition of the term"passive income" leaves open the possibility that income derived
from the sale of products other than those manufactured by the
parent of the ETC would not be eligible for tax deferral.

Acco'rdingly, acting with caution as to the potential and signifi-
cant tax liabilities, including interest and penalties inherent in the
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of Hercules, Inc. in 1990 and 1991, including in part those earnings
accumulated through December, 1986.

Hercules believes that an equitable resolution of this matter
would be for Congress to eliminate the ETC program, make clear
that the PFIC provisions do not apply to ETCs, and permit Hercu-
les and other shareholders of ETCs to treat as previously taxed in-
come the export trade earnings of their ETCs, including again ex-
port trade earnings distributed after the effective date of the 1986
Act.

It is our understanding, as we heard this afternoon, that Treas-
ury Department will argue against a resolution favorable to us ei-
ther legislatively or in regulation.

Accordingly, seeking equity, we feel we must return to the legis-
lative process. The Congress is now in possession of knowledge and
understanding of this issue and will, hopefully, act on the matter
at the appropriate time. In that regard, we believe that the Con-
gress spoke clearly in 1971, and in 1984, to continue the ETC re-
gime and Hercules made a good faith and sound business decision
on that basis.

On behalf of my company, its employees and its shareholders, I
have an obligation not to stand by idly while an adverse and unin-
tended provision of law prevails that no member of Congress knew
would reverse previous commitments. American companies cannot
do business with the laws constantly, and without warning, shift-
ing beneath their feet, and with subsequent and unintended inter-
pretations.

After all when Congress decided to specifically authorize con-
tinuance of the ETC program in 1971 and again in 1984, it was a
definitive act, forthright and specific, unlike the provisions of the
1986 Act.

Accordingly, Mr. Chairman, it is your judgment on this matter,
and that of your colleagues here in the Senate and in the House
of Representatives, that we and other ETCs which will testify
today or will submit statements for the record, now seek.

Senator DASCHLE. Thank you, Mr. Tepas.
Mr. Woodbury?

STATEMENT OF ROBERT W. WOODBURY, VICE PRESIDENT,
KOLLMORGEN CORP., WALTHAM, MA, ACCOMPANIED BY JO.
SEPH H. NEWBERG, ESQUIRE, COUNSEL TO KOLLMORGEN
CORP.
Mr. WOODBURY. Mr. Chairman, my name is Robert Woodbury. I

am Vice President and Controller of Kollmorgen Corporation. I am
here today to request equitable treatment for my company,
Kolmorgen Corporation, and to support other corporations which,
like Kollmorgen, had the rules changed on them in the middle of
the game.

I am accompanied by my tax counsel, Joseph H. Newberg of Sul-
livan and Worcester in Boston. We will be happy to answer any
questions the committee may have.

By way of background, Koilmorgen is a manufacturer of high
performance, motion control analytical instruments and electrical
optical systems.
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From 1971 to 1991, Kollmorgen used its wholly-owned Swiss sub-
sidiary, Kollmorgen, A.G. ("KAG"), to distribute and sell certain of
Kollmorgen's products throughout Europe. Because KAG's business
fostered an important goal of U.S. economic policy-that of expand-
ing the sale of U.S. products overseas, KAG was entitled to operate
since its formation as an export trade corporation, or ETC, one of
the export incentive companies established by Congress.

Presented in 1984 with a Congressionally offered option to: (1)
continue as an ETC; (2) to transfer its assets tax-free to a FSC; or
(3) to quit the export sales business and repatriate its export trade
income tax free to the U.S., Kollmorgen chose to continue operating
KAG as an ETC. Even though Kollmorgen could have repatriated
all of KAG's accumulated earnings from export sales tax free by
terminating its operations, Kollmorgen wanted KAG to continue in
its traditional export business with the same tax consequences.
Moreover, Kollmorgen had the explicit blessing of Congress to take
this route. Certainly Kollmorgen believed, based on the protection
of the ETC system by Congress, first in 1971; and then again in
1984, that KAG would be able to continue operating as a tax-de-
ferred ETC as long as it remained in the export business.

Kollmorgen continued to actively operate its ETC and was doing
so on April 20, 1990 when the Chief of Staff of the Joint Tax Com-
mittee publicly proposed the elimination of the ETC regime as a
simplification measure.

When it became likely that the ETC regime would be closed
down, and that accumulation of income, even for redeployment in
export trade activities, could give rise to PFIC issues, Kollmorgen
was forced to reevaluate the economic utility of maintaining its
Swiss subsidiary. As a result of this review, Kollmorgen during
1991 withdrew the accumulated export trade income from invest-
ment in export assets, in order to redeploy those resources to more
productive uses.

Since no relief similar to the 1984, and earlier 1971, relief had
been proposed or seemed available, Kollmorgen was required to in-
clude such withdrawals in taxable income in accordance with the
normal ETC provisions. This has unreasonably affected Kollmorgen
and other companies testifying here, compared to all other ETCs
which had the opportunity to convert tax free their export trade as-
sets into a FSC, or to withdraw these assets tax free for redeploy-
ment. Kollmorgen, therefore, joins with Hercules in requesting re-
lief similar to that contained in the Deficit ReductionAct of 1984,
that would allow them to repatriate their earnings tax free.

Certainly, fair relief is warranted, and is not an unreasonable
price to ask where the taxpayer has relied on Congressional laws
m conducting its export activities has played by all the applicable
rules, and, in the absence of such relief, will have suffered a tax
disadvantage not suffered by its competitors who took advantage of
the prior relief rules.

In sum, we do not believe it is fair or equitable to deny relief to
Kollmorgen, where it had no basis in 1984 to conclude that the
Congressionally-mandated and twice- protected ETC regime would
lose its viability in the future. Kollmorgen, therefore, joins with
Hercules in requesting the ability to repatriate its export trade in-
come tax free.



By way of example, legislative relief that would fairly address
the foregoing ineqities might include the following elements:

(1) Formal repeal of the ETC regime, effective for years ending
on or after December 31, 1990-hereafter the termination date.
This approach would be consistent with the public statement by
the Chief of Staff of the Joint Tax Committee in 1990, proposing
elimination of the ETC regime as a simplification measure.

(2) ETCs in existence as of the termination date would be al-
lowed relief similar to that allowed when the export trade regime
was modified in 1971 and again in 1984. Export trade income
earned prior to and including the termination date would, when
distributed any time after December 31, 1986, be treated as pre-
viously taxed income.

We believe this approach would recognize the de facto death war-
rant for ETCs signed by the Joint Tax Committee in 1990. For rea-
sons more fully addressed by Mr. Tepas from Hercules, this would
correct the unfairness suffered by ETCs, which reasonably relied
upon Congress by continuing to operate as ETCs after 1984.

Thank you.
Senator DASCHLE. Thank you, Mr. Woodbury, for your statement.
Could either one of you elaborate as to why a company would

have chosen to operate as an ETC rather than go to a FSC in 1984
when that opportunity presented itself?. What were the factors that
one would have weighed in coming to this decision?

Mr. TEPAS. I think, on the part of Hercules, we chose to continue
because we had made a significant investment in HINTCO and
built it up. We had offices in Europe and the Far East. It was a
known entity, successful in what it was doing. It was stimulating
U.S. exports. It had grown substantially, and there was just abso-
lutely no incentive, no reason, for us to change to a FSC or to dis-
continue its operation. It was very good at providing us a competi-
tive advantage.

Mr. WOODBURY. From Kollmorgen's position, we can take an edu-
cated guess, since many of the employees who were in the company
in 1984 are not in the company today.

The company at that time was losing substantial money, and did
not have an in-house tax staff. The management was trying to pay
attention to the business, and not worrying about how to handle
tax issues, and there was no reason to try to convert to an ETC.
It was working for us. It was doing well. Legally, and from a busi-
ness standpoint, there was no reason to have to undo the ETC.

Senator DASCHLE. But was there not at that point some signifi-
cant tax advantage?

Mr. KNox. Tax advantage, Senator, in what respect?
Senator DASCHLE. Was there a decision based upon cir-

cumstances at that time, that the tax advantages of an ETC out-
weighed the advantages of an FSC?

Mr. KNoX. In our judgment, it did. A certain element of our in-
come-financing of third-party business, dealing with third- party
business--would not have been subject to this FSC proposal. We
would have had to pay tax on it currently, as contrasted by the
ETC rules where we had a 100 percent deferral on that income.
Deferral certainly had more value to us than the partial exemption
of FSC given the nature of our business.



Senator DASCHLE. Is there a way to quantify that value?
Mr. KNox. I think that the partial exemption, of roughly 70 per-

cent of the income in a FSC, contrasted to 100 percent of the in-
come earned in a deferral situation.

Senator DASCHLE. How would you reply to Counsel Richter's
comment in his testimony that, even though you distributed your
accumulated export trade income in 1990 and 1991, compared to
other companies that went ahead and converted to FSCs in 1984,
you enjoyed three extra years of ETC tax benefits from 1984 to
1987?I believe he made that comment in his testimony, and it
would be interesting to have your response to it.

Mr. TEPAS. Senator, I think it is clear that we take issue with
that statement. But, as to the specifics, Mr. Bruce Jester, currently
Tax Director and Assistant Treasurer for Hercules, Incor-
porated

Senator DASCHLE. Would you mind introducing everybody on the
panel, for purposes of the record.

Mr. TEPAS. I introduce Mr. Jester. He is Director of Tax and As-
sistant Treasurer for Hercules, Incorporated. I previously identified
myself.

Senator DASCHLE. The gentleman representing Kollmorgen?
Mr. WOODBURY. Gentlemen, this is Joe Newberg, Tax Counsel for

Kollmorgen.
Mr. TEPAS. And, lastly, at the end of the table is Jim Knox, for-

merly Assistant Treasurer for the firm.
Mr. JESTER. Senator, in response to the statement made by

Treasury, I think that statement is inaccurate because, while we
were able to defer taxes for an additional 18 months or 2 years, as
a result of the 1986 Act and the 1988 provisions, we then had to
repatriate those earnings and pay the tax at that point in time. So
there was not really any significant additional benefit obtained
during that 18-month, 2-year period.

Senator DASCHLE. No significant benefit?
Mr. JESTER. No. That is correct.
Senator DASCHLE. How would you define significant?
Mr. JESTER. I would define it conversely as insignificant in that

the benefit was the time value of the tax payment that was made
2 years later, the time value of that money.

Mr. NEWBERG. Senator, if I might just say, from Kollmorgen's
point of view, to respond to that Treasury point, generally, if the
taxpayer had elected in 1984 to convert to a FSC, they would not
have had a tax deferral of all the income. They would have had a
tax exemption, however, of part of that. And by remaining as an
export trade corporation, they gave up the right to continue indefi-
nitely into the future and to have a tax exemption on part of their
income.

If, on the other hand, they had elected to bring the income-the
accumulated export trade assets--back tax free in 1984, they could
have then redeployed those assets into other activities with risk
and reward ratios known to them.

But export trade corporation status endorsed by Congress m
1984, as it had been in 1971 and 1962, said to people, "This is a
good place to invest your money, in export trade activities. We en-
courage that. Continue to do it. Here are the risk/reward ratios."
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Yes, there was continued deferral, but that was part of the game
and there were tradeoffs in making the choice to take that instead
of these other things.

Mr. KNox. One other point, Senator, I would like to make. As
was stated in Mr. Tepas' testimony, at least to our knowledge,
there was no warning, no advance notice that in 1986 this was
going to occur.

Certainly, had we been aware in 1984 that something of this na-
ture would occur within a very short time-18 months or 2 years
down the road-we would certainly not have continued on with tax
deferral. The value of that deferral was far, far less than the value
of bringing back what we had accumulated in 1984 tax frce. There
would be no comparison. The latter would dwarf the other.

Senator DASCHLE. Mr. Te pas and Mr. Woodbury both mentioned
in their statement that HINTCO and KAG distributed their accu-
mulated export trade income in 1991, as was discussed. How does
that relate to the choice Hercules and Kollmorgen made in 1984 to
continue HINTCO's and KAG's trade export business?

Mr. TEPAS. With regard to Hercules, we felt it prudent, based on
the interpretation by Treasury Department that this would be
PFIC income. With the interest and penalties associated with it, we
really had no other choice but to repatriate as soon as we heard
that interpretation.

Mr. WOODBURY. From Kollmorgen's perspective, during 1990, the
demand for products in Europe started to decline. This was the
first consideration, and we needed to redeploy some of our assets.
Most important was, since the Joint Tax Committee in 1990 effec-
tively announced the ETC regime as being killed, it made no sense
to leave those assets because accumulating any additional earnings
in KAG would have incurred more difficult tax consequences as the
company went forward under the PFIC rules.

Senator DASCHLE. In this kind of a situation, are there foreign
tax credits that could be used to shelter U.S. income from the tax
arising from distribution? What kind of foreign tax credit basket
might apply to such income under these circumstances?

Mr. JESTER. There would be some foreign tax credits available to
shield some of the income and, to a great extent, the amount of
shelter or shielding that would take place would depend on the
basket in which the income was allocated.

If the income went into a basket where you had significant tax
credits available, then, of course, you could shield that income from
U.S. taxation. If it went into a basket where you did not have sig-
nificant foreign tax credits or had no foreign tax credits available,
then there would be no shelter and you would pay U.S. tax cur-
rently.

Mr. KNox. Another aspect, not so much on the foreign tax cred-
its, Senator, but you had inquired about the distributions that Her-
cules made in 1990 and 1991. A lot of that was precipitated by the
interpretation of the PFIC rules that would have effectively denied
the deferral to Hercules going out in the future. The price of that
deferral, if we continued to defer under the PFIC rules, was very
onerous if we took it out over that time horizon. As any business
such as ours looks down the road for future planning, that price
would have been terribly high.
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looking at something in the range of a 98 percent effective tax rate
on the earnngs of the cornpany if we deferred. Caution said to us
that we had better make the distribution and proceed ahead with
what we had to do.

Senator DASCHLE. Do you know what basket Hercules used in
1990 or 1991?

Mr. JESTER. The income was split among the two baskets. I will
refer to the active basket, or the general basket, which is the bas-
ket that normally has foreign tax credits available, and the passive
basket, which most of the time, at least in our business, does not
have significant foreign tax credits available. And, to respond to
your question, the income was allocated between both baskets.

Senator DASCHLE. How do you respond to Mr. Richter's point
that there is no way Congress could guarantee a taxpayer a special
tax status, or guarantee that the rules would not change indefi-
nitely? One has to view all of one's tax benefits in a somewhat pro-
sgective wa , with almost an anticipation that things are going to
ChangeI think that was the point. How would you respond to
that?

Mr. WOODBURY. I will answer that from Kollmorgen's standpoint.
As we said in our statement, we had three options in 1984. And,
given those three options, we chose option one, as mentioned in my
statement. The rules were changed later on, saying that the tax-
payer cannot assume that it will go on forever. We had an option
which we elected, and other companies made different elections.
Changing the rules two to 3 years down the road is not keeping
it on an open playing field in that regard. We thought we were tar-
geted, and it was a death warrant only for those continuing as anETC.

Mr. TEPAS. I would add that, if Congress had made it clear in
1984, or even given some indication that their intention was to ter-
minate ETCs, then, clearly, Hercules would have made a far dif-
ferent choice, made a very different decision than it made. But, in
fact, there was no indication of that and, again, we believe that
where our company was treated unfairly is that, even in the 1986
Tax Act, the question of ETCs is subject to interpretation, and it
is that interpretation that we do not believe Congress intended
that has disadvantaged our corporation.

Mr. KNox. If I might add, Senator, one point on that which we
feel is very critical, at least from our analysis of the situation, is
that the ETC statutes are very specific. You need to do this, you
need to do that, you need to comply with various utilization of your
assets. They cannot be employed in things other than the ongoing
export activities of the company. You need to comply with rather
strict rules within the ETC provision. We were comfortable with
these. We knew, or at least we thought we knew, what they meant.

In 1986, what came along in the PFIC was a rather broad and
neral statutory provision. It did not address ETCs specifically.
ad ETCs been addressed, it would have been a different situation,

I believe. But we were dealing with the ETC rules, and ETCs got
caught up in the PFIC rules, which were rather a broad application
to many forms of companies. As Mr. Tepas has mentioned, ETCs
were not even mentioned.



[The prepared statement of Mr. Woodbury appears in the appen-

Senator DASCHLE. Senator Roth?
Senator ROTH. Thank you, Mr. Chairman and gentlemen, wel-

come. It is nice to have you here today.
Going along the line of questioning by the Chairman, I expect all

you gentlemen agree and understand that any rules or laws can be
changed by Congress. But the problem here was that the change
that came about was not specific, but as a result of a general provi-
sion provided in 1986. In other words, as you have already testi-
fied, is it correct that the export trading companies were specifi-
cally authorized? Is that correct?

JAl responded yes.]
Senator ROTH. And, in 1984, you were given three choices. I

want to make sure I understand. You were given three choices.
One of them was to continue the export trading corporation. There
was no indication then that the rules were going to be changed as
to deferral. Is that correct?

Mr. TEPAS. That is correct. Right.
Senator ROTH. Mr. Woodbury?
Mr. WOODBURY. That is correct.
Senator RoTH. So, when the general rule came in 1986 on pas-

sive activities, was there any evidence of any type that it was going
to apply to export trading compares that you are aware of?

Mr. KNOX. None that we could see, Senator.
Senator ROTH. None whatsoever?
Mr. KNox. No.
Senator ROTH. So that, in a sense, the rules were changed by the

Executive Branch, by the Treasury. Is that correct?
Mr. KNox. I think the first serious indication we saw, that we

had a problem with the PFIC rules, was with the passage of regu-
lations in 1988, which actually dealt with Section 954 of the Reve-
nue Code, dealing with personal holding company income. What
had happened was that the PFIC statutory rules were interpreted
by Section 954 regulations to define what passive income was.

The PFIC rule said to look to Section 954 for the definition of
passive income for purposes of the PFIC rule. But that is the first
time that we saw that the issue could apply to our ETC.

Senator ROTH. Well, I have no recollection of the Finance Com-
mittee considering the PFIC rules' effect on ETCs or FSCs.

But I do remember talking to the Chief Foreign Counsel at Joint
Tax who told me that they just did not consider it at all. No consid-
eration was given of any sort. It seems to me that, if Congress did
not think about this issue then, it should reconsider the issue now,
especially since the Treasury regulations seem to have been applied
broadly.

I assume that you gentlemen would agree that Congress should
reconsider the application of the PFIC rules to ETCs.

Mr. WOODBURY. Absolutely, yes.
Senator ROTH. Now let me ask Mr. Tepas. You mentioned in

your statement that HINTCO distributed accumulated export trade
income in 1990 and 1991. Is this not inconsistent with the choice
Hercules made in 1984 to continue HINTCO's export trade busi-
ness?
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Mr. TEPAS. I do not think so. Ideally, HINTCO would have re-
tained these earnings and continued in its efforts to create exports
for the U.S. economy.

As I previously mentioned, it was really quite successful at doing
that, and we felt that it was providing a competitive advantage to
us. We had made certain investments in H INTCO, creating its
identity, and leading to its success. I think the decision to bring
back retained earnings in 1990 and 1991 were solely a decision
really forced upon us by the interpretation in 1988 of the 1986 Tax
Act, and one that we believe was an unintended interpretation.i So,
we really did not feel that we had a viable decision other than to
bring back those earnings and pay the taxes on them.

