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SELECTED REVENUE-RAISING PROVISIONS

THURSDAY, APRIL 17, 1997

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to recess, at 10:10 a.m., in

room SD-215, Dirksen Senate Office Building, Hon. William V.
Roth, Jr. (chairman of the committee) presiding.

Also present: Senators Grassley, D'Amato, Murkowski, Moy-
nihan, Conrad, Moseley-Braun, and Bryan.

OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR., A U.S.
SENATOR FROM DELAWARE, CHAIRMAN, COMMITTEE ON FI-
NANCE

The CHAIRMAN. The committee will please come to order. It is a
pleasure to welcome you here today.

The Administration's fiscal year 1998 budget package includes a
number of proposals that will cause millions of taxpayers to pay
more taxes, and these proposals are listed under the title of unwar-
ranted benefits and other revenue measures. But, of course, one
taxpayer's unwarranted benefit is another taxpayer's incentive to
achieve a desired result.

We will carefully review the President's revenue-raising propos-
als. What I am interested in hearing is how these proposals affect
jobs and economic growth. A revenue raiser that negatively affects
jobs and growth will not pass muster, regardless of what title is at-
tached to it.

But I do look forward to hearing the Administration's perspec-
tive, as well as from the second panel of distinguished witnesses
representing the private sector.

Pat.

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK

Senator MOYNIHAN. Yes. I would just say it is an honor and
pleasure to have Don Lubick before us once again. These are seri-
ous proposals from an eminent authority in these matters, and if
there are modes in which we can raise revenue and advance some
cause or purpose of equity or efficiency, we certainly should take
them carefully into consideration, and we will do, sir.

The CHAIRMAN. Thank you.
Senator MOYNIHAN. Could I say, just so our witnesses will know,

Mr. Chairman, I will have to leave, at least for a period, at 10:30
for an executive meeting of the Rules Committee.



The CHAIRMAN. I will vote for you in your absence.
Senator MOYNIHAN. You have my vote, sir. [Laughter.]
The CHAIRMAN. Mr. Lubick, as I said, we are delighted to have

you here. We look forward to your testimony. Please proceed.

STATEMENT OF HON. DONALD C. LUBICK, ACTING ASSISTANT
SECRETARY (TAX POLICY), DEPARTMENT OF THE TREAS-
URY, WASHINGTON, DC
Mr. LUBICK. Thank you, Mr. Chairman and Senator Moynihan.

I am very pleased to appear before you to discuss the revenue off-
sets to the tax cut package contained in the President's budget. The
cost of the President's proposed tax cuts is offset by cutting spend-
ing and extending some preexisting excise taxes, and we believe
the subject matter of todays hearing, the reduction of certain un-
warranted and unintended tax benefits, mostly corporate.

In particular, the Administration is concerned that corporations
and other sophisticated taxpayers engineer transactions in ways
that were never anticipated by Congress to exploit gray areas and
inconsistencies in the tax law or to take advantage of tax rules that
are easy to manipulate without regard to the economic substance
of the transactions. We do not believe that the proposals that we
have made will adversely affect taxpayers in pursuing normal busi-
ness pursuits.

These measures, we believe, will improve tax policy, to some ex-
tent simplify the tax system, and ensure that the burden of deficit
reduction is borne fairly by all sectors. As you are aware, they will
produce budget savings that we estimate will amount to $34.3 bil-
lion through fiscal 2002.

I will address myself to the policy objectives underlying the four
specific groups of proposals that you requested in your letter, the
financial transactions, corporate taxes, tax accounting, and inter-
national tax proposals.

First, on financial transactions. These proposals relate to the
dramatic evolution of the last few years of financial transactions
that taxpayers engineer to exploit the gray areas of the tax law.

The tax law has not dealt well with the pace of financial innova-
tion, which is allowing sophisticated taxpayers to obtain different
tax characterizations by making small changes in a transaction's
terms, but without significantly changing the economics underlying
them. Effectively, sophisticated taxpayers can elect the tax treat-
ment that they desire.

As tax engineering of financial transactions has become more ag-
gressive, the tax base has been eroded in a way that was never
foreseen or intended by Congress. In part, this is a function of
drawing a bright line in the tax law. A bright line may produce
some certainty, but it also produces a road map for taxpayers to
exploit. I think as we go through this, you will see that this is what
has happened.

The developers of financial products have focused their efforts on
aspects of the tax system that are particularly vulnerable: the dis-
tinction between debt and equity, opportunities for tax arbitrage,
obtaining interest deductions to support tax-exempt income, or con-
verting capital gain from ordinary or making losses from capital to
ordinary, using opportunities to avoid gain recognition on disposi-



tions of property that are economically the equivalent of sales, and
dealing with problems involving the measurement of income. The
proposals are in each of these areas.

For example, there are longstanding problems involving the dis-
tinctions between debt and equity. In the case of debt at the cor-
porate level, a deduction is allowed for interest paid.

In the case of equity distributions received by corporations there
are benefits for a dividend received deduction that is exempt in-
come. So in some situations a corporation will favor debt treatment
of financial instruments because it is seeking a corporate interest
deduction on payments on the debt.

On the other hand, if a corporation cannot use an interest deduc-
tion another corporation may want to make an investment on
which it will receive distributions which will be excluded, at least
partially, from taxation because of the dividend received deduction.

On the other hand, the corporation in the latter case making the
distribution wants to get it as close to the line of debt instruments
so that it will not have what is really a true equity investment in
the corporation.

So this game can be played both ways. If we allow this to con-
tinue, corporations will be able to continue to erode the corporate
base basically at will by the design of an instrument around the
line currently between debt and equity.

For example, we have seen illustrations where debt instruments
are treated as such by banks to obtain interest deductions, but they
are recognized by their regulators as equity investment to support
the amount of capital they are required to maintain.

In effect, these instruments have, for practical purposes, the
treatment as equity in the normal business affairs of the taxpayer,
but by framing them in very technical ways around the lines that
have grown up they- can obtain the tax benefits of deductions as
debt.

We are suggesting that, in these gray areas where the only moti-
vation for designing the transaction in this peculiar way, whether
it be debt or whether it be equity, we should not allow either the
interest deduction if it was more of an equity flavor, but essentially
in a debt clothing, if you will, or the reverse, if it is really debt with
no investment beyond a fixed term with payments that may be
called dividends but are really related to factors that smack of in-
terest, in that situation we don't think the dividend received deduc-
tion ought to be available. So, it is essentially game playing.

Another set of problems involves opportunities for arbitrage.
Again, as I indicated, interest deductions may be claimed by a cor-
poration and it has become almost impossible to match them to the
receipt of dividends so that investments are made in portfolio stock
which produce corporate dividends which are eligible currently for
a 70 percent divided received deduction.

We have proposed that, to reduce this gaming possibility, that
the deduction be reduced to 50 percent. Other areas deal with
avoidance of gain recognition on transactions that are economically
equivalent to sales.

When a person is not at risk with respect to a particular invest-
ment, perhaps by virtue of an equity swap or a sale short against
the box, whether or not the shares that he retains go up or down



in value he is absolutely protected from any benefit of gain or any
risk of loss, we think it is functionally the equivalent of a sale and
should be treated that way.

In the case of financial instruments, the standard has been easy
to manipulate and taxpayers have engineered financial trans-
actions to get rid of their risks, get rid of the possibility of rewards
associated with the owning of their property, but avoiding being
characterized as having sold it and, thus, they avoid paying the tax
on the gain.

Finally, there are some other proposals in this area that deal
with measurement of gain. One of the illustrations involves the
question of the use of bases where shares which are exactly iden-
tical, are fungible shares, are owned by a taxpayer, acquired at dif-
ferent dates, and by a selective process the taxpayer can minimize
gain. Our suggestion is that we use average cost bases in this situ-
ation to avoid taxpayers always electing against the revenue, in the
same way as insurance companies try to avoid adverse selection.

Let us assume a taxpayer has bought three lots of identical
stock, the first one at an average price of 80, the second at an aver-
age price of 50, and the third at an average price of 90, and he sells
two-thirds of his holding. He can pick the first one and he can pick
the third one in order to minimize his gain. We suggest that when
you are dealing with completely fungible property, that the average
cost basis works better.

The second group of items that we are talking about are cor-
porate provisions that are designed to prevent corporations from
exploiting gray areas and inconsistencies in the law. One of them
that, you will hear about more, I know, on the panel, is the question
of whether one can change a disposition that would not be possible
under the reorganization provisions.

If a corporation has two businesses and wants to dispose of one
in exchange for shares of another corporation, that cannot be done
directly under the reorganization provisions.

Indeed, arrangements have been made for the use of Section 355,
which allows divisive split-ups of corporate holdings to the share-
holders of the corporation. One of those is carried out, and then the
shares are immediately disposed of to a third party corporation. In
that case, the corporation avoids gain at the corporate level on the
disposition of its assets.

A number of other provisions deal with manipulation of these
very technical rules that provide for gain and non-recognition on
the receipt of preferred stock. But, if the preferred stock is struc-
tured very much like debt which would have provided for recogni-
tion of gain, those rules are avoided.

Third, we have some problems with the accounting provisions de-
signed to improve the measurement of income, one that has pre-
viously been included in the last few years with respect to large
farming corporations that were required to switch to the accrual
basis but, so far, have been deferring indefinitely the adjustment
on their change from the cash method to the accrual method of ac-
counting, we would suggest that it is time to bring that suspended
amount of income that has never been recognized gradually into in-
come. That was, I believe, in the Balanced Budget Act that did not
pass.



The final group deals with international provisions. Again, we
have very, very similar things. We have the use of derivative finan-
cial instruments to exploit inconsistencies and to avoid provisions
of the law. We have one that I am sure you are familiar with that
we think is also an improper benefit, which is the sale source rule,
which allows a significant portion of a U.S. exporter's income to be
converted from domestic income, which it would be under normal
rules, and to foreign source income in order to soak up excess for-
eign tax credits. At a cost of about $1 billion a year, we believe that
this particular benefit could be changed without any significant im-
pact on jobs. There is some economic debate in all of these things,
as you are quite aware. As you yourself said in your opening state-
ment, one taxpayer's benefit may be another's-and probably a
Treasury Department official's-loophole.

So you will always find advocates, and I have probably been
guilty of that myself during private practice, suggesting that the
republic will fall if this particular benefit is withheld. Somehow
when you get in this seat, I think one acquires an objectivity that
one does not necessarily have when one is an advocate for a par-
ticular position. But I think that these foreign proposals that we
are talking about fall in that category.

One I should mention of more significance is the foreign tax cred-
its that are intended to prevent double taxation of the same income
under a foreign income tax and the U.S. income tax.

We are proposing that when you are dealing with companies that
are making payments to foreign governments for their extraction of
minerals in those countries that are owned by the sovereignty, if
there is no generally applicable income tax in that country it is not
possible to say that that is an income tax and we should not allow
a credit.

Well, that is a quick, bird's eye view, Mr. Chairman. I believe
that on examination you will find that most, if not all, of our pro-
posals are aimed at not major restructuring of the Tax Code in
order to make some fundamental change, they are more in the na-
ture of repairs than capital improvements.

We are simply trying to get the law back to what it was intended
to be, and essentially I do not believe that any of these will prove
obstacles to economic growth of this country.

We look forward to working with you on these matters. I see you
have already suggested that some portion of them, at least, is in
the realm of possibility. I hope to be able to persuade you to move
a lot closer to our number than your original starting point.

I will be glad to answer any questions that you have.
The CHAIRMAN. Well, thank you, Senator Lubick.
Mr. LUBICK. Well, thank you for the promotion. I will take a

vote. [Laughter.]
The CHAIRMAN. Unfortunately, Mr. Moynihan did not give me his

proxy, so we will have to wait on that one.
But I do want to commend you for making your proposals gen-

erally prospective. I think that is important. It enables Congress to
consider these proposals without disrupting the market business
transactions in the interim.

But let me turn to the proposal. The President's fiscal year 1998
budget proposal describes the revenue raising package as follows:



"The President's plan cuts unwarranted corporate tax subsidies,
closes tax loopholes, improves tax compliance, and adopts other
revenue measures."

My first question is, what is an unwarranted tax subsidy or cor-
porate tax loophole?

Mr. LUBICK. I would say it is a misuse of Code provisions in a
way that was never intended. I would say the illustrations of de-
signing financial instruments getting very close to the line without
carrying out the purpose that Congress intended to be resolved is
an example of an unwarranted benefit or a loophole, if you will.

The CHAIRMAN. For example, the President's budget calls for al-
lowing companies a 50 percent tax credit, or up to $10,000 of wages
paid to people who have been long-term welfare recipients. Now,
why is that not an unwarranted tax subsidy for those companies?
Why is it not corporate welfare, to use another expression that has
been floating around?

Mr. LUBICK. I refrain from that phrase, Mr. Chairman.
The CHAIRMAN. Well, let us use unwarranted tax subsidy then.
Mr. LUBICK. It is an incentive to induce employers to hire certain

persons that is necessary to make the welfare legislation work in
the way that it was intended to, to create more jobs. I think that
is a very important goal.

We are not suggesting the elimination of many, many incentives
that are in the tax law, whether it be interest deductions to encour-
age home ownership, or whether it be charitable deductions to en-
courage charitable giving.

But I think the nature of the provisions that we are discussing
are, by and large, a misuse of provisions in the Code, either be-
cause they involve new types of instruments that have been de-
signed that were not even in the imagination of Congress at the
time it enacted those provisions.

I think basically what we have been concentrating on are those
areas in which there has been some subversion of the basic intent.
In your illustration, the benefit that we are proposing is one that
is being done consciously and with the intention of providing the
benefit.

I would say most of the ones we have been talking about are
ones that were not thought of when you enacted the legislation
that supports them, and if they had been called to your attention
you would have written something into the statute to take care of
it.

I think one of the difficulties, as I indicated, is when you try to
draw these very, very bright lines, there are some very smart tax
professionals, some of whom are sitting behind me, among the best,
and they can find ways to achieve results that we have not been
able to foresee. I think a little grayness around the line is probably
a great help in maintaining the integrity of the system.

The CHAIRMAN. Well, I think in many cases this sort of name-
calling, whether it is unwarranted tax subsidy, whether it is cor-
porate welfare, or whatever you call it, depends on the eyes of the
beholder. I mean, you take your proposal of 50 percent deduction
or $10,000 wage, that is pretty nice for the corporation, so it de-
pends a little bit on how you view it.



But let me go on. The Administration proposes to reduce the divi-
dend received deduction to 50 percent. It is argued that that will
exacerbate the multiple level of tax on the same income stream and
that it will, therefore, increase the cost of capital for corporations
that issue the stock and could result in less equity investments by
corporations.

Now, the Administration talks about being pro-growth, pro-job.
How is-this proposal consistent with the Administration's economic
theme? How many times should we tax the same income?

Mr. LUBICK. Well, if I had my absolute druthers I would like to
see, in an ideal world, a system of corporate shareholder integra-
tion, provided we got a full bite one time on all income. We are not-
operating under that system right now and that is a question for
another day. But I think-

The CHAIRMAN. Are you supporting major tax reform?
Mr. LUBICK. I support major tax reform. I think perhaps my defi-

nition of it may be different from yours, but I think that is a dif-
ferent issue.

The CHAIRMAN. But a very important one.
Mr. LUBICK. It is certainly very important. I think we should

have a Tax Code that raises taxes fairly and one that does not
interfere with economic growth and development, and it would
even be helpful if we had one that is relatively simple and under-
standable to apply.

The CHAIRMAN. You are talking my language, Mr. Lubick.
Mr. LUBICK. Well, I think this was first stated on April 20, 1961

by President Kennedy, as the objectives of a sound tax system.
The CHAIRMAN. I have cited that many times.
Mr. LUBICK. Well, that is a good start. At least we are talking

the same lingo.
I do think on your basic question you are dealing essentially with

portfolio investments rather than direct investment. I think in an
ideal system, if we had a corporation that was essentially part of
a control group, we would perhaps allow a 100 percent intercor-
porate dividend deduction.

In the case of portfolio investors, I would suggest that maybe a
0 percent intercorporate dividend might be appropriate because
they are investing like every other investor for the yield that is
going to be derived from the investment.

We have come up with a 50 percent proposal. Whether you would
consider that the wisdom of Solomon or not, I do not know. But es-
sentially this is an area where there is a lot of arbitrage, corpora-
tions have large interest deductions that we are not able to associ-
ate with these investments, and it seems to us that this is a pretty
good solution, at least for the time being, to those type of problems.

The CHAIRMAN. I will ask one more question, then turn it over
to Senator Conrad.

It does seem that your package does use a "heads for government
win, and a tails the taxpayer loses" approach. For example, the
proposals relating to certain debt instruments would deny or defer
the' interest deductions because they look like equity. But you do
not treat them as equity for other purposes, which means no divi-
dends receive deduction.



Then again when you think an equity instrument looks like debt
you deny the dividend received deduction, but you do not treat it
like debt for other purposes, which means no interest deduction for
the corporation. Is this good tax policy?

Mr. LUBICK. Yes.
The CHAIRMAN. What a surprise.
Mr. LUBICK. I think you have put your finger on the reason why

we made these proposals, which is, up until now, it has been
"heads, I win, tails, you lose." But we have been the losers.

The CHAIRMAN. But it makes sense, in your judgment, in one
case to treat something like equity because it means more revenue
for the Government, but elsewhere, if it loses revenue, we will treat
it otherwise.

Mr. LUBICK. No.
The CHAIRMAN. Do you think inconsistency is a good policy?
Mr. LUBICK. No, that is not my point.
The CHAIRMAN. I think it is.
Mr. LUBICK. We have a very bright boundary line. Taxpayers are

able to get, in effect, in these instruments the benefit of equity for
business purposes and the benefit of debt for tax purposes, or vice
versa. They are able to structure these instruments in abnormal
ways that are not necessary for normal business arrangements.

They can structure them as essentially debt, and if they find a
person they want to market to who needs a dividend received de-
duction, it will be equity for that purpose. So I think we are deal-
ing in a very narrow area around the borderline where taxpayers
can straddle and play it both ways.

If you are talking about normal business practices, anybody who
wants to create a true equity instrument or anyone who wants to
create a true debt instrument can do so. These are really hybrids.
Hybrids are really good for guidance, but I do not think they are
great for the tax system.

The CHAIRMAN. Senator Conrad.
Senator CONRAD. Thank you, Mr. Chairman. Thank you, Mr.

Lubick, for being here.
I would just make an observation, that to the extent these provi-

sions contribute to balancing the budget, they clearly are pro-
growth and pro-jobs. They are pro-growth and pro-jobs because the
overall economy gains by our moving to balance the budget. The
reason that is the case is because, if you look at non-financial sec-
tor debt in this country, it is $14.5 trillion.

The economists tell us if we balance the budget we will see inter-
est rates come down about 1 percent. A 1-percent savings on $14.5
trillion of non-financial sector debt is $145 billion a year in lowered
cost to business, to individuals, and to all entities that owe money.
That provides an enormous lift to the economy.

One of the reasons the 1993 budget deal has proven so successful
is that fact. While some said to us when we were cutting spend-
ing-and, yes, raising taxes-on the wealthiest 1 percent-that it
was going to crater the economy. I remember those words very
well.

They told us that the 1993 plan of deficit reduction would not
lower interest rates, would not reduce unemployment and would



not reduce the deficit. They were wrong. They were wrong on every
single count.

It reduced unemployment dramatically. We have had nearly 12
million jobs created in this economy. The deficit has come down by
nearly two-thirds, 5 years in a row now of deficit reduction, if the
latest projections on this year's deficit prove to be correct.

All of it happened, in part, and many of us believe in significant
part, because we put in place an overall plan of deficit reduction
that lowered real interest rates and that led to an economic lift of
over $100 billion a year in this economy.

So I believe an overall plan that moves toward balancing the
budget is clearly pro-growth and pro-jobs and we have only to look
at the 1993 plan which, yes, raised taxes-absolutely it did on the
wealthiest 1 percent in income tax-but also cut spending.

It is, I think, imperative that we enact another package of deficit
reduction that moves us to balance so that, in fact, we lift this debt
burden that overhangs our economy.

With that said, Mr. Lubick, there are provisions here that I ques-
tion as well. [Laughter.]

Mr. LUBICK. I thought it was too good to be true.
Senator CONRAD. Yes, it was too good to be true.
First, on your net operating loss changes. This is a very small

item, but in a State like mine, an agricultural State that has tre-
mendous fluctuations in terms of income, being able to carry back
operating losses 3 years rather than what is proposed in this pack-
age of 1 year is attractive, much more attractive than going further
in carry-forwards, as you proposed. We now can carry forward
losses 15 years, carry them back 3 years. You are proposing carry-
ing them back 1 year and carrying them forward, as I understand
it, for 20 years.