Mr. JESTER. Senator, if I may add to that, I think, as was men-
tioned earlier, if we had not distributed those funds at that point,
and had waited for 15 to 20 years, then the effective tax rate on
those earnings would have approached 95 to 98 percent. So we
really had no other choice. Senator Roth. You had no real choice?

Mr. JESTER. Right.
Senator RoTH. But Treasury contends, in the case of Hercules,

that you are seeking retroactive relief. Do you agree with that?
Mr. TEPAS. I think the ETCs were created to stimulate exports

for the U.S. economy. I think we were very successful in doing that.
It seems as though, through an interpretation, we are now being
disadvantaged. The only difference between now and 1984 is that,
because of the uncertain application of the PFIC rules-their inter-
pretation-we have already been forced to repatriate these retained
earnings, and have been taxed on those earnings.

I do not believe the retroactivity argument put forth by Mr. Rich-
ter is really applicable to us.

Mr. KNox. If I could add, Senator, I think that we somewhat
viewed the 1984 position of the Congress to be saying to ETCs that,
if you choose to, we are going to change the way in which you are
taxed.

You have been taxed over the past several years on a deferral
that said, in effect, that someday those earnings are going to come
back and you are going to pay tax on them. We are going to change
that retroactively. And we are going to let you take those earnings
out in 1984 and treat them as tax exempt.

I do not think we are asking for anything different. I think we
are asking for comparable treatment to 1984. But now, in our judg-
ment, the rug was pulled out a short 2 years later. We seek the
same type of relief. We think it is comparable relief to what was
done in 1984. If it is retroactive, it is retroactive under the same
principles that were there in 1984.

Another point Mr. Richter made that, if ETCs are given relief in
this situation, we do not think the floodgates will open up. ETCs,
as I mentioned earlier, are a specific "animal" provided for under
the provisions of a separate statute. Some of the other types of
companies who feel they have PFIC problems are general con-
trolled foreign corporations. They are not operating under a specific
mandate of Congress, such as ETCs.

Senator Rom. Thank you. Mr. Woodbury, do you have any fur-
ther comments?
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Mr. WOODBURY. From a retroactive standpoint, what
Kollmorgen's relief would be is similar to what Congress gave m
1984. The effective date of export trade earnings through 1990,
since the rules were changed by the Congressional committee in
1990, would have similar treatment to what we were offered in the
option in 1984, which is consistent.

Senator Roth. Thank you, Mr. Chairman.
Senator DASCHLE. Well, thank you, Senator Roth. Gentlemen,

thank you very much for your answers. The hearing record will re-
main open for five legislative days for any additional comment.

If there are any other remarks that any of you wish to make, and
add as an addendum to what you have already said, they would be
more than welcome.

[Whereupon, at 3:20 p.m., the hearing was adjourned.]
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ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT OF MICHAEL N. CASTLB

Chairman Daschle, Senator Hatch and members of the subcommittee, I appreciate
the oprtunity to appear before you today. I am very pleased the subcommittee has
agee to review the issue of how export trading companies, known as ETC., are
taxed.

This matter is of great importance to Hercules Incorporated and several other
companies. I am glad to see a number of my constituents from Delaware here today.The& will explain the imact the changes in the tax regulations for ETCS have had
on their company. In addition, my colleague from Delaware, Senator Bill Roth has
been seeking to address this issue for a number of years and can share his experi-
ence and knowledge with the subcommittee.

Iii my view the key questions before the subcommittee are congressional intent
and fairness. bid Congress intend for the 1986 Tax Reform Act to eliminate the fa-
vorable tax treatment for the few remaining export trading companies? And was it
fair for these changes to be made through the regdatory process without any review
by Congress?

It is my understanding that the 1986 Tax Reform Act intended to end the practice
of some financial companies establishing off-shore mutual funds to protect them
from U.S. taxation.

However, when implementing the 1986 Act, the Treasury Department in 1988,
established new rules for Passive Foreign Investment Companies (PFI6S) which
also included export trading companies like Hercules Company, HINTCO. Prior to
this action by the Treasury Department, whenever Congress had modified the law
on this subject, it had always given existing ETCS the option to protect or change
their status.

The 1988 action by Treasury essentially changed the rules in the middle of the
game on Hercules and other companies--without any review by Congress to deter-
mine the fairness of the change. Obviously the unexpected change in the tax status
of its export trading company has a major financial consequence for Hercules.

I am here simply to ask that the committee review how these changes were made,
and whether Hercules and other companies were treated fairly by holding this hear-
ing you have already begun this process. Thank you.

PREPARED STATEMENT OF JIM HARRIS

I wish to thank you, Senator Daschle, for the opportunity to testify on behalf of
the American farmers. We strongly endorse Senator Kohl's Bill 5 882 titled "Family
Farm Tax Relief and Savings Act of 1993" and other similar bills that have been
presented by members of congress. S 882 is very similar to a bill co-sponsored by
Senator Kohl in 1991 which attained 46 votes in the Senate.'

For brevity, the bill may be referred to as "F.RA,* standing for FARMERS
RANCH RETIREMENT ACCOUNT in this presentation.

*F-RA" re-establishes the farm assets as the Farmers Retirement Fund correcting
the hardships caused by:

1. The capital gams tax revisions of 86 and

I Similar house bills, Costello HR 1142, Senseonbrenner HR 1747.

(41)
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2. The oversight or failure of Congress to recognize that the farm investment
unit more than satisfies the intent and criteria for investment of funds required
of the IRA concept.

LIMITS-There are definitely limits to F-RA. A few follow:
1. Full time farmer for minimum of 5 years to qualify.
2. Maximum of $10,000/year of farming per spouse.
3. Maximum of $500,000 lifetime contribution limit per farm couple.
4. One's ability to-pay-I lost about $30,000 the last three years on the farm

and had no significant charges for interest or depreciation because of the good
farm economy of the 70's.

5. Any other existing IRAS which exceeds a $100,000 total. (The 401Ks
Keoughs, IRA's or multi-million dollar accounts which can achieve values of
hundreds of millions of dollars.)

The bill is unique in that it neither advantages or disadvantages any farm region,
product or activity. It will provide great incentive for substantial long term invest-
ment commitment to rural America. Also to the farm unit because the farmer can,
without reservation, devote all assets to the farm development, keeping his retire-
ment funds at home! (not Texas S&L's or South Africa gold mines.)The bill recognizes the need of the special farming (tenant farming) situations
which hold little or no real estate but have large investments in crops, animals, ma-
chinery, etc. To date most long term tax advantages have been targeted at real es-
tate holdings not working assets.

Object:
Treat a portion of the family farm assets as a "set.directed" IRA with income tax

deferral, rollover and make-up privileges compare to those granted to other tax
Paers'self.directed IRA's.

FACT-Fahning is an extremely capital intensive profession-occupation. Long
term growth and success of a family farm requires all of the farmer's capital re-
sources. One dollar of farmer income yields $.10 to kitchen, $.90 to bank to borrow
$10 more for farm operations and expansion leaving nothing to invest in IRA'S or
significant social security.

FACT-White/blue collar workers and other professionals, make large incomes
that require little capital outlay.

FACT-These people are allowed generous tax preferential treatment of large
sums invested in retirement packages-IRA's, 401K's, Keoughs, Deferred Comps.,
employer paid retirement funds, etc., which are invested in commerce. Let the farm
be the commerce for the farmer's IRA. It certainly satisfies the intent and purposes
of IRA's. It is simply an investment vehicle like savings, stocks, bonds, mutual
funds etc.

FA&T--Throughout history the farmer's capital appreciation was the farmer's re-
tirement fund and was given tax preferential' treatment by means of the previous
long term capital gains tax exemption. Capital gains accumulated by a family's
dairy herd is family developed from grandparent to grandchild and the farmer is
a very active-not passive-risk participator. Plus a major investor in the infra-
structure of rural America.

FACT-Now when a farmer is forced or voluntarily sells out (farm auction) when
retiring, all proceeds are taxed at a high tax rate, as if ones lifetime-blood and
sweat-assets were earned that year (no consideration for inflation.) Paper stocks
gains are easily held and averaged for retirement years, agricultural assets--impos-sible!!!

When net farm income is limited or nonexistent due to the combination of persist-
ent low prices and required capital expenditures, by law, No Tax Exempt IRA's and
Only Limited Social Security can be Funded. Result-IRA's and meaningful Social
Security are inaccessible for many farmers. Thus, the fanner retires with slim re-
tirement funds and a retirement to poverty. YET, the government demands their
"PINT OF BLOOD" out of the capital gains area of the farm sale.

A very tiny fraction-of the S&L fiasco cost would permanently endow a responsible
(arm F-RA program! Agriculture is a most essential "PUBLIC UTILITY" and it's
health must be regarded as vital to society. Farmer's capital is invested locally-
not Texas S&L's or South Africa--giving a local return of 6 to 1, creating local tax
base and jobs.

This in resolution form was passed, or in process by many farm organizations.
The typical annual retirement package available of $10/hr. to $12/hr. Wisconsin

state employees (my wife's) is (1) $3,000/yr. employer paid retirement; (2) $2,300
employer paid S.S. (7.65% vs. 15.3%); (3) $7,500 shared or self paid 401K (with a
$22,500 hardship make up privilege); (4) $2,000 self paid IRA; TOTAL $14,800. (5)
+ employer paidhealth insurance (6) + equal spouse's IRA account. The $500,000
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limit of Farm F-RA bills cost $63.80 per month, per farm couple, while the $2,000
IRA bills cost $333.32 per month (5 times F-RA cost) per couple and achieve a value
of $2,608,000.

I could go on and on about the unfairness issue. If one must, take some away from
the over-endowed so the underendowed American farmer who provides the cheapest,
most plentiful food supply the world has ever known can spend a few years in dig-
nity before we turn to the county for support and welfare assistance.

A farmer's social security is much less than one would think. Probably averages
in the $300 to $400 per month range. Also, seldom is there a separate Social Secu-
rity account for the farm wife.

Ibis F-RA concept is of unique value only to those professions which have a huge
"RATIO" of required capital assets per dollar of net earned income, particularly
where every possible dollar must go back into the business and one absolutely can-
not afford a separate retirement fund.

***Presently one spouse almost needs to die so the other can retire comfortably,
benefiting by new cost basis established by the spouse's death--SAD!

WHY LENA QUrTS MILKING COWS WHEN OLE DIES

Mr. and Mrs. Farmer Oleson are retiring due to their advanced age and health.
Their farm auction is to be held Saturday March 31st. Saturday night after the

auction Lena performs her wifely duties and writes out checks for all outstanding
debts. The remaining balance is $100,000. Friendly Joe Shmoe, their accountant, in-
forms Ole and Lena that the federal and state treasuries desire their share of
$42 000 for various taxes.

I onday morning Ole and Lena have but $58,000.00 to deposit into their taxable
savings account for the two of them to live miserly on during their not so golden
years.

Now, if Mr. Oleson would have been real considerate of the lovely Lena, he would
have passed on by March 30th. Then Lena would have to waltz alone through her

olden years. Alone with $100,000.00 where the two of them together have but
$58,000.00. Does this make sense? LET'S DO F-RA!!

*6 le & Lena story not in original tsstimony.

DISCUSSION OF THE SIMPLE LINEAR GRAPH #1

When one reviews Curve #1 of graph I we see that an annual deposit of $1000.00
(1/2 of an IRA) deposited at a monthly rate of $1000/12 months or $83.33/month
grows to $652,170.00 in 50 years. A deposit of $766/year--one F.RA equivalent
($63.80 per month) deposited monthly at 8% .1 compounded monthly interest
achieves our $500,000 goal. Since we may have a working couple and each contrib-
uting to full $2,000 IRA'S ($4,000 total-Curve III), then the combination would
grow to $500,000 in a mere 30 years, not 60 as specified in F-RA bill. The data is
repeated on semi-log scale graph paper (graph 2 pg. 11) which compresses the huge
account totals to a scale of which they can be visualized.

*1-Farmers have commonly paid 12 to 18% interest on their loans for the last
20 years.

Now consider my brother John Harris--a Case I-H Tenneco employee of 31 years
and is 59 years old. He has a company package of:

I. 401K-The company and he each contribute 8% of his sal-
ary-Input value approximately ............................................ $2,000/yr

II. IRA- $2,000 (self paid) .............................................................. 2.000
II1. Company paid retirement plan-Retirement.

A t age 67 ...................................................................................... Per m onth 1,600
A t age 62 ...................................................................................... Per m onth 2,600

IV. Social Security 1/2 pd by Co ....................................................... Approx/yr. 3,200
(Expected monthly retirement check--1100 per mo.)

V. Deluxe Company paid health insurance throughout working
and retirement years (and the government don't even want
ours to be deductible.) ............................................................. $8,000/yr.

This package is worth many, many millions of dollars compared to the pittance
of the cost of F-RAS $383.00 per year per spouse.
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SAllove a term couple to place all pre ede trm the *l* 01 qualIfied ter
assets up to maximum of 530.000 per tame couple tr each full year t Crring
into a tax detrred IRA, lltte maxiwam ot $500.000.

# Instead or paying capital gains tax or ordinary Income tax on the proceed
at the tie of the term aseet s, the tarmr would only pay taxes on u
amount of moey drawn out of the aooouat *ab year.

a Typically farmare and rencee pour most of their annual Income back into
the operation, leaving little or no money to sIt away into retiremeat
ecount.. Th public hae peaionlretlrument aooOunts with eployer
participation. Their 401s, Keou h, Sep IIm are paid with pre-tax
dollars. resulting in a huge Overall tax break and a $0 for II increase
in ipendable retirement funds.

& A farmers, retirement neet a" typically co0sieta of the alter tax
Lty they have accmulated ovr the years In their operations, land

land improvements, building$, livestock. r end equipment. Under
currant condition when they seil outfield an ation, all sales pro-
ceeds are treated as earn ings in that given year and taxed at the
highest tax rate (1a1 or morel plus state taxes of up to II.

o before the tax reform act ot IIS, long-term capital assets vere given
preferential tax treatment by meena ot a long-term capital gains
exseptiox. That ended In lies DIVAIATIO pMSius SLITIRPnwrT Twos.

# There are several potential advantages to a Parser RatiremteAt Account'
- It encores the timely and orderly tsranter of tars property Iroe
one generation to another. (It gets dad out of the way).

- The Farmr-1A investment funds would be available to local
institutions for rural Investment.

- It helped farm families to batter remain more slt-sutficient
in their retirement.

- It gives farmers equal access to tax laws, therefore a matter Of
tax equity no longer being a second class cltisen.

* The Farer-IRA is not tax avoidance. but rather an aid to tax and re-
tirement planning. TAXES Z YIV ALLY VILL U PAID ON Ti MII71P EZIDT
rwtoa I
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wX Arom LAX-D FA FGHT WITH 71' SIZLS ANWIUAr OUS LGISLATIvE SUPPORT
The budget Impact of the Fr-R bill 'ui' "titmad-to be under 200

million dollars a year. This is .2t of;the USDA's budget or 2% of the
cost of the comodity price support p roram -.possible sources of off-
setting revenue. .. .

Hypothetical savings account paying 4% interest per annum
copounded monthly with 1/12th of the annual deposit made monthly:

mmLYeal I in, !.I I M ELF-EMPLOYEO

Do sit of: $766.00 $2000.00 $4000.00 $10,000.00 $30,000

Account Value: $500,000 $1.3 mil.4 $2.6 il. '$6.5 ail. $19.5 mu.
(1 50 years) J - .. ;..

Current ZRA lavs (IRA Publication 560) will alloy up to $3b,000.00
per year par person contributions ($60,000.00 per year per working couple
which accumulates to $39 mil. -0 TINES THE $.5 NIL. ASKED BY IRA.

State of Wisconsin hourly employees annual tax advantage fringes
include but are not limited to: $5,000.00 paid health Insurancel $3,000.00
paid pension fund; 1/2 of state paid social security (estimated $1600.00
value); individual paid $7,S00.00 tax deferred 401, pXus £L.oQo.oo IRA
annually, plus a $223,500.00 401 make-up privilege at retirement time.
TOTAL ANNUAL FRINGES OF $19,300 976 ATIL.00 asked by FARMERS IRA.

THE FRA BILLS WERE UNIQUE IN THAT THEiY*NEITHER ADVANTAGED NOR
DISADVANTAGED ANY FAM REGION, PRODUCT OR AC.IYV.- -'11EY MILL-PROVIDE
GREAT INCEITIVE FOR SUBSTANTIAL LONG TERM INVESTHDT COJMITHENT TO RURAL
AMERICA, AND ALSO TO THE FARM UNIT BECAUSE THE FARMER CAN, WITHOUT
RESERVATION, DEVOTE ALL ASSETS TO THE FARM DEVLOPMEiT, KEEPING HIS
RETIREMENT FUNDS AT 13L (NOT TXAS S&L*$ OR SOUTH AFRICA GOLD MINES.)

The bill recognizes the need of the special farming (tenant
farming) situations vhich hold little 'or 2 rjUI AM.S but have large
investments in crops, animals, machinery, etc. -To date most long term
tax advantages have been targeted at real estate holdings not working
assets. Unskilled factory workers with less than an 6th grade education
commonly have retirement accounts valued well in excess of $1,000,000.00.
They may also have maximum social security coverage, company paid pension
and health insurance upon retirement plus personal retirement accounts, etc.

FRM BUXSEAU, ALONG WITU KANY, KANT OnHER FARM ORGANIZATION$,
sUPPORT TLE DCT)ZNT OF TAR DEFiRRED CONTRIBUTION TO IRAJ AND SUPPORTED
2= &uZOXBLTXm In =iLU &a i~ AZA Z ORE

PLEASE SIGN AND IDORSI TRIO DOCUMENT ALONG wITl YOUR FRIENDS,
FELLOW AzRAE ArD RANCUXZ AND NAIL IT TO AND/OR CALL TOUR SEXATORSI'AND
COM SgUX= URGING THEIR SPONBORSHIP AND SUPPORT OF FARMER RETIREMENT
ROLL-OVER OF FARM ASS TS BILLS 6. *TEZIR WAITING FOR YOUR CALL"*

General Washington D.C. address for your:

Congressman - Honorable Congrossman Honorablo Senator
(Nameo) (Noma)

House Office Bldg. Senate Office Bldg.
Washington D.C. 20515 Washington D.C. 20510

Phone . . . . 1-202-224-4121 (House & Senate) Cost .11 to .26/minute
1-202-456-1414 (Administration)

Thanks for your help and please call me - grassroots efforts really
work. 414-878-1663

BEST AVAILABLE COPY
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MNROD Czon

The Subcommittee on Energy and Agricultural Taxation of the
Senate Committee on Finance has scheduled a public hearing on
October 5, 1994, to consider various farm-related tax proposals.
These proposals are: (1) S. 226 (estate tax recapture from
cash leases of specially valued property); (2) S. 531 (increase
the unified estate and gift tax credit); (3) S. 545 (treatment of
gains or losses from certain dispositions by farmers'
cooperatives); (4) S. 882 (rollover of gain from the sale of farm
assets into an asset rollover account); (5) S. 1615 (treatment of
livestock sold on account of weather-related conditions);
(6) S. 1619 (tax credit for environmental pollution control
property and for soil and water conservation expenditures); and
(7) S. 1814 (treatment of certain crop insurance proceeds and
disaster assistance payments).