What is the rationale? It is a small amount of money, $3.5 mil-
lion, as I read the numbers here. Something more than that, per-
haps? Nonetheless, a relatively small amount of money involved.
What is the rationale in terms of policy?

Mr. LUBICK. Well, the rationale, Senator, is to obtain a better
matching of income. The general tendency of taxpayers is to accel-
erate deductions and to defer income. If you have these net operat-
ing losses, we think they are much more attributable to income
that is to be earned in the future rather than to past income.

Senator CONRAD. Let me just say that if you and I went to a
town meeting in North Dakota and we had a group of farmers
there-and we are in the midst of the worst disaster in 100 years-
that explanation would not float very well.

We have just experienced the most severe winter in 100 years.
The last blizzard, our eighth of the year on top of 6 winter sorms,
was the most powerful blizzard in 50 years, all on top of the worst
flood threat in 150 years. The economic losses in my State are
going to be staggering.

We have already lost, Mr. Chairman, 112,000 head of cattle. We
anticipate literally millions of acres will either be severely delayed
in planting, or not be planted at all. I really question whether a
1-year carry-back is appropriate.



Mr. LUBICK. Senator, I do not want to inflame you further, but
I think this provision raises about $3 billion over the period
through 2002.

Senator CONRAD. Three billion dollars.
Mr. LUBICK. It is somewhat more significant than you indicated.
Senator CONRAD. Well, it does further inflame me because that

means I have obviously got a misplaced decimal. Three point five
billion dollars?

Mr. LUBICK. Three billion dollars.
Senator CONRAD. Three billion dollars.
Mr. LUBICK. I believe that is the number. It is significant.
Senator CONRAD. Well, it just seems to me that that is an inap-

propriate change and I am not hung up with 3 years necessarily,
but I really wonder if we are not going too far.

One other matter, if I might, Mr. Chairman, if I could beg the
indulgence of my colleagues, would be on the question of Section
29 credits for biomass and coal facilities. I think everyone here
knows that my State is a major coal producer.

The Small Business Job Protection Act of 1996 extended the
placed-in-service date to July 1, 1998. The proposal before us would
shorten the date to July 1, 1997, repealing 12 months of the 18-
month extension. In a March 17 letter signed by myself and 18 of
my colleagues, we called for the year extension to be retained. As
of yet, we have not had a response.

I would just say to you, this to me is a matter of fairness. It is
sort of changing the rules in the middle of the game. I have got
companies in my State that have spent hundreds of thousands of
dollars, in some cases approaching millions of dollars, on the basis
that we were going to have, as the law called for, a window of op-
portunity to July 1, 1998. When you changed the rules in the mid-
dle of the game, it creates problems.

We have already had a major project in my State decide not to
go ahead on the basis of this. It is a project that would not only
be beneficial to my State, I think it would be beneficial to the Na-
tion, because it was a new method of taking more sulphur out of
coal, reducing environmental pollution, and improving the combus-
tibility of that coal.

I will not ask a question because I will not take any more time
of my colleagues. I would just say, I think that also is a mistake.

The CHAIRMAN. Senator Bryan.
Senator BRYAN. Thank you very much, Mr. Chairman. Mr.

Lubick, welcome to our committee this morning.
I believe that the Administration deserves credit for putting a

budget plan out there that balances the budget by the year 2002.
There are critics galore, but we have not seen their alternatives.
So let me just say as a starting point, I think some credit needs
to be given to the Administration for laying out a plan.

My question to you, first, is 2002 is a goal that we have all
agreed on, from 1600 Pennsylvania Avenue to Capitol Hill, and
both sides of the political aisle, and that is fine.

My question is, what happens in 2003, 2004, 2005?
Because if we do not put the necessary structural changes into

this plan, yes we may be able to reach the Holy Grail in the year
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2002, but, I mean, it seems to me this is more than just a game
as to who can get there to 2002.

I am thinking in terms of, I associate myself with the general ob-
servation made by the distinguished Senator from North Dakota.
Balancing the budget is the most important thing I think that we
can do in terms of strengthening the economy. As you know, Mr.
Lubick, that involves some very, very difficult choices, particularly
with respect to the entitlement programs.

So if you can just share with me, in general, in 2003, 2004, 2005,
if you have got that data before you, what happens if we adopt this
plan in its entirety, as proposed by the Administration?

Mr. LUBICK. I am not familiar with the spending side of the
budget because my work is essentially on the tax side. You are per-
fectly right that getting to budget balance in 2002 and then going
over the abyss could be, and would be, a catastrophe.

I have attached to my statement the 10-year numbers that have
to do with the revenue side of this. Our net revenue reduction, of
course, is about $22 billion over a period through 2002, and over
the period through 2007, we have a total tax reduction of $225 bil-
lion, but we have revenue offsets of $160 billion plus.

So we think it is within the responsible area that will make a
contribution to the objective which you are seeking that will be con-
sistent with other savings that will be affected on the other side
of the budget that I have no responsibility for. You are perfectly
right on your point.

Senator BRYAN. That, to me, is very important. I think 2002 is
important and I am pleased that we have all agreed to that. But
to hit that number and then go off the chart to the following year,
it seems to me we have deceived the American public, that we have
rely provided another one of these gimmicks. In terms of the
long-term prospect, it does not look particularly good.

This may be outside of your bailiwick and portfolio, too, but I
think whatever one thinks of the Tax Code, and virtually every-
body has much criticism about it-and I join in with much of that
criticism-but we have thousands and thousands and thousands of
pages of regulations.

We have spawned industries that probably employ millions of
people planning, analyzing, evaluating, counseling on this thing.
What can you tell us about the Administration's proposal in the
context of simplification, will we actually see a reduction in the
number of pages of regulation?

That may not be the most perfect criteria, but at least it is an
indica that some of us can relate to and say, gosh, if we knock
1,000 pages out of that, somebody is going to have a little less eye
strain at the end of the tax season.

Mr. LUBICK. I would like to go, first, to one more comment on
your first point, which is that I would hope that in this committee's
deliberations, when they are considering the tax questions, that
they will look not only within the 2002 budget window, but also
look at the out-year consequences of anything that is done.

I think you are perfectly right, one has to consider this in a way
that is not gimmicky, by simply doing something that produces one
result through 2002 and then the bottom falls out thereafter.



On simplification, we started with a modest collection of propos-
als which we released this past week. We had not anticipated at
the time we first started working on this that simplification was
going to be so much front and center. It has always been a concern
with me because I guess I am a tax wonk, and I agree with you
that we have got to do something to clean this up. I met with some
people from the bar association who for years have been saying we
have got to do something, we are getting discouraged, we are going
to stop. And I said, we will start modestly. We made a proposal.

Senator BRYAN. It is kind of a frightening prospect that we ask
the bar association to review this thing in terms of simplifying. I
have never been a tax lawyer, but my experience is, giving this to
a group of lawyers to work on, simplification may involve another
couple, 3,000 pages.

Mr. LUBICK. I will say a word for my brethren in a number of
the bar associations that I work for who practice in this area. They
will find plenty to do, even if we make massive steps toward sim-
plification.

I think some of the people you are going to hear from in the next
panel, in particular, have been active in these associations and
have been really setting aside their private and personal concerns
in a genuine attempt to deal with the problem.

In many cases, they show a deep concern for the guy who is most
troubled by complication, which is the ordinary guy that cannot af-
ford their services. So I think there has been a genuine movement
among leaders of the tax bar who have been very responsible to try
and deal with these problems.

Our proposals, for example, will eliminate, and I have not got the
exact number of pages, but one of the most complicated areas
which involves recordkeeping and which involves interpretation of
difficult sections of law, has been dealing with taxpayers' reporting
of gains on the sale of a house or reinvestment in another house.
Our proposal with respect to the capital gains treatment of houses
has virtually wiped that out for most taxpayers.

We have done a number of other proposals in there, one, as I re-
member, involving filing of returns by kids who may get a news-
paper route. I think we have eliminated the necessity of filing sepa-
rate returns fc.r about 1.7 million children that happen to have a
small interest savings account and also work for a living.

In another area, on dependency of care, we have eliminated a
couple of columns of fine type. I have not measured it in inches or
centimeters, but we have made some steps.

Senator BRYAN. I appreciate that.
Mr. LUBICK. They are not dramatic, but I think they are a start

and we are going to continue.
Senator BRYAN. I thank you.
Thank you, Mr. Chairman. I apologize to Senator Murkowski

that I went over my time.
The CHAIRMAN. Senator Murkowski.
Senator MURKOWSKI. Thank you, Mr. Chairman.
Mr. Lubick, I want to send you these complaints that my office

has relative to the complications and complexities of the income tax
return, and those of my grandchildren who are having to file now



and they cannot figure out why. If you suggest the process is being
made simpler, why, I am sitting on the moon right now.

Speaking of simplicity, while we all have this priority, Repub-
lican or Democrat, relative to the balanced budget, I assume you
agree that reality dictates-and you have been around Washington
a long time and have seen the enthusiasm of those of us on this
side of the dias relative to the fact that we are going to do some-
thing about balancing the budget. Unfortunately, 70 percent or
more of deficit reduction in the President's plan is going to be
achieved in the year 2001 and 2002. Is that a fair reading, yes, no
or maybe?

Mr. LUBICK. You are probably more familiar with that than I am.
I think it is probably-

Senator MURKOWSKI. I am talking about the President's budget.
Mr. LUBICK. As I understand it, it is going on a normal curve

that would be expected to-
Senator MURKOWSKI. All the tough decisions are in the last cou-

ple of years.
Mr. LUBICK. No, I do not think so.
Senator MURKOWSKI. The current occupant of the White House

is not going to be here.
Is it not also a fact that CBO suggests that it is not going to be

in balance in the year 2002. It is going to be $64 billion out of bal-
ance.

Mr. LUBICK. CBO has suggested that.
Senator MURKOWSKI. All right.
Mr. LUBICK. We think our revenue assumptions are-
Senator MURKOWSKI. Well, hopefully you and I will have an op-

portunity to see each other in the year 2002 and the record will
note my curiosity and your response.

Mr. LUBICK. I note the Chairman may be on board with us.
Senator MURKOWSKI. Well, I understand you are old law school

affiliates.
Mr. LUBICK. We are classmates.
Senator MURKOWSKI. So you have a special relationship. I am not

a lawyer, so I am going to get to the bottom line.
Mr. LUBICK. I do not have that much influence.
Senator MURKOWSKI. I am concerned about the depletion on

hard-rock minerals. I am very troubled by the proposal where the
suggestion is that we deny depletion for mining activities on Fed-
eral land under the excuse that, well, you are getting the land for
nothing anyway, so therefore there is justification for the applica-
tion of the depletion allowance denial.

We have seen the mining industry in this country move offshore.
We have seen it move offshore in Mexico, we have seen it move off-
shore in Canada. Your proposal affects the 1872 mining law. As
you know, a mine may have a mixture of types of properties that
occurred under the Homestead Act, Mineral Leasing Act, land ac-
quired and swapped, and so forth.

I am just wondering why the Administration seems so hell-bent
on driving resource industries that are competitive in a world mar-
ket offshore and the jobs that go with them. This is what is going
to happen, realistically.



I am curious to know if you have looked at the potential loss as
associated with denial of the percentage depletion allowance in this
regard.

Mr. LUBICK. Well, we do not anticipate that it will be such a loss.
We think the incentive in the cost of acquisition of these lands is
certainly adequate.

The percentage depletion was originally intended as a substitute
for the rather difficult method of computing cost depletion, then it
became an incentive. But it was, to my mind, never intended in the
situation where there was no significant investment by the tax-
payer.

But I am willing to sit down with you, Senator, and explore this
question as well.

Senator MURKOWSKI. All right. Well, we would appreciate it if
you would be willing to sit down with the industry as well, because
you know it takes billions and billions of dollars to develop some
of these properties.

Mr. LUBICK. Sure.
Senator MuRKOwSKi. It is not sufficient to have them competitive

in ouc domestic market. They are either competitive in the world
market where you have a lot of factors, lower labor costs and var-
ious other things, and I am very concerned about the implication
of this, which leads me into the 50/50 source rule, where I under-
stand it appears that the rule benefits companies who manufacture
in the United States and then export, but it only helps those ex-
porters if they have foreign operations and pay more foreign taxes
than they can get credit for for their U.S. taxes.

So would it not behoove many of these companies, if we repeal
the rule, why will many of these companies not simply move their
U.S. production overseas rather than continue exporting from the
United States?

Mr. LUBICK. Well, we have had a lot of economic analysis on this
and we have actually met with the export coalition that represents
these companies. We met just yesterday, actually, with their econo-
mist, who happens to be a former colleague of mine and is a very
respected economist.

We have some differences on the economics. We are exploring
that as well. We certainly do not intend to encourage that and our
economic analysis leads us to the conclusion that that is just not
going to happen.

Senator MURKOWSKI. Well, an economic conclusion is one thing,
and the people that have to compete in the marketplace and their
opinion are oftentimes diametrically opposed. I understand the
U.S. tax treaty network is limited to about 56 countries, leaving
out about 150 other countries with no treaties. The implication of
this and firms getting caught in this dilemma are very real.

If I may, one last question relative to foreign oil and gas income.
This, again, I gather, is the Administration's proposal, that essen-
tially all foreign oil and gas income be subject to current U.S. tax
treatment, which restricts the use of foreign tax credits for oil and
gas companies.

As you know, our energy companies are competing around the
world to obtain access to new areas for oil and gas development,
and this Administration has virtually closed down exploration on



public lands in the United States, and certainly in my State of
Alaska with regard to ANWAR. So we have got companies that are
competing with giant, foreign consortium.

It seems to me that when we are, what, 52 percent dependent
on imported oil at this time, we should not be putting U.S. compa-
nies that are active at a competitive disadvantage against their for-
eign competitors by adding what I am told is about $370 million
worth of tax hikes on their foreign operations.

It would seem to me that they do not operate overseas nec-
essarily because they want to, they operate overseas because they
have to have a supply in order to stay in business. We are throwing
a $370 million tax hike on their foreign operations, which I assume
would be a disincentive to some extent.

Mr. LUBICK. I think basically we are only dealing with those
countries where there is no income tax and under the foreign tax
credit rules. We are trying to avoid double taxation of income.

In other countries where they explore and are subject to an in-
come tax, yes, they continue to get the foreign tax credit. But es-
sentially what they are doing is paying a royalty for the extraction
of the mineral to the government that is the owner of the mineral.

That is just not a situation where the foreign tax credit is the
device. I do not know that there is any evidence that they are not
going to continue to explore these very profitable contracts.

Senator MURKOWSKI. Well, profitability is dependent on a lot of
factors, royalty and other agreements, and we are throwing a $370
million tax hike on foreign operations.

The question that I have, and they ask me, is, all right, what
does that do to our international competitiveness relative to what
a foreign owner, non-United States, can do in the international
marketplace. They are looking at an additional tax hit here and
you are suggesting they can afford it.

Mr. LUBICK. I think they can and I do not think it is going to
affect their competitive position. I do not know who else is going
to come in. Certainly if they are extracting oil in these countries,
they are doing so on a very profitable basis.

Senator MURKOWSKI. All right. I am told, and I thank my staff,
that Joint Tax suggests it is $1.5 billion as a hit, not $370 million.
So I would hope that the record would reflect the change relative
to my statement and that we could have a response from you, Mr.
Lubick, concerning the implications of this because it is a pretty
heavy hit, according to Joint Tax. Would you be inclined to do that
and let us know?

Mr. LUBICK. We will be glad to, surely. Sure.
Senator MURKOWSKI. So we can feel free to get a response on for-

eign oil and gas income, the 50/50 source rule, and the depletion
on hard-rock minerals and what effect it would have on the domes-
tic mining industry.

Mr. LUBICK. Sure.
Senator MURKOWSKI. I thank you.
Mr. LUBICK. Yes, sir.
Senator MURKOWSKI. I wish you good day, and I hope I see you

before the year 2002. But I will not forget our conversation.
Mr. LUBICK. All right.



The CHAIRMAN. Senator Moseley-Braun.
Senator MOSELEY-BRAUN. Thank you very much, Mr. Chairman

Thank you, Mr. Lubick.
Actually, a couple of my questions have been put already, par-

ticularly the simplification question. I will never forget a meeting
with a woman whose name I do forget, who is tax counsel for a
large, multinational corporation.

She had before her about 30 loose-leaf binders that represented
the tax filing for that company. She pointed out to me, I have to
sign the bottom line of this to swear that everything in here is true
and correct.

So simplification in this area, I think, is as desirable as simplify-
ing the taxes paid by individuals.

Senator Bryan and Senator Murkowski both have raised the
question, what does this proposal do in that regard.

Mr. LUBICK. Well, we did announce -3ome simplifications yester-
day, or this week, in the foreign tax credit area and in these areas,
which, again, is a start toward trying to solve those problems
which are immensely complex.

In particular, we had a proposal where corporations do not own
a majority of the investment, they are in between 10 percent and
50 percent owners because they are in joint ventures, and up until
now they have had to make foreign tax credit calculations with re-
spect to each of their separate investments. Some of them may
have had 50 different calculations.

We are proposing to combine that all into one, and I think that
has been a simplification that has been rather enthusiastically re-
ceived by the taxpaying public, this particular taxpaying public, in
any event.

Senator MOSELEY-BRAUN. Well, I am happy to hear that. I have
two specific questions that do not go exactly to simplification, but
certainly go to fairness on the one hand, and the objectives of our
Tax Code generally.

Were you at the Treasury in 1993?
Mr. LUBICK. No. No, I was not.
Senator MOSELEY-BRAUN. Have you had a chance to examine the

Treasury Department's study that was made in 1993 regarding the
operation of the export source rule?

Mr. LUBICK. I have been involved in studying the literature on
that subject, going all the way back, yes. In fact, we may have here
some of the people that worked on it.

Senator MOSELEY-BRAUN. Well, I guess my question, and again
following on Senator Murkowski's question to you regarding the ef-
fects of the proposed change in the export source rule, in 1993 the
Treasury Department ruled that if the 50/50 rule was replaced by
an activity-based standard, then goods manufactured here in this
country creating jobs for American workers that are exported
would decline by a substantial amount.

That was the Treasury's own study, that changing the 50/50 rule
to an activity-based rule would diminish export activity. I am just
concerned what happened between 1993 and today that would give
rise to the proposed change. You mentioned that you were debating
with some economists about the economics here. I just wonder,
what economics changed between then and now?



Mr. LUBICK. I think, as I understand it, our conclusion was that
the amount of exports would be declined by less than the revenue
lost on the provision.

Senator MOSELEY-BRAUN. Well, I wish you would take a look at
that, because it is my understanding that it was more than an in-
significant decline.

Mr. LUBICK. We will be glad to communicate with you on this
subject.

Senator MOSELEY-BRAUN. I would appreciate that.
Mr. LUBICK. We will get you the economic material.
Senator MOSELEY-BRAUN. I would very much appreciate that be-

cause, again, I share Senator Murkowski's concern in that area.
Another issue, and the Chairman may remember this, when I

first got on this committee, and maybe it was a function of naivete
or whatever at the time, I was appalled that the Congress moved
to retroactively change a tax law in order to catch a particular
transaction.

In that case, it was a matter of getting rid of affirmative action
in broadcasting. We had had in place a tax certificate program that
was being repealed retroactively in response to a particular deal.

Now, while obviously we want to get certainty and regularity and
we want to have the objectives of the Code achieved and we want
to overcome or be smarter than the smart lawyers that figure out
ways to get around the Tax Code-which is kind of tough, actually,
when you consider it-at the same time, retroactive repealers just
do not sit well with me, retroactive changes to the tax law.

Now, there is a proposal in here regarding the recognition for
certain extraordinary dividends. There is a change proposed in the
Administration proposal there, a section 1059 change. But the ef-
fective date is May 3, 1995. I just do not think it is right.

I mean, if you find something that is an abuse, then you fix it.
But to go back to May 1995, and we are now in April 1997, just
seems to me to just roil the credibility of our tax-making and tax
policy.

I would like your response as to why we could not have just done
this within a current effective date and go forward and say, this
shall not happen anymore. Not, we are going to go back and try
to change the law after the fact.

Mr. LuBICK. Generally speaking, I think we are clearly in agree-
ment with you that retroactive changes, especially retroactive legis-
lative changes, are unfair and undesirable. In this particular case,
the transaction engaged in, we think, was particularly abusive and
I believe there is a bipartisan consensus on this. This was picked
up.

Senator MOSELEY-BRAUN. There was bipartisan consensus to re-
peal the tax certificates of minority and women broadcast pur-
chasers, too. That did not make it right.