71.s document,I prepared by the staff of the Joint Committee
on Taxation, provides a description of present law and the bills
(in numerical order) that are the subject of the hearing.

This document may be cited as follows: Joint Committee on
Taxation, Descri2tion of Miscellaneous Farm-Related Tax Progosals
(JCX-23-94), October 3, 1994.

- 1 -
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DZSCIZPTIOU Or DILLS

1. 1. 226 (Senators Dasohle, Saucus, Boron, Conrado and Others)

Nstato Tax lecapture from Cash Leases of
OpeLally Valued Property

antem Law

A Federal estate tax is imposed on the value of property
passing at death. Generally, the value of property is its fair
market value, that is, the price at which the property would
change hands between a willing buyer and a willing seller,
neither being under any compulsion to buy or sell and both having
reasonable knowledge of relevant facts.

Under section 2032A of the Code, the executor may elect to
value certain 'qualified real property' used in farming or
another qualifying trade or business at its current use value
rather than its highest and best use. If, after the special use
valuation election is made, the heir who acquired the real
property ceases to use it in its qualified use within 10 years
(1S years for individuals dying before 1982) of the decedent's
death, an additional estate tax is imposed in order to
'recapture' the benefit of the special use valuation (sec.
2032A(c)).

Some courts have held that the cash rental of specially
valued property after the death of the decedent is not a
qualified use and, therefore, results in the imposition of the
additional estate tax. Martin v. Commissioner, 783 F.2d 81 (7th
Cir. 1986) (cash lease to unrelated party); Williamson v.
Commissioner, 93 T.C. 242 (1989) (cash lease to family member).

Rzlanation of the Bill

The bill would provide that the cash lease of specially
valued real property by a qualified heir to a 'member of the
family'2 (who continues to operate the farm or closely held
business) does not cause the qualified use of such property to
cease for purposes of imposing the additional estate tax under
Code section 2032A(c).

2 A member of the family, with respect to an individual,
includes an ancestor, spouse, lineal descendant, lineal
descendant of such individual's spouse or parents, and any spouse
of any such lineal descendant (sec. 2032A(e)(2)).

" 2 -
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Effective Date

The bill would applyto rentals occurring after December 31,
1976.

2. S. 531 (Senators Durenberger and Hatch)

Zncrease the Unifted Nstate and Gift Tax Credit

rentLaw

The Federal Government imposes a transfer tax on the
cumulative property transfers made by gift or at death in excess
of an amount exempted by a unified credit. Since 1987, the
amount of the unified credit has been fixed at $192,800, which
effectively exempts a total of $600,000 in taxable transfers from
the estate and gift tax. The benefits of the unified credit are
phased out by a S-percent surtax imposed upon taxable transfers
over $10 million and not exceeding $21,040,000.

The unified credit was originally enacted in the Tax Reform
Act of 1976. As enacted, the credit was phased in over five
years to a level (i.e., a unified credit of $47,000) that
effectively exempted $175,625 of taxable transfers from the
estate and gift tax in 1981. The Economic Recovery Tax Act of
1981 increased the amount of the unified credit each year between
1982 and 1987, from an effective exemption of $225,000 in 1982 to
an effective exemption of $600,000 in 1987. The unified credit
has not been increased since 1987.

&=anation of the 311

The bill would increase the present-law unified credit to an
amount (i.e., $345,800) that would effectively exempt $1,000,000
in taxable transfers from the estate and gift tax.'

Effective Date

The bill would apply to the estates of decedents dying, and
gifts made, after the date of enactment.

A conforming amendment to the S-percent surtax would be
necessary to permit the increased credit to phase out properly
under S. 531. S. 531, as presently drafted, does not contain
such a conforming amendment.

. 4 -
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3. 8. 515 (Senators Boren, Baucus, Danfort.h, Dasoble, Dole,
Durenberger, Grassley, Reigle, Roth, and Others)

Treatment of Gains and Losses from Certain Dispositions by
Farmers' Cooperatives

mremant Law

Xn aeneral

Unlike other corporations, a cooperative association is
allowed to exclude from its taxable income any patronage
dividends paid to its members or patrons or amounts paid in
redemption of a nonqualified written notice of allocation
(sec. 1382).' Members of a cooperative association who
receive patronage dividends must treat the dividends as
income, reduction of basis, or some other treatment that is
appropriately related to the type of transaction that gave
rise to the dividend. Fror example, where the cooperative
association purchases equipment for its members, patronage
dividends attributable to equipment purchases are treated as
a reduction in the recipient's basis in the purchased
equipment (provided the recipient still owns the equipment).

Definition of natronage dividend

In general, a patronage dividend means an amount paid to
a patron (1) on the basis of the quantity or value of
business done with or for such patron, (2) under an
obligation of the cooperative association to pay such amount,
which obligation existed before the association received the
amount so paid, and (3) which is determined by reference to
the net earnings of the organization from business done with
or for its patrons. Such term does not include any amount
paid to a patron to the extent that such amount is out of
earnings other than from business done with or for patrons,
or such amount is out of earnings from business done with or
for other patrons to whom no amounts are paid, or to whom
smaller amounts are paid, with respect to substantially

' Additionally, cooperative associations may reduce their
gross income by the amount of qualified per-unit retain
certificates and the amounts paid for redemptions of nonqualifie.
per-unit retain certificates. A per-unit retain certificate is,
in general, a written notice that sets forth the "per-unit retai:
allocation", that is, the allocation by the cooperative
association to a patron with respect to goods marketed by the
cooperative association for the patron, which is not determined
by reference to the net earnings of the organization.

- 5 -
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identical transactions.

Definition of income derived from sources other than

Treasury regulations provide that "...'income derived
from sources other than patronage' means incidental income
derived from sources not directly related to the marketing,
purchasing, or service activities of the cooperative
association. For example, income derived from the lease of
premises, from investment in securities, or from the sale or
exchange of capital assets, constitutes income derived from
sources other than patronage (Treas. Reg. sec.
1.1382-3(c) (2)). Notwithstanding the language of the
Treasury regulations, both the Internal Revenue Service and
the courts have held that, in some cases, income of the types
described in the Treasury regulations may constitute income
derived from patronage sources.'

Also, the Internal Revenue Service has ruled that any
gain treated as ordinary income under the depreciation
recapture rules of section 1245 is treated as patronage
source income in the same portion that the depreciation
deductions were taken (Rev. Rul. 74-84, 1974-1 C.B. 244).
The ruling further held that any additional gain that is
treated as capital gain is not patronage-sourced income.

ILlsLation of the Dill

In general

Under the bill, a "farmer cooperative" could elect to

5 See, e.g., Rev. Rul. 69-576, 1969-2 C.B. 166 (patronage
dividend from cooperative bank on loans used for patronage
business considered patronage source income because it
"...facilitates the accomplishment of the cooperative's
marketing, purchasing, and service activities .... 0); Astoria
Plyxwood Corporation v. United States, 79-1 U.S.T.C. par. 9197 (D.
Ore. 1979) (payments for cancellation of a lease on a building
used by cooperative for patronage-sourced activities were
patronage source income); Land O'Lakes. Inc. v. United States,
675 F. 2d 988 (8th Cir. 1982) (dividends from stock in bank held
to be patronage source income where the acquisition of the bank's
stock was necessary to receive financing for patronage
activities); St. Louis Bank for Cooperatives v. United States,
624 F. 2d 1041 (Ct. Cl. 1980) (interest earned on short-term
investment of temporary excess cash of a cooperative bank held to
be patronage source income).

- 6 -
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include gain or loss on the sale or other disposition of
certain assets in the determination of net earnings done with
or for patrons. For this purpose, a *farmer cooperative
would be defined as any farmers', fruit growers', or like
organization or association to which part I of subchapter T
applies.

Ansets to which the bill a]2lies

The bill would apply to any asset (including stock or
any other ownership or financial interest in another entity),
or portion thereof, that is used by the cooperative to
facilitate the conduct of business done with, or for, its
patrons (herein referred to as a "patronage asset'). Where
an asset is not used exclusively to facilitate the conduct of
business done with, or for, the farmer cooperative's patrons,
the bill would apply only to the extent that the asset is
used to facilitate the conduct of business with, or for, its
patrons. Allocating the use of the asset between patronage
and non-patronage operations could be detey.lined by any
reasonable method. The bill also would require that section
1231 be applied separately to patronage gains and losses and
nonpatronage gains and losses.

Rule. applicable to election

An election made under the bill would apply to all sales
(or other dispositions) of patronage assets during the
taxable year for which the election is made and all
subsequent taxable years until revoked by the farmer
cooperative. Following a revocation of its election and
absent the consent of the Treasury Department, a farmer
cooperative would not be eligible to make an election under
this bill until the third taxable year following the taxable
year for which the revocation is effective. A revocation
would be effective upon the filing of notice with the
Treasury Department.

Effective Date

The bill would be effective for sales or other
dispositions of property occurring in taxable years beginning
after the date of enactment.

- 7 -
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4. S. 882 (Senator Kohl)

Rollover of Gain from the Sale of Farm Assets into an Aset

Rollover Account

Present Law

Under present law, gain from the sale of farm assets is
generally includible in income for the taxable year in which
the assets are aold.

KinlanatLon of the Bill

The bill would permit a qualified farmer to defer
recognition of a limited amount of net gain from the sale of
qualified farm assets to the extent the farmer contributes an
amount equal to such gain to one or more asset rollover
accounts (OARAs') in the taxable year in which the sale
occurs. An ARA would be an individual retirement arrangement
(*IRA*) that is designated at the time of establishment as an
ARA. Except as provided under the bill, an ARA would be
treated in the same manner as an IRA. Thus, amounts
contributed to an ARA (and earnings on such amounts) would be
includible in income when withdrawn from the ARA. However,
unlike IRAs, no deduction would be allowed for contributions
to an ARA, and rollover contributions to an ARA could be made
only from other ARAs.

Contributions to one or more ARAs oand thus deferral of
qualified net farm gain) in any taxable year would be limited
to the lesser of (1) the qualified net farm gain for the
taxable year, or (2) an amount determined by multiplying the
number of years the taxpayer is a qualified farmer by $10,000
($20,000 for joint filers in each year the taxpayer's spouse
also is qualified farmer). In addition, the aggregate amount
for all taxable years that could be contributed to all ARAs
established on behalf of an individual could not exceed
$500,000 ($250,000 in the case of separate return by a
married individual), reduced by the amount by which the
aggregate value of assets held by the individual and the
individual's spouse in IRAs (other than ARAs) exceeds
$100,000. A taxpayer would be deemed to have made a
contribution to an ARA on the last day of the preceding
taxable year if the contribution is made on account of such
taxable year and is made not later than the time prescribed
by law for filing the individual's Federal income tax return
for the year (not including extensions).

Under the bill, qualified net farm gain would be defined
as the lesser of (1) the net capital gain of the taxpayer for
the taxable year, or (2) the net capital gain for the taxable
year determined by taking into account only gain (or loss) in

- 8 -
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connection with a disposition of a qualified farm asset. A
qualified farm asset would be an asset used by a qualified
farmer in the active conduct of the trade or business of
farming. A qualified farmer would be a taxpayer who during
the 5-:year period ending on the date of the disposition of a
qualified farm asset materially participated in the trade or
business of farming, and 50 percent or more of such trade or
business is owned by the taxpayer (or spouse) during the
5-year period.

Any individual who made a qualified contribution to, or
who received any amount from, an ARA for any taxable year
would have to include on the individual's Federal income tax
return for such taxable year and any succeeding taxable year
(or on such other form as the Secretary may prescribe)
information similar to that required in the case of
designated nondeductible contributions to an IRA. Excess
contributions to an ARA would be subject to the penalties
applicable to excess contributions to an IRA.

3ffeative Date

The bill would apply to sales and exchanges occurring
after the date of enactment.

- 9 -
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S. 8. 1615 (Senators Dasohle, Durenberger,
Grassley, and Others)

Treatment of Livestock Sold on Account of
Weather-Related Conditions

Present Law

In general, taxpayers using the cash method report
income in the year it is actually or constructively received.
However, present law contains two special rules applicable to
livestock sold on account of drought conditions. Code
section 451(e) provides that a cash method taxpayer whose
principal trade or business is farming and who is forced to
sell livestock due to drought conditions may elect to include
income from the sale of the livestock in the taxable year
following the taxable year of the sale. This elective
deferral of income is available only if the taxpayer
establishes that, under the taxpayer's usual business
practices, the sale would not have occurred but for drought
conditions that resulted in the area being designated as
eligible for Federal assistance. This exception generally is
intended to put taxpayers who receive an unusually high
amount of income in one year because of a drought in the
position they would have been in absent the drought. -

In addition, the sale of livestock (other than poultry)
that is held for draft, breeding, or dairy purposes in excess
of the number of livestock that would have been sold but for
drought conditions is treated as an involuntary conversion
under section 1033(e). Consequently, gain from the sale of
such livestock may be deferred by reinvesting the proceeds of
the sale in similar property within a two-year period.

Zzlanation of the Bill

The bill would amend Code section 451(e) to provide that
a cash method taxpayer whose principal trade or business is
farming and who is forced to sell livestock due not only to
drought (as under present law), but also to floods or other
weather-related conditions, may elect to include income from
the sale of the livestock in the taxable year following the
taxable year of the sale. This elective deferral of income
would be available only if the taxpayer establishes that,
under the taxpayer's usual business practices, the sale would
not have occurred but for the drought, flood or other
weather-related conditions that resulted in the area being
designated as eligible for Federal assistance.

In addition, the bill would amend Code section 1033(e)
to provide that the sale of livestock (other than poultry)
that is held for draft, breeding, or dairy purposes in excess
of the number of livestock that would have been sold but for
drought (as under present law), flood or other weather-
related conditions is treated as an involuntary conversion.

,ffective Date

The bill would apply to sales and exchanges after
December 31, 1992.

- 10 -
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6. A. 1691 (Senators Conrad, Daschle, Durenberger,
Grassley, and Others)

Tax Credit for Knvironaental Pollution Control Property and
for Soil and Water Conservation zxpenditures

Present Law

Present law does not provide tax credits for property
used to control environmental pollution. However, Code
section 48 does provide an energy tax credit for certain
energy property (generally, equipment that uses solar energy
or energy derived from a geothermal deposit) and a
reforestation tax credit for qualified timber property.

In addition, under Code section 175, a taxpayer may
deduct certain soil and water conservation expenditures.
Such deductions generally cannot exceed 25 percent of gross
income derived from farming in the year. Under Code section
169, a taxpayer can elect to amortize certain pollution
control facilities over a five-year period. Only anew
identifiable treatment facilities' are eligible for five-year
amortization. Such facilities generally include only
depreciable tangible property (not including a building and
its structural components, unless the building is exclusively
a treatment facility) that is constructed, reconstructed or
erec-ed by the taxpayer after December 31, 1968, or acquired
after December 31, 1968, if the original use of the property
commences with the taxpayer and commences after such date.

a nation of the Bill

The bill would provide an *agricultural environmental
credit' for property used in certain agriculture-related
activities to control environmental pollution and for soil
and water conservation expenditures. For any taxable year,
the agricultural credit would be equal to the lesser of (1)
the sum of (a) 15 percent of the basis of each "agricultural
environmental property" placed in service during that year
and (b) 15 percent of the amount allowed as a deduction under
Code section 175, or (2) the lesser of (a) $15,000 or (b) the
excess of $150,000 over the amount of credit previously
claimed by the taxpayer in prior taxable years.

To be eligible for the credit, a taxpayer would have to
be primarily engaged in a farming-related business, i.e., a
farming business (within the meaning of Code sec.
263A(e)(4)), a trade or business of mixing fertilizers from
purchased fertilizer materials, or a trade or business of the
wholesale distribution of animal feeds, fertilizers,
agricultural chemicals, pesticides, seeds or other farm
supplies (other than grains).

- 12 -
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nAgricultural environmental property' would be defined
as any new, identifiable treatment facility (as defined in
Code sec. 169(d) (4) (A), substituting December 31, 1993 for
December 31, 1968) used in a farming-related business for the
primary purpose of complying with Federal, State and local
environmental laws dealing with the abatement or control of
water, soil or atmospheric pollution or contamination by
removing, altering, disposing, storing or preventing the
creation or emission of pollutants, contaminants, wastes or
heat. mAgricultiral environmental property* would not
include any expenditure that significantly increases the
output, extends the useful life, or reduces the operating
costs of the plant or property to which the facility relates
or alters the nature of any manufacturing or production
process or facility.

The credit could not be claimed on energy property
(defined in Code sec. 48(a)(3)) or other property to the
extent the basis of such property is attributable to
qualified rehabilitation expenditures (defined in Code sec.
47(c)(2)). In addition, the amount that would be allowed as
a deduction for soil and water conservation expenditures
under Code section 175 would be reduced by the amount of the
credit. Finally, no credit would be available for property
to the extent an election is made under Code section 169
(amortization of pollution control facilities) with respect
to the basis of such property.

Iffaotive Date

The bill generally would be effective for property
placed in service after December 31, 1993, subject to
transition rules similar to the rules of section 48(m) (as in
effect prior to enactment of the Revenue Reconciliation Act
of 1990).

. 13 -
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7. S. 1614 (Senators Daschle, Boran, Breaux, Conrad, Dole,
Duzenberger, Grassley, and Others)

Treatment of Certain Crop Insurance Proceeds and Disaster
Assistance Paynentm

Present Law

A taxpayer engaged in a farming business generally may
use the cash receipts and disbursements method of accounting
('cash method') to report taxable income. A cash method
taxpayer generally recognizes income in the taxable year in
which cash is received, regardless of when the economic
events that give rise to such income occur. Under a special
rule (Code sec. 451(d)), a cash method taxpayer may elect to
defer the income recognition of insurance proceeds received
as a result of destruction or damage to crops until the
taxable year following the year of the destruction or damage,
if the taxpayer establishes that, under the taxpayer's usual
business practice, income from such crops would have been
reported in a following taxable year. For this purpose,
certain payments received under the Agricultural Act of 1949,
as amended, or title II of the Disaster Assistance Act of
1988 are treated as insurance proceeds received as a result
of destruction or damage to crops.

MIDlanation of the Bill

The bill would amend the special rule of section 451(d)
to allow a cash method taxpayer to elect to treat certain
disaster-related payments as received in the year of the
disaster (even if the payments are received in the year
following the disaster) so long as the taxpayer establishes
that, under the taxpayer's usual business practice, income
from the crops lost in the disaster would have been
recognized in that year. The bill would retain the present-
law election to defer the recognition of income in applicable
situations.

The bill also would expand the payments for which these
elections are available to include disaster assistance
received as a result of destruction or damage to crops caused
by drought, flood, or other natural disaster, or the
inability to plant crops because of such a disaster, under
a" Federal law (rather than only payments received under the
Agricultural Act of 1949, as amended, or title II oF the
Disaster Assistance Act of 1988).