Mr. LUBICK. Well, no. But this was a little different. In this par-
ticular situation there was a taking of an advantage which clearly
was contrary to the intent of Congress and seems to us-

Senator MOSELEY-BRAUN. It sounds like the same argument that
was made about the tax certificates. That is all I am saying. I
mean, you are not going to get any violins playing for the people
who were involved in that transaction.



You could be right that it was, again, some clever tax lawyers
figuring out a way to get around the system, but they operated it
based on the law at the time. For us to go back and say, whoops,
you did it legally but we are going to change the law after the fact,
just does not seem to be right to me.

Thank you, Mr. Chairman.
Mr. LUBICK. Well, I think you are right, generally. But this is not

a game of soccer that we are playing here.
The CHAIRMAN. Thank you, Mr. Lubick. We will keep the record

open until 5 p.m. for anyone that may want to submit questions
in writing.

Mr. LUBICK. Thank you very much, Mr. Chairman.
The CHAIRMAN. We appreciate your being here.
At this time I would like to call forward the second panel, a very

distinguished group, who will discuss the Administration's revenue
raising proposals.

I am pleased and honored to welcome Professor Martin Ginsburg,
Hon. Fred Goldberg, Dr. Gary Hufbauer, and Ellen MacNeil.

I know each of you have been asked to discuss several of the pro-
posals. I would ask you to limit your testimony to 5 minutes so
there is more time for questions.

Professor Ginsburg, it is a great pleasure to welcome you. We
would ask you to begin.

STATEMENT OF MARTIN D. GINSBURG, PROFESSOR OF LAW,
GEORGETOWN UNIVERSITY LAW CENTER, WASHINGTON, DC
Professor GINSBURG. Thank you, Mr. Chairman, members of the

committee. It is very nice to be back here.
If I may, I would just like to pick up on two things Mr. Lubick,

who is almost as old a friend of mine as he is of yours, said. In
answering your question on what is a loophole, he referred to "the
use of a Code provision in a way never intended."

In speaking of what are the objectives of the Administration's
proposals in the corporate tax area, Mr. Lubick said, "simply to get
the tax law back to what it was intended to be." Taken together,
this sounds like the tax lawyers have come up with new, crazy
schemes to which the Administration's corporate tax proposals re-
spond. I do not think, in the main, that is true. That is really the
theme on which I will speak in the next few minutes.

Of the Administration's six proposals that were referred to me,
I think two are commendable, which leaves the other four. The two
that I think are commendable are the proposed change in section
1059 that Senator Moseley-Braun referred to.

Senator let me just say that the retroactivity there, which would
bother the life out of me in ordinary cases, too, is not retroactive
to upsetting the transaction that was done that focused the Admin-
istration's attention. The date, I believe, May 3, 1995 is after that
proposal. So it is a really a shut-down for the future which, I think,
makes us all feel a little bit better.

The other proposal that I think is sensible is the last of the six
that were referred to be changed with respect to section 304 of the
Code, which is so technical you cannot believe it. Actually, it is the
Treasury's third try to fix the same mistake, and they may have
it this time.



The other proposals, I think, are very unfortunate. They have
something in common. They identify a tax rule that has exhibited
great stability in the law. It has been out there a long time.

In application, each of the four tax rules has been accounted sen-
sible by everybody, in and out of the Government, and then to no
decent purpose that I can think of, they simply gut the statute.

In my written statement I deal with these at length. Let me deal,
very briefly, with three of them and, in whatever time you give me,
talk about the fourth, which is the only one I think is interesting.

Let me start with the worst. The Administration amazingly pro-
poses a tax increase limited to corporations and to individuals en-
gaged in any business that is not doing too well.

They propose to accomplish this grand feat and raise thereby
something like $3.5 billion over 5 years by throwing out 40 years-
40 years--of settled tax law. That is what you do when you say the
3-year net operating loss carry-back, which has been with us since
1958 will, starting next year, become a 1-year carry-back.

The asserted justification for this in fact is not what Mr. Lubick
suggested in the colloquy earlier. The asserted justification that we
have been given in writing is what I would call a sudden apprecia-
tion of efficient government, a sudden concern with "the complexity
and administrative burden of carTy-backs." This, after 40 years and
in the age of computers, is not what I would call a triumph of
truth-telling.

Second, the Administration proposes to tax the receipt of pre-
ferred stock in certain corporate transactions. In one respect, this
is the most extraordinary of the Administration's proposals. It
would overturn more than 70 years of uninterrupted, consistent tax
law to no sensible purpose, not even a decent revenue estimate. I
do not really mean to seem emotional about these. [Laughter.]

The Administration's third proposal that you ought not adopt
would treat as a fully taxable, complete liquidation the election to

convert a C corporation to an S corporation.
Realistically, as I discuss in the written testimony, it is a pro-

posal simply to repeal subchapter S, effective January 2, 1998 for

all C corporations that are worth more than $5 million, and as a

practical matter for all new enterprises as well.
It is particularly hard to understand this one. Subchapter S has

actually worked well since its introduction in 1958. Last year, this

committee and Congress spent a lot of time improving and extend-

ing subchapter S. It is hard to believe that you would gut it this

year.
The last of the proposals, which unfortunately faces a red

light-
The CHAIRMAN. Please proceed.
Professor GINSBURG. Oh, thank you.
Is the Morris Trust transaction proposal. The Morris Trust trans-

action has been with us over 30 years. It has been tax-free for that

entire time.
If you adopt the Administration's proposal, which is really weird,

since it would make the taxation hang on whether a subsequent

transaction is hostile or friendly-there are days when I cannot fig-

ure out if my relationship with my 6-year-old granddaughter is



hostile or friendly, but I know it changes regularly-but in any
event, you will certainly promote the inefficiency of the system.

I do not want to talk about the technicality of it, but I think it
would be useful to the committee to actually know what a Morris
Trust transaction is. I would like to give you one from real life, in
this case my own, 30 years ago. Here was the situation. X corpora-
tion was a moderate-sized, publicly-held company. It had operated
for many years two businesses.

One was a commercial business worth about 90 percent of the
company, the other was a radio station worth 10 percent. P cor-
poration, a much larger public company, wanted to acquire the
commercial business by merging X corporation into P, in a perfectly
straightforward, all stock transaction. Everybody was enthusiastic.
It made good business sense. There was one problem.

The one problem: if X still owned the radio station on the date
of the merger X and P would need advance approval from the Fed-
eral Communications Commission, the minimum time for which
would have been 18 months. This is a show-stopper; you cannot do
the transaction. As a matter of fact, X could not sell the radio sta-
tion because of the required FCC approval.

The only thing X could do was drop the station into a new sub-
sidiary, Newco, and spin off Newco to the existing shareholders of
X corporation. That attracted automatic FCC approval, and that is
what we did.

The result was that, when the dust settled on the transaction,
anybody who before the deal had owned $100 worth of X corpora-
tion stock now owned $10 worth of Newco stock and $90 worth of
P stock. That is the transaction that the Administration urges you
to tax.

Now, that does not make sense. I appreciate that there is an
issue, to my mind a separate and distinct issue, that deals with so-
called leveraged Morris Trust transactions, transactions in which
substantial amounts of money are borrowed and the cash goes one
way and the debt goes another way, and the company with the
debt is the one that then is acquired by, in my example, P corpora-
tion. That issue, I think, merits serious attention.

You may in the end consider the leveraged spin-off not a great
problem, which is my own view of it. You may think there is a
problem that should be attended to. I discuss the issue at length
in my written testimony, and suggest what I believe to be a coher-
ent approach if the committee wants to address leveraged spin-offs
in a focused way.

But to use that issue, the leverage issue, as the Administration
would, to throw out all of the absolutely inoffensive Morris Trust
transactions, simply makes no sense. To go back to what Mr.
Lubick said about loopholes and about the objectives of the propos-
als, what he said simply does not match what the Administratioii
asks you to do concerning four of these proposals.

The CHAIRMAN. Thank you, Professor Ginsburg. Now we would
like to call on Hon. Fred Goldberg.

[The prepared statement of Professor Ginsburg appears in the
appendix.]



STATEMENT OF HON. FRED T. GOLDBERG, JR., PARTNER,
SKADDEN, ARPS,-SLATE, MEAGHER & FLOM, LLP, WASHING-
TON, DC
Mr. GOLDBERG. Thank you, Mr. Chairman. It is a pleasure to be

back. It is a pleasure to see you shifted seats.
The CHAIRMAN. Thank you.
Mr. GOLDBERG. The Administration's proposals in the area of

their capital market revenue raisers are not loophole, closers, nor
are they a tax on the most recent euphemism, unwarranted tax
benefits.

These proposals are tax increases on real people and real busi-
nesses. They are tax increases that will discourage and penalize
the very activities that are essential to savings, investment, job cre-
ation, and economic growth. They also represent major, and in my
view ill-advised, changes in long-established tax policy.

They suffer from five defects. First, they represent random, un-
warranted and sometimes astonishing changes in how we view the
tax law. They are unprincipled in the truest sense of that word.

To prove the point, ask yourselves the following questions: Is
there a unifying theme to these proposals; can I take the rationale
for one proposal and apply it consistently to other suggested
changes; should tax consequences be determined by financial ac-
counting and non-regulatory rules, but only sometimes and only
when it raises revenue; should instruments be classified as debt or
equity on how they are "viewed," but only sometimes and only
when it raises revenue; are we really comfortable with a wholesale
departure from symmetry, but only sometimes and only when it
raises revenue?

In my opinion, the answer to these questions is no. If the answer
is no, you should reject the Administration's proposals out of hand.
But, whatever you do, do not kid yourselves. The Administration's
proposals in this area embody fundamental changes in tax policy.

Second, the Administration's proposals are contrary to much
broader public policy goals. They make it harder, not easier, for ev-
eryday Americans to save and invest. They make it harder, not
easier, for businesses to compete, create jobs, and meet the needs
of their customers. They make it harder, not easier, for State and
local governments to assume the responsibilities that the Congress
and this Administration have asked them to assume.

Third, several of the Administration proposals are just like the
Energizer bunny, they keep taxing, and taxing, and taxing the
same income over, and over again.

Fourth, the Administration's proposals are inconsistent with the
goals of balancing the budget and tax reform. Finally, the Adminis-
tration'e proposals are fiddling in the capillaries while the tax sys-
tem requires major surgery.

We have heard talk of corporate integration, we have heard talk
of entitlement reform, we have heard talk of simplification. These
are important issues. They are issues that matter.

I personally share the view of you and many of your colleagues
that the highest tax policy priority is to make it easier for everyday
Americans to save and invest. The tax law can play a profound role
in helping workers and families create the private wealth that is



necessary to meet the individual and collective challenges we face
in the 21st century.

I am certain that it is possible, within the current budget frame-
work, to make dramatic strides in that direction. This is where I
believe the committee should be spending its time. The Administra-
tion's proposals are a needless distraction, proposals that move the
tax system in the wrong direction.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Mr. Goldberg.
Now I call on Dr. Hufbauer.
[The prepared statement of Mr. Goldberg appears in the appen-

dix.]

STATEMENT OF GARY C. HUFBAUEI PH.D., REGINALD JONES
SENIOR FELLOW, INSTITUTION FOR INTERNATIONAL ECO-
NOMICS, WASHINGTON, DC
Dr. HUFBAUER. Thank you, Mr. Chairman.
The U.S. system of taxing international income is incoherent and

it needs thorough reform. I have laid out the problem in multiple
publications which are available to anyone who cares to read them.

Today, the Administration has offered five proposals for increas-
ing U.S. taxation of international income. Briefly let me just name
them and cite the Treasury estimates, which differ somewhat from
the JTC estimates: expanding subpart F, $200 million over 5 years,
1998 to 2002; modify taxation of captive insurance companies, $100
million; change foreign tax credit carryover rules, $1.2 billion;
tighten foreign oil and gas extraction income rules-the provision
that Senator Murkowski referred to-$400 million; then replace the
50/50 export source rule, which is the big one in this pot, $7.5 bil-
lion over 5 years.

The first four proposals on this list are a distraction from the
much more important task of tax reform. The fifth proposal, the ex-
port source rule proposal, would severely damage the outlook for
U.S. exports and it would also deprive American workers of billions
of dollars of wage premiums in the high-paying U.S. export sector.

Mr. Chairman, in 5 minutes I cannot possibly describe the mind-
boggling details of even one of the first four proposals. They are
complicated because the U.S. system of taxing international income
truly borders on chaos.

Those who believe that the underlying system just needs a little
fixing here and there will probably characterize these first four pro-
posals as loophole closers.

But if you accept that characterization, you would have to ac-
knowledge-in the international area-the point that Mr. Goldberg
made: there are many areas of reform which would cost revenue
which are not on the Administration's list.

Just to tick some of them off: interest allocation rules; consolidat-
ing baskets of income; extending the foreign sales corporation to
cover all service exports; getting rid of the characterization of do-
mestic losses as foreign losses. All of these provisions are irra-
tional. They would cost money to fix and they are not on the Ad-
ministration's list.

There is only one revenue loser in the Administration's list and
it is very sensible. I think it could have been done by regulation,



as I have testified to before. It is the extension of the foreign sales
corporation to cover computer software licenses. That will entail a
revenue cost of $600 million over the 5 years.

If this is to be a year of repainting the trim on a rotting house,
I would say, all right, go for the extension of the FSC to cover com-
puter software licenses and pay for that with items 1, 2, and 4 on
the Administration's list. That will not make Senator Murkowski
happy, because item 4 is the foreign oil and gas. I would say leave
the carryover rules alone, (item 3) for exactly the same reasons
which have been touched on earlier by other witnesses.

If you mix that kind of paint, it would pay for itself. But I would
much rather see the Treasury-and there are very talented people
in the Treasury, Joe Guttentag on- the international side is one of
the best, and Don Lubick is excellent-and I would much rather
see the House Ways and Means Committee and Senate Finance
Committee apply their very considerable talents to basic tax re-
form.

The set of proposals before you is just a waste of time. I know
that the political climate in 1997 is not auspicious for basic reform;
I read the newspapers, too. But there is no way we are going to
deal with our budget deficit problem, our Social Security problem,
our National savings problem, and our international competitive-
ness problem without basic tax reform. So I say, stop this tinkering
and go for the fundamentals.

Let me conclude with a short comment on the proposed changes
in the export source rule. As a matter of disclosure, I am the con-
sultant referred to, the economist for the Export Source Coalition.
I have dealt with this proposal in detail in my testimony before the
Ways and Means Committee.

For a 5-year revenue gain of $7.5 billion, that is the Treasury fig-
ure, or $8.5 figure, which is the JCT figure, both of which I think
are overstated in terms of revenue pickup, this proposal, if enacted,
will destroy about $170 billion of exports over 5 years.

Even if Alan Greenspan maintains full employment over the next
5 years-and he is another extremely talented person-this pro-
posed change will deprive American workers of about $9.5 billion
of wage premiums that are earned in export industries which pay
better than alternative work in our economy.

So even if you have full employment, you are going to shift peo-
ple out of high-paying jobs into lower paying jobs and the average
decrease in pay is about $4,500 per worker.

Now, to recall Mr. Lubick's words, the republic will not fall if this
happens. We are a big economy, we can take a lot of hits. Also, to
recall his words, there are economists and there are economists,
and there are others who disagree with me. Frankly, Senator, they
are wrong. On this issue, they are wrong. As tax proposals go, this
one is pretty bad.

Thank you.
The CHMRMAN. Thank you, Dr. Hufbauer. Sorry time is so lim-

ited, with all of you.
We saved the best for last. Ms. MacNeil, we are looking forward

to hearing from you.
[The prepared statement of Dr. Hufbauer appears in the appen-

dix.)



STATEMENT OF C. ELLEN MAcNEIL, PARTNER, ARTHUR
ANDERSEN, LLP, WASHINGTON, DC

Ms. MACNEIL. Thank you, Senator Roth.
You have asked me to comment on the three tax accounting pro-

visions in the Administration's 1998 budget proposal. I will address
each of these provisions separately, however, I would first note that
there has been a trend to tinker with tax accounting rules in order
to raise revenues.

The result has always been, or has usually been, to widen the
gap between tax accounting and financial accounting. These dif-
ferences will frequently require taxpayers to maintain separate
tax-only books and records, with the resulting increase in compli-
ance costs and complexity. These are non-productive costs that im-
pair U.S. competitiveness.

This also means that a taxpayer's regular accounting records and
audited financial statements become useless to the IRS. These well-
documented records which are relied on by other government agen-
cies and by the public no longer provide a meaningful touchstone
to the tax administrator. The Administration of the tax laws is
made more difficult, and more controversy arises around tax ac-
counting issues.

While tax accounting and financial accounting do not necessarily
have identical goals-and I will agree with Mr. Goldberg that they
have identical goals when it tends to raise revenue, they have dis-
similar goals when they tend to lose revenue-when it is possible
to keep these two accounting systems in concert, that should be
considered a desirable goal.

I will, first, address the proposed repeal of components of cost.
Manufacturers generally account for inventories in one of two
ways, components of cost or total product cost.

Under components of cost, the manufacturer accounts for inven-
tory in units of material, labor, and overhead. Under total product
cost, the manufacturer accounts for inventory in units of finished
goods.

Components of cost is the predominant and preferable method in
industries where specialized and customized products are manufac-
tured, where there is little inventory of finished goods, or where
the products change from year to year.

For these taxpayers, the method is the most practical way to
record inventories. In 1984, the AICPA issued a LIFO issues paper
stating that components of cost is the preferable method, under
generally accepted accounting principles, for manufacturers in
these circumstances.

Regardless of the outcome of the Administration's proposal, these
manufacturers would be obligated to continue to use components of
cost for financial reporting purposes.

The explanation and analysis of this proposal prepared by the
staff of the Joint Committee acknowledges that it is unclear
whether it is possible or practical for some taxpayers to change to
the total product cost method. I fully concur with that statement.
Repealing components of cost would require affected taxpayers to
maintain two separate cost accounting systems for inventories.

Assuming that a change is even possible, this would be enor-
mously expensive and would add no additional value to the enter-



prise. These are redundant, nonproductive costs that would put
American manufacturers at a competitive disadvantage in the
world market. For these reasons, I respectfully encourage this com-
mittee to oppose the Administration's proposal to repeal compo-
nents of cost.

The Administration has also proposed to repeal the lower of cost
or market method, of inventory accounting. Taxpayers that use
FIFO can value their inventory on cost, or lower of cost or market.
Lower of cost or market allows the taxpayer to write down goods
to market value if that value is below their cost.

The Administration's proposal would accelerate income, but
would not change the ultimate amount of income that would be
taxed. The cost of this is the additional compliance costs and ad-
ministrative complexity of creating yet another book tax difference
in accounting.

Further, it fails to recognize that a real economic loss has oc-
curred when goods are marked down to less than their cost. For
these reasons, I respectfully suggest that the committee also reject
this proposal.

The Administration also proposes to terminate suspense accounts
for family farm corporations that are required to use the accrual
method of accounting. This suspense account was put in place as
a transition rule to a provision of the 1987 Act.

The Joint Tax Committee analysis of this proposal notes that op-
ponents argue that Congress has already addressed this issue in
the 1987 legislation, and that to trigger the existing suspense ac-
counts would impose liquidity constraints on taxpayers that had re-
lied on present law, and would be retroactive in nature. I strongly
agree with this argument.

The transition rules that are applied to legislative accounting
method changes are a substantive part of the legislation itself. The
suspense account was addressed as part of the legislation and
should not now be changed. For these reasons, I also recommend
that this proposal be rejected.

Again, I thank you for the opportunity to speak today.
[The prepared statement of Ms. MacNeil appears in the appen-

dix.]
The CHAIRMAN. Thank you very much.
Professor Ginsburg, let me go back to the Aministration's pro-

posal to alter the tax treatment of certain preferred stock that is
received in tax-free transactions. The argument is that this kind of
preferred stock looks like an installment note. How do we respond
to that argument?

Professor GINSBURG. Well, I thought in the questioning of Mr.
Lubick the response was put very well. If you feel that it looks like
an installment note and ought to be viewed as an installment note
when it is received by the shareholder in a corporate organization
or reorganization or recapitalization, then I guess what we should
do is tax the recipient on the installment method, which the pro-
posal says the Treasury should have regulatory authority to do so,
and then allow the company to deduct the dividends as interest.
But, of course, that is not the proposal at all, and it would cost gi-
gantic amounts of revenue.



The truth is, when you look at the proposal it does not apply to
family corporations and it says that if this kind of preferred stock
is used, straight, plain, vanilla, debt-like preferred, it will be all
right unless it is callable within 20 years, so that if you make it
callable by the issuer in the 21st year, well, then it is not subject
to this proposal.

But if you want to make it callable earlier, then to get it out
from the proposal all you have to do is give it a growth factor, that
is, use a convertible preferred, then it is all right. So you have all
the options in the world and the taxpayers will, as far as the tax
law goes, be able to handle it.

But if you think about it in terms of the economy, it is a genu-
inely foolish proposal. Companies do not issue convertible preferred
stocks if they can help it, because there is a serious economic down
side to that.

Why, as a matter of tax law we would want to, tell a company
that could issue straight preferred in an economically sensible deal
that it must issue convertible preferred, I cannot imagine.

The CHIRMAN. I am concerned that we are constantly making
changes in corporate tax laws to take care of a particular trans-
action that is not thought to be appropriate. Laws get more of a
patchwork, inconsistent pattern. Whatever we do, it does not seem
to solve the problem. How do we address this problem of achieving
meaningful simplification of these laws without losing too much
revenue, do you have any suggestions?

Professor GINSBURG. I think a number of observers, including
some on your side of the podium, have made the suggestion that
the tax system is not in wonderful shape. I think that is a fair com-
ment.

If there is anything we, taxpayers and the system, would profit
from with regard to proposals for change, it is repose. The idea of
destabilizing 73 years of tax law seems, to put it mildly, a little un-
fortunate. What we ought to be doing is trying to reform the sys-
tem in a much more basic way.

Mr. Lubick, I think, said it very well when, in effect, he said that
if he were king, corporate-shareholder integration, which would be
an opportunity to eliminate the debt-equity distinction that has so
powerful an impact in present tax law. I think it would be enor-
mously worth pursuing.

But if you do not pursue integration, then the idea of further tin-
kering-to use someone else's term-with the debt-equity rules I
believe is just a mad idea.

The CHAIRMAN. Wrong way to go.
Professor GINSBURG. Very much so.
The CHAIRMAN. Mr. Goldberg, I told Assistant Secretary Lubick

that I was concerned with "heads, the government wins, tails, the
taxpayer loses." As a former IRS commissioner, does this kind of
policymake sense?

Mr. GOLDBERG. No, sir, it does not. I think you have laid the
question exactly the right way. What Dr. Hufbauer said, what Pro-
fessor Ginsburg said, I think all of us feel the same. The tax sys-
tem is in trouble today.

My own judgment is that one of the reasons it is in trouble is,
there are all these proposals out there that make no sense: You



cannot look the Senator's farmer in the eye. You cannot look the
business person in the eye and say, the Red Queen rules; if we
make more money we do it one way, and if we lose money, you
lose. People lose trust with the system.

I think it is a terrible mistake to go down that road because we
are savaging an institution that is already in trouble. My personal
view is, we are all going to be forced to spend lots of time on these
proposals. I think they ought to be wadded up, and the answer is
to start where Professor Ginsburg said, go where Dr. Hufbauer
said, and do something right and take the time. That is my own
view on the subject. It is frustrating.

The CHAIRMAN. My time is up on the first round.
Senator Moseley-Braun.
Senator MOSELEY-BRAUN. I will be brief, Mr. Chairman.
I serve on both the Banking Committee and the Finance Com-

mittee, this one. I am very concerned. Ms. MacNeil, in her testi-
mony talked about the differences that are occasioned between the
financial accounting and the tax accounting.

I am concerned that the carry-back rule changes that are pro-
posed will particularly impact on the banking industry that, in
many instances, will see the deferred tax assets in the carry-for-
ward, carry-back synergy, I guess is probably the right word.

I am just wondering, the industry is obviously not doing too
badly these days, but at the same time, in the event that we saw
a downturn, would you comment on the proposal, generally?

Ms. MACNEIL. That is a very good question. The proposal to cut
NOL carry-backs down from 3 years to 1 year is, of course, dev-
astating to cyclical businesses. Anybody who has up periods and
down periods is very harmed by this provision.

But you are commenting on, I think, the financial accounting as-
pects of it. In order to reflect a tax loss as a deferred tax asset,
there has to be a realistic ability to get the benefit from that, be
able to carry it back and recover taxes paid or carry it forward.

The only way really to book it as an asset is when you are able
to carry it back. I am simplifying this a great deal, but it will ulti-
mately impair the balance sheet of companies. I think it is kicking
companies when they are down.

When they are having losses, they cannot carry them back. A 1-
year carry-back is not particularly useful. Giving the additional 5
years, years 16 through 20, if you have not been able to use an
NOL in 15 years you are not going to be around in year 16 to use
it. So, that is totally useless.

I had not been asked to comment on that provision, but I would
oppose that as well.

Senator MOSELEY-BRAUN. Are there any other panelists who
would like to comment on that issue?

[No response.] .
Senator MOSELEY-BRAUN. No. All right. Thank you. That is all

I have, Mr. Chairman. Thank you.
The CHAIRMAN. Thank you.
Dr. Hufbauer, I am a strong believer that to compete effectively

in this new emerging global economy, or whatever you want to call
it, is critically important to the economic success and creation of



jobs of this Nation. Frankly, our current tax laws in this area seem
to me to be hopelessly out of date and complex.

What do we do about the problem; how can we address this?
What are your recommendations, in 5 minutes?

Dr. HUFBAUER. Even less time than that, Mr. Chairman I totally
agree with your diagnosis. When I wrote the 1992 book with this
wonderful purple color, I thought that it might be possible to re-
form the international side just dealing with it alone. I am now
convinced, with 5 more years of watching the system evolve, that
that is not possible.

I think the international reforms can only be embedded in the
kind of reforms that Commissioner Goldberg talked about and Pro-
fessor Ginsburg talked about, and others have talked about.

So I think you need to go at ???? in the basic tax system, and
then international reforms will flow from that. But to just deal
with international taxation alone, there will never be the constitu-
ency, and it will be an effort to try to fix up something which is
a part of this much larger, more troubled system.

The CHAIRMAN. Let me ask you, Ms. MacNeil, one question.
Some critics believe that the lower of cost or market is one-sided
in that it permits a taxpayer to recognize a decrease in the value
of its inventories, a decrease but not an increase.

How do you respond to that comment?
Ms. MACNEIL. That is -.4 frequent criticism of that accounting

method. There is a couple of points. First of all, assume a company
manufactures widgets and it costs $12 to manufacture a widget,
but because of market conditions they can only sell them for $10.

Once they have marked them down for $10, they have recognized
a true economic loss. That $2 of cost will never be recovered. So,
when you have a lower of cost or market method, it recognizes that
a true economic loss has occurred.

First of all, reforming inventory to a mark to market system
would be an enormous exercise. It would be mind-boggling because
you would have to reflect anticipated profits on inventories and
things like that.

I am actually having trouble comprehending how it would be
done. I assume anything could be done, but it would not be easy
and I do not think it would be very effective.

Almost all of our tax accounting system is based on recording
historic events, not projecting the future or what might have been.
There are a few exceptions because there are a few mark to market
provisions. Only one, actually, that I can really think of.

If you are talking about moving inventory to a mark to market
system, you really ought to talk about moving the whole company,
the whole balance sheet to a mark to market system, where build-
ings have appreciated or depreciated.

I do not think you should pick and choose and say, well, this
ought to be marked up as well as down. I do not think that would
be effective just for inventories. But the mark-down does reflect an
actual economic loss.

The CHARMAN. Well, I appreciate all of you being here today. I
am somewhat a little discouraged, because it seems to me what we
are talking about is not really addressing the basic problem.



Yet, the effort to reach a consensus on any overall tax reform has
also been eluding us. If I hear what you are saying, however, it is
that Congress must address the problem of basic reform and quit
nibbling at the problem. Is that a fair statement?

Dr. HUFBAUER. Absolutely.
Mr. GOLDBERG. Yes, sir.
Ms. MACNEIL. Yes.
The CHAIRMAN. Anybody disagree?
'[No response.]
The CHAIRMAN. I would ask you to send me a consensus docu-

ment that will tell us how to reform the tax laws.
We very much appreciate your being here, and I admire each and

every one of you for your contribution.
The committee is in recess.
[Whereupon, at 12:04 p.m., the hearing was concluded.]
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APPENDIX

ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

PREPARED STATEMENT OF MARTIN D. GINSBURG

Mr. Chairman and Members of the Committee:
My name is Martin D. Ginsburg. I am a Professor of Law at Georgetown Univer-

siy Law Center where I teach various subjects in the field of federal taxation. My
principal subject, as a school teacher and earlier as a practitioner, has been cor-
porate tax. Over the past 25 years it has been my privilege to testify beforeAhis
Committee on a number of occasions, at times at your request at times on behalf
of a bar association group, often simply out of an interest in tie subject under re-
view, but never on behalf of a client. At your invitation I appear today as an aca-
demic witness, a disinterested witness I like to believe, but certainly not an uninter-
ested one.

As asked to do, I focus my testimony this morning on six of the revenue-raising
provisions contained in the President's Fiscal Year 1998 Budget Proposals that fal
into the corporate tax area:

1. Require gain recognition for certain extraordinary dividends, in general ef-
fective for distributions after May 3, 1995.[11

2. Modify the net operating loss carryback and carryforward rules.
3. Treat certain preferred stock, received in otherwise tax-free exchanges, as

"boot."
4. Treat as a fully taxable complete liquidation the conversion of a "large" C

corporation into an S corporation.
5. Require gain recognition by the distributing corporation on certain distribu-

tions of controlled corporation stock in so-called "Morris Trust" and similar
transactions.

6. Reform the tax treatment of certain related party corporate stock transfers
(section 304 transactions).

Proposals 1 and 6 reflect sensible tax policy and merit the Committee's approval.
,The other four proposals do not reflect sensible tax policy; the proposals occupy the
area bounded by very poor and truly awful, and merit the Committee's sincere dis-
approval.

I. ADMINISTRATION PROPOSALS THAT MERIT THE COMMITTEE'S APPROVAL

The first and last of the 6 Administration proposals under review are best appre-
ciated as targeted corrections of long-standing errors. The corporate tax bar has for
decades exploited these and similar mistakes for fun and profit. Publicity has over-
taken the two that are now before you.

A. Require Gain Recognition for Certain Extraordinary Dividends, in General Effec-
tive for Distributions After May 3, 1995.

The transaction that spawned this retroactively effective legislative proposal was,
all know, DuPont's redemption of most of the DuPont stock owned by Seagram cou-

led with Seagram's ac uisition of an option to acquire from DuPont an equal num-
ber of DuPont shares. The plan, an aggressive, i.e. "pro-taxpayer," use of the §318
attribution rules-in this case the option attribution rule of §318(aX4)-had been
used, with far less publicity, for many years by subchapter C practitioners to con-
vert proceeds of stock redemptions into dividends eligible for the §243 dividends re-
ceived deduction. The plan worked particularly well for Seagram because §1059,
added to the Code in 1984 to curtail the efficiency of this sort of tax planning, (1)
through stock basis reduction restores to income the dividends received deduction
but (2) in practical effect postpones forever the date on which the undesirable in-

(31)



come inclusion will occur. That legislative error currently is enshrined in
§1059(aX2).

The proposal eliminates the exorbitant deferral. opportunity in §1059(aX2), and
calls for an additional acceleration of gain recognition in narrow circumstances
when the redemption plan is keyed to pro-taxpayer use of §318(aX4) option attribu-
tion. The first change is entirely approprate, the second is adequate to its cir-
cumscribed purpose, and the proposal as a whole merits your approval.

I would merely add that option attribution is not the only way well-advised tax-
payers take what is surely unintended advantage of the §318 attribution rules. Just
as a corporate taxpayer seeking the benefit of a dividends received deduction will
try to use §318 attribution to convert a stock redemption from "sale" to "dividend"
treatment, an individual allowed no dividends received deduction and seeking the
rate advantage of long-term capital gain may aggressively employ §318 attribution
to convert a stock redemption from "dividend" to "sale" characterization under
§302(b).[21

This is not a suggestion that the Committee at this time address more broadly
the unintended consequences of §318 stock attribution. That difficult task seems
best left to a time when fundamental rather than-stopgap corporate tax reform is
on the legislative plate. The points I would make now are, first, that the proposal's
particularized response to option attribution simply addresses one problem among
many and, second, that the proposal's particularized response to option attribution
adequately addresses the problem in the context of the dividends received deduction.
B. Reform the Tax Treatment of Certain Related Party Corporate Stock Transfers

(Section 304 Transaction).
The Administration here proposes to cauterize a wound inflicted by a prior Ad-

ministration more than a quarter-century ago in Rev. Rul. 70-496, 1970-2 C.B. 74.
It is a second attempt[3l or perhaps a third.[41 The Administration's proposal re-
sponds adequately and practically to cases in which a party to the transaction is
a foreign corporation and thus is not included in a U.S. consolidated return, and
appears to reach results that are both protective of the revenue and fair to partici-
pating taxpayers.

I take advantage of the Administration's proposal to make a broader point. Rev.
Rul. 70-496, which generated the problem the Administration seeks finally to re-
solve, was a foolish pronouncement that applied §304 to prevent a selling taxpayer
from ever recovering the basis at which it held the shares sold. A boon, however
inappropriate, to the fisc in the specific case. But. nothing works one way in our
hugely complex tax system. Inevitably, the tax bar found ways to avoid the adverse
impact of Rev. Rul. 70-496 and promptly went on to capture for sophisticated cor-
porate clients great and unintended benefits that nestled unperceived by IRS in its
foolish 1970 pronouncement. The moral, obvious enough, is that a balanced, fair tax
provision works a lot better for everyone than does a provision inappropriately craft-
ed to beat on the taxpayer's head.

It. ADMINISTRATION PROPOSALS THAT MERIT THE COMMITTEE'S DISAPPROVAL

A Modify the Net Operating Loss Carryback and Carryforward Rules.
The Administration amazingly proposes a tax increase limited to corporations--

and individuals--engaged in any business that is not doing too well.
The Administration proposes to accomplish this grand feat, and thereby to raise

total taxes an estimated $3.5 billion over 5 years, by destabilizing approximately 40
years of settled tax law: The 3-year net operating loss (NOL) carryback, with us
since 1958, commencing 1998 is to become a 1-year carryback.[5l

The Administration does not, however, suggest revenue need as justifying this
amazing proposal. Justification is grounded exclusively in a sudden appreciation of
efficient government. To quote the Administration in full: I22Because of the in-
creased complexity and administrative burden associated with carrybacks, the
carryback period should be shortened.[6]

And this in the age of computers.
Federal income tax law inevitably exhibits a tension between finality and fairness,

between the needs of efficient tax administration that are expressed in the concept
of annual accounting, and the desire for a true reflection of the taxpayer's income
determined, not in a snapshot, but over time. The NOL rules respond to that ten-
sion and, until now, have been thought by you and by the rest of us, and by a dozen
Administrations, to respond fairly and well.

The Administration's proposal, like the dissembling justification advanced for it,
seems to me truly awful. I hope it seems that way to you too.



B. Treat Certain Preferred Stock, Received in Otherwise Tax-Free Exchanges, As
"Boot."

For more than 70 years the basic tax law in this area has been in wondrous
repose. To no sensible purpose-not even a decently large revenue estimate--the
Administration proposes to tear it up, start over, and make the system operate a
good deal worse, by taxing as "boot" straight preferred stock received in corporate
organizations, reorganizations, and recapitalizations if that preferred stock can be
retired at the issuer's option within 20 years.

Here, basically, is how it has worked for more years than any of us has been a
taxpayer:

If in a corporate organization, reorganization, or recapitalization an investor re-
ceives preferred stock, the investor is not taxed on that receipt-gain recogni-
tion is deferred until the preferred stock is resold-but the issuing corporation
is allowed no deduction for the dividends it annually or cumulatively pays on
the preferred stock.

In contrast, if in a corporate organization, reorganization, or recapitalization an
investor receives debt securities, the investor is taxed on that receipt--in some cir-
cumstances the investor can report on the installment method but may then be sub-
ject to the offsetting toll charge annually imposed under §453A-and the issuing
corporation is allowed a deduction for the interest it annually pays (or under the
OID rules promises to pay in the future) on the debt securities.

It currently matters not one tax whit, and never has, that in nontax terms a par-
ticular issuer's senior preferred stock might be viewed as "functionally equivalent"
to that issuers junior subordinated debentures. In the tax law preferred stock
means tax-free receipt balanced by no yield deduction, and debt means taxable re-
ceipt balanced by deductible yield.

In our so-called classical system of corporate taxation, in which dividends are not
deductible by the payor, a corporation normally issues straight preferred stock to
individual investors (1) in family-owned corporations-which are excluded from the
Administration's "boot" recognition proposal-and (2) when the transaction will not
efficiently tolerate the issuance of additional growth stock (e.g., of additional com-
mon stock or of convertible preferred stock).{81

Striking a blow for decreased economic efficiency, the Administration exempts
from its "tax it now" proposal a preferred stock that participates to any significant
extent-including through a conversion privilege-in corporate growth. In other
words, precisely what the issuer for sensible commercial reasons does not wish to
do the Administration, for no sensible reason, in a tax provision would force the is-
suer to do.

Surely the Administration has not taken its new appreciation of the "functionally
equivalence" of preferred stock and debentures far enough. If we are to treat as
debt-boot preferred stock received in corporate transactions, are we not obliged in
logic to treat the preferred stock as debt for other tax purposes? The Administration
sees the logic and contemplates "installment sale-type rules . . . in appropriate
cases," a neat way to further increase the complexity of the tax system, but hides
from the obvious corollary that the issuer of such debt-like preferred stock should
be allowed to deduct the dividends it pays on that stock.

The nation is not deeply in need of a trifurcated corporate tax regime in which
senior securities, received in a corporate transaction, may be either (1) equity for
all purposes, (2) equity for no purpose, or (3) debt-like to the holder for some pur-
poses although equity to the issuer for all purposes. This is what the Administration
proposes, and you should reject it.
C. Treat as a Fully Taxable Complete Liquidation the Conversion of a "Large" C Cor-

poration into an S Corporation.
In 1982, testifying on the bill that became the Subchapter S Revision Act later

that year, I urged that a C corporation's S election should be viewed as a form of
complete liquidation of the C corporation and should be taxed in a manner appro-
priate to that characterization.(9]

It.was a feasible suggestion in 1982 because, under the tax law of the time, (1)
the C corporation would not recognize gain on its deemed liquidation (old §336) and
(2) the shareholder could limit her recognized income on liquidation to her percent-
age of the C corporation's accumulated earnings and profits (old §333), an amount
which for an original shareholder approximated the amount by which her percent-
age of the C corporation's "inside" net asset basis exceeded her "outside" basis in
the corporation's shares.[10] In that long gone tax world the interesting issues main-
ly were limited to the tax rate to be imposed, and the time over which the share-
holder would be allowed to pay her circumscribed tax on the deemed liquidation.



Deemed liquidation is not a feasible suggestion in 1997: Under post-1986 tax law
the C corporation would be taxed, fully and immediately, on all of the gain in its
assets, and simultaneously its shareholders would be taxed in full on all of the gain
in their shares. This is not an election a sane taxpayer would make. Facing this
regime, most "large" C corporations will simply remain C corporations. And if in a
given case that is not possible and full tax must be paid, far better to avoid sub-
chapter S and simply convert the enterprise to an LLC taxed as a pass through en-
tity under rules more flexible and more friendly to taxpayers than are the provisions
of subchapter S.

The Administration's proposal, realistically viewed, is simply to repeal subchapter
S effective January 2, 1998 for C corporations that have a value of more than $5
million. Indeed, now that every state has enacted an LLC statute, if we are going
to repeal subchapter S for "larger" C to S conversions the Administration might as
well propose the repeal of subchapter S for all newly organized enterprises, large
or small, as well.

Incident to the repeal of General Utilities, in the period 1986-87 Congress, advised
by Treasury and bar groups, crafted a careful, balanced approach to the C to S con-
version. Under that approach, which has now persisted for a decade, (1) LIFO in-
ventory benefits are immediately recaptured by the C corporation with the resulting
tax payable in four annual installments (§1363(d)), and (2) other built-in gains are
subject to corporate tax (as well as to individual shareholder tax on the net) if recog-
nized by the S corporation during the 10 years

following the C to S conversion (§1374).[12]
The C to S conversion regime, like subchapter S overall, has worked well. In the

Small Business Job Protection Act of 1996 (Pub. L. 104-188), Congress extended
subchapter S to reach corporations with more and different shareholders and, im-
portantly, corporations that operate through subsidiaries. It is difficult to believe
that, having expanded subchapter S in 1996, you would for no decent reason reverse
field and gut the statute in 1997.

Why does the Administration advance this unfortunate proposal? I honestly can-
not imagine, because it is a trivial revenue raiser. According to the Joint Committee
Staffs preliminary estimates the proposal would generate between 1998 and 2002
an aggregate $176 million. A poor return on poor policy.[13]
D. Require Gain Recognition by the Distributing Corporation on Certain Distribu-

tions of Controlled Corporation Stock in So-Called "Morris Trust" and Similar
Transactions.