Thus, for example, the bill would allow a calendar-year,
cash-method taxpayer who has received disaster assistance
payments in 1994 relating to the destruction of crops by a
flood in 1993 to elect to treat such payments as received in

- 14 -
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1993, so iong as the taxpayer establishes that, under the
taxpayer's usual business practice, income from such crops
would have been reported in 1993.

2ffeCtive Date

The bill would be effective for payments received after
December 31, 1992, as a result of destruction or damage
occurring after such date.

Prior Action

S. 1814 was approved by the Senate Committee on Finance
on March 24, 1994, with an amendment relating to the
indexation of the threshold applicable to the excise tax on
luxury automobiles (S.Rept. 103-244, April 5, 1994).

PREPARED STATEMENT OF J. GARY McDAv[D

INTRODUCTION

I appreciate the opportunity to testify before this subcommittee in support of S.
545, legislation to clarify the tax treatment of asset sales by farmer cooperatives.

My name is J. Gar McDavid. I am the Chairman of the National Council of rFarmer

Cooperative's Tax Legislation Subcommittee and an attorney with the law firm of

McDermott, Will & Emery in Washington, D.C.
The National Council of Farmer Cooperatives on whose behalf I appear today, is

a nationwide association of cooperative businesses which are owned and controlled

by farmers. Its membership includes over 100 agricultural marketing, supply and

credit cooperatives, plus 32 state councils. National Council members handle prac-
tically every type of agricultural commodity produced in.the U.S., market these com-
modities domestically and around the world, and furnish production supplies and
credit to their farmer members and patrons. The National Council represents about
90 percent of the nearly 4,600 local farmer cooperatives in the nation, with a com-
bined membership of nearly 2 million farmers.

The proposed legislation (S. 545) is identical to a provision passed by the 102nd
Congress in H.R. 11. It adopts the same test the courts have consistently applied
to determine whether income may be treated as patronage sourced. Under this test,
a farmer cooperative which is able to demonstrate as a matter of fact that an asset
(such as a cotton warehouse grain elevator or other type of asset) was used to facili-
tate business done with or ?or its farmer members could treat the gain or loss from
the asset's disposition as patronage sourced. Patronage sourced income may be
taxed at either the cooperative or farmer level provided it is distributed in accord-
ance with Subchapter T of the Internal Revenue Code.

Senator David -Boren (D-OK) along with Senators Byron Dorgan (D-ND), Bob
Dole (R-KS) and John Danforth (R-MO) introduced this legislation (S. 545) on

March 11. Co-sponsors include Senators Thomas Daschle (L-SD), Max Baucus (0-
MT), Harris Wofford (D-PA), Howell Heflin (D-AL), Bob Kerrey (-NE), Richard

Shelby (D-AL), Bennett Johnston (D-LA), Larry Pressler (R-SD), Charles Grassle

(R-IA) Richard Lugar (R-IN), Jim Jeffords (k-VT), Dave Durenberger (MN-,
Slade 6 orton (R-WA) and William Roth (R-DE).

OVERVIEW

In recent years, there have been an increasing number of disputes between farmer

cooperatives and the Internal Revenue Service over the proper Federal income tax
treatment of gain or loss resulting from the sale of assets used by cooperatives in

their patronage operations. The issue in controversy is whether gains or losses from
such dispositions should be considered to be derived from Ipatronage" or

"nonpatronage sources. This distinction is important because gan m patrnage
sources is eligible to be distributed to patrons as a patronage dividend which is ae-
ductible to a cooperative (and taxable to the patron). Nonpatronage sourced income
is taxable to a nonexempt agricultural cooperative whether or not it is distributed
to the farmer patrons.
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Over the years, agricultural cooperatives have taken different approaches toward
the classification of gain or loss from the sale of assets used in the patronage oper-
ation. Some cooperatives, relying on a general standard that hag been adopt by
both the IRS and the courts, have treated this gain or loss as patronage sourced
on the ground that the assets sold were "directly related to" or actuallyl facilitated"
the marketing, purchasing, or service activities of the cooperative. Other coopera-
tives have treated gain or loss from the sale of assets used in the patronage oper-
ation as nonpatronage sourced in reliance on an example in Treasury Regulation
Section 1.1382-3(cX2) and the IRS's administrative position that capital gain (or
gain treated as capitai gain under section 1231) is automatically nonpatronage
sourced.

Recent court decisions have consistently applied a "directly related/actually facili-
tates" test in distinguishing between patronage and nonpatronage income, finding
in one case that gain from the disposition of a capital asset used in the patronage
operation was "directly related" to the patronage operation and thus patronage
sourced. Notwithstanding these decisions, the IRS has continued to assert def -
ciencies in such cases based on its administrative position or an overly narrow inter-
pretation of the "directly related/actually facilitates" standard.

The proposed legislation is intended to put an end to this controversy and avoid
continuing audit disputes and court proceedings that are burdensome for farmer co-
operatives and consume U.S. tax dollars in enforcement activity.

PROBLEMS WITH EXISTING LAW

Generally speaking a cooperative is a corporation which is required, under its
governing corporate documents or by contract, to return its net earnings from pa-
tronage sources to its members and other participating patrons on an annual basis.
Farmer cooperatives market the production of agricultural producers or purchase
supplies and equipment for producers to use in their businesses (e.g., feed, fertilizer,
petroleum products).

For federal income tax purposes, so-called "non-exempt cooperatives" are allowed
to deduct patronage dividend distributions under subchapter T of the Internal Reve-
nue Code and are thus treated as a 'conduit" with respect to patronage operations
and earnings. The result of such treatment is that patronage earnings paid out or
allocated to members and other participating patrons as "patronage dividends" are
not taxed at the cooperative level (but are taxable to the patrons).

Section 1388(a) of the Code provides that patronage dividends can be paid only
out of cooperative net earnings "from business done with or for its patrons." If a
non-exempt cooperative has patronage earnings which are not paid out, or which it
is not obligated to pay out, as patronage dividends it is taxable on such earnings
at applicable corporate rates. It similarly is taxable with respect to income from
nonpatronage sources.

The teiTm "net earnings from business done with or for its patrons" (i.e., "patron-
age sourced income") is not defined in the Code. However, the converse term- "in-
come from sources other than patronage" (i.e., "nonpatronage income")-is defined
by Treasury regulation as follows:

"(Income from sources other than patronage" means incidental income de-
rived from sources not directly related to the marketing, purchasing, or serv-
ice activities of the cooperative association. For example, income derived
from the lease of premises, from investment in securities, or from the sale
or exchange of capital assets, constitutes income derived from sources other
than patronage. [Treas. Reg. Section 1.1382-3(cX2) (emphasis added).)

This regulation applies specifically to "exempt" cooperatives, which are described
in section 521 of the Code and are permitted to deduct distributions from patronage
and nonpatronage sources. Nevertheless, the courts and the IRS considered this reg-
ulation in developing the basic test for a nonexempt cooperative.

Under the basic test, if the source of the income in question is directly related
to or actually facilitates the marketing, purchasing, or service activities of the coop-
erative, the income is patronage sourced. In a 1969 revenue ruling involving a non-
exempt cooperative, the IRS stated the basic test for distinguishing between patron-
age and nonpatronage income as follows:

The classification of an item of income as from either patronage or
nonpatronage sources is dependent on the relationship of the activity gener-
ating the income of the marketing, purchasing, or service activities of the co.
operative. If the income is produced by a transaction which actually facili-
taes the accomplishment of the cooperative's marketing, purchasing, or serv-
ice activities, the income is from patronage sources. However, if the trans-



62

action producing the income does not actually facilitate the accomplishment
of these activities but merely enhances the overall profitability of the cooper-
ative, being merely incidental to the association's cooperative operation, the
income is from nonpatronage sources. [Rev. Rul. 69-676, 1969-2 C.B. 166
(emphasis added).]

The courts have consistently applied this basic test, and in particular factual con-
texts, items of income in the nature of interest, dividends, rentals and capital
ains--i.e., the "examples" of nonpatronage income items listed in Reg. Section

1.1382-3(cX2)--have a I been held to constitute patronage sourced income. See, eg.,
CF Industries, Inc. v. Commissioner, 995 F.2d 101 (7th ir. 1993) (interest); Dunde
Citrus Growers Association, 62, T.C.M., 879 (1991) (interest); Illinois Grain Corp. v.
Comm'r, 87 T.C. 435 (1986) (interest); Cotter & Co. v. United States, 766 F.2d 1102
(Fed. Cir. 1985) (interest; rent); St. Louis Bank for Cooperatives v. United States,
624 F.2d 1041 (Ct. Cl. 1980) (interest; section 1231 asset); Astoria Plywood Corp.
v. United States, 79-1 USTC Para. 9197 (D. Ore. 1979) (capital gain); Linnton Ply-
wood Assoc. v. United States, 410 F. Supp. 1100 (D. Ore. 1976) (dividend). Thus, the
courts have not viewed any of the "examples" in Reg. Section 1.1382-3(cX2) as auto-
matically requiring nonpatronage treatment for the types of income items therein
described.

Non tronage Treatment of Gain on Sale of Assets Used in Patronage Operation.
Te IN has taken the position that, with the exception of depreciation recapture
income, gain on the sale of a capital asset (or gain treated as gain from the sale
of a capital asset under section 1231) is non patronage sourced based on Regulation
Section 1.1382-3(cX2). See Rev. Rul 74-160, 1974-1 C.B. 245; Rev. Rul. 74-84,
1974-1 C.B. 244. This position reflects a literal reading of the regulation and has
been followed by a number of cooperatives in reporting sales of non-inventory assets.
There are practical non-tax reasons why these cooperatives have adopted and need
to continue this practice. The proceeds from sales of non-inventory assets are often
reinvested in replacement assets with expectation of indefinite retention in the busi-
ness. In othcr cases, such proceeds are retained in the business as an important
source of equity capital which is used to reduce indebtedness. Allocating gains to
patrons in such a case may create an expectation of redemption inconsistent with
the need to retain the proceeds in the business. To these cooperatives, the treatment
of the gair. as nonpatronage income and payment of tax by the cooperative is con-
sistent with the intent to retain the after-tax proceeds in order to continue the oper-
ation of the business.

Patronage Treatment of Gain on Sale of Assets Used in Patronage Operation.
Other cooperatives have viewed gain on the sale of assets used in the patronage op-
eration as distributable or allocable to members and other participating patrons
based on the court decisions applying the basic test (in particular, Astoria Plywood
and St. Louis Bank) and Rev. Rul. 69-576.

Many of these cooperatives customarily par out only a portion of their patronage
refunds in cash, issuing "notices of allocation' to patrons for up to 80 percent of the
total patronage refund distribution. The non-cash portion is retained by the coopera-
tive to finance capital expansion or for working capital. However, these allocations
cannot be viewed as permanent capital since they are subject to a reasonable expec-
tation of redemption on the part of the patrons. Sales of non-inventory assets pro-
vide additional internal funds for these cooperatives, hut they generally are required
by their governing instrument as well as long-standing custom and practice to treat
such sales as patronage sourced.

Apart from its inflexible reliance on the nonpatronage examples in the Treasury
regulation, the IRS otherwise tends to take an overly restrictive view of the factors
tobe considered in determining whether a particular item of income meets the "di-
rect y related/actually facilitates" test. In this regard, it often focuses on the particu-
lar transaction" or type of "transaction" that gave rise to the income in question
rather than on all facts and circumstances that demonstrate the historical relation-
ship between the source of the income or loss to the overall conduct of the coopera-
tive's patronage business.

The controversies that continue to surface in this area are especially troublesome
because of the fact that cooperatives are required by subchapter T of the Code to
make patronage dividend distributions within 8-112 months of the close of the tax-
able year. Even though the cooperative may pay a patronage dividend based on a
good faith determination of its patronage sourced income under the "actually facili-
tates" test, an examining IRS agent may attempt to recharacterize part of the in-
come as non-patronage sourced and to tax the cooperative accordingly. If the agent
ultimately prevails, the nonpatronage income thus created cannot be offset by the"excess" patronage dividend paid; and no part of that dividend can be recouped by



the cooperative in order to fund payment of the increased tax liability. Even where
the cooperative ultimately does prevail, the financial and other costs of contesting
and perhaps having to litigate the issue can become extremely burdensome.

EXPLANATION OF PROPOSED LEGISLATION

The proposed legislation would provide cooperatives with a mechanism for avoid-
ing the serious administrative uncertainties that continue to exist in connection
with the determination of whether gain or loss from the disposition of cooperative
assets should be classified as patronage or nonpatronage sourced. Specifically, co-
operatives would be able to elect patronage sourced treatment for gain or loss from
the sale or other disposition of any asset, provided that the asset in question "was
used by the organization to facilitate the conduct of business done with or for pa-
trons." This approach comes directly from the test used by the IRS and the courts
for distinguishing between patronage and nonpatronage sourced income generally.
As the IRS stated in Rev. Rul 69-676:

[tihe classification of an item of income as from either patronage or
nonpatronage sources is dependent on the relationship of the activity gener-
ating the income to the marketing, purchasing, or service activities of the co-
operative. If the income is produced by a transaction which actually facili-
tates the accomplishment of the cooperative's marketing, purchasing, or serv-
ice activities, the income is from patronage sources. [Emphasis added).

Thus, in the case of an electing cooperative, the IRS could not deny patronage
sourced treatment solely on the basis that the asset in question was held, or treated,
as a capital asset for federal income tax purposes. The question of whether an asset
is a "capital asset" would not be an issue.

For example, under the election the entire gain on the sale of a depreciable "sec-
tion 1231 asset" that had been used to facilitate the conduct of patronage activi-
ties--including any gain over and above depreciation recapture-would qualify as
patronage income. Furthermore, the proposed statutory language makes clear that
gain from a sale of stock or securities held by an electing cooperative might also
qualify as patronage income. That result could follow, for example, where a coopera-
tive sells the stock of a controlled subsidiary corporation the operations and aciivi-
ties of which related and contributed to the cooperative's overall conduct of business
with or for the benefit of its member-patrons. In such a case, it is contemplated that
the factual determination of whether the subsidiary's stock "was used . . . to facili-
tate the conduct of business done with or for patrons" would be made with reference
to the totality of all facts and circumstances relevant to the historical relationship
between the cooperative and the subsidiary-and not solely with reference to the
stock sale transaction itself, viewed in isolation.

The proposed legislation would not affect the treatment of nonpatronage sourced
capital gains and losses (e.g., from sales of portfolio securities), which are not sub-
ject to the special rules governing patronage sourced income. These items would
continue to be taxable at the cooperative level as under existing law.

Where an asset has been used for both patronage and nonpatronage purposes, the
election to treat gain or loss from the sale of that asset as patronage sourced applies
only to the amount of the gain or loss allocable to the patronage use. A cooperative
may use any reasonable method for making allocations of income or expenses be-
tween patronage and nonpatronage operations.

The statutory election would be available generally with respect to taxable years
beginning after the year of enactment and, unless revoked by the cooperative, for
all taxable years subsequent to the first taxable year for which the election is made.

An electing cooperative could at any time revoke its election effective for taxable
years beginning after the date on which the revocation notice was duly filed with
the IRS. Upon revoking an election, however, the cooperative would have to wait
at least three (3) taxable years before making another election. It is contemplated
that procedural rules relating to the content and filing of revocation notices would
be provided by Treasury regulation.

Non-electing cooperatives (including cooperatives which have revoked a prior elec-
tion) would continue to determine the patronage v. nonpatronage classification of in-
come or loss from asset dispositions as they have under existing law. The proposed
legislation expressly provides that no inference could be drawn therefrom regarding
the proper application of existing law to non-electing cooperatives in particular fac-
tual contexts. Existing law similarly would apply with respect to prior years of co-
operatives in particular factual contexts.
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COMPELLING REASONS FOR PROPOSED LEGISLATIVE RELIEF
The proposed legislation represents a reasonable ap roach toward resolving a

very significant problem for the cooperative industry. Given the fundamental role
of the, patronage v. nonpatronage determination in the scheme of cooperative tax-
ation, it is essential that cooperatives be able to know with reasonable certainty the
tax consequences of the disposition of assets used in the patronage operation. This
simply has not been the case under the conflicting interpretations that now exist.

The electivity feature of the proposed legislation will permit cooperatives to gfain
assurance that the "actually facilitates" testt will govern their determination of pa-
tronage sourced gain or loss from the disposition of any asset. In order not to ds-
turb legitimate industry practices, cooperatives that wish to continue relying on the
capital gain example in the Treasury regulation will be able to do so by not making
an election, as will electing cooperatives whose mode of operations or other business
circumstances might change. The proposed 3-year waiting period for re-elections
should provide an adequate safeguard against potentially abusive situations.

The ultimate losers in these disputes, of course, are the millions of American
farmers who belong to cooperatives. Their livelihoods and ability to operate effec-
tively are inextricably linked to the unique role that cooperatives play in helping
to serve the enormous agricultural demands of the country. The proposed legislation
will remove a major impediment that cooperatives now face in carrying out this im-
portant role. It will do so, moreover, without in any way frustrating the Govern-
ment's legitimate interest in assuring that the statutory tax benefits eNoyed by co-
operatives are not abused. In that regard, it is important to keep in mind that co-
operatives will not be relieved from having to establish on a factual level, a clear
"facilitative" relationship between the historical use of tie assets sold and the con-
duct of the cooperative s activities with or for the benefit of its member- atrons.
Thus, in appropriate cases the IRS could, and no doubt would, continue to challenge
patronage sourced income determinations believed to be erroneous.

CONCLUSION

Legislation is needed to clarify the tax treatment of gains and losses on the sale
of assets by farmer cooperatives, eliminate existing uncertainty, and better target
the limited resources of the IRS. The proposed legislation will provide such relief
in a fair and reasonable manner, and will enable the farmer cooperatives of this na-
tion to continue their critical work more effectively. For these reasons, we strongly
support the proposed legislation and urge its enactment.

STATEMENT OF MCDERMOrr, WILL & EMERY

Chairman Daschle and Members of the Subcommittee: We greatly appreciate your,
willingness to consider the proposal to amend Internal Revenue Code section 2032A
to clarify that cash rentals of the property by one qualified heir to a member of that
person's family will not cause the loss of special use valuation treatment. In addi-
tion, we would like to commend the Chairman for his steadfast commitment to en-
actment of this provision.

SECTION 2032A

Section 2032A was enacted in 1976 to provide relief to estates containing farm-
land where the heirs continue to farm the land. The intention of the provision was
to allow family farms and closely-held businesses to be retained by the family rather
than be sold to pay estate taxes.

Section 2032A allows the estate to value the farmland for estate tax purposes at
its value for farming purposes rather than at its theoretical highest and best use.
To ensure that the farmland continues to be used for farming purposes section
2032A also provides a recapture tax that is imposed if "qualified use of the farm-
land ceases within ten years of the decedent's death. Disagreement over what con-
stitutes cessation of qualified use is the issue with which this Subcommittee is con-
cerned today.

It is acknowledged by all concerned that section 2032A is an exceeding cow plex
statute. That complexity together with generally restrictive inte retations of the
scope of the statute by the Internal Revenue Service throughout the years, has led
to numerous disputes over various provisions of the section. Indeed, the Congresb
has, on several occasions, intervened legislatively in these disputes in order to re-
solve them. In fact, the issue to which this proposal relates was itself the subject
of previous Congressional intervention.

Cessation of qualified use of farmland is defined in section 2032A(cX6) to be:
(1) cessation of use as a farm for farming purposes; or



(2) cessation of material participation by a qualified heir or any member of
the heir's family (defined as an ancestor, spouse, lineal descendant or spouse
of a lineal descendant of the qualified heir).

The IRS contends that a qualified heir that rents the farm to other family members
on a net cash basis (rather than by means of a crop share lease) is not using the
farm in a qualified use even though the other family members continue to farm it.
Rather, according to the IRS, the farm is being used in a passive rental activity.
This cash rental would, under the IRS view, cause the recapture tax to be imposed
even though only family members are operating the farm.

The IRS position is not supported by the language of section 2032A Indeed, the
statute itself states that use of the farm for farming purposes constitutes qualified
use. On the other hand, the other requirement-material participation-has always
been acknowledged to require direct involvement by the qualified heirs or members
of their family. All agree that this requirement would not be met where the farm
was cash rented to a non-family members. On the other hand, where the farmland
is rented by one qualified heir to another qualified heir or to a family member, the
material participation test has been met.

The better interpretation of the statutory scheme is that section 2032A(cX6) sets
out two, non-overlapping requirements to avoid imposition of the recapture tax: (1)
the farm must be used as a farm; and (2) the qualified heirs or their families must
be directly involved in its operation. Stated another way, if the qualified heirs or
their families cease to operate the farm or if they operate the farm as something
other than a farm, the recapture tax will be imposed.

The IRS interpretation, in effect, imposes the material participation requirement
twice even though the language of the statute only imposes the test once. The IRS
position was not asserted until 1981. Until that time, no distinction was made be-
tween crop share leases and cash leases of the family farm.

The 1981 IRS position caught many families by surprise since it was not apparent
from the language of the statute. Had they known, they could easily have met the
requirements by using crop share leases. This is borne out by the fact that since
the IRS position became public in 1981, virtually no one has been tripped up by the
use of cash leases between qualified heirs and members of their families. It is only
those who cash leased before the IRS position became known that were caught un-
aw,, e and seriously harmed by the IRS position.

"he IRS interpretation has been upheld by the courts, primarily on the basis of
legislative history written in 1988, twelve years after special use valuation was en-
acted. However, whether or not the courts should or should not rely on legislative
history written twelve years after the fact is not the central issue. The issue really
is whether or not farm families who were caught wholly unaware by the IRS posi-
tion should be made to suffer the penalty of the recapture tax when they have con-
tinued to use the farm for farming purposes through means of a cash rental. These
are not people who have violated the spirit of the statute. The IRS seeks to impose
the recapture tax on the basis of a foot fault.

PROPOSED AMENDMENT

The proposed amendment would clarify that qualified use does not cease merely
because a qualified heir cash leases the family farm to another member of that per-
son's family. The amendment is retroactive to 1976 when section 2032A was en-
acted. This retroactive change is necessary in order that qualified heirs who cash
leased before the IRS issued its interpretation in 1981 are not disadvantaged un-
fairly.

Changing the law to allow qualified heirs to cash lease the family farm to other
family members will help preserve family farms. It will allow those families to
structure their financial affairs as they see fit without doing any violence to the pur-
poses of special use valuation. Section 2032A was intended to preserve the family
farm by valuing it as a farm rather than at its highest and best use. The proposed

amendment would only benefit those families who have continued to use the land
for farming purposes.

The distinction between a cash lease and a crop share lease is relatively minor
and certainly not of a magnitude that should cause the loss of the protection of sec-
tion 2032Ak A cash lease is just what the name implies: the payment of cash by the
lessor to the lessee for use of the property. A crop share lease, on the other hand,
requires the lessee to share in the costs of producing the crops, as well as the profits
therefrom, on a percentage basis. In substance, the distinction is one of protection
from loss if the farm is not profitable: cash lease payments would be paid notwith-
standing that the farm loses money.
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However, this distinction is essentially beside the point in this debate. The real
issue is whether the IRS position had any basis when it was announced in 1981
and whether, given that the announcement was not and likely could not have been
anticipated by those using section 2032A, it is fair for the IRS position to apply to
them.

This proposal is somewhat in the nature of a technical correction. Somehow the
statute was interpreted incorrectly; this proposal would fix the statute. In fact, if
the Congress were so inclined, it could even prohibit cash leases to family members
prospectively so long as the problem for those families who acted before 1981 was
fixed retroactively

Special use vaLuation was intended to allow families to retain the family farm
after the head of the family dies rather than selling the farm to pay estate taxes.
It was not intended to be hmited by technical distinctions between crop share and
cash leases that have virtually no economic effect.

The proposed change was included in the Conference Report on H.R. 11 as section
4707. The estimated revenue loss at that time was $15 million over five years. Thus,
Congress is on record as agreeing to overturn the IRS position as overly restrictive.

CONCLUSION

Use of cash leases rather than crop share leases should not result in cessation
of qualified use under section 2032A. We urge the Finance Committee to adopt the
proposal.

Thank you, Mr. Chairman, and members of the Subcommittee.

SUPPLEMENTAL STATEMENT SHEET

Designated Representatives:
Ronald L. Platt
Gregory F. Jenner
McDermott, Will & Emery
1200 M Street, N.W.
Washington, DC 20036
Phone: 202-778-8029

Statement Summary:

The statement supports the proposal to amend section 2032A to provide that the
use of cash leases to family members does not cause the cessation of qualified use
under that section.

PREPARED STATEMENT OF HON. DAVID MINGE

Mr. Chairman and distinguished members of the Committee, I would like to
thank you for the opportunity to testify today. am here in support of legislation that
I introduced in the House which would allow farmers who received disaster aid in
1994 for the floods of 1993 to carry that income back to 1993. Before I proceed, I
would like to extend my special thanks to the honorable chairman, who has worked
tirelessly to try to pass this legislation.

The need for this legislation arose as a result of the flood of 1993, which dev-
astated tens of thousands of farmers throughout the Midwest. Farmers whose crops
were damaged or destroyed applied to receive crop insurance or federal disaster pay-
ments. While some farmers received payments in 1993 the majority received them
in 1994. At the end of 1993, the Department of Agriculture had only paid approxi-
mately one-third of the projected claims. This delay occurred because of the huge
volume of farmers who suffered damage from the flooding last year.

During the flooding, the Administration told farmers they would receive the aid
within two weeks. Unfortunately, this did not happen. As a result, many farmers
who received payments in 1994 will suffer severe and unintended tax consequences.
They will have excessively high income in 1994. This income "bunching" will cause
farmers to lose standard exemptions for 1993 and move them into higher tax brack-
ets for 1994. One accounting firm in Minnesota estimated that affected farmers
would pay as much as $6,000 more in taxes next year.

This situation is completely unfair and unacceptable. Farmers wanted and ex-
pected to obtain payments in 1993, but through no fault of their own, they did not
receive them until 1994. Farmers should not be punished by.having to pay higher
taxes because of the unforeseen yet understandable difficulty in processing so many
claims on a timely basis.

To remedy this Problem, Senator Daschle and I introduced legislation to allow
farmers to carry dumster and crop insurance payments received in 1994 back to



67

1993. Both the Departments of Treasury and Agriculture have supported these bills
as have members of both parties. The Hluse version, HR. 3757 has 43 cosponsors.
The bill is non-controversial. However, according to budget rules, we must find a
revenue offset to pay for this bill, which is estimated to cost $10 million over the
next five years.

Two problems associated with passing tax legislation have handicapped this ef-
fort. First, we needed to find a suitable offset. I am pleased to report that the Com-
mittee on Joint Taxation was able to find a revenue offset. Second, we needed to
find a moving revenue vehicle to which we' could attach the bill. It appears that the
only viable v . icle left this session is the Nanny Tax. If this measure is enacted
ito law this .ear, farmers will be able to either file amended returns or file their
1993 tax returns under an extension which expires October 15. To me, this issue
has illustrated one of the main reasons the public holds Congress in relatively low
regard these days-they question our ability to make government work. The Admin-
istration told farmers that they would get their payments in ten days. We all know
this did not happen, and now the federal government will be making money (tax
revenues) because of these delayed payments, unless we pass legislation.

The problem is easy to fix. No one I have spoken with thinks the legislation is
bad in concept. Everyone agrees that this is an unfair tax burden for disaster vic-
tims. The bottom line, then, is whether Congress is able to act swiftly to solve a
simple problem, whether we can make the federal government work. Thank you,
Mr. Chairman.

PREPARED STATEMENT OF NoRnLuN B. RICHTER

Mr. Chairman and Members of the Subcommittee:
I am pleased to present the views of the Administration on the miscellaneous

farm-related and other proposals that are the subject of this hearing. One of these
proposals, regarding repatriation of earnings of export trade corporations, has not
been formally introduced as a bill. Our understanding of the details of this proposal
is derived from the testimony to be given later today by representatives of the Her-
cules Corporation. The remainder of the proposals are described in a summary pre-
pared by the staff of the Joint Committee on Taxation, Description of Miscellaneous
Farm-Related Tax Proposals (JCX-23-94), October 3, 1994.

A discussion of the proposals is presented below, along with the Administration's
positions on the proposals. I will begin with the proposal on export trade corpora-
tions, and will address the remaining proposals in the same order as they are pre-
sented in the Joint Committee summary. I will be happy to respond tW any ques-
tions following my statement.

I. PROPOSAl, TO ALLOW EXPORT TRADE CORPORATIONS TO REPATRIATE ACCUMULAT'D
EXPORT TRADE EARNINGS TAX-FREE

Current law. U.S. shareholders who own 10 percent or more of the stock of a con-
trolled foreign corporation ("CFC") are subject to tax currently on the CFC's foreign
base company income, which includes foreign personal holding company income, in-
cluding "income equivalent to interest." However, the CFC rules provide that such
a U.S. shareholder will not be taxed currently on "export trade income" earned by
an export trade corporation ("ETC"). Thus, the principal tax advantage to being an
ETC was the deferral of U.S. tax on the export-related earnings until those earnings
were repatriated. No new ETCs were permitted to be created after 1971.

ETCs were given the opportunity to become Foreign Sales Corporations ("FSCs)
in 1984. Exporters that utilized FSCs generally could obtain a tax exemption for up
to 15 percent of their export profits. The incentive offered to ETCs to convert to
FSCs (or to dissolve as ETCs) was the opportunity to repatriate tax-free the ETC's
accumulated earnings attributable to export trade income. An ETC had to elect to
take advantage of this opportunity to repatriate earnings tax-free during a limited
period in 1984. However, income earned by a FSC from financing activities gen-
erally constitutes "investment income" or "carrying charges" that are treated as "ef-
fectively connected income" subject to U.S. tax as earned. Thus, an ETC whose prin-
cipal activity was financing exports of unrelated sellers may not have found it ad-
vantageous to convert to a FSC.

The passive foreign investment company ("PFIC") rules enacted in 1986 provided
a new, supplemental anti-deferral regime that applied to any U.S. shareholder of
a foreign corporation if 75 percent or more of the foreign corporation's gross income
for the tax year was passive, or if 50 percent or more of the average value of its
assets for the taxable year produced passive income or was held for the production
of passive income. In general, income is passive for purposes of the PFIC rules if
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the income is foreign personal holding company income for purposes of the CFC
rules. As a result, an ETC that is engaged primarily in financing (rather than dis-
tribution) activities may be classified as a PFIC because it generates primarily in-
come equivalent to interest even though the U.S. tax on that income is deferred
under the CFC rules. If the ETC is a PFIC, any U.S. shareholder of the ETC that
does not make an election to be subject to tax currently on all of the ETC's income
will be subject to an interest charge when the ETC makes certain "excess distribu-
tions" or the shareholder disposes of its interest in the ETC.

Explanation of proposal. We understand the proposal to consist of two parts: (1)
The proposal would eliminate the exception from the CFC rules that allows the de-
ferral of tax on "export trade income" of ETCs (presumably prospectively). (2) The
proposal would also deem distributions made in taxable years beginning after 1986
of the accumulated and tax-deferred income of ETCs to be previously taxed income
and, therefore, exempt from taxation.

Administration position. (1) Support. We support the elimination of the exception
from the CFC rules for ETCs because the deferral of profits from financing activities
provides ETCs with a competitive advantage over other credit subsidiaries that fi-
nance U.S. exports. Other finance subsidiaries generally would be subject to tax cur-
rently under the CFC, FSC or PFIC rules on financing income.

(2) Oppose. The proposal would provide a retroactive tax exemption for ETC prof-
its distributed since 1986. The result of this proposal would be that income from
financing activities accumulated over the past decade would not be taxed by the
United States even though all or part of that income would have been subject to
U.S. tax currently if the ETC had chosen in 1984 to become a FSC. Moreover, ETCs
that elected not to take advantage of the limited incentive to dissolve ETCs provided
by the Congress in 1984 effectively assumed the risk that the law might change,
and should not now be given retroactive tax relief from the PFIC rules.

11. ESTATE TAX RECAPTURE FROM CASH LEASES OF SPECIALLY VALUED PROPERTY (S. 226)

Current law. Federal estate tax is imposed on the value of property passing at
death. Generally property is valued at fair market value. For this purpose, the In-
ternal Revenue 6 ode provides a special valuation of qualified real property used in
the trade or business of farming or used in a trade or business other than farming.
In valuing such property for the computation of the estate tax, value can be com-
puted on the basis of the qualified use of the property, rather than its highest and
best use. The aggregate reduction in the value of the real property to the estate may
not exceed $750,000 for any decedent.

A recapture provision imposes an additional estate tax if within 10 years after the
death of the decedent (and before the death of the heir) the property is disposed
of in whole or in part (other than to a member of the decedent's family) or is con-
verted to a non-qualified use. Several courts have concluded that the cash rental of
specially valued property (that is, where rent is not dependent on the production,
or income, from the property) is not a qualified use of the property, thereby subject-
ing the heir to additional estate tax. See, e.g., Williamson v. Commissioner, 974 F.2d
1525 (9th Cir. 1992). In 1988, Congress amended the Internal Revenue Code to pro-
vide that a surviving spouse will not be considered as using property in a non-
qualified use solely because such spouse rents the property to a family member on
a net cash basis.

Explanation of proposal. Under the proposal, property would not be considered
converted to a nonqualified use solely because the qualified heir rents the property
to a member of the decedent's family on a cash basis, but only if the lessee uses
the property in a qualified use during the period of the lease. Accordingly, a quali-
fied heir could hold the property for rent, provided the lessee is a member of the
decedent's family and uses the property in the business of farming or other trade
or business.

The provision would be effective for cash rentals after December 31, 1976. Admin-
istration position. Do not oppose, provided the proposal is prospective and an appro-
priate revenue offset is provided. This proposal promotes the intended purpose of
the existing relief provision, that is, to keep family property in the family, dedicated
to use in a trade of business of the family or its members.

III. INCREASE IN THE UNIFIED ESTATE AND GIFr TAX CREDIT (S. 531)

Current law. Tax is imposed on the transfer of taxable gifts and the estate of a
decedent. The tax is imposed at a graduated rate, ranging from 18 to 55 percent.
A nonrefundable credit of $192,800 (unified credit) against the tax is provided. The
credit effectively exempts $600,000 of taxable gifts or estate transfers from tax. The
benefits of the graduated rates and the unified credit are phased out for cumulative
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transfers in excess of $10,000,000 (five percent surtax on excess over $10 million,
with c mplete phase-out once the cumulative transfers total $21,040,000).

Explnatiun of proposal. The proposal would increase the unified credit to
$346,860. ,tffectively exempting $1,000,000 in gift and estate transfers from tax. The
proposal would apply to estates of decedents dying, and gifts made, after date of en-
actment.

Administration position. Oppose. An arbitrary increase in the unified credit rep-
resents a reduction in the tax base that is not supported by evidence that the exist-
ing threshold is inappropriate. We also note that any increase in the credit would
require a conforming amendment to the phase-out provisions, which has not been
included in this proposal.

IV. TREATMENT OF GAINS AND LOSSES FROM CERTAIN DISPOSITIONS BY FARMERS'
COOPERATIVES (S. 54)

Current law. Non-exempt cooperative organizations are subject to income tax on
taxable income, but may exclude, in computing taxable income, amounts distributed
or allocated to patrons as "patronage dividends." Patronage dividends are allocations
or distributions of patronage-sourced earnings. No exclusion is permitted for alloca-
tions or distributions of nonpatronage-sourced dividends. Accordingly, an entity-
level tax is imposed on nonpatronage-sourced earnings (or on undistributed patron-
age-sourced earnings). Amounts distributed to a patron (whether patronage- or
nonpatronage-sourced) are generally includable in the income of the patron (or may
serve to reduce the basis of assets owned by the patron that have been acquired
through the cooperative).

The Internal Revenue Code defines a patronage dividend (in relevant part) as an
amount paid to a patron that is determined by reference to the net earnings of the
cooperative from business done with or for its patrons. Taxpayers, courts, and the
Internal Revenue Service have interpreted the meaning of the phrase "from busi-
ness done with or for patrons" differently, and significant controversies have arisen
in cases of characterizing the source of income such as interest, gains, and rental
income. Treasury regulations provide that capital gains are always nonpatronage-
sourced. The Internal Revenue Service also takes the position that other income (for
example, gains and losses on sales of noncapital assets or interest earned on excess
funds) must be directly related to or must facilitate the conduct of the business clone
with or for patrons to be patronage-sourced. The determination of whether income
is directly related to or facilitates the conduct of the cooperative business is depend-
ent upon the facts and circumstances of each case. The Internal RWvenue Service
has issued guidance concluding that particular types of income (e.g., recapture in-
come under section 1245) are per se patronage-sourced. In addition, taxpayers may
rely on a number of court decisions to characterize certain types of income as pa-
tronage-sourced in particular factual situations.

Explanation of proposal. The proposal would allow a non-extmpt "farmer's cooper-
ative" to elect to treat as patronage-sourced income any gain or loss from the sale
or disposition of any asset used to facilitate the conduct of business done with or
for patrons. If an asset is used for both patronage and nonpatronage business, the
amount of gain allocable to patronage sources is determined by the cooperative
under some reasonable method.

The election would apply to all sales or other dispositions occurring in the year
of the election and all subsequent years, unless it is revoked. After revocation, a
new election could not be made before the beginning of the third taxable year after
the year in which the revocation is first effective.

A farmer's cooperative is defined to include a fa-mers', fruit growers' or other like
association subject to tax as a non-exempt cooperative. The provision is proposed to
be effective for sales or other dispositions in taxable years beginning after the date
of enactment.

Administration position. Do not support. The characterization of earnings as pa-
tronage or nonpatronage effectively determines whether the earnings are subject to
tax only at the patron level or at both the cooperative and the patron levels. Provid-
ing cooperatives an election to characterize gains and losses on asset sales as pa-
tronage-sourced is especially troublesome because it exposes the government to
whipsaw, particularly when the election can be made at any time during the taxable
year (e.g., after the realization of gains or losses) and is revocable at the option of
the cooperative. The three year prohibition on subsequent elections might be ex-
pected to function as an effective backstop to this whipsaw potential, but because
the cooperative ultimately controls the timing of realization or the gains and losses,
it is in a position to wait out this period.