I address first the proposal the Administration has advanced to tax, for the first
time in the Nation's history, a corporation which, solely for good business reasons,
(1) distributes to its historic shareholders the stock of a subsidiary operating a long-
held business, and (2) as planned, merges tax-free with another corporation that
happens to be larger. The only reasons so to tax a Morris Trust[14J transaction, as
far as I can see, are (1) to destabilize long settled law that was working-well, and
(2) to make the tax law more intrusive and economically less efficient.

After considering the proposal as the Administration has framed it, I address sep-
arately whether, in the context of a Morris Trust transaction, threshold shifts of
debt between distributing and controlled corporations merit special legislative atten-
tion.
1. Integrated divisive/acquisitive transactions involving no threshold shift of debt.

Here is an example from real life of a Morris Trust transaction that IRS 30 years
ago ruled wholly tax-free, but which under the Administration's proposal would be
taxed to the distributing corporation. -*

Example 1: T corporation, of moderate size and publicly held, for many years
had actively engaged in two businesses: manufacturing business X representing
approximately 90% of T's value, and radio station R representing the other 10%
of T's value. For good business reasons, large unrelated P corporation wished
to acquire T and its X business, solely in exchange for P stock in a merger.
However, if the P-T merger was to be carried out within a commercially reason-
able time, it was necessary that T first dispose of radio station R, because req-
uisite FCC approval of P's acquisition of the radio station as a practical matter
could not be obtained in less than 18 months. For the same FCC reasons, the
only practical way that T could dispose of radio station R, other than to aban-
don the station and suffer a huge loss, was for T (1) to transfer R's assets and
business to Newco, a new corporation, in exchange for Newco's shares, and (2)
to then distribute all of Newco's shares to Ts shareholders in a spin-off. This
was done and, promptly thereafter, pursuant to the overall plan slimmed-down



T merged into P and the former T shareholders received in the merger solely
P stock.

This is the Morris Trust transaction. Under §355 and other relevant provisions
of the Code, it is now as it long has been a transaction in which (1) T's shareholders
are not taxed currently on their receipt of Newco shares and P shares, but will be
fully taxed when they later sell those shares, (2) T is not taxed on the formation
of Newco and on I's spin-off distribution of Newco's shares to Ts shareholders; and
(3) in Newco's hands the radio station assets retain the depreciated basis at which
T held- those assets, so that upon its later disposition of the assets Newco will be
fully taxed. In other words, it is an entirely business motivated, economically effi-
cient transaction in which shareholder gain is postponed but preserved, and at the
corporate level operating income is taxed to Newco after the spin-off exactly as that
operating income wouldhave been taxed to T had there been no spin-off.

If you adopt the Administraton's proposal, IRS will hereafter tax T at the time
of the spin-off on an amount equal to the value of the radio station in excess of the
depreciated basis of the radio station's assets.[15]

And then, when at a subsequent time Newco disposes of the radio station by sale
or in liquidation IRS will tax Newco on the very same gain.[16]

And finally, wien Newco's shareholderr--who were Ts historic shareholders-sell
their Newco shares or receive a distribution in Newco's liquidation, IRS will tax
those shareholders on a gain that reflects the value of the very same radio station.

The Administration, in short, asks you to adopt an exorbitant regime under which
our classical system of double taxation-we tax operating income at the corporate
level when the corporation earns it, and we tax investment profit at the shareholder
level when the shareholder sells her shares-is converted to a system of triple tax-
ation in which corporations are taxed twice on the same income, once now and once
later.

If this indeed were to prove the result of adopting the Administration's proposal,
we should rightly deplore it. But in most cases, I think, the results would be worse:
Some number of entirely sensible, good business transactions will be abandoned,
and some significant number will be reconfigured in ways that promote neither eco-
nomic efficiency nor anyone's regard for the taxing system.

Example 2: The background facts are the same as in Example 1 but the Ad-
ministration's proposal has been enacted. Before P approaches T--or perhaps
before P has approached T in any manner that subsequently can be traced-
T decides that its dominant X business and its R radio business will be better
and more profitably conducted by independent managements in separate cor-
porations each of which is public and each of which therefore can compensate
management through stock incentives that reflect directly the performance of
the particular business. Accordingly, T transfers the radio business to Newco
and spins-off Newco's stock. Not long thereafter P formally approaches T with
a merger offer and is promptly rebuffed. Having carefully read the Administra-
tion's proposal, P commences a hostile tender to acquire all of T's stock. Ts
management unsuccessfully defends, ultimately caves in, and, in exchange for
P stock, P acquires T in a combination of tender offer exchange and last-step
merger.[18

Morris Trust has been good tax law and good tax practice for as long as anyone
can remember, embraced by the Treasury in the Johnson Administration and by
every treasury in every Administration since, until now. The current Administration
has not offered, and I cannot conceive, a good reason now to upset that settled law
or, in my example case, either to impose an additional tax on T or to encourage the
sort of under-the-table, economically inefficient, planning that promotes the general
distaste for the taxing system.(19)

If the Committee is willing to entertain an encompassing revision of the tax law
of corporate distributions, I believe you should go in a direction quite different from
the Administration's approach.

The Administration's proposal to tax T in some circumstances but not in all cir-
cumstances, when T spins off Newco's shares, focuses the larger issue. Prior to the
adoption of the 1986 Code which overturned the General Utilities doctrine, P was
not taxed on its distribution of its subsidiary's shares, whether or not that distribu-
tion qualified as a tax-free spin-off or split-off under §355. Nonrecognition of T's
Uan built in to the shares of its subsidiary was the product, not only of General

utilities, but expressly of old §311(dX2XB).
The 1986 overturning of General Utilities was excellent tax policy to the extent

it assured that the basis of a corporation's operating assets will not be stepped-up
to fair value unless the corporation recognizes as income the amount of that step-
up. But extending General Utilities repeal to the stock of a subsidiary corporation,
expressly by repealing old §311(dX2XB), was not good tax policy because (1) the po-
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tential of corporate distributions attracting over time three layers of tax was now
assured, and (2) the one escape from that third tax was a spin-off or split-off or
split-up qualifying under §355. Beginning in 1987 the tax law thus has placed tre-
mendous and inappropriate pressure on §355, a provision never designed to deal
with the tax treatment of the distributing corporation. The Administration's pro-
posal, as Example 2 fairly confirms, will not relieve that pressure. Reenactment of
old §311(dX2XB) would relieve the pressure on §355(20] in an appropriate way, by
limiting the corporate tax on corporate-level gain to one bite and not two bites of
the same apple.
2. Integrated divisive/acquisitive transactions that involve a threshold shift of debt.

The use of leverage in a spin-off or split-off is common, and commonly is inoffen-
sive.

Example 3: A and B, unrelated individuals, each owns 50% of T's stock. T has
long been engaged in two activities, business X supervised by A and business
Y supervised by B. Each business has a net asset basis equal to half its value.
For good business reasons, T transfers the Y business and assets to Newco in
exchange for Newco's stock, following which T distributes Newco's stock to B in
exchange for all of the T stock owned by B.
Because the Y business is worth $400,000 and the X business, which T will re-
tain, is worth $500,000, B will be improperly disadvantaged and A will be im-
properly advantaged by the split-off plan outlined above. Therefore, as part of
the plan T borrows $50,000 from its bank and transfers the $50,000 cash to
Newco along with the Y business. T retains responsibility to repay the $50,000
loan to the bank. As a result, at the time of the split-offdistribution Newco is
worth $450,000 and, immediately after that distribution, T is worth $450,000.

If the corPorate division in Example 3 were a pro rata spin-off rather than a non
pro rata split-off of Newco, the tax results should be the same. The reason, simply,
is that the distribution of Newo will qualify as tax-free under §355 only if the stat-
ute's business purpose and non device tests are satisfied. If the divisive transaction
inclusive of its threshold cash and debt shifts is found to satisfy the statutory tests
of business purpose and non device, that ought to end the matter.

The leveraged transaction that rightly appears inoffensive in Example 3 may
present a different appearance in enlarged circumstances.

Example 4: T, a public company, long has been engaged in two activities, busi-
ness Xand business Y. Business Y is worth $400 million and has a net asset
basis of $200 million. Business X is worth $500 million and has a net asset
basis of $250 million.
For good business reasons, T borrows $300 million, contributes that cash along
with the Y business and assets to Newco in exchange for Newco's stock, and
distributes Newco's stock to Ts public shareholders in a pro rata spin-off. T re-
tains the X business and responsibility to repay the $300 million loan. As a re-
sult, at the time of the spin-off distribution Newco is worth $700 million and,
immediately after that distribution, T is worth $200 million.
Shortly following the distribution by T of Newco's stock, T merges with and into
larger, previously unrelated P corporation. In the T-P merger Ts public share-
holders exchange their T stock for an aggregate of $200 million P stock.

Under the Administration's proposal T would recognize gain (in the amount of
$200 million) if, and only if, the subsequent merger of T into larger P is "pursuant
to a common plan or arrangement that includes the distribution" of Newco s shares.
That is a preplanned friendly merger attracts huge corporate tax, an unplanned
hostile business combination avoids the tax. It is not a better test applied to lever-
aged spin-offs than it was when applied to non-leveraged spin-offs, as discussed
above.

If the $300 million borrowing in Example 4 concerns us it ought to be for a rea-
son different from the warmth or hostility of P's embrace o? slimmed-down T.

Example 5: The facts are the same as in Example 4 except that, for good busi-
ness reasons, T transfers business X (rather than business Y) to Newco. Newco
borrows $300 million and distributes that cash along with all of Newco's stock
to T. T, again for good business reasons, redistributes all of Newco's stock to
TIs public shareholders. Assume further that neither T nor Newco thereafter
merges with or is otherwise acquired by P or by any other corporation.

T's initial basis in Newco's shares would have been $250 million, the net asset
basis of business X when T transferred business X to Newco. Newco's distribution
of $300 million loan proceeds to T, in advance of Ts redistribution of Newco's
shares, produces an excess liability gain of $50 million to T. That gain is taxable
to T and it is irrelevant that Newco, as well as T, thereafter continues to operate
as an independent, stand-alone corporation.
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I hold no strong brief for taxing T in Example 4t whether or not T merges with
P. The $300 million loan will have to be repaid with after-corporate-tax earnings,

-- whichever corporation is responsible to repay, none of the funds has generated an
increased basis in operating assets for any of the corporations, and T's shareholders
have received $300 million less P stock then they would have received had there
been no borrowing. But if there is felt to be a great need to tax T in Example 4,
I believe Ts taxable gain should be the same $50 million that would be taxed to
T if the distribution transaction were carried out in the manner described in Exam-
ple 5.[21]

The "excess loss account" approach here suggested-measuring rs leveraged Mor-
ris Trust gain by the amount, if any, by which (1) the sum of (a) the debt shifted
to T plus (b) T's other liabilities exceeds (2)[22] the basis of T's assets (including
T's basis in the stock of any T subsidiary)-is not ground breaking. Indeed, it is pre-
cisely the approach the Administration endorses to amending §1059(aX2) in reaction
to the Seagram-DuPont extraordina dividend plan. See part I A, above, rec-
ommending the Committee's approval of that Administration proposal. Nor is it
novel that, in computing 'T's gain, we look in practical effect to what the gain would
have been under ordinary tax principles, if the transaction had been structured in
a technically different but economically equivalent way.[23J The Treasury embraced
that approach in 1990 in (then) Reg. §1.1602-14(g) in which the tax results of a re-
lated series of events in a 'bump-and-strip" transaction-upstream distribution of
a second-tier subsidiary's stock, cash borrowing, and cash distribution-were de-
clared to be the same as those results would have been if the overall transaction
had been structured, not as it was in fact carried out, but as it might have been
carried out in the absence of tax planning.

ENDNOTES

[1) This proposal is understood to be identical to a provision in the (not enacted)
Balanced Budget Act of 1995 (H.R. 2491, 104th Cong.). This and certain other Ad-
ministrative proposals were ventilated in draft legislative language in March
1996. In addition, I rely mainly upol the Joint Committee Staffs description and
analysis of the President's Fiscal Year 1998 Budget Proposal (JCX-10-97, pages
67-77) released March 11, 1997. Estimated budget effects of the provisions are
taken from the Joint Committee Staffs document of that title (JCX-8-97) released
February 27, 1997.

[2] As an illustration, assume Father, Son, and Daughter each has owned for many
years one-third of the stock of X corporation. X redeems all of Father's stock for
$10 million, its fair value, and Father severs all employment and other ties with
X Simultaneously, X redeems for $5 million half of Daughtees shares, with the
result that Daughter, who before the stock redemptions owned one-third of Xs
stock, continues to own one-third of Xs stock. Without the §318 attribution rules
the redemption from Daughter would be treated as a dividend under §302(d). The
attribution rules convert the redemption from Daughter to a "sale" under
§302(bX2), allowing her to offset her basis In the shares redeemed and to report
the redemption proceeds in excess of basis as long-term capital gain. Under
§302(cX2) Father also receives "sale" treatment. In total, the family has bailed out
half the appreciated value of X at capital gain rates.

[31 See §304(bX4) enacted in 1987, concentrating on a sale of stock of a controlled
corporation from one member of a §1604(a) aliated group to another member of
such group; see also H.R. Rep. No. 495 (Conf. Rep.), 100th Cong., 1st Seas. 968-
70 (1987).

[41 See Reg. §1.1602-80, effective for stock sales on or after July 24, 1991 between
members of an affiliated group of corporations filing a consolidated return, holding
§304 inapplicable and characterizing the sale as a deferred intercompany trans-
action subject to Reg. §1.1502-13.

(51 The Administration proposes an offsetting extension of the NOL carryforward pe-
riod from the current (since 1981) 15 years to 20 years. The estimates of annual
and aggregate revenue increase confirm that the carryforward extension will not
offset the tax increase that resides in eliminating 2 years of carryback.

161 See "Federal Receipts and Collections" in the Administration's Budget of the
United States Government-Fiscal Year 1998, Analytical Prospectives page 50.

[7] The Joint Committee Staff tentatively projects $698 million through 2002, but
because taxpayers through responsive planning can avoid the added tax burden,
actual revenue almost certainly would prove to be only a modest fraction of that
estimate.

[81 Preferred stock is issued for cash to corporate investors for a variety of tax-influ-
enced reasons, but the Administration's proposal, because it is limited to preferred
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stock issued in corporate organizations, reorganizations, and recapitalizations,'
would not impact on these transactions.

(9] See Subchapter S Revision Act of 1982: Hearings Before the Subcommittee on
Select Revenue Measures of the Committee on Ways and Means, House of Rep-
resentatives, on H.R. 6055, Serial No. 97-64, 97th Cong., 2d Sess. 208 (June 14
1982). The argument was subsequently expanded in a papr, Subchapter S and
Accumulated E&P: A Different View, in 17 Tax Notes 571 (1982).

(101 For example, if the C corporation's total basis in its assets were $3 million and
its total liabilities $2 million, its 'inside" net asset basis* would be $1 million and
a 40% shareholder's percentage of that amount would be $400,000. If the share-
holder's "outside" basis in her shares totals $100,000, the difference of $300,000
fairly approximates her part of the C corporations accumulated e&p if, as one
sensibly should, special e&p adjustments relating to accelerated depreciation and
the like are ignored.

[11] The Joint Committee Staff in JCX-10-97, pages 48-50, has nicely identified a
variety of valuation and step-transaction problems that are inherent in keying the
determination, tax or no tax, to a precise $5 million valuation.

[12] If prior to the end of the 10-year recognition period the corporation sells an
asset on credit and under §453 defers gain recognition until after the close of the
10-year period, that gain when ultimately recognized is subject to the §1374 cor-
porate-level tax, to the extent the gain would have been subject to that tax if the
corporation, at the time it sold the asset, had elected out of installment reporting.
See IRS Notice 90-27, 1990-1 C.B. 336.

[13] A C to S proposal grounded in sound policy, I believe, would leave unchanged
§1374 but would require each shareholder to recognize gain limited to the
amount, if any, by which (1) her proportionate part of the corporation's "inside"
net asset basis exceeds (2) her aggregate stock basis measured at the beginning
of the first S year. Under this 1997 recast of the 1982 proposal referred to above
at n. 10, no corporate level gain would be triggered, beyond that required by
1363(d), and the corporation's accumulated e&p would not be affected.

(141 Commissioner v. Mary Archer W. Morris Trust, 367 F.2d 794 (4th Cir. 1966).
See also Rev. Rul. 68-603 1968-2 C.B. 148 (IRS will follow Morris Trust); Rev.
Rul. 70-434, 1970-2 C.B. A3 (same result in spin-off followed by "B" reorganiza-
tion); Rev. Rul. 78-251, 1978-1 C.B. 89 (same).

[15] This is the result under the Administration's proposal because, under it, T is
treated as having sold Newco's shares at fair value (equal to the value of the radio
station) and 'I's basis in Newco's shares is equal to the basis of the radio station
assets less the radio station liabilities.

[161 This is the result under the Administration's proposal because, while T has al-
ready been taxed on that same appreciation, notin in the proposal or elsewhere
in the Code awards Newco a correlative upward adjustment in the (low) basis at
which Newco received the radio station assets fromT.

(17] "[A] hostile acquisition of distributing or controlled commencing after the dis-
tribution will be disregarded." JCX-10-97, page 50.

[181 See J. E. Seagram Corp. v. Commissioner, 104 T.C. 75 (1995), holding a similar
acquisitive transaction to qualify as a reorganization encompassing the first step
tender offer exchange.

[19] The Administration's proposal to tax Morris Trust transactions is a last step
not a first step, in its current campaign to upset settled law and impose additional
tax when for business reasons a spin-off and a corporate acquisition are combined.
As a prime example, in 1975 IRS in Rev. Rul. 75-406, 1975-2 C.B. 125, confirmed
that if business X (the business P wishes to acquire) has been long held in public
T's subsidiary S rather than in T itself, T can spin-off S tax-free to "I's sharehold-
ers who then can vote to confirm and carryout a preplanned tax-free merger of
S into P. Twenty-one years later, on May 22 1996, IRS in Rev. Rul. 96-30, 1996-
1 C.B. 36, suddenly announcing a change of heart declared that both T and ''s
shareholders would be immediately taxed on the described transaction. IRS
couched this reversal of Rev. Rul. 75-406 as a "modification" of it. A full descrip-
tion of IRS's 1996 destabilization efforts is contained in M. Ginsburg and J. Levin,
Mergers, Acquisitions, and Buyouts (January 1997 edition) at §1010. Restoration
of Rev. Rul. 75-406 would nicely companion a rejection of the Administration's
Morris Trust proposal.

[201 An exception would be gain recognized to the distributing corporation under
current §355(d) if that provision were preserved.

[21] I recognize that if in Example 5 the spin-off were followed by a planned merger
of Newco (owning business X) into P, the aggregate tax consequences likely would
be horrendously worse than a gain of $50 million charged to T. See Rev. Rul. 70-
225, 1970-1 C.B. 80. The fact that no well-advised taxpayer in Example 5 would
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go on to the second step merger is not a reason to disregard the tax treatment
that would be awarded a stand-alone spin-off in Example 5.

[22] If T is itself a subsidiary (of BigCo), and a third party or the public owns some
of Ts stock, e.g. up to 20%, Ts assets and liabilities properly allocable to that out-
side ownership should be factored out of the gain recognition equation. If T is a
second-tier subsidiary (Ts stock is owned by BigCo's wholly-owned subsidiary
BigSub) and the BigCo corporate group files a consolidated return, Treasury to
make any taxing scheme work ought to reexamine Reg. §1.1502-19(g) Example 3
under which a well-advised taxpayer, in a double-spin transaction (BigSub distrib-
utes Ts stock to BigCo which spins off T to the public), may be able to make Ts
excess loss account disappear.

[23] Le., as if T transferred (Example 5) rather than retained (Example 4) the assets
of business X

PREPARED STATEMENT OF FRED T. GOLDBERG, JR.

Mr. Chairman and Members of the Committee, my name is Fred Goldberg. It is
a pleasure to appear before you today to testify on the Administration's capital mar-
ket revenue raisers.

While I am appearing in my individual capacity, I want to note that I am cur-
rently engaged to represent clients regarding certain of the proposals you are con-
sidering. I am not being paid for the time I have spent preparing my testimony, and
my written statement has not been reviewed or approved by any clients of the firm.
I have consulted with both PSA and SIA in preparing my testimony.

Taken as a whole, the Administration's capital market proposals would, if en-
acted, have a material adverse impact on most of the individuals and businesses we
represent. I hasten to point out, however that this should come as no surprise, for
they would have a material adverse impact on millions of individual and business
taxpayers throughout the country. Indeed, this is the most important point I have
to make. These proposals are not "loophole closers" or attacks on "corporate wel-
fare." I implore you and your colleagues to get past the labels. They are tax in-
creases on real people and real businesses. They are tax increases that will discour-
age and penalize the very activities that are essential to savings, investment, job
creation and economic growth. They also represent major changes in long-estab-
lished tax policy.