The determination of the source of earnings is an inherently factual one, depend-
ent upon the operations of the cooperative, the use of the asset by the cooperative,
and its relationship to the conduct of the cooperative business. Allowing cooperatives
to elect the result, rather than having the result follow from the facts and cir-
cumstances of the particular situation, is not consistent with the special status of
a nonexempt cooperative, i.e., as an entity taxable on nonpatronage sourced earn-
ings. Furthermore, this elective treatment is not consistent with the treatment of
other earnings of nonexempt cooperatives, for example, interest, that are factually
patronage or nonpatronage, and for which the cooperative may not electively change
the characterization.

Even if such an election were to be considered appropriate, there is little policy
justification to extend this special treatment only to farmers' cooperatives. It Is dif-
ficult to distinguish for policy reasons other nonexempt cooperatives that operate
under the same tax provisions as farmers' cooperatives. Presumably, these similarly
situated cooperatives would seek the same treatment.

V. ROLLOVER OF GAIN FROM THE SALE OF FARM ASSETS INTO AN ASSET ROLLOVER
ACCOUNT (S. 882)

Current law. There are two ways in which individuals can contribute amounts to
Individual Retirenent Accounts or Individual Retirement Annuities ("IRAs"). First,
an individual can contribute a limited amount un an annual basis (up to $2,000, or
$2,250 for a regular and spousal IRA combined). That annual contribution may be
deductible, depending on the individual's income and whether the individual partici-
pates in a qualified retirement plan (such as a 401(k) plan). Second, an individual
can "rollover" amounts distributed from a qualified retirement plan into the IRA.
The amount of the rollover is not taxed until withdrawn from the IRA. Further, re-
gardless of how amounts are contributed to an IRA, the investment earnings are
not taxed until withdrawn.

Explanation of proposal. The proposal would create a special type of IRA known
as an Asset Rollover Account ("ARA"). A farmer could defer recognition of up to
$600,000 in capital gain on the sale of qualified farm assets (sucas land farm
equipment, etc. , to the extent the farmer contributes an amount equal to suci gain
into ARAs for the year in which the sale occurs. In effect, the bill would treat these
contributions in a manner similar to rollovers from qualified plans into traditional
IRAs. The farmer would not be taxed on the gain realized from the disposition of
the farm assets to the extent the amounts are contributed to an ARA, nor would
the farmer be taxed on the investment earnings, until these amounts were actually
withdrawn from the ARA. The bill imposes certain limits on the amount that can
be rolled over, and who is eligible to make a rollover. For example the $500,000
ceiling is reduced if a farmer or spouse has accumulated more than i100,000 in an
IRA. The proposal would apply to sales and exchanges after the date of enactment.

Administration position. Oppose. The proposal would provide tax-favored treat-
ment to farmers over other taxpayers (e.g., other small business owners or home-
owners) who are unable to rollover the gain from the sale of their businesses or
homes into IRAs. It would be unfair to favor farmers over these other taxpayers.

In addition, the proposal would provide a disincentive to farmers to set up tradi-
tional qualified retirement plans covering other workers in addition to themselves.
It would allow a farmer to accumulate significant tax-favored retirement benefits
without also accumulating retirement benefits for other people working on the farm.
This is contrary to long-accepted federal retirement policy, which has been to en-
courage business owners to establish tax-favored retirement arrangements covering
rank and file employees.

VI. TREATMENT OF LIVESTOCK SOLD ON ACCOUNT OF WEATHER-RELATED CONDITIONS
(S. 1615)

Current law. A cash method taxpayer generally takes income into account in the
year it is received. The Internal Revenue Code allows a cash method taxpayer to
elect to include gain from the sale of livestock in taxable income for the year follow-
ing the year of sale, if the taxpayer can establish that the sale would not have been
made but for drought conditions which resulted in the area in which the taxpayer
operates being designated as eligible for Federal assistance. The election is available
only to a taxpayer whose principal trade or business is farming.

The Internal Revenue Code also allows a taxpayer to treat the sale or exchange
of livestock held for draft, breeding or dairy purposes as an involuntary converion
(on which gain is not recognized if the taxpayer purchases similar livestock within
two years of the date of sale) if the sale or exchange is made solely on account of
drought.



Explanation of proposal. Both the election to defer income and the election to
treat a disposition of livestock as an involuntary conversion would be expanded to
allow deferral elections by the taxpayer for sales or exchanges made on account of
any weather-related condition. Thus floods tornadoes, or hurricanes would also per-
mit the elections described. The bill would apply to sales and exchanges after De-
cember 31, 1992.

Administration lpsition. )o not oppose, provided an appropriate revenue offset is
provided. This provision allows a cash method taxpayer engaged in farming to avoid
bunching of income due to disasters beyond the taxpayer's control, and allows the
taxpayer to take income into account when it would have been taken into account
under the taxpayer's normal business cycle.

VII. TAX CREDIT FOR ENVIRONMENTAL POLLUTION CONTROL PROPERTY AND FOR SOIL
AND WATER CONSERVATION EXPENDITURES (S. 1691)

Current law. The Internal Revenue Code allows a current deduction to taxpayers
engaged in the business of farming for water and soil conservation expenditures
other than expenditures for depreciable property. Without this special provision,
these types of expenditures would generally be capitalizable. Aggregate expenses de-
ducted for any year pursuant to this provision may not exceed 25 percent of gross
income derived from farming during that taxable year. Any expenses remaining for
deduction after the imposition of this limit may be carried forward indefinitely, sub-
ject to the 25 percent limit in succeeding years.

The Code also provides taxpayers an election to amortize pollution control facili-
ties over a five-year period. Eligible pollution control facilities include only depre-
ciable tangible property (including a building and its structural components if it is
used exclusively as a treatment facility) that is constructed, reconstructed, or erect-
ed by a taxpayer after December 31, 1968, or acquired after December 31, 1968 if
the original use began with the taxpayer.

Explanation of proposal. The proposal would provide eligible taxpayers a credit
equal to the lesser of: (1) the sum of 15 percent of the cost of qualified agricultural
environmental property plus 15 percent of water and soil conservation expenditures
otherwise deductible; or 12) the lesser of $15,000 or $150,000 minus prior years'
credits. Qualified agricultural environmentalproperty is any new treatment facility
constructed, reconstructed, or erected after December 31, 1993, or any facility ac-
quired after that date if the original use commenced with the taxpayer, which is
used for the primary purpose of complying vwith Federal, state, or local environ-
mental laws dealing with abatement or control of water, soil, or air pollution or con-
tamination. Qualified agricultural environmental property would not include any ex-
penditure that significantly increases output, extends the useful life, or reduces the
operating costs of plant or property to which the facility relates. The deduction oth-
erwise allowable for soil and water conservation expenditures would be reduced by
the amount of the credit allowed, and no credit would be provided to the extent that
an election to amortize the basis of the property is in effect.

Eligible taxpayers are taxpayers engaged in the business of farming; taxpayers
engaged in the business of mixing fertilizers from purchased materials; and tax-
payers engaged in the business of wholesale distribution of feed, fertilizer, agricul-
tural chemicals, pesticides, seeds, or other farm supplies (except grains).

The provision would apply to property placed in service after December 31, 1993,
with certain transition rules similar to those applicable to certain property eligible
for the investment tax credit.

Administration position. Oppose. We do not believe it is necessary to provide an
additional tax incentive to encourage com pliance with environmental laws. Further-
more, to provide a benefit to one arbitrarily-selected class of taxpayers is inappropri-
ate.

VIII. TREATMENT OF CERTAIN CROP INSURANCE PROCEEDS AND DISASTER ASSISTANCE
PAYMENTS (S. 1814)

Current law. A cash method taxpayer generally takes income into account in the
year received. In the case of insurance proceeds received as a result of destruction
of or damage to crops, the Internal Revenue Code allows a cash method taxpayer
to elect to include the proceeds in income in the year following the destruction or
damage, if the taxpayer can establish that income from the damaged crops would
have been reported in that following year under his normal business practice. For
purposes of this section, payments received under the Agricultural Act of 1949 and
under the Disaster Assistance Act of 1988 as a result of destruction or damage to
crops or the inability to plant crops because of a natural disaster are treated as in-
surance proceeds eligible for the election.



Explanation of proposal. The proposal consists of two parts. First, the election
would be expanded to allow a cash method taxpayer to elect to include insurance
proceeds in income in the year of the destruction of or damage to crops (though the
proceeds are received in the year following the year of destruction or damage) if the
taxpayer can establish that, under the taxpayer's normal business practice, income
from the damaged crops would have been reported in the year of the destruction
or damage. Second, the proposal would provide that any payment of disaster assist-
ance under any Federal law as a result of destruction or damage to crops or an in-
ability to plant crops because of a natural disaster is treated as insurance proceeds
subject to either of the elections under this section. The proposal would apply to
payments made after December 31, 1992 as a result of destruction or damage occur-
ring after that date.

Administration position. Do not oppose, provided an appropriate revenue offset
is provided. We believe this provision promotes the policy of allowing taxpayers en-
gaged in crop farming to avoid unpredictable tax results due to events not within
their control, and allows these taxpayers to take income into account when it would
be taken into account under their normal business cycles.

PREPARED STATEMENT OF ALAN C. SOBBA

Mr. Chairman, thank you for your leadership on agricultural tax issues and for
holding this hearing on miscellaneous farm related tax proposals. The National
Cattlemen's Association appreciates the opportunity to discuss these issues.

Estate taxes have been a priority issue for the National Cattlemen's Association
for many years. Currently, eighty percent of beef cattle operations have remained
in one family for 26 years or more, with 42% over fifty years and 12% more than
one hundred years. Our members recognize the importance of preserving farms and
ranches as financially viable units as the business passes from one generation to
the next.

Cattlemen were actively involved in the initial discussions of Section 2032A, spe-
cial use valuation, which allows farmers and ranchers to value their property based
on productive value rather than market value for estate tax purposes. We strongly
support this very useful estate tax tool and support S. 226, which amends Section
2032A to allow cash leasing between heirs.

A thorough examination of Section 2032A should be considered in the 104th Con-
gress. There are several changes in the "special use valuation" which would help
make the law more user friendly. For example, the $750,000 revaluation limitation
is insufficient in many areas. We would like to submit a letter for the record outlin-
ing several of these concerns.

We also support S. 531, which increases the estate tax exemption from $600,000
to $1,000,000. This change in the corresponding unified credit is necessary to offset
inflation of property values. A permanent solution would be to index the unified
credit on an annual basis.

The National Cattlemen's Association encourages further examination of estate-
tax laws early next year. There are a variety of proposals being.discussed to reduce
the estate-tax burden on farmers and ranchers. In addition, several of the business
groups we work with, including the National Federation of Independent Businesses,
list estate-tax reform as a priority issue. We sense the time is right.

We support S. 882, the asset gain roller bill, as a way to help farmers and ranch-
ers to defer taxes and plan for retirement. The purchase of capital assets and 8ubse-
quent sale of these assets some 16 to 30 years later is the primary source of retire-
ment funds for many ag producers. This bill would reduce tax liability.

Weather is always an important and uncontrollable factor for farmers and ranch-
ers. We therefore support S. 1615, which amends Section 451, one year deferral of
income from livestock sold due to drought and Section 1033 involuntary conversion
of livestock sold due to drought. S. 1615 would amend these Sections to include, in
addition to drought, flood or other weather related conditions. This change is within
the spirit of the law and would alleviate some of the hardships on livestock produc-
ers.

Once again, I appreciate the opportunity to speak before this subcommittee.
Thank you.
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PREPARED STATEMENT OF THOMAS G. TEPAS

Mr. Chairman, I am here today to request equitable treatment for my company,
Hercules Incorporated, and to support other exporters which, like Hercules, had the
rules changed on them during the middle of the game.

By way of background, Hercules is a manufacturer of aerospace, chemical, and re-
lated products. Since 1970, Hercules has used its wholly-owned foreign subsidiary,
Hercules International Trade Corporation Limited, or HINTCO, to istribute and
sell Hercules products throughout the world. HINTCO has also distributed, fi-
nanced, and sold the products of other U.S. manufacturers and producers, including
large quantities of agricultural grin products. In fact, approximately forty percent
of the hundreds of millions of dollars in world-wide sales facilitated by HINTCO
were sales of agricultural products, such as seed grains and soybeans. Because
HINTCO's business fosters an important goal of U.S. economic policy-that of ex-
panding the sale of U.S. products overseas, HINTCO has been entitled to operate
since its formation as an export trade corporation, or ETC, one of the export incen-
tive companies established by Congress.

The export incentive companies specifically authorized by Congress are foreign
sales corporations, or FSCs, and ETCs. Export incentive companies have long been
granted specific favorable tax treatment because of their unique contribution to the
promotion and expansion of U.S. exports. In 1962, Congress established the ETC
program and allowed companies that qualified as ETC. to defer tax on profits gen-
erated by the sales of U.S. products overseas as long as these profits were retained
and used in the U.S. export business. Although Congress generally replaced the
ETC with the Domestic International Sales Corporation, or DISC, in 1971 existing
ETCs were permitted to continue operating under the same tax-deferral regime.
Again in 1984, when the DISC system was replaced with the FSC system, Congress
did not allow this transition to its export incentive program to disturb the export
activities of existing ETCs or to effect the favorable tax treatment accorded existing
ETCs. Instead, Congress offered existing export trade corporations three choices: (1)
they could continue to operate as an ETC; (2) they could remain in the U.S. export
sales business but transfer their assets, tax-free, to a FSC, or (3) they could exit
the export sales business altogether and repatriate their accumulated export trade
income tax-free to the U.S.

Presented with these options in 1984, Hercules chose to continue operating
HINTCO as an ETC. First, Hercules believed that HINTCO would continue to have
an important role to fill as a world-wide distributor of the products of Hercules and
other U.S. producers and manufacturers and as a financier of sales of U.S. exports.
Therefore, Hercules choose to continue HINTCO's export business as an ETC, the
structure under which it had successfully operated for fifteen years. Second, given
the nature of HINTCO's traditional export business, Hercules decided that transfer-
ring HINTCO's assets to a FSC was not a viable option. The economic consequences
of such a transfer did not warrant the reorganization of (and corresponding disrup-
tion to) HINTCO's business that would have been required if HINTCO had become
a FSC. Finally, Hercules had Congress' explicit blessing to continue its traditional
export business under the ETC regime. Certainly Hercules believed, based on Con-
gressI protection of the ETC system first in 1971 and then again in 1984, that
HINTCO would be able to continue operating as an ETC eligible for tax deferral
on its export trade income as long as it continued to devote that income to the ex-
port business.

Just two years later, however, the rug was pulled out from under HINTCO. De-
spite over twenty years of Congressional support for ETCs, tax deferral on export
sales by ETCs was threatened by the adoption in the 1986 Tax Reform Act of the
Passive Foreign Investment Company. or PFIC, rules and by the interpretation of
those rules in 1988 temporary and proposed regulations issued by the Treasury De-
partment.

The PFIC rules were aimed at ending the deferral of tax on income earned by
passive investment entities located overseas, such as offshore mutual funds. This
was accomplished either by treating undistributed income of a PFIC as currently
taxable or by adding a deferred interest charge to the tax liability that arises when
a U.S. shareholder actually receives a distribution from a PFIC or sells his interest
in a PFIC. Despite the stated narrow focus of the PFIC rules-ending tax deferral
for foreigti mutual funds and investment companies the Treasury Department's def-
inition of the term "passive income" in proposed and temporary regulations left open
the possibility that "passive income" could include income from the export activities
of export incentive companies. Accordingly, even though they are actively engaged
in facilitating the sale of U.S. exports, ETCs and FSCs could be considered "passive"
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deferred status.

As soon as Hercules realized that the PFIC rules might effectively eliminate
HINTCO's tax-deferred status, Hercules met with Treasury and with staff of various
Congressional committees to attempt to clarify, either through legislation or Treas-
ury regulations, that the PFIC rules do not apply to Congress' export incentive pro-
grams. To date, however, Hercules has been unsuccessful in its attempts. We have
been advised by staff, however, that the actions taken by the Congress in the 1986
Act which impacted on ETCs were done without consideration by a single member
of Congress of the potential impact on ETCs, without any mention of export incen-
tive companies, and without an open hearing. Some have gone so far as to advise
us that the potential impact of these actions on ETCs was unintentional.

Failing to obtain clarification that HINTCO's tax-deferred status was not threat-
ened by the PFIC rules, Hercules decided that it had no option but to proceed cau-
tiously, as if the PFIC rules did apply to HINTCO, and take defensive steps to avoid
the accrual of large PFIC tax liabilities. To this end, HINTCO distributed all of its
retained earnings to Hercules in 1990 and 1991, including in part those earnings
accumulated through December 31, 1986. The tax consequences of these distribu-
tions is dependent on the interaction of many complex foreign tax provisions and
can be explored in detail later if, as we request, the Committee decides to proceed
with this problem beyond the hearing stage. Nevertheless, the bottom line is that
Hercules made several distributions from HINTCO that it would not otherwise have
made and paid a substantial amount of taxes on account of these distributions.

In this hearing, Hercules is asking the Committee to address the status of ETCs
and to rectify the unfairness caused by the enactment of the PFIC legislation. Her-
cules believes that an equitable resolution of this matter would be for Congress to
eliminate the ETC program and permit Hercules and other shareholders of ETCs
to treat as previously taxed income the export trade earnings of their ETCs, includ-
ing export trade earnings distributed since the effective date of the PFIC legislation,
which is when the rules of tax deferral changed for ETCs such as HINTCO. This
resolution achieves both tax simplification and tax fairness. It achieves tax sim-
plification because the ETC has become a deferral regime of marginal applicability
as a result of the uncertain application of the PFIC rules and the fact that in 1984
many ETCs elected to discontinue operating under the ETC regime. In fact, the
elimination of the ETC was proposed by the Chief of Staff of the Joint Tax Commit-
tee in an April 20, 1990 letter in response to House Ways of Means Committee
Chairman Rostenkowski's call for tax simplification proposals. The resolution also
achieves tax fairness because it follows the precedent established by Congress in
1984 when terminated ETCs were allowed to repatriate their accumulated export
trade earnings tax-free, while it also recognizes that the ETC gTound rules changed
in 1986 and that ETCs such as HINTCO were forced after 1986 to make distrbu-
tions they would otherwise not have made in order to avoid accumulating PFIC tax
liabilities.

Hercules is also requesting that Congress clarify that ETCs, like the current gen-
eration of export incentive companies, the FSCs, have never been subject to the
PFIC rules. Under the tax simplification bill passed by the House, H.R. 3419, this
clarification would be made for FSCs, but not for ETCs. This is patently unfair, es-
pecially when it is considered that the ETC is the grandparent of the FSC. There
is no equitable basis for treating FSCs one way (exempting them from the PFIC
rules) and ETCs another. It is also inconsistent with stated goals of tax "simplifica-
tion" t) treat various export incentive corporations differently. In this regard, we
would also appreciate the Committee pursuing with the Treasury Department the
issue of whether export trade income of an ETC should be viewed as "passive in-
come." Like FSCs, ETCs stand apart in the law as Congressionally-supported export
incentive companies and the income they earn distributing, financing, and selling
U.S. exports should he viewed as active, not passive.

Mr. Chairman, in the past, opponents of this relief have argued that Hercules is
not fairly entitled to relief. It has been suggested that, in effect, Hercules made its
bed in 1984 when it chose to continue operating as an ETC and now, short of legis-
lative clarification, must lie in it. In 1984, however, Hercules made its choice in reli-
ance on Congress clear indication that the tax-deferred operation of export trade
corporations that had been carefully preserved since 1962 would continue to be pre-
served. If Hercules had been aware that the ETC program as it existed in 1984
might be summarily terminated in 1986, it would not have chosen to continue oper-
ating HINTCO as an ETC rather, it would have terminated HINTCO's status as
an ETC and repatriated HINTCO'a accumulated export trade income tax-free. Her-
cules should not be penalized for choosing to continue its traditional export sales
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business and failing to predict that, between 1984 and 1986, Congress would change
the ground rules that formed the basis for Hercules' choice.

In conclusion, the PFIC legislation made the choice offered to Hercules in 1984-
a choice between continuing HINTCO as an ETC or terminating it tax-free-a false
choice. After 1986, there was no certainty of continuing HINTCO under the tax-de-
ferred ETC regime. Accordingly, the only fair and practical way to resolve the prob-
lem caused by the PFIC legislation is to eliminate the ETC, which has little ongoing
significance, and give existing ETCs such as HINTCO what we now know was the
only "real" option they had in 1984: the ability to close down their operations and
to have their export trade income earned through the effective date of any corrective
legislation treated, when repatriated any time after the effective date of the PFIC
legislation, as previously taxed income.

ADDENDUM TO STATEMF.NT OF THOMAS G. TEPAS

Mr. Chairman, this addendum supplements the oral and written testimony of
Hercules, Inc. regarding its proposal for the equitable treatment of eport trade cor-
porations ("ETCs") and directly responds to some of the points raised in opposition
to Hercules' proposal by Norman B. Richter, acting International Tax Counsel at the
Department of Treasury

First, Mr. Richter asserted that Hercules "assumed the risk that the law might
change when it made its choice in 1984 to continue operating HINTCO as an ETC
and thus has no right to object to the impact of the PFIC rules on HINTCO. We
would like to reiterate that Hercules does not object to the termination per se of
the ETC regime. Hercules is 4ust asking for basic fairness in the way the ETC is
terminated. Fairness, at a minimum means treating similarly-situated taxpayers
similarly. In 1984, taxpayers whose ETCs were voluntarily terminated were allowed
to repatriate their earnings tax-free. On account of the PFIC rules added in the
1986 Act, HINTCO was effectively terminated involuntarily as a ETC, but it was
given no relief. Ironically, the effect of this disparate treatment is to penalize those
businesses that continued to supprt the growth of U.S. exports by choosing in 1984
to remain in the export trade business by maintaining their ETCs. Accordingly,
what Hercules is requesting is that its terminated ETC, HINTCO, be given the
same relief that terminated ETCs received in 1984: tax-free repatriation of export
trade earnings.

Second, Mr. Richter characterized Hercules as seeking a "perpetual" guarantee of
a certain tax treatment for HINTCO. This is a misstatement of Hercules' position.
Hercules does not believe that perpetual guarantees are to be expected. What it does
believe, however, is that basic fairness, including notice and due Congressional con-
sideration, is to be expected by taxpayers. The 1984 legislation was carefully crafted,
and it was obvious to all parties that the issue of the ETCs and their continuation
was the subject of significant Congressional attention. By contrast, as Senator Roth
pointed out, in 1986 no member of Congress considered that the treatment of ETCs
would be changed by the Tax Reform Act passed that year. Accordingly, Mr. Richter
misses the point: it is simply our intention to have members of Congress focus for
the first time on the asserted conflict between the ETC provisions contained in the
tax code since 1962 and the PFIC provisions added to the tax code in the 1986 Act.
Further, we are asking the members to decide what treatment should be provided
to ETCs that have been pushed by this conflict towards dissolution and to determine
whether such treatment deserves parity with the favorable dissolution provisions
that were provided in 1984.

Mr. Richter also made the point that HINTCO obtained the benefit of "three extra
years" of tax-deferred earnings that it would not have had if it had elected in 1984
to repatriate its earnings. First, at most, HINTCO only obtained two extra years
of tax-deferred earnings-1986 and 1986. By 1987, the PFIC rules were effective.
Second, the tax deferral on these two years of earnings is an insignificant benefit.
Hercules paid tax on these earnings when they were repatriated in 1987; accord-
ingly, all Hercules obtained was the ability to use, from 1985-86 to 1987, the cash
that would otherwise have gone to pay taxes on 1985 and 1986 earnings. If Hercules
had known that the PFIC rules would come along in 1 986 and subject HINTCO's
income to current taxation, it never would have chosen the relatively minor benefit
of 1-2 years of tax deferral on HINTCO's 1986-86 earnings over the substantial
benefit of tax-free repatriation of its pre-1986 income. Finally and most importantly,
the implication behind Mr. Richter's comment is that, since two years passed before
HINTCO was treated unfairly, we have no riht to complain of the unfairness. How-
ever, under the statutory regime established by Congress, HINTCO deserved tax de-
fen-al on 1985 and 1986 income because it was engaged in qualified export trade
activities during those and subsequent years. It is simply wrong to suggest that
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HINTCO received some extra benefit that balanced out the unfair treatment in
years after 1986.

In a similar vein, Mr. Richter suggested that Hercules' proposal should be opposed
because it would exempt from taxation financing-related export trade income earned
from 1985 through the date the ETC regime is terminated, even though all or part
of that income would have been subject to current U.S. taxation if HINTCO had cho-
sen in 1984 to become a FSC. Once again, the assumption underlying Mr. Richter's
objection is that Hercules has obtained an unwarranted benefit for the past ten
years and thus is not deserving of any relief. This assumption, however, ignores the
fact that in 1984 Congress explicitly permitted existing ETs to continue operating
as ETCs and to continue obtaining the tax benefits associated with that status. Her-
cules did not obtain any "special" benefit by electing to remain an ETC; it has mere-
ly obtained the benefits specifically granted by Congress to qualifying export trade
corporations.

Hercules also takes issue with Mr. Richter's statement that the relief sought by
Hercules should be denied because it "would provide a retroactive tax exemption for
ETC profits distributed since 1986." The relief that Hercules is requesting is nothing
more than the relief that was provided in 1984 to ETCs who chose to discontinue
their operations. In 1984, Congress reclassified the accumulated export trade income
that terminated ETCs had earned in prior years from tax-deferred income to tax-
exempt income. Presumably, Mr. Richter would also call this a "retroactive tax ex-
emption." Regardless of the label used, Hercules is only asking that similarly-situ-
ated taxpayers be treated similarly. More fundamentally, Hercules is now request-
ing, and has been requesting for years, that the unfairness done to it in 1986 be
corrected. The unfairness can only be corrected by changing the post-1986 con-
sequences of that unfairness. If Mr. Richter's argument is accepted, then no wrong
can be righted because to do so would produce a retroactive" result.

Mr. Chairman, you asked Mr. Richter to explain, if he could, the basis for dif-
ferentiating between FSCs and ETC. with respect to the application of the PFIC
rules to these two types of export incentive companies. He answered that the PFIC
rules, which are anti-deferral rules, should apply to the ETC regime because the
ETC is a tax-deferral regime, but they should not apply to the FSC regime because
it is a tax-exemption regime. There is no support for this interpretation of PFIC in
the 1986 Act, however. The PFIC rules can be interpreted broadly, to "catch" all
controlled foreign corporations that have the stated percentage of passive income,
or they can interpreted in a more limited manner not to apply to override unique,
Congressionally-authorized tax incentive regimes. If the former is correct, there is
no justification for excluding FSCs but not ETCs from the PFIC rules. If the latter
is correct (as Hercules believes is the case), there is no justification for including
ETCs or FSCs in the scope of the rules. Senator Roth noted at the Subcommittee
hearing that, while there are technical differences in the manner in which each ex-
port incentive company receives the tax benefits mandated by Congress, the FSC
is the grandchild of the ETC, and there is no policy rationale for distinguishing be-
tween these two export companies with regard to the a plication of the PFIC rules,
which never dealt explicitly with either ESCs or ETCs. Accordingly, there is no
merit to Mr. Richter's suggestion that clarification of the impact of the PFIC rules
on ETCs is comparable to clarification of the impact of the PFIC rules on industries
such as the securities industry. The ETC rej,it,, like the FSC regime, is in a class
by itself, and clarification of the impact of the P IC rules on these export incentive
regimes will not "open the floodgates" to other industries requesting relief from the
PFIC provisions.

Finally, Mr. Chairman, you raised a question regarding Hercules' ability to use
foreign tax credits to offset the taxes payable on the post-1986 distributions of ex-
K rt trade income made by HINTCO. Although Mr. Jester answered that Hercules

ad been able to use foreign tax credits to offset some, but not all, of the taxes pay-
able on account of these distributions, we did not have available at the hearing the
specific details concerning the taxes paid and foreign tax credits utilized. Accord-
ingly we would like to supplement our response to your question by providing those
details in this addendum. During the period 1987-91, HINTCO made taxable dis-
tributions of $250 million to Hercules. As a result of these distributions, Hercules
was liable for $93 million in U.S. federal income taxes, which included a $500,000
PFIC penalty. Hercules satisfied $33 million of this liability by making an actual
tax payment of $33 million, and it satisfied the remaining $60 million of the tax
liability by expending $60 million of its available foreign tax credits. As we dis-
cussed at the hearing, as the result of the enactment in 1986 of the PFIC rules,
HINTCO was forced to make taxable distributions to avoid accruing large PFIC pen-
alties. These distributions required Hercules to pay $33 million in taxes and to use
up $60 million of valuable foreign tax credits which would otherwise have been



available to offset other U.S. tax liabilities of Hercules attributable to its overseas
operations.

PREPARED STATEMENT OF BARBARA G. WEBB

Mr. Chairman. My name is Barbara Webb, associate director of government rela-
tions for the National Farmers Union. I am appearing today on behalf of the over
203,000 farm family members of our organization. The tax decisions of the Senate
Finance Committee have an important effect on our membership. We are pleased
that your subcommittee is holding a hearing on several bills specifically related to
farmers and ranchers.

At the outset, I believe it necessary to stress that tax questions, important as they
may be, are secondary to those of earning income in the first place. Around April
15th of every year, my dad always used to tell me to be happy that I owed taxes,
because it meant that I was making money! Changes in the tax structure, in par-
ticular credits against income taxes, don't help keep family farmers in business if
they have little or no income to begin with.

In that regard, recent data from the U.S. Department of Agriculture reports aver-
age income from farming was only $4,337 in 1992, or about 11 percent of a farmer's
household income. Low commodity prices are driving more and more families from
the farm. Continuing the trend of the last decade, the number of U.S. farms dropped
another one percent last year, leaving 2.04 million in operation, according to USDA.

Yet, as the most basic of industries agriculture serves as one of our nation's few
sources of renewable wealth. The wealth which is created by production of raw com-
modities each year multiplies seven or eight times throughout the economy as these
same raw commodities are processed, prepared and sold to consumers here and
abroad.

With that beginning, let me add that my discussion of some of the bills which are
being reviewed today, as well as other tax suggestions which I will make, comes di-
rectly from National Farmers Union policy. That policy is advocated and ado ted
by our producer members at the grassroo's county, state and national levels of our
organization.

1. S. 882, the "Family Farm Reti.ement Equity Act of 1993"-For many
farmers, eqtiity built up over a lif time on the family farm can be the primary if
not the only source of retirement fmids. This also is true in the case of other small
business owners. We support efforts by Senator Herb Kohl and others to allow farm-
ers to rollover assets from the sale of their farms into Asset Rollover Accounts
(ARA) and defer payment of income taxes until the funds are drawn out of the ac-
count.

2. Losses Due to Drought, Floods and Other Disasters--National Farmers
Union supports S. 1814, authored by Senator Tom Daschle and others which would
allow farmers to choose to include crop insurance proceeds and disaster payments
as income either in the year of the disaster or in the year that follows it.

Many farmers and ranchers who applied for disaster or crop insurance payments
due to flooding and drought last year received payments in 1993, but the over-
whelming majority did not and received them instead during 1994. Payment delays
occurred through no fault of the producers, but because of the tremendous volume
of farmers and ranchers who suffered from last year's floods and drought. At the
end of 1993, USDA had only paid about one-third of the projected claims.

Under current law, farmers must either take these payments as income in 1994
or carry payments forward to 1995. They cannot carry the payments backward to
1993. Farmers receiving payments in 1994 will suffer tax consequences. They will
have unusually low income in 1993 and higher income in 1994. One accounting firm
in Minnesota estimated that an average farmer who received payments in 1994
could pay as much as $6,000 more in taxes.

Because of their concern about this situation,-at our national convention in March
National Farmers Union members adopted a "Special Order of Business." The state-
ment reads as follows:

"Midwestern farmers are deeply appreciative of the substantial improvements
in disaster assistance provided in the aftermath of the 1993 floods. However,
the scope of the disaster resulted in many county Agriculture Stabilization and
Conservation Service (ASCS) offices being unable to keep up. As a result, many
farmers did not receive their payments or were even unable to schedule ap-
pointments at their ASCS offices until after January 1 1994. This situation has
meant that many disaster victims will have a larger than expected tax liability
.... Many of these victims may have had no income at all in 1993. We there-
fore urgently request that Congress move swiftly to approve legislation allowing
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disaster victims the option of scheduling payments as income in either 1993 or
1994."

NFU also supports S. 1615, also authored by Senator Daschle, which would ex-
pand the definition of disaster used in the case of livestock to cover losses not only
from droughts, but also from floods and other weather-related occurrences.

8. Environmental Tax Credits-Our membership supports S. 1691, authored by
Senator Kent Conrad. This legislation allows a 15 percent income tax credit of up
to $15,000 per year or $150000 over the life of the business or farmer for purchases
of machinery and equipment bought primarily to comply with federal, state or local
environmental laws.

It will provide the incentive for livestock and crop producers to build or purchase
manure handling systems, terraces, filter strips, constructed wetlands and other ag-
ricultural systems and machinery that protect the environment. Design, construc-
tion and management of these physical structures and equipment will not only help
ensure attainment of our nation's soil, water and air quality objectives, but also give
rural America a much-needed economic boost. This tax measure will help agri-
culture producers to develop adequate tools to address new environmental chal-
lenges.

4. Estate Tax Issuse-National Farmers Union supports S. 531 by Senator
Daschle. Congress expressed its intent that family farms should remain in the fam-
ily by passing legislation providing that such property should be valued at its in-
come-producing value rather than its open market value for estate tax purposes. At
the time this provision was passed, speculation had driven land values well beyond
the farm's ability to produce income in most situations. To prevent abuse, the spe-
cial use valuation law provided that if the farm was converted to a nonfarm use
or sold outside the famiy within 10 years of the date of the valuation, the heirs
would be retroactively liable for estate taxes on the farm's market value at the time
of the parent's or grandparent's death. In 1988, Congress passed a technical correc-
tion which extended special use valuation of farm property to surviving spouses who
continue to cash-rent farm property to their children. Without this change, a recap-
ture tax would have been imposed in such an event. However, no clarification has
been made where surviving children cash lease among themselves. Senator
Daschle's legislation is needed to eliminate any inequities which might occur in
these situations and to further congressional intent that family farms remain in the
family.

In addition, National Farmers Union opposes any efforts to reduce the federal es-
tate tax exemption from its current level of $600,000. Because of its potential for
facilitating the transfer of a family farm or small business from generation-to-gen-
eration, we su port S. 531 by Senator Dave Durenberger which would raise this
threshold to $ 1 million.

As I mentioned above, many of our nation's farmers are struggling financially and
are justifiably concerned about their ability to pass on their operation to a son or
daughter. The capital investment required for an average farm can quickly add up
to more than the current $600 000 exemption when you consider land, buildings,
machinery and livestock. As such, capping the intergenerational tax exempt transfer
of assets at $600,000 threatens the ability of some families to transfer a farm or
small business. If a family has to sell the farm in order to pay estate taxes, we have
destroyed all that the family has worked for many years to achieve.

5. Other Tax Issues-National Farmers Union supports a return to income aver-
aging. Boom and bust cycles in agriculture are nothing new, but farmers and ranch-
ers lost the ability to average income over the good and bad years for the purpose
of calculating income taxes as a result of the 1986 Tax Reform Act. Reinstating in-
come averaging would help shield family farm income from threats imposed by
weather and domestic and global marketing opportunities.

We also request reinstatement of the investment tax credit (ITC). National Farm-
ers Union believes that a properly designed ITC can encourage new enterprises in
rural communities and could be a stimulus for encouraging new family forms.
Equipment investments in the agrictdtural sector often consist of used items; there-
fore, any proposed ITC should include used equipment.

National Farmers Union also urges Congress to reinstate the deduction for health
care costs for the self-employed at 100 percent on a permanent basis. The 25 percent
deduction level expired at the end of 1993. In the spirit of fairness, the self-em-
ployed should receive the same tax treatment as do our nation's corporations and
other business entities.

Thank you for this opportunity to express the views of National Farmers Union's
members. I would be happy to address any questions you might have either at this
time or more fully in writing for the hearing record.
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PREPARED STATEMENT OF ROBERT WOODBURY

Mr. Chairman, my name is Robert Woodbury, and I am Vice President and Con-
troller of Kollmorgen Corporation. I am here today to request equitable treatment
for my company, Kollmorgen Corporation ("Kollmorgen") and to support other cor-
porations which, like Kollmorgen, had the rules changed on them during the middle
of the game. I am accompanied by my tax counsel, Joseph H. Newberg of Sullivan
& Worcester in Boston, and we will be happy to answer any questions the Commit-
tee may have.

By way of background, Kollmorgen is a manufacturer of high performance motion
controls, analytical instruments and electro-optical systems. From 1971 to 1991,
Kollmorgen used its wholly-owned Swiss subsidiary, Kollmorgen, A.G. ("KAG"), to
distribute and sell certain of Kollmorgen's products throughout Europe. Because
RAG's business fostered an important goal of U.S. economic policy-that of expand-
ing the sale of U.S. products overseas, RAG was entitled to operate since its forma-
tion as an export trade corporation, or ETC, one of the export incentive companies
established by Congress.

Presented, in 1984, with a Congressionally offered option to (i) continue as an
ETC, or (ii) to transfer its assets, tax-free, to a FSC, or (iii) to quit the export sales
business and repatriate its export trade income, tax-free, to the U.S., Kollmorgen
chose to continue operating KAG as an ETC. Even though Kollmorgen could have
repatriated all of KAG's accumulated earnings from export sales tax-free by termi-
nating RAG's operations, Kollmorgen wanted RAG to continue in its traditional ex-
port business with the same tax consequences. Moreover, Kollmorgen had Congress'
explicit blessing to take this route. Certainly Kollmorgen believed, based on Con-
gress' protection of the ETC system first in 1971 and then again in 1984, that RAG
would be able to continue operating as a tax-deferred ETC as long as it remained
in the export business.