I have had the honor and privilege of spending almost seven years in various tax
administration and tax policy positions with the IRS and Treasury, including IRS
Commissioner and Assistant Secretary for Tax Policy. I have also spent more than
16 years as a tax professional in private practice. Like many others in the private
sector, I support your ongoing efforts to address areas of the tax law that confer
unwarranted tax benefits. Having "been there and done that," I also empathize with
the enormous pressure that Treasury and Congress are under to raise revenue with-
out raising taxes. I have the highest respect for the staff of the tax-writing commit-
tees, the Joint Tax Committee, and Treasury's Office of Tax Policy. They are trying
to do an extremely difficult job under extremely difficult circumstances.

Based on my experience in government and the private sector, however, it is my
judgement that most of the Administration's proposals should be rejected out of
hand, and that others must be modified to achieve their stated objectives.

As you requested, I will limit my comments to the following proposals:
* Proposals to recharacterize debt for tax purposes solely to deny interest

deductions[l]
* Proposal to defer the interest deduction on OID convertible debt until cash

payment[2]
* Proposals to further restrict the dividends received deduction (DRD)[3]
* Proposal to disallow interest deduction on indebtedness allocable to tax exempt

obligations[4]
• Proposal to require use of average cost basis in computing gain on sale of

securities[51
& Proposal to require recognition of gain with respect to certain so-called "short-

against-the-box" transactions[6] * Proposal to accelerate interest accruals on
certain pools of debt[7]

* Proposal to eliminate the "extinguishment doctrine" as it applies to the can-
cellation, lapse, expiration or other termination of rights that would otherwise
be capital assets[8]

For convenience, I will refer to these proposals collectively as the "Administra-
tion's Proposals.'



Mr. Chairman, I share the policy goals that you and your colleagues have articu-
lated on many occasions. The tax law should help, not punish, everyday Americans
who are trying to save and invest. The tax law should facilitate, not undermine,
businesses as they respond to competitive pressures, create jobs and meet the needs
of their customers. The tax law should support, not stand in the way of, efforts to
return power and responsibility to our state and local governments. That is why the
Administration's Proposals are so important-and so misguided. They work in ex-
actly the opposite direction. They make it harder, not easier, for everyday Ameri-
cans to save and invest. They make it harder, not easier, for businesses to compete,
create jobs and meet the needs of their customers. They make it harder, not easier,
for state and local governments to discharge the responsibilities that the Congress
and this Administration have asked them to assume.

The Administration's Proposals suffer from five fundamental defects.
First: the proposals represent ad hoc, random, unwarranted and sometimes astonish-

ing changes in basic tax policy.
" Instruments that are clearly debt under current law are subject to radically dif-

ferent treatment under the Administration's Proposals;[9] the proposal to defer
interest deductions on OlD convertible debt departs from settled notions of eco-
nomic accrual. What is particularly troublesome is that there is no coherent rea-
son for these changes. The rationale for any particular proposal is ad hoc, not
applied consistently to other instruments, and often justified by anecdote rather
than evidence.

" The Administration's Proposals violate long-standing and well accepted notions
of symmetry.
-For the most part, they would treat the same instrument in entirely different

ways-as debt from the holder's perspective and equity from the issuer's per-
spective.

-The OID convertible debt proposal would require investors to accrue interest
income currently while denying interest deductions to issuers of the same in-
strument.

-The proposals to further restrict the DRD suffer from a comparable defect-
the holder loses a portion of the DRD but the issuer is not given a partial
interest deduction.

-A similar point applies to the proposal to accelerate interest accruals on cer-
tain pools of debt. Why is it that taxpayers should be required to use a meth-
od that maximizes income-but not be permitted to use that same method in
computing bad debt write-offs?

" Some (but not all) of the Administration's Proposals require treatment of instru-
ments as equity based solely on their treatment for regulatory and/or financial
accounting purposes. As a result, two instruments that are identical from the
standpoint of their economics and the legal rights and obligations of the par-
ties-two instruments that have always been treated the same for Federal in-
come tax purposes-will be treated differently based on their treatment for reg-
ulatory and/or accounting purposes.[10]

" The OlD convertible debt proposal alters the tax treatment of a particular in-
strument solely because it is said to be "viewed as equity."[11] A similar ration-
ale is offered for a number of other proposals recharacterizing debt as equity.
This is a dramatic and astonishing departure from current law.

With all due respect, I believe there is simply no tax policy justification for these
changes. The proposals are unprincipled in the truest sense of the word. Ask your-
selves: Is there a unifying theme to these proposals? Can I take the rationale for
one proposal and apply it consistently to other suggested changes? The answer to
each of these questions is no.

As a tax policy matter:
" Should tax consequences be determined by financial accounting and non-tax

regulatory rules-but only when it raises revenue?
" Should instruments be classified as debt or equity based on how they are

"viewed"-but only when it raises revenue?
o Are we really comfortable with a wholesale departure from symmetry-b'lt only

when it raises revenue?
Maybe some would answer these questions in the affirmative. But don't kid your-

selves: these are fundamental changes in policy-changes that I urge you to reject
out of hand.



Second: the proposals are contrary to fundamental policy goals--they undermine sav.
ings, investment and economic growth.

" Most of the Administration's Proposals are little more than tax increases on
savings and investment. Raising taxes is like raising prices. If you increase
taxes on savings and investment, you will get less savings and investment. If
you get less savings and investment, you will get less economic growth and job
creation.

" As a practical matter, these proposals do little more than penalize middle class
Americans who work and save, either directly or through mutual funds and re-
tirement plans. The target may be Wall Street, but the victims live on Main
Street. For example:

-The Joint Tax Committee has estimated that the average cost basis rule would
affect more than 10 million individual taxpayers.

--87.5% of all OlD convertible debt is held by individuals. Approximately 43% of
these individuals hold this debt through mutual funds, with the remaining 57%
holding the debt through retail accounts. With no colorable tax policy justifica-
tion, the Administration's proposal would deny millions of individual savers this
investment opportunity in the future.[12]

" The Administration's average cost basis proposal penalizes long-term investors
and reenforces the "lock in' effect of capital gains taxes. The proposal is espe-
cially harsh on middle class taxpayers who make and hold modest investments
in stocks each year, and workers who retain the stock interests they receive
each year by participating in employee stock purchase plans.

" The Administrations proposal to require pro rata allocation of interest expense
to tax-exempt obligations will impose additional costs on state and local govern-
ments-at the same time that the Congress and this Administration are asking
them to shoulder more responsibilities.

" The Administration's proposals to deny interest deductions on certain debt
(whether it is because the debt has a maturity in excess of 40 years, is payable
in stock of the issuer, or is not shown as debt on the issuer's balance sheet)
will make it more difficult and expensive for banks, capital intensive industries
and regulated businesses to raise capital-at the same time that the Congress
and this Administration expect our financial institutions and manufacturing
concerns to compete in global markets, and at the same time that the Congress
wants to deregulate electric utilities. And no one should be fooled regarding who
will bear the cost. For example, the Administration's proposals in this area are
nothing more than a tax increase on utilities and their retail customers.

Third: Several proposals are very much like the Energizer Bunny--they keep taxing,
and taxing, and taxing the same income.., over and over again.

" For example, under our current system (which even the New York Times thinks
ought to be changed), we tax income once at the corporate level and again at
the shareholder level. The proposal to further restrict the DRD means that we
are taxing income at the corporate level more than once, and taxing that same
income again at the shareholder level.

" The Administration's Proposals that eliminate the symmetric treatment of cer-
tain instruments (i.e., treating the same instrument as equity to the issuer and
debt to the holder; deferring the issuer's deduction, but taxing the holder's in-
come currently) are very much like taxing the same income several times.

Fourth: The Administration's Proposals are inconsistent with the goals of balancing
the budget and tax reform.

* There is widespread agreement that a balanced budget would be good for the
economy because it would increase net national savings and encourage economic
growth. As I have already noted, the Administration's Proposals penalize sav-
ings and investment.

* Common themes in most tax reform proposals (including proposals for reform
within the framework of the current income tax) include: don't tax income more
than once; encourage savings and investment; promote economic efficiency; sim-
plify the rules. The Administration Proposals run directly contrary to these
goals.

Fifth: The Administration's Proposals fiddle in the capillaries while the tax system
requires major surgery.

This is a very troublesome aspect of the Administration's Proposals. You, your col-
leagues, professional staff and the Treasury Department will spend lots of time and
energy on the Administration's Proposals that reflect no coherent policy perspective,
and move the system away from where most of us think it ought to go. This time



and energy could be far better spent on fundamental tax policy issues that hold far
more potential for improving the system.

Rather than fiddling in the capillaries, it would make far more sense to rethink
the way we tax income from capital. Short of fundamental tax reform, there are
many avenues worth exploring. Above all, I share the view of many on this Commit-
tee that the highest tax policy priority is to make it easier for everyday citizens to
save and invest. The greatest challenge we face is creating wealth for the workers
and families of America. I am quite certain that it is possible, within the current
budget framework, to make dramatic strides in that direction. This is where I be-
lieve the Committee should be spending its time. The Administration's Proposals
are a needless distraction that moves the tax system in the wrong direction.

In sum, the Administration's Proposals fail on two counts. First, they cannot be
justified as a matter of tax policy. Quite simply, they have no coherent policy ration-
al. At best, they reflect an arbitrary bias: when in doubt, tax it. If the question is
under taxing or over taxing corporate income, over tax it. If the question is under
taxing or over taxing investment income, over tax it. If the question is under taxing
or over taxing capital gains, over tax it. Those who are wedded to our current in-
come tax system might support this bias as achieving some kind of rough justice.
My own view is that it would be a terrible mistake for you and your colleagues to
accept that view.

More imrrtant, however, is that they run directly contrary to fundamental public
policy goa s. Savings investment, the ability to respond to competitive pressures
the restructuring of key industries to create jobs and meet the needs of individual
customers, the ability of state and local governments to shoulder additional respon-
sibilities-these goals matter a lot. They will have a big impact on our well-being
in the 21st century. It makes no sense toi enact-tax legislation that moves us away
from where we want to go.

In case it's not obvious, I think that most of the Administration's capital market
proposals should be rejected by the Congress. They are bad tax policy and bad eco-
nomic policy. On the other hand, of the proposals you have asked me review, I be-
lieve two merit your consideration.

The proposal to "eliminate the extinguishment doctrine" does make sense. In this
regard, however, I want to emphasize that the proper forum for any such "elimi-
nation" is the Congress, through prospective legislation.

The Administration has proposed taxing so-called short-against-the-box trans-
actions. While there are principled arguments on both sides of this issue, I think
this area may warrant your review. In this regard, however, the current Adminis-
tration proposal is fatally flawed for two reasons. It is far too broad, and will have
a material adverse impact on legitimate economic activity that is consistent with
sound tax policy. Doing nothing is preferable to the Administration proposal in its
current form. If you do move forward in this area, it is imperative that you modify
the Administration's Proposal in three respects:

First, any provision should be limited to "extreme" cases. In addition, it should
not apply to hedging transactions in the ordinary course of business, hedging trans-
actions of limited duration, and hedging transactions involving caps, floors, and col-
lars.

Second, any provision must be neutral: it should apply equally to gains and losses.
'Tis is, of course, the only "fair" answer. If a taxpayer has taken steps that warrant
recognition of gain, then those same steps should warrant recognition of loss. More-
over, this rule would have a salutary effect on tax administration. Any time the IRS
was tempted to overreach, it would have to live with the consequences on the other
side of the table.

Third, any provision should be prospective. Taxpayers are expected to comply with
all existing laws and regulations-including many that over tax their income, im-
pose excessive compliance costs, or simply make no sense. For the most part, tax-
payers accept their duty to play by the rules and follow the tax laws as they are
written. These taxpayers should also be permitted to rely on tax rules that they find
beneficial-even if the Treasury is bothered by the consequences.

One of the primary reasons for the widespread distrust of our tax system and the
IRS is the perception that they routinely violate basic notions of fair play and com-
mon sense. The Administration's Proposals violate these norms in three respects.
First, they run rouhshod over the notion of symmetry. To take a coin toss analogy,
the Administrations Proposals embody the following proposition: if it's heads, the
IRS wins; if it's tails, the taxpayer loses. Second, in some cases, they punish tax-
payers who relied on existing rules. Finally, they defy common sense. Public policy
says: we want to encourage savings, investment and economic growth. We want our
institutions to be able to compete in global markets. We want our state and local
governments to assume greater authority and responsibility. If this is what we



want-indeed, if this is what the Administration says it wants--how can it possibly
make sense to pursue tax legislation that moves in the opposite direction?

Once again, I appreciate the opportunity to appear before you today. I would be
happy to answer any questions you may have.

ENDNOTES

[1]: Department of the Treasury, General Explanations of the Administration's
Revenue Proposals (February 1997) (rreasury Green Book"), p. 36 (proposal to
"deny interest deduction on certain debt instruments").

[21: Treasury Green Book, p. 38 (proposal to "defer deduction fof accrued .ut un-
paid interest on convertible debt").

131: Treasury Green Book, p. 40, 41, 42 (proposals to: "reduce dividends-received
deduction to fifty percent," "modify holding period for dividends-received deduction,"
and "deny dividends-received deduction for preferred stock with certain non-stock
characteristics").

[4]: Treasury Green Book, p. 44 (proposal to "extend pro-rata disallowance of tax-
exempt interest expense to all corporations").

[6]: Treasury Green Book, p. 46 (proposal to "require average cost-basis for securi-
ties").

[61: Treasury Green Book, p. 48 (proposals to: "require recognition of gain on cer-
tain appreciated positions in personal property").

[71: Treasury Green Book, p. 52 (proposal to "require reasonable payment assump-
tions for interest accruals on certain debt instruments").

[8]: Treasury GreenBook, p. 51 (proposal to -"eliminate the extinguishment doc--tr-ine").
(9]: The Administration's proposal to "deny interest deductions on certain debt in-

struments" is directly contrary to this Administration's own position regarding the
treatment of the instruments in question as debt for Federal income tax purposes.
See, Notice 94-47, 1994-1, C.B. 357.

(10]: Why is it that financial accounting treatment should control in some cases,
but not control with respect to 41-year debt and OID convertible debt? Why is it
that 15 years is a trigger in some cases, but 40 years is n trigger in other cases?

[11]: The Administration's proposal never says who has this "view." The fact that
more than 70% of the outstanding issuances are never converted, and the fact that
these instruments are treated as debt for financial accounting, rating agency and
regulatory purposes, suggest that the AJministration's "view" is not widely shared.
To the contrary, all of the objective evidence demonstrates that OID convertible debt
is "viewed" as debt.

Moreover, if the way an instrument is 'viewed" should control its tax treatment,
would Treasury recommend that fixed term, investment grade preferred stock be
treated as debt?

[12]: The only stated rationale for the proposal, which would deny interest deduc-
tions to the borrower while taxing interest income to the investor, is that the instru-
ment is "viewed as equity." As noted above this assertion is manifestly wrong as
a factual matter, and has absolutely no foundation in tax policy.
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Mr. Chairman and members of the Committee. My name is Gary Hufbauer, and
I am here to comment on the international provisions contained in the Administra-
tion's 1998 budget. My views reflect experience and study of international tax issues
over the past two decades. As a matter of disclosure, you should know that I have
been retained by the Export Source Coalition to analyze the Administration's pro-
posed changes in the Export Source Rule.

The U.S. system of taxing international income is incoherent. It needs thorough
reform. I laid out the problems in my 1992 book, published by the Institute for
International Economics, U.S. Taxation of International Income. In February 1997,
at the request of the National Research Council, I revisited the topic in my paper
"Directions for International Tax Reform." Between 1992 and 1997, a bad system
got marginally worse.

The Administration has offered five proposals for increasing U.S. taxation of inter-
national income:



Revenue 1998-
Brief dwiti of peomoa 2002 (S bi!-

Ions)

1. Expand Subpart F to cover notional principal contracts and stock lending transactions .............. $0.2
2. Modify taxation of captive insurance companies .............................................................................................. 0.1
3. Change foreign tax credit carryover rules ....................................................................................................... 1.2
4. Tighten foreign oil & gas extraction income rules ............... ............ 0.4
5. Replace the 50-50 Export Source Rule with an actity-based test ................................................................ 7.5

The first four proposals are a distraction from the much more important task of
tax reform. The fifth proposal, to replace the Export Source Rule with an activity-
based test, would severel damage the outlook for U.S. exports. It would also de-
prive America workers of billions of dollars of wage premiums earned in the high-
payng U.S. export sector.

In five minutes, I cannot possibly describe even one of the first four proposals.
Some of them are mind-boggling in their complexity. They are complicated because
the underlying U.S. system of taxing international income borders on chaos.

Those who believe that the underlying tax system just needs a little fixing here
and there may regard these four proposals as agreeable loophole closers. But if Con-
gress and the Administration are content to be in the fix-up business, there are
plentyof international items to fix up that would cost revenue--for example, reform-
ing the interest allocation rules, consolidating the baskets of income, extending the
Foreign Sales Corporation (FSC) to cover all service exports, getting rid of the re-
characterization of domestic losses as foreign losses. However, among the long list
of potential revenue losers involving international income, the Administration has
selected just one for reform--extension of the FSC to cover computer software li-
censes (revenue cost 1998-2002, $0.6 billion).

If this is to be a year of repainting the trim on a rotting house, I would say, "OK,
extend the FSC to cover computer software licenses, and pay for that by items 1,
2 and 4 on the Administration's list. Leave the carryover rules alone." That bit of
paint would a approximately pay for itself.

But I would rather see the Treasury, the House Ways & Means Committee, and
the Senate Finance Committee apply their considerable talents to basic tax reform.
I realize the political climate in 1997 is not auspicious. But there is no way we are
going to deal with our budget deficit problem, our social security problem, our na-
tional savings problem, and our international competitiveness problem without basic
tax reform. I say "Stop the tinkering and go to work on the fundamentals!"

Let me conclude with a comment on proposed changes in the Export Source Rule.
I dealt with this proposal in detail in my testimony before the Ways & Means Com-
mittee (March 12, 1997). For a five-year revenue gain of $7.5 billion, this change,
if enacted, will destroy at least $169 billion of potential exports. Even if Alan Green-
span maintains a full employment economy over the next five years, this proposed
change would deprive American workers of $9.4 billion of export wage premiums-
the higher wages that could be earned in the export sector by comparison with other
sectors of the U.S. economy.

As tax proposals go, this one is pretty bad.
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OVERVIEW

This short paper is divided into two main parts: first, an

examination of the *here and now" of international taxation; and

-second, prescriptions for the international component of basic

tax reform. Between these two main parts, I inquire whether

countervailing forces will check the stepwise evolution of the

international tax system seen in recent years.

THU "HI'M AND NOW O INTERNATIONAL TAXATION

The Good Old Days

In the 1950s, 19608 and even the 1970s, the United States

entertained a 'grand vision" of the international tax system.

This vision was built around several foundation facts and

assumptions (Hufbauer 1992):

* Countries that were important players in the international

economy generally operated "classical, tax systems, consisting

of separate corporate and individual income taxes. It was

thought that these systems could be satisfactorily meshed, on a

bilateral basis, through a series of tax treaties.

0 Sales, excise, value added and kindred consumption taxes, were

put in a separate conceptual box. Their international aspects --

namely, the extent that they could be adjusted at the border --
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were addressed in the General Agreement on Tariffs and Trade

(GATT), which has now become the World Trade Organization (WTO).

M Host business and personal income was tightly 'linked to one

nation or another, and not easily shifted as a way of avoiding

taxes. Most international firms vere structured in a

hierarchical parent-subsidiary relationship relationship, with

capital flowing from the parent to the subsidiary and income

flowing in the other direction. Most individuals who earned

income abroad did so in the form of wages and salaries.

* The network of purchases and sales of goods and services

between related corporate taxpayers was not dense. Host of these

transactions could be compared with similar transactions between

unrelated parties to determine a fair warm's length' price, so

that income and expense could not be shifted between

jurisdictions for the purpose of tax avoidance.

0 In this world, the key tasks of international tax officials,

acting as revenue collectors, were to determine the Isource' of

income and the residence of the taxpayer. *Source rules"

evolved naturally from the links between geography and income.

'Residence rules* were built on the place of business

organization or the place where the individual spent most of his

working time.
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0 Once source and residence rules were agreed between countries,

it was a matter of dickering to establish which country -- the

source country or the residence country -- had the primary right

to tax the income in question, and which had the secondary right.