Kollmorgen continued to actively operate its ETC and was doing so on April 20,
1990 when the Chief of Staff of the Joint Tax Committee publicly proposed the
elimination of the ETC regime as a simplification measure.

When it became likely that the ETC regime would be closed down, and that accu-
mulation of income even for redeployment in export trade activities, could give rise
to PFIC issues, Kollmorgen was forced to reevaluate the economic utility of main-
taining its Swiss subsidiary. As a result of this review, Kollmorgen during 1991
withdrew the accumulated export trade income from investment in export assets, in
order to redeploy these resources to more productive uses.

Since no relief similar to the 1984 (and earlier 1971) relief had been proposed or
seemed available, Kollmorgen was required to include such withdrawals in taxable
income in accordance with the normal ETC provisions. This has unreasonably af-
fected Kollmorgen (and the other companies testifying here) compared to all other
ETCs which had an opportunity to convert tax-free their export trade assets into
a FS6, or to withdraw these assets tax-free for redeployment Kollmorgen therefore
joins with Hercules in requesting relief, similar to that contained in the Deficit Re-
duction Act of 1984, that would allow them to repatriate their earnings tax-free.

Certainly fair relief is warranted, and is not an unreasonable price to ask where
the taxpayer has relied on Congressional laws in conducting its export activities,
has played by all of the applicable rules, and in the absence of such relief will have
suffered a tax disadvantage not suffered by its competitors who took advantage of
the prior relief rules.

In sum we do not believe it is fair or equitable to deny relief to Kollmorgen
where it hiad no basis in 198-1 ,o conclude that the Congressionally mandated and
twice-protected ETC regime dd loose its viability in the future. Kollmorgen
therefore joins with Hercules it 'questing the ability to repatriate its export trade
income tax-free.

EXAMPLE

Legislative relief that would fairly address the foregoing inequities might include
the following elements:

1. Formal repeal of the ETC regime, effective for years ending on or after De-
cember 31, 1990 (hereafter, the "Termination Date"). This approach would be
consistent with the public statement by the Chief of Staff of the Joint Tax Com-
mittee in 1990 proposing elimination of the ETC regime as a simplification
measure.

2. ETC's in existence as of the Termination Date would be allowed rel-efSimi-
lar to that allowed when the export trade regime was modified in R71 and
again in 1984: export trade income earned prior to and including the Termi-



80

nation Date would, when distributed any time after December 31, 1984, be
treated as previously taxed income.

We believe this approach would recgX5iUAe the defocto death warrant for EV'ls
age by the Juint Tax Committee in 1990, and would correct the unfairness suf-

r by ET'Cs which reasonably relied on Congress in continuing to operate as
ETC's after 1984.



COMMUNICATIONS

STATEMENT OF THE AMEmcAN FARM BuREAu FEDERATION
The American Farm Bureau Federation is the nation's largest general farm orga-

nization with a membership of 4.2 million member families in 60 states and Puerto
Rico. Farm Bureau members produce virtually every commodity grown commercially
in this country. Policy is developed by producer members at the county, state and
national levels of the organization. Farm Bureau appreciates the opportunity to
comment on farm tax issues important to our member families.

Tax policy and the resulting rules and regulations are very important to our mem-
bers. Policies that are fair and equitable both promote the economic well being of
our nation and provide incentives for citizens to pay their fair share of their respec-
tive tax liabilities. With this in mind, Farm Bureau would like to submit the follow-
ing comments and observations with respect to the farm-related tax proposals under
consideration.

ESTATE TAXES

Farming in this country is both a way of life and a way of business for those that
cultivate the land and care for animals. Perhaps like uo other family business, to-
day's farmers and ranchers owe a great deal to the generations who farmed before
them. Most learned how to farm fiom their parents and most started their careers
in production agriculture using assets provided by the previous generation. For this
reason, reform of our nation's estate and gift tax laws is a priority for Farm Bureau.

Estate tax laws that govern the transfer of farm family business assets from one
generation to the next were last updated in 1981. Due to gradual inflation and pres-
sure from land development, the current $192,800 unified tax credit is no longer suf-
ficient to allow many family farm businesses to pass from one generation to the
next. Because more and more farms have asset exceeding the $600,000 exemption,
heirs are forced to sell land, equipment and/or buildings to pay estate taxes. Men
the portion of farm business amets that must be sld is too great, the economic via-
bility of the operation is destroyed and family members are forced to abandon the
farm.

S. 226 would expand the definition of land qualifying for *current use value" for
estate tax purpose to land leased b an heir to a qualified member of the family
who continues to oprate the farm. In view that a cash rental/lease arrangement
is typical inemany farming operations, there is no reason to consider it as an un-
usual financial arrangement with respect to the leasing arrangement for land that
has come through an estate.

Farm Bureau wholeheartedly supports this legislation which clarifies this issue
as it was intended in the originally elationn, by specifying that the cash lease'
specially valued real property by qualifying heir toa member of the famiy (who
continues to operate the farm or close -he d business) does not cause the qualified
use of such property to cease for the purposes of imposing an additional estate tax
under code Section 20328(c).

S. 631 would increase the present unified tax credit to an amount that would ef-
fectively exempt $1 million in taxable transfers frm the estate and gift tax. Farm
Bureau supports increasing the estate tax exemption to $1 million. This change is
necessary to offet the impact of creeping inflation on the unified credit amount that
was orlnmally set in 1976 and later revised in 1981.

Additional changes in estate tax law supported by Farm Bureau include indexing
the $1 million estate tax exemption. Also the $760,000 limitation on the amount of
reduction allowed from fair market value to special use valuation should be elimi-
nated. Finally, the maximum gift tax exemption should be increased from $10,000
to $20,000 per year per recipient.

(81)
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ASSET ROLLOVER ACCOUNT

Farming and ranching are extremely capital intensive businesses. As such, the
long-term growth and success of a family farm often dictates that proceeds be rein-
vested in the business. While farmers and ranchers understand the importance of
planning for retirement, business capital needs frequently supersede retirement sav-
ings. To many farmers, investing in farm assets that can be productive now and sold
in the future to finance retirement makes sound business and personal sense.

An additional hindrance to regular retirement savings by farmers and ranchers
stems from the year-to-year variances in farm income normal to any farming busi-
ness. Plans currently available for tax sheltered retirement savings, like IRA and
Keoghs, place limits on the amount of funds that can be invested each year. During
tough financial years, farmers and ranchers may not have money to invest. Yet in
years when they show a profit and could invest, the amount of retirement savings
they can shelter from taxes is limited.

S. 882 would provide a qualifying farmer with the option to defer recognition of
a limited amount of net gain from the sale of qualified farm assets by allowing farm-
ers Asset Rollover Accounts (ARAs) in the taxable year in which the sale occurs.
Using an ARA, farmers and ranchers could defer up to $500,000 in capital gains
on the sale of qualified farm assets until the money was withdrawn from the special
account.

Farmers hold land an average of 28.6 years over which time period, the value of
total farm real estate in the United States has increased 4.27 times. It should be
noted that nearly all of this amount is due to nothing more than inflation. Indeed,
farmers who sell their farms are often forced to pay a tax rate, on inflated land val-
ues, that is double or more of the tax rates paid by people who have access to IRAs
and can spread their IRA withdrawals over time.

Farm Bureau supports allowing farmers and ranchers, in preparation for retire-
ment, to invest proceeds from the sale of property and machinery into a special re-
tirement account on which taxes would be due at the time of withdrawal.

TAX TREATMENT OF DISASTER PAYMENTS

A key factor in the profitability of any farming operation is weather, a factor that
can't be controlled or even accurately predicted. In years of natural disasters, farm
income from the sale of crops may be severely reduced or even eliminated. Livestock
producers who face multiplied feed costs may be forced to sell animals prematurely.
In addition to problems caused by reduced income, irregular and unexpected cash
flows make farm financial planning very difficult.

Fortunately, the federal government provides disaster assistance to farmers and
ranchers in these times of need. Unfortunately, disaster assistance payments and
income from forced livestock sales are usually received in a different tax year. Re-
ceiving extra income in a single year increases taxes paid by farmers and ranchers
who are already financially handicapped by natural disaster and negates the bene-
fits of disaster assistance.

S. 1615 would allow farmers and ranchers who are forced by disaster to sell live-
stock early to include sale proceeds in the following year if that is when the sale
would have normally occurred. The measure is retroactive to sales and exchanges
after December 31, 1992, making the provision important to producers affected by
the very unusual circumstance caused by the 1993 midwestern flood.

Likewise, S. 1814 would allow farmers and ranchers to count disaster payments
in disaster years regardless of when the aid is actually received if that is when in-
come from crop sales would rcrmally have occurred. This bill would expand the pay-
ments for which these elections are available to include disaster assistance :',eaved
as a result of destruction or damage to crops caused by drought, flood, or other natu-
ral disaster, or the inability to plant crops because of such a disaster, under any
Federal law, (rather than only under payments received under the Agricultural Act
of 1949, as amended, or title 11 of the Disaster Assistance Act of 1988).

Again, this bill would be effective for payments received after December 31, 1992,
reflecting the need for such action for midwestern farmers who were affected by the
flood of 1993. The measure would allow producers to adjust their cash flow in such
a way to avoid having no income in the year of a natural disaster, such as a flood,
and then subsequently having their income increased in the year after disaster
throwing them into a higher tax bracket.

Farm Bureau supports allowing farmers and ranchers to count income from live.
stock sales and disaster payments in the year that they would normally have oc-
curred so that taxes paid are fair and a true reflection of normal farm income.



83

TAX CREDIT FOR COMPLIANCE WITH GOVERNMENT MANDATES

Farmers and ranchers are disturbed by the growing trend of government to man-
date environmental protection practices on agricultural land. Farm Bureau is op-
posed to unfunded government mandates and instead supports voluntarily installed
conservation measures with technical advice and cost-share assistance from the gov-
ernment. However, Farm Bureau supports tax incenives for producers who are
forced to make expenditures in order to comply with environmental laws.

S. 1691 would provide a partial "agricultural environmental credit" for new treat-
ment facilities and for soil and water conservation expenditures necessary to comply
with federal, state and local water, soil and air pollution laws. Although AFBF does
generally support this concept and most of the specifics of this bill, we have con-
cerns about the section which states "to be eligible for the credit, a taxpayer would
have to be primarily engaged in a fanning-related business, i.e., a farming business

"We suggest that those taxpayers eligible for the credit be expanded to include
landowners. Since it is a quali fyi ng "agriculture and environmental property" placed
in service, any tax credit should accrue to either the operator or landowner as de-
fined in the lease arrangement,

Another area of concern we have is with the provision that states, "Agricultural
and environmental property' would not include any expenditure that significantly
increases the output, extends the useful life, or reduces the operating costs of the
plant or property to which the facility relates or alters the nature of any manufac-
turing or production process or facility." As a practical matter, many environ-
mentally sound practices also have the favorable impact of increasing economic pro-
ductivity. To disallow a credit under these circumstances would seem counter-
productive. Consequently, we suggest that this provision be eliminated.

MISCELLANEOUS

Finally, Farm Bureau must stress the urgency of extending the 25 percent deduc-
tion for health insurance premiums paid by the self-employed. It is difficult to un-
derstand why, during the recent debate about health care, this provision to make
health insurance more affordable has not been expanded to 100 percent and made
permanent. Farm Bureau urges legislative action to reinstate and expand the de-
duction for 1994 and to make permanent a 100 percent deduction for health insur-
ance premiums paid by the self-employed.

CONCLUSION

The American Farm Bureau Federation applauds the Senate Finance Subcommit-
tee on Energy and Agricultural Taxation for holding a hearing on these much need-
ed farm tax changes. Thank you again for allowing our comments to be part of the
record.

BYRON L. DOROAN,
U.S. Senate, Washington, DC.

October 5, 1994.
Hon. THOMAS A. DASCHLz, Chairman,
Subcommittee on Energy and Agricultural Taxation,
Washinrton, DC.

Dear Mr. Chairman:
I commend you and the other members of the Senate Energy and Agricultural

Taxation Subcommittee for holding this hearing to examine several tax relief bills
needed to help this nation's family farmers.

For many years in the House of Representatives, I worked on several farm tax
ropoal to help counter the numerous unreasonable and unfair Internal Revenue
rvce (IRS) rulings regarding the tax treatment of farmers. One of the proposals,

which your Subcommittee is reviewing today, provides tax relief for a number of
farm families who risk the loss of their farms.

As you know, Mr. Chairman the IRS has taken a position that may force many
unsuspectin farmers to sell ofa their family farms because of a glitch in the estate
tax laws giving rise to enormous estate taxes, interest and penalties. Under current
law, a qualified heir could not benefit from the special valuation for estate tax pur-
poses if he or she cash-rented qualified farm property to another family member
after the death of the owner, even where it was clear that the family member con-
tinued to actively participate in the farm's operation.



Ironically, this is exactly the problem that Congress tried to address by passing
Section 2032A of the Internal Revenue Code. The goal of the section was to keep
farms in the family after the death of the owner.

That's why our isolation S 226, will amend Section 2032A so that these deserv-
ing heirs will also be eligible for special use valuation. Our bill clarifies that cash
leasing among inheriting family members will not cause a tax recapture event under
Section 2032A. It simply makes clear the oiinal intent of Conres, which was to
encourage family farms to remain in the family and operatin after the death of the
owner. Similar language was included in the Revenue Act of 1992 (H.R. 11) which
was passed by Congress but vetoed by then-President Bush.

I urge you and my cofleagues to include this tax fairness proposal in any revenue
measure to be passed by Congress this year. We have been worldng on this particu-
lar issue for the past several years, and we ought to correct this matter without fur-
ther delay

I look forward to working you and this Subcommittee to pass legislative initiatives
to provide much-needed help to our farm communitiesSincerely, BYRON L. DORGAN, U.S. SENATOR.

STATEMENT OF THE NATIONAL COUNCIL OF FARMER COOPERATIVES

Hon. THOMAS A. DASCHLE,
United States Senate,
Hart Senate (ffice Building,Washington, D[C

Dear Senator Daschle: Thank you for allowing the National Council of Farmer Co-
operatives to testify in support of S. 645 the cooperative sale of assets legislation
at the hearing of the Senate Finance Subcomrmttee on Energy and Agricultural
Taxation on October 6, 1994. We would like to supplement our testimony at the
hearing regarding the means of determining which asset sales qualify to be treated
as patronage sourced under the proposed legislation and we would like to comment
on the portion of the written statement submitted by the Department of Treasury
pertaining to S. 545. We ask that this letter be included in the hearing record.

DIFFERENTIATING BETWEEN LEGITIMATE PATRONAGE ACTIVITIES OF THE COOPERATIVE
AND ACTIVITIES WHICH DO NOT DIRECTLY SUPPORT ITS COOPERATIVE OPERATIONS

At the hearing, you asked for examples of sales by a cooperative that would not
facilitate the activities of the coop. You said that you wondered whether the generic
definition of "sales which facilitate activity" was so broad as not to allow us the abil-
ity to differentiate between the legitimate activities of a coop for purposes of this
legislation and those which were not necessarily in direct support of the coopera-
tive's activities.

We do not believe that the legislation as drafted is overly broad. S. 545 provides
that a farmer cooperative may elect to include in its patronage net earnings gain
or loss from the sale or other disposition of an asset if the asset was "used by the
organization to facilitate the conduct of business done with or for patrons. " Under
this legislation, asset sales are eligible to be treated as patronage sourced if the
asset was used to facilitate the patronage activities of the cooperative.

For example, if a farmer cooperative sold a #min elevator that had been used in
the marketing of grain for farmer members of the cooperative, gain or loss on the
sale would be eligible to be treated as patronage sourced under this provision. On
the other hand, if the cooperative owned a piece of land or equipment that was not
used to facilitate its patronage operation, gain or loss on the sale of such asset
would not be eligible to be treated as patronage sourced under this provision. If, for
example, a grain marketing cooperative owned a commercial apartment building
which it held for the purpose of generating rental income and gain on resale, and
this building was not used to further the grain marketing activities of the coopera-
tive, gain or loss on the sale of the building would not be eligible to be treated as
patronage sourced under S. 645. Similarly, if the grain marketing cooperative oper-
ated an automobile repair business that was unrelated to its grain marketing activi-
ties, gain or loss on the sale of the automobile repair business, or assets used in
that business, would not be eligible to be treated as patronage sourced under this
legislation.

This legislation also provides that if an asset has not been used entirely to facili-
tate the patronage activities of the cooperative, gain or lose on the sale of the asset
may be pro rated between patronage and nonpatronage operations using any rea-
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sonable method for making allocations of income or expense between patronage and
nonpatronage operations.
We submit that the pro posed legislation provides a proper basis for determining

which asset sales are eligible to be treated as patronage sourced under S. 545, and
it further provides that a reasonable allocation will be made in the case of an asset
used in both the patronage and nonpatronage operations.

COMMENT ON THE TREASURY DEPARTMENT'S STATEMENT ON S. 545

1. Treasu y's Concern That The Election Will Be Used To Whipsaw The Government
Is Unfounded.

In its written submission, the Treasury Department stated:
'The characterization of earnings as patronage or nonpatronage effectively de-
termines whether the earnings are subject to tax only at the patron level or at
both the cooperative and patron levels. Providing cooperatives an election to
characterize gains and losses on asset sales as patronage-sourced is especially
troublesome because it exposes the government to whipsaw, particularly when
the election can be made at any time during the taxable year and is revocable
at the option of the cooperative.

The prohibition on changing an election for a three-year period protects against
abusive use of the election, and we submit that three years is sufficiently long for
this purpose.

It should also be noted that the characterization of income as patronage or
nonpatronage sourced is not only a tax issue. Farmer cooperatives return their pa-
tronage sourced earnings to their member/patrons under a contractual obligation
with the members. The basic economic relationship the cooperative has with its
members will certainly play a role in determining how a cooperative approaches this
issue.

2. The Elective Feature Of S. 545 Does Not Undermine The Special Status Of
Nonexempt Cooperatives Under Subchapter T Of The Code.

Treasury's written submission includes the following statement:
'The determination of the source of earnings is an inherently factual one, de-
pendent upon the operations of the cooperative the use of the asset by the coop-
erative, and its relationship to the conduct of the cooperative business. Allowing
cooperatives to elect the result, rather than having the result follow from the
facts and circumstances of the particular situation, is not consistent with the
special status of a nonexempt cooperative."

Under current tax principles, a cooperative may deduct or exclude from gross in-
come net earnings resulting from business done with or for patrons which are dis-
tributed to them pursuant to a pre-existing legal obligation. We do not contend that
cooperatives and their members can by makingthe election turn what is inherently
nonpatronage income into patronage income. However, if the asset has been used
to facilitate the patronage operation, the gain or loss on sale should be eligible to
be treated as patronage sourced. This is not inconsistent with the special status of
a nonexempt cooperative.
3. The Decision To Limit S. 545 To Farmer Cooperatives Was Based On Revenue

Considerations.
Treasury's written submission says that there is little policy justification for limit-

ing the special treatment of this provision only to farmer cooperatives. Farmer co-
operatives do not oppose the expansion of S. 545 to other types of cooperatives. How-
ever, Congress restricted the provision to farmer cooperatives when the provision
was included in H.R. 11 in order to limit its revenue impact.

Sincerely,
J. GARY MCI)AVID.