Most of the dickering was done in bilateral tax treaties. The

source country was generally assigned primary taxation rights to

the particular stream of income. This primary right was

recognized by residence country when it exempted the income from

its own tax net, or when it allowed a credit against its own

taxes for foreign taxes paid on the income (the foreign tax

credit). However, within the-treaty framework, source countries

usually agreed to cap particular taxes (e.g., a 10 percent limit

on withholding taxes imposed on royalty income).

* Up to this point, the conceptual framework had little economic

content, except to avoid 'double taxation'. Double taxation was

regarded as a vice, on the argument that it would discourage

international trade and investment.

* The United States added two economic doctrines to the picture.

The most important was "capital export neutrality
n. The broad

idea (inconsistently applied, even in 1960) was that U.S. firms

and residents should not have a tax incentive to operate outside

the United States. Latent tax inducements would be offset by the

U.S. system of taxing worldwide income: any U.S. firm or

resident would eventually pay the same overall rate of tax, no
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matter where in the world it operated. This would be achieved by

taxing the worldwide income of U.S. firms and residents, and

allowing a credit for foreign taxes imposed on foreign source

income. As the dominant home country for multinational

corporations, and as the country with relatively high corporate

tax rates (in the 1950s and 1960s), the United States provided an

umbrella' that invited other countries to raise their corporate

rates to the U.S. level.

0 The second economic doctrine was that foreign countries should

-not-practice-tax discrimination against U.S.--firms. --Taken-

together, non-distortation and non-discrimination added up to the

original *level playing field: U.S. firms should, in the long

run, not pay less tax when operating abroad than when operating

at home; and foreign governments should not tax U.S. firms more

heavily than they taxed their own (or third country) firms. Like

all level playing field concepts, this was laden with

inconsistencies, which became more apparent over time.

Now Realities

By the 1980s, many events had converged to erode these foundation

facts and assumptions about the workings of the international

economy and the proper role of the international tax system:

0 Many industrial countries abandoned their Oclassical" systems

of income taxation for "integratedO systems that gave recognition
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at the personal level for taxes paid at the corporate level. The

proper way to Omesh" classical and integrated systems across

international boundaries is not at all obvious.

0 Many industrial countries placed more emphasis on the role of

sales, excise, value added, and other consumption taxes in their

fiscal structures. These taxes have important consequences which

are unevenly addressed by the rules of the GATT and the WTO

(Hufbauer 1996). Moreever, the doctrine of capital export

neutrality cannot be satisfactorily implemented without taking

these other taxes (and production subsidies) into account.

* New forms of international income and expense exploded:

technology income of various types (from movie royalties to high

tech patents); plain vanilla and chocolate sundae portfolio

income (interest and dividends; gains and losses from dealing in

foreign exchange and derivatives); electronic commerce (both

telecommunications transmission services, and all sorts of remote

value added services); business, artistic and professional

services (Bechtel to Michael Jackson to Arthur Andersen); and

huge intracorporate sales of goods and services. Source and

residence rules are not obvious for many of these new forms 
of

income and types of expense. In many cases, comparable

transactions between unrelated taxpayers do not exist (or 
are

highly idiosyncratic), so there are few ready benchmarks for

applying the arm's length pricing standard.
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* The combination of global integration, new forms of income and

expense, and increasing sophistication among corporate taxpayers

loosened the old links between geography and income.

Increasingly, firms learned to Ogame* the tax systems of the

world, not only to alter source and residence on paper, but also

to change the location of plants, R&D facilities, and

headquarters operations.

* Between the 19609 and 1980s, the United States.exchanged its

position as the high income tax country (in terms of personal and

corporate marginal tax rates) for a new position-as a low income

tax country, relative to other industrial nations. However,

since the mid-1980s, the United States has once again drifted up

to join the high corporate tax ranks, as established industrial

countries and emerging industrial powers have cut their own

corporate rates.

* At the same time, multinational corporations based in Europe,

Asia and Latin America came to play a much larger role in the

world economy.

* This last two fact meant that the U.S. role as disciplinarian

of tax distortions and tax discrimination became considerably

smaller. And it meant that Treasury revenues from U.S. firms

doing business abroad diminished relative to revenues from

foreign firms doing business in the United States.
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The U.S. Response

What has been the U.S. response to the altered landscape of the

global economy? Senator Russell Long (D.-LA) said it all in his

famous aphorism, *Don't tax you, don't tax me, tax the fellow

behind the tree" U.S. and foreign multinationals are the

quintessential Ofellow behind the treent big, rich, cavalier --

at least in the eyes of tax populists (such as Senator Byron

Dorgan, D-N.D.).

The Tax Reform Act of 1986 marked the turning point. The

conceptual foundations of U.S. internatitail tax policy, already

eroded by global forces, were all but ignored in the search for

revenue. In this search, the guiding light had been created

years earlier by Stanley S. Surrey, a distinguished professor at

the Harvard Law School and Assistant Secretary for Tax Policy

during the Kennedy and Johnson Administrations. Surrey's

searchlight was his list of Otax expenditures -- a schedule of

revenue lost by departures from an "ideal* tax system. Surrey's

ideal basically amounted to a flat rate, broad base, classical

tax system.

This ideal is too simplistic for the realities of international

taxation. Importantly, it ignores the fact that, whereas the

U.S. Congress can (if it wishes) establish uniform taxation

across all states and sectors of the U.S. economy, the Congress

has no such power for the rest of the world. In a global economy,
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where the United States is one among several important players,

the realities of competition must be taken into account. Tax

expenditure estimates ignore this fundamental fact.

Despite this. basic flaw, Surrey's ideal tax system has long been

used to generate the Treasury's tax expenditure estimates. These

numbers were picked up by Congressional tax staff, suitably

polished, and became objects of desire in the 1986 tax reform

debate. The consequences are described in my book (Hufbauer

1992). Basically, revenue goals were pushed wherever there was a

soft spot in the collective armory of multinational firms, and

wherever foreign retaliation would not be too severe. The result

is a great deal more complexity and somewhat more revenue.

Much the same process has continued to dominate international tax

legislation since the Tax Reform Act of 1986. Indeed, as McClure

and Ossi (1997) point out, despite widespread recognition that

U.S. taxation of international income has become mindlessly

complex, and despite many proposals for simplifying the system

and giving it direction, only one small reform has been enacted

since 1986 (repeal of IRC section 956A).

The year 1997 could see a revival of tax populism, of the 1986

vintage. As before, the search for revenue will be the dominant

theme. The big difference between 1997 and 1986 is that. the term

*tax expenditures, is too dry and technical for present needs,
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and has come to be replaced by the more emotive term, "corporate

welfareR. Missing both from the 1986 drive to reduce tax

expenditures, and the current drive to cut corporate welfare, is

any coherent articulation of the purposes of the tax system in

shaping the U.S. role in the international economy.

Instead, the tax writers simply turn to the tax expenditures

schedule, and search for pressure points to raise revenue.

What's on the list? According to the fiscal year. 1997 budget

(Office of Management and Budget 1996), here are the corporate

items, with figures both for 1997 and the five years 1997-2001

(billions of dollars):

1997 1997-2001
Exclusion of income of Foreign Sales

Corporations $1.6 $9.0
Inventory property sales source rule
exceptions (the Export Source Rule) 1.5 8.5

Interest allocation rules exception for
certain financial operations 0.1 0.4

Deferral of income from controlled
foreign corporations 2.0 12.1

In 1997, there promises to be an assault on the Export Source

Rule, and perhaps another attempt to curb deferral. Some members

of Congress may push to replace the arm's length pricing standard

by a formula approach, but they are unlikely to make headway.

Abroad, some countries may attempt to tax payments for electronic

commerce (e.g., payments for seismic analysis done in the United

States for drilling operations conducted in the South China Sea).

However, new "souicen taxes on electronic commerce will be
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strongly resisted by the U.S. Treasury (1996).

COUNTZRVAILING FORCMS

What countervailing forces could alter the evolution of the

international tax system, which is now decisively shaped by

revenue considerations? In my judgment, four forces are working

in a more positive direction.

First, many countries have come to see multinational corporations

as an ally, not an enemy. The degree of affection differs from

country to country and sector to sector. In situations where

local firms have a major presence (especially if they are state

enterprises), and in situations where economic rents are abundant

(which is true both of natural resources and basic

telecommunications), the welcome mat may not be fully extended.

But over the last twenty years, more countries have come to see

the advantages of an active presence of foreign corporations in

more sectors of the domestic economy (Graham 1996a). This trend

is almost sure to continue. As it proceeds, more countries will

adapt their tax systems to attract firms, especially high-tech

firms, corporate headquarters, and R&D facilities.

Among OECD countries, for example, Spain, Canada and Australia

have the most attractive R&D packages for large firms, whereas
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Germany, Italy and New Zealand have the least generous packages

(Organisation for Economic Co-operation and Development 1996).

In the next decade, countries such as Brazil, Argentina, Chile,

Singapore, China and India are likely to become important

competitors for high-tech firms and R&D facilities. Right now,

the United States is Rking of the mountain, among industrial

countries in terms of R&D effort, corporate vitality and economic

growth. To keep this position, the United States will need to

adapt its tax system to remain at least as friendly as its major

-competitors.

The second countervailing force is growing recognition of the

economic gains associated with larger exports of goods and

services. Export growth has contributed about 28 percent of real

U.S. GDP expansion in the past four years, even though exports in

1992 accounted for only 10 percent of the U.S. economy. More

important, studies by Richardson and Rindal (1996) and the U.S.

Department of Commerce (1996) demonstrate that export jobs pay a

wage and salary premium of about 15 percent over comparable jobs

in other sectors of the economy. These facts, energetically

advertised by the Clinton Administration (Magaziner 1996), are

gaining acceptance among the American public. Within a few

years, tax measures that harm U.S. export capabilities may be

regarded with the same disapproval that would be visited on tax

measures that discourage education or R&D.
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The third countervailing force is the demonstrably strong

connection, at least for the United States, between foreign

direct investment (FDI) and U.S. exports. Research that I

participated in a few years ago shows that U.S. exports toga

given country rise by about 2.5 percent for every 10 percent

increase in U.S. direct investment in that country (Hufbauer,

Lakdawalla and Malani 1994). Graham (1996b) also finds a strong

positive correlation between U.S. foreign direct investment and

U.S. exports (after allowing for the-normal 'gravity model"

variables -- income per capita, population and distance).

Increasingly, foreign direct investment is an essential component

of corporate export efforts. This is especially true for high-

tech customized goods and services that require hands-on

interaction between seller and buyer, and extensive after-sale

maintenance. One reason the United States exports so little to

Japan, Korea and China is that local policies in those countries

have long kept U.S. multinationals at bay. Those policies are

being transformed for reasons already discussed. To expand its

export position in Asia and elsewhere, the United States will

need to do its part by maintaining a competitive tax climate for

U.S. firms that invest abroad.

The fourth countervailing force on my list is the high response

rate of production location to corporate tax rates. This is a

subject that DeRosa and I recently explored in a report for the
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Export Source Coalition (1997). While older' studies (dating

from 1981) surveyed by Hines (1996a) cannot be summarized by a

single number, a rough characterization of their results is that

a I percentage point increase in the effective business tax rate

induces a 1 percent decrease in the stock of plant and equipment.

In other words, the 'modal older study" (to use an unscientific

concept) carried out between 1981 and 1995 found an elasticity

coefficient of 1.0.

However, recent scholarship has detected significantly larger

effects. Grubert and Mutti (1996) estimated an elasticity

coefficient of 3.0 for U.S. foreign direct investment placed in

various locations. In another paper, Hines (1996b) estimated

that a one percentage point increase in a state's corporate tax

rate je.g., fron 6 percent to 7 percent) would reduce inward

foreign investment in the state by about 10 percent. Finally, in

a paper studying the effect of taxation and corruption on direct

investment flows from 14 Ohomew countries to 34 "host" countries,

Wei (1997) estimated an elasticity coefficient of S.0 for the

impact of the host country's tax rate.

The recent scholarship uses more sophisticated econometric

techniques than the earlier work surveyed by Hines. But more is

at work than an improved ability to detect production response

rates. With the integration of the world economy, and the sharp

decline of major kinds of political risk (communism, socialism,
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expropriation, protectionism)., firms have probably become more

responsive to differental tax rates.

The consequences of high response rates can be dramatic.

Hufbauer and DeRosa (1997) calculate, for example, that repealing

the Export Source Rule -- a leading target on the

Administration's 1997 tax agenda -- could ultimately reduce U.S.

exports by about $33.5 billion, as firms relocate production

abroad, and knock about $2.6 billion off the wage and salary

premiums associated with high-paying export jobs, for a revenue

gain of only $1.2 billion. Similar adverse consequences might be

found for eliminating the Foreign Sales Corporation or repealing

the deferral provisions of U.S. tax law.

To summarize, it seems likely that a chain of competitive

consequences -- running from friendly tax climates abroad, to

wage and salary premiums in U.S. export industries, to the link

between U.S. foreign direct investment and U.S. exports, and to

the production response of export activities to tax differentials

-- will ultimately serve to reverse the present focus on revenue

collection as the touchstone of U.S. tax policy. If that

happens, then a sensible international component of basic tax

reform will be easier to implement.

THE INTERNATIONAL COMPONENT OF BASIC TAX REFORM



The fundamental goals of basic tax reform, along the lines of the

flat tax or the Nunn-Domenici USA Tax, are to promote savings and

investment and to simplify the tax system. There is little

reason to endorse the upheaval and agony of basic tax reform

unless you believe three things: savings and investment will rise

significantly in response to a consumption-oriented tax system

(Hubbard and Skinner 1996)1 higher savings and investment will

augment the long-term rate of U.S. ODP growth from, uay 2.5

percent to 3.5 percent and tax simplification is very desirable,

eyen if some people pay more taxes. In the overall scheme of

things, the international aspects of basic tax reform are

secondary to these fundamental goals.

That said, the international consequences would be significant.

The design of basic tax reform proposals is essentially

territoriall: corporate income earned within the United States

would be subject to U.S tax; corporate income earned abroad

would not. This basic change would ensure that U.S. firms

operating abroad could compete on the sam tax terms as foreign

firms. And on balance this feature would not cost revenue, since

foreign subsidiaries operating in the United States could no

longer deduct interest payments to their overseas parent

corporations. The additional revenue collected on the U.S.

operations of foreign subsidiaries would make up for any foregone

tax on the overseas operations of U.S. subsidiaries.
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Once the territorial aspect of the reformed tax system is

understood and accepted, that leaves an important international

question: what is the proper tax treatment of exports and imports

of goods and services? The economic and legal aspects of this

question are analyzed in my monograph (Hufbauer 1996). Here I

will sketch the central issues that are likely to arise when the

debate is joined. For brevity, I list them in the form of

political and economic propositions. -

Political propositions

* Imported goods and services should be taxed the same as

domestically produced goods and services. This will guard

against an apparent tax incentive to produce abroad and sell the

goods and services back into '6.he U.S. =arket. Exceptions to

symmetrical tax treatment between imports and domestic production

should be negotiated country-by-country, or with regional groups

such as the European Union or the HERCOSUR, on a reciprocal

basis.

* Business profits earned on U.S. export sales should be treated

the same as business profits earned on production abroad: in

other words, these profits should be excluded from the U.S. tax

net. Otherwise there will be an apparent incentive to locate

abroad rather than produce in the United States for the export

market.

46-039 98 - 3
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RconzLoic propositions

In addition to these political propositions about basic tax

reform, certain less evident economic propostions need to be

stated.

* There are two basic principles for making adjustments at the

border for domestic taxation: the destination principle and the

origin principle. Under the destination princIple, domestic

taxes are imposed on imports of goods and services, but not

imposed on exports. Under the origin principle, just the reverse

happens: domestic taxes are not imposed on imports, but they are

imposed on exports.

0 In theory, exchange rate changes can offset border tax

adjustments, both in terms of the overall U.S. trade balance

position and in terms of the relative attractiveness of the

United States as a place to invest. However, the impact of

exchange rate changes will almost certainly differ, sector-by-

sector, from the impact of border tax adjustments. Moreover, not

one person in ten understands the macro economic equivalence

between exchange rate changes and border tax adjustments. Those

are two powerful reasons for endorsing the destination principle.

* The impact of basic tax reform on the domestic savings-

investment balance will primarily determine the trade balance

consequences of tax reform. The presence or absence of border
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tax adjustments, and changes in the U.S. system of taxing foreign

income, are secondary considerations. If basic tax reform

increases U.S. savings more than it increases U.S. investment,

the U.S. trade balance will 'improve"; if tax reform increases

U.S. investment more than savings, the trade balance will

9worsenU.

* That said, the success of basic tax reform will be judged far

more by its investment consequences than by its trade balance

consequences. The destination principle is more friendly to

investment than the origin principle, since it automatically

creates tax parity between domestic production both in

competition with imports and in export markets.

* However, destination principle adjustments require more

administrative machinery, and they create a new form of tax on

international transactions. This is particularly troublesome for

rapidly growing electronic commerce. Destination principle

adjustments would require, for example, U.S. taxation of data

analysis in Singapore performed for a U.S. bank, or payments by

U.S. firms to France Telecom for the transmission of voice, data

or video signals.

Squaring the cirole

From these political and economic considerations, I draw a few

major conclusions about the international aspects of basic tax
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reform. First, destination principle border adjustments should

be part of basic tax reform legislation. However, the President

should be authorized to negotiate origin principal taxation on a

reciprocal basis, sector-by-sector, country-by-country. A system

of origin principle taxation might be negotiated fairly soon with

Canada and Mexico. It might be negotiated globally for

electronic commerce, before the European and other countries

attach value added taxes to electronic purchases.

Presumably, origin principle taxation would only be negotiated

with countries, and in sectors, which implement business tax

systems similar to the reformed U.S. system. Presumably origin

principle taxation would apply equally to value added, sales and

corporate income taxes (otherwise, U.S. firms would still be

paying value added taxes on their exports to Europe and

elsewhere). And presumably, the origin principle would only be

negotiated in contexts where the United States was reasonably

assured that it would not lead to tax avoidance (e.g.,

transhipment of French goods through Canada and then to the

United States to avoid U.S. border tax adjustments on direct

imports from France). The similarity of tax systems, the

comprehensive character of the origin principle (where

negotiated), and the anti-abuse provisions, would guard against

tax incentives for production relocation.

Under the origin principle, the United States would not collect

revenue on imports of goods and services, but it would collect

rev 'ze on exports of goods and services. Because bilateral

trauv would seldom be balanced, one country or the other would

collect more revenue from application of the origin principle

rather than the destination principle. In some contexts,

supplementary provisions might need to be negotiated between the

partners to provide for revenue equalizatAon.
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PREPARED STATEMENT OF DONALD C. LUBICK

Mr. Chairman and Members of the Committee: I am pleased to appear before you
today to discuss certain of the revenue offsets to the tax-cut package contained in
the President's Fiscal Year 1998 budget. The President's plan provides tax relief,
promotes a fairer tax system and encourages activities that contribute to economic
growth, while achieving a balanced budget by Fiscal Year 2002. We look forward
to working with this Committee to accomplish these goals.

Yesterday, Deputy Secretary Summers testified before this Committee regarding
the several tax proposals in the President's FY 1998 budget plan to encourage high-
er education and job training. In addition to encouraging investment in education,
the President's tax plan would provide much-needed tax reductions for working fam-
ilies, capital gains tax relief and simplification for home ownership, and tax incen-
tives to promote savings and to foster the hiring of the economically disadvantaged.
Under the President's plan and Treasury scoring, the gross tax cuts would total
$98.4 billion from FY 1998 through FY 2002.

The President's tax plan is fiscally responsible. The cost of these tax cuts is offset
by cutting spending, reducing unwarranted and unintended corporate tax benefits,
and extending several excise taxes, some of which have recently expired. In particu-
lar, the Administration is concerned that corporations and other sophisticated tax-
payers engineer transactions in ways never anticipated by Congress. These trans-
actions exploit gray areas and inconsistencies in the tax law or take advantage of
tax rules that are easy to manipulate with little or no change in the economic sub-
stance of the transactions.

These measures will improve tax policy, simplify the tax system and help ensure
that the burden of deficit reduction is borne fairly by all sectors. They produce budg-
et savings of $34.3 billion through FY 2002. Continuance of trust-fund excise taxes,
including some that have expired, will provide additional revenues of $36.2 billion
through FY 2002. Attached to this testimony is a table showing all the revenue pro-
visions in the President's tax package and their estimated revenue effects. Effective
dates of the revenue offsets have generally (with only one minor exception)[1] been
made entirely prospective. For instance, all those proposals that were announced by
the Administration in December 1995 (and in the FY 1997 budget released in March
1996) with immediate effective dates are now proposed to be made effective as of
the date of first committee action.

In the letter of invitation, you have asked that my testimony focus on the policy
objectives underlying four groups of revenue-raising proposals: (1) the proposals re-
lating to financial transactions; (2) the corporate tax proposals; (3) the proposals af-
fecting tax accounting rules; and (4) the international tax proposals. To help illus-
trate the policy objectives, the discussion below highlights certain of the more nota-
ble proposals within each group.

1. PROVISIONS RELATING TO FINANCIAL TRANSACTIONS

In general: The provisions relating to financial transactions focus on the dramatic
evolution over the last few years of financial transactions that taxpayers engineer
to exploit the gray areas of the tax law. The tax law has not dealt well with the
incredible pace of financial innovation, which allows a sophisticated taxpayer to ob-
tain different tax characterizations by making small changes in a transaction's
terms, but without significantly changing its economics. Effectively, the taxpayer
can elect the tax treatment desired. As tax engineering of financial transactions has
become more aggressive, the tax base has been eroded in a way never foreseen or
intended by Congress.

Developers of financial products have focused their efforts on four areas of the tax
system that are particularly vulnerable: distinctions between debt and equity; op-
portunities for arbitrage[2]- opportunities for avoiding gain recognition on trans-
actions that are economically equivalent to sales; and problems with measurement
of gain or income. The President's budget contains proposals to address problems
in each of these four areas.

e Maintaining The Distinction Between Debt And Equity
Discussion: The Administration has become increasingly concerned b' the blur-

ring of the traditional lines between debt and equity that has occurred in some re-
cently developed financial instruments. Corporations often find it desirable from a
non-tax perspective to issue equity, even though it means giving up a tax deduc-
tion.[31 Historically, accounting, regulatory, and credit-rating rules and lending
practices restrained the amount of debt corporations could issue. In recent years,
however the tension between non-tax rules and tax rules has been significantly
eroded. Hybrid instruments have been developed that allow issuers to achieve their
business objectives while still maintaining the desirable tax characterization of the



instrument as debt. For example, the Federal Reserve recently made it possible for
banks to issue instruments that are treated for bank regulatory purposes as equity
capital, but can qualify as debt for tax purposes.

In some circumstances, however, corporations favor issuing preferred stock over
issuing debt. For example, when the dividends-received deduction (DRD) is worth
more to the corporate holder than an interest deduction would be to the issuer (e.g.,
the issuer has net operating losses and so cannot use an interest deduction), the
parties will structure an investment as stock instead of debt.[41 Certain kinds of
preferred stock are virtually indistinguishable from debt. Often, debt-like preferred
stock is marketed specifically to other corporations, so that the yield on this pre-
ferred stock takes into account the DRD available to the holder. In this case the
gray area between debt and equity is exploited to obtain a benefit that was intended
only to apply when one corporation makes an equity investment in another corpora-
tion. This can allow taxpayers to avoid most, if not all, of the corporate-level tax.

The ability of taxpayers to manipulate the terms of financial instruments that fall
within the gray area between debt and equity means that the problem of hybrid in-
struments cannot be solved simply by drawing a sharper line between debt and eq-
uty. For example, a rule that required instruments with certain terms to be charac-
terized in all cases as equity for tax purposes would only make it easier for issuers
that desired equity treatment of a hybrid instrument to get that result. Thus, the
most appropriate way to address the treatment of instruments that cannot clearly
be characterized as either debt or equity is to reduce the tax implications of the
characterization.

Proposals: The President's tax plan contains several proposals that are designed
to reduce inconsistent tax treatment of hybrid financial instruments without gen-
erally trying to change the characterization of those instruments. The proposals in-
clude:

-A rule that disallows an interest deduction if payments on a debt instrument
will be made in the stock of the issuer. If the holder of a debt instrument can
be forced to take stock, the holder and the issuer do not have a clear creditor-
debtor relationship.

-A rule that disallows an interest deduction if the weighted average maturity of
a debt instrument exceeds 40 years.[5] An instrument's term has always beena significant debt/equity factor, but it has never been clear when a term was
too long. The proposal provides a clear standard.

-A rule that prevents corporations from treating an instrument as equity for ac-
counting purposes and debt for tax purposes. This rule prevents "regulatory ar-
bitrage (i.e., getting different treatment from various regulators for the same
product).

-A rule that defers an interest deduction until the interest is paid in cash if pay-
ments on the debt instrument can, at the holder's option, be made in stock of
the issuer.

-A rule that eliminates the 70% and 80% DRD for preferred stock that has an
enhanced likelihood of recovery of principal or of maintaining a dividend, or
both, or that otherwise has certain non-stock characteristics. The proposal
would not apply to preferred stock that participates in corporate growth. Thus,
it generally would not apply to preferred stock that can be converted into com-
mon stock.

* Curtailing Arbitrage Opportunities: Reduce Minimum Dividends-Received De-
duction to 50 Percent

Discussion: Another gray area that corporations have exploited by using sophisti-
cated financial transactions is the limits on the dividends received deduction. A
number of rules are intended to prevent corporate taxpayers from creating tax arbi-
trage using the DRD or from obtaining the benefit of the deduction without bearing
the economic burdens of stock ownership. For example, a corporation is required to
establish a 46-day (or, in certain cases, 91-day) holding period for the dividend-pay-
ing stock before the deduction is available. These holding periods run only while the
stockholder is fully subject to the risks of equity ownership. Another set of rules re-
duces the 70- and 80-percent dividends received deductions to the extent a holder
uses debt to finance its investment in the stock.

A classic example of a DRD tax arbitrage is when a corporation buys stock for
$ 100 one day before the ex-dividend date. The corporation receives a dividend of

2.00 and claims a $1.40 DRD. The day after the ex-dividend date, it sells the stock
for $98, claiming a $2.00 loss. The net result is the corporation has no economic gain
or loss but can claim a $1.40 net loss for tax purposes. Although the holding period
rules described above largely prevent taxpayers from using this specific transaction,
there are many ways for a corporation to obtain similar results by entering into
more complex transactions. These transactions are relatively easy to structure using



portfolio stock (i.e., loss than 20-percent owned stock). Not only do these transaction
ave the potential to eliminate tax on corporate income, they encourage corporations

-to waste resources on developing tax arbitrage schemes.
It is also arguable that a holder of portfolio stock is a passive investor, regardless

of whether the holder is an individual or a corporation. Thus, a corporation which
owns a small minority interest in another corporation should not qualify for a spe-
cial tax benefit when individual investors do not.

Proposal: The proposal responds to the arbitrage problems not by creating more
complex rules to prevent taxpayers from engaging in dividend arbitrage trans-
.actions, but rather by reducing the benefits taxpayers would obtain from engaging
in. those transactions. The proposal would reduce from 70% to 50% the DRD for
stock holdings of corporations that own less than 20% of the dividend-paying cor-
poration. A separate proposal would modify the holding period rules to require cor-
porations to bear the risk of equity ownership near the time a dividend is received
in order to obtain the DRD.

* Preventing Avoidance of Gain Recognition on Functional Sales: Require Rec-
ognition of ain on Certain Appreciated Positions in Personal Property

Discussion: A person who sells or exchanges property is generally taxed on any
gain from the sale or exchange, and, with certain limitations, can deduct any loss
from the sale or exchange. Whether a particular transaction or set of transactions
results in a sale or exchange for tax purposes is determined under principles devel-
oped in case law, but generally turns on whether the taxpayer has disposed of all
the benefits and burdens of ownership. In the case of financial instruments, how-
ever, this standard is fairly easy to manipulate. It is clear under current law that
taxpayers are able to engineer financial transactions to dispose of all of the eco-
nomic risk and rewards associated with owning particular property without being
treated as selling or exchanging the property, andwithout being taxed on any gain
on the property.

A common example of a gain deferral technique is a so-called "short sale against
the box." In that transaction a taxpayer who owns a share of stock borrows an iden-
tical share and sells it. At that point the taxpayer has cash from the sale, a share
of stock, and an obligation to deliver the share or an identical share to the lender.
Because the value of the share of stock is completely offset by the obligation to de-
liver the share, the taxpayer has disposed of economic ownership of the share.
Under current tax law, however, gain or loss on the transaction is not recognized
until the taxpayer delivers the share (or an identical share) to the lender. This rec-
ognition event can be postponed until long after the sale of the stock has occurred.

An equity swap is another example of a transaction that can be engineered to re-
sult in the economic equivalent of a sale without any corresponding gain recognition.
In an equity swap a taxpayer agrees to pay to a counterparty dividends and appre-
ciation on a certain number of shares of stock, and the counterpartZ agrees to pay
the taxpayer interest (or some other return), based on a "notional amount equal
to the value of the shares, and any depreciation on the shares.

We believe that economically similar transactions should be taxed similarly, and
that taxpayers should not be able to elect dramatically different tax treatments for
the same transaction based on the transaction's form. Thus, a person who enters
into a transaction that has the same economic effect as a sale of an interest in stock
or a bond should be subject to tax in the same way as a person who actually sells
the stock or bond. Because that is not how current law works, however, taxpayers
have an incentive to undertake complex financial transactions, such as equity
swaps, to avoid tar on the sale of stock, bonds and other securities.

Proposal: A taxpayer who enters into a transaction that has the same economic
effect as a sale of an interest in stock, a debt instrument or certain other securities
would be taxed on any gain as if there had been a sale of the interest. The proposal
would treat as constructive sales the types of transactions described above, but only
if risk of loss and opportunity for gain is substantially eliminated. Thus, for exam-
ple, if a taxpayer agrees to sell a particular share of stock he owns to another per-
son in two years for a fixed price, that agreement would cause the taxpayer to recog-
nize any gain on the stock as if he had sold it on the date he entered into the agree-
ment.

Proper Measurement of Gain/Income: Require Average Cost Basis for Securities
Discussion: Treasury has long been concerned about the ability of sophisticated

taxpayers to manipulate the amount of income and gain they recognize in financial
transactions. A person who sells property is generally taxed on any gain from the
sale, and, with certain limitations, can deduct any loss from the sale. The gain or
loss is measured by the difference between the basis of the property, which is often
equal to the property's cost, and the amount received from the sale. If a taxpayer
holds more than one share of the same stock or more than one of the same bond,
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and the taxpayer sells less than all of the shares or bonds that he or she holds, the
taxpayer can use one of several ways to determine the cost of the shares or bonds
sold. The taxpayer may be able to specifWally identify the securities sold by their
cost, for example by simply instructing a broker to sell shares that were acquired
at the highest price. Or the taxpayer can determine the cost of securities sold by
treating the transaction as a sale of the securities the taxpayer has held the longest
(the "first-in first-out" method). Any holder of shares in a mutual fund is also per-
mitted to determine the cost of each share by averaging the cost of all the shares.

Having multiple methods for determining basis and holding periods for securities
is complex and difficult to administer. Record keeping for multiple methods is con-
fusing, and mistakes are easy to make. Less sophisticated taxpayers, unaware of
their ability to specifically identify securities sold, can be disadvantaged by the de-
fault first-in first-out rule. In addition, any third-party record keeping and reporting
of basis, such as that increasingly performed by mutual funds for their sharehold-
ers, is not as useful as it could be because taxpayers often use a method for calculat-
ing their basis that is different from the one used for reporting basis to them.

Further, the current rules give inappropriate results and can lead to abuse. In
most cases, and especially when a taxpayer holds stock or securities in "street
name," the taxpayer has no way to determine the cost of the actual shares sold. The
"specific identification" technique, available under current law, allows taxpayers to
avoid tax on true economic gains. This technique invites manipulation by allowing
taxpayers to distinguish among fungible securities exclusively by their tax charac-
teristics, even though those tax characteristics have no independent economic sig-
nificance.

Proposal: The Administration's proposal would simplify and rationalize current
law by providing taxpayers with a single method of accounting for their basis in se-
curities and determining holding period. In general, the propesq) provides that the
basis for fungible securities is the average cost of the securities. In addition, a first-
in first-out method would be used for other purposes such as determining the hold-
ing period of fungible securities. The proposal would eliminate the specific identi-
fication method.[61 Averaging the cost of all the identical shares or securities the
taxpayer owns allows a more accurate measurement of the taxpayer's true income
from a sale.

Proper Measurement of Gain/Income: Require Reasonable Payment Assump-
tions for Interest Income on Certain Debt

Discussion: A person who owns a debt instrument or who lends money must in-
clude in income any interest on the debt or loan. In general, a corporation is subject
to tax on this interest income as it accrues, rather than when it is actually paid.
If a debt can be paid off by the borrower by a specified date without interest (as
is the case with certain credit card balances), interest generally does not accrue (and
no tax is imposed) under tax rules until the specified date has passed. This is true
even though the taxpayer can accurately predict that a certain percentage of bor-
rowers will not pay off the debt by the specified date. Tax rules that apply to pools
of mortgages require investors in the pools to use statistical predictions of payment
patterns to determine how much interest income to accrue from the mortgages each
year.

In many cases receivables have a low interest rate, or a zero interest rate, if they
are paid within a certain period. Many credit cards, for example, do not charge a
card holder interest if the holder pays the outstanding balance on the card within
a grace period. Even though most credit card balances are not paid within this grace
period, current tax rules can allow the credit card company to assume the card-
holder's balance will be paid off in the period. Since the company assumes that no
interest will be incurred by the holder, it accrues no interest income on outstanding
balance during the grace period. The treatment allows a permanent deferral of in-
terest income.

Proposal: Rules similar to the rules that apply to pools of mortgages would be ap-
plied to pools of credit card receivables and other loans that can be paid by a speci-
fied date without interest. This measure would require an investor in such a pool
to take into account that many of the borrowers in the pool will owe interest.

2. CORPORATE PROVISIONS

Like the proposals that relate to financial instruments, these provisions prevent
taxpayers from exploiting gray areas and inconsistencies in the tax law to manipu-
late income. The proposals also eliminate unwarranted corporate subsidies. High-
lights include:

9 Require Gain Recognition for Certain Extraordinary Dividends



Discussion: A redemption of stock by a corporation is sometimes treated like a
sale of the stock, and the income is generally treated as capital gain. A corporate
shareholder, however prefers to receive dividends rather than capital gains in order
to take advantage oi the dividends received deduction. Some corporate taxpayers
take the position that certain redemptions of stock that are effectively sales of the
stock are treated as dividends. This allows most of the proceeds of the sale to escape
taxation because the corporate taxpayer will claim a dividends received deduction.

Proposal: The proposal would eliminate this loophole by eliminating the ability of
corporate shareholders to use certain rights to acquire stock as actual stock owner-
ship. This provision has received bipartisan, bicameral support as the appropriate
course to halt a current corporate tax loophole. It was included in the Balanced
Budget Act of 1995.

* Treat Certain Preferred Stock Like Debt in Reorganizations
Discussion: In mergers and acquisitions, a person receiving stock of the acquiring

corporation in exchange for stock of the target corporation generally recognizes no
gain. By contrast, if a person receives property (including debt securities) in ex-
change for stock, gain generally will be recognized. A holder of common stock in the
target corporation can receive preferred stock in the acquiring corporation without
recognizing gain, even though the preferred stock may be substantially equivalent
to a debt security. Similar rules apply to the exchange of assets for stock when a
corporation is formed.

Preferred stock can be structured to be economically equivalent to a debt security
that does not represent a meaningful equity interest in the issuing corporation. A
shareholder receiving this debt-like instrument has effectively sold its interest in
the corporation. The tax treatment of this type of transaction should not depend on
an arbitrary distinction between debt and equity.

Proposal: The proposal would prevent taxpayers from exploiting the gray area be-
tween debt and equity and eliminate the inconsistency that exists under current
law. The proposal would require shareholders who receive preferred stock that is
like a debt security to recognize gain in a merger, acquisition, or corporate forma-
tion. In general, the proposal applies to preferred stock that has an enhanced likeli-
hood of recovery of principal or of maintaining a dividend, or both, or that otherwise
has certain non-stock characteristics.

; Repeal Section 1374 for Large Corporations
Discussion: Corporate income is generally subject to two levels of tax. The cor-

poration is taxed directly on its income and the shareholders are taxed on any dis-
tributions they receive from the corporation. A corporation can avoid this two-tier
tax by electing to be an "S corporation" or by converting to a partnership. In both
cases, any future income and gain are taxed directly to the shareholders or the part-
ners, and distributions of cas are tax-free. The effects of converting to an S cor-
poration or a partnership, however, are quite different. Under section 1374, a con-
version to an S corporation is generally tax-free, except that any built-in gain in the
corporation's assets at the time of conversion is triggered if the assets are sold with-
in 10 years of the conversion. By contrast, a conversion to a partnership is a fully
taxable transaction in which the corporation is taxed on all of the built-in gain in
its assets and the shareholders are taxed on the built-in gain in their stock.

The tax treatment of the conversion of a C corporation to an S corporation gen-
erally should be consistent with the treatment of its conversion to a partnership.
In particular, any appreciation in corporate assets that occurred during the time the
corporation is a C corporation should be subject to the corporate-level tax.

Proposal: An election by a large corporation to be treated as an S corporation will
be treated in the same manner as a conversion to a partnership. As a result, a large
corporation that elected to be an S corporation would recognize any built-in gain in
its assets and the shareholders would recognize any built-in gain in their stock. For
this purpose, a large corporation is any corporation with a value of more than $5
million at the time of conversion. The value of the corporation is the fair market
value of the stock on the date of the conversion.

Require Gain Recognition on Certain Distributions of Controlled Corporation
Stock

Discussion: Since 1986, most corporate distributions of property (including stock
of a subsidiary) cause the corporation to be taxed on the appreciation in the asset
distributed, and result in a taxable event to the shareholder receiving the property.
Section 355 provides a limited exception to this treatment. If certain statutory re-
quirements are met, a corporation may distribute stock of a controlled subsidiary
to its shareholders on a tax-free basis. This treatment is designed to permit cor-
porate structures to be rearranged without tax effect, provided the shareholders con-
tinue their investment in the modified enterprise.



Under section 355 of current law, economically identical transactions can be treat-
ed as tax-free or taxable depending on the order of the various steps. Transactions
that in end result are effectively complete dispositions of a business to new investors
presently can qualify for the favorable tax treatment under section 355. These
transactions combine a tax-free distribution of the stock of a corporation under sec-
tion 355 with a tax-free reorganization (such as a merger). These transactions are
often referred to as Morris Trust transactions.

Proposal: The proposal would eliminate the loophole under current law by limiting
the ability of a corporation to avoid recognizing gain when it disposes of a business.
A parent corporation would be taxed on the distribution of appreciated stock of its
controlled subsidiary, unless the same shareholders own at least 50 percent of both
the parent and the subsidiary throughout the period beginning two years before the
distribution and ending two years after it. This modification is intended to limit the
favorable tax treatment under section 355 to situations where the shareholders
maintain their investment in the existingicorporate enterprise, albeit it in modified
form. This proposal would not change the treatment of shareholders; they would
continue to have neither gain nor dividend income under section 355.

9 Reform the Treatment of Certain Corporate Stock Transfers
Discussion: In certain circumstances, a transfer of subsidiary stock between relat-

ed corporations is treated as a dividend distribution instead of a sale. Inconsist-
encies in the tax law allow U.S. corporate groups to use this treatment to produce
tax losses when no economic loss has occurred. A similar transaction may be avail-
able to U.S. subsidiaries owned by a foreign parent corporation. A U.S. corporation
receiving a dividend from a foreign subsidiary that it owns is generally allowed a
credit for the foreign taxes paid by the subsidiary because the U.S. corporation has
indirectly paid that tax (in other words, the U.S. corporation bears the burden of
that tax because it could have received a larger dividend if the tax had not been
paid to the foreign government). The special rules for transfers of stock between re-
lated parties however, may treat a U.S. subsidiary as receiving a dividend from a
corporation that it does not actually own. In this case, the foreign tax credit is inap-
propriate because the U.S. corporation did not bear the burden of the foreign taxes.

Proposal: The proposal would prevent the creation of artificial losses and inappro-
priate tax credits by reforming the treatment of "dividends" deemed to arise from
stock transfers between related parties. Specifically, if the purchaser is a domestic
corporation, the proposal would treat the transactions with more consistency by
clarifying that the deemed dividend from the purchaser would generally be treated
as an extraordinary dividend requiring a basis reduction. The proposal would fur-
ther require gain recognition to the extent the nontaxed portion of the extraordinary
dividend exceeds the basis of the shares transferred.

If the purchaser is a foreign corporation, the proposal would limit the amount
treated as a dividend (and the associated foreign tax credits) from the purchaser to
the amount of the purchaser's earnings and profits attributable to stock owned by
U.S. persons related to the seller.

3. ACCOUNTING PROVISIONS

These measures are designed to improve measurement of income by eliminating
loopholes and inconsistent treatments.

* Phase out Preferential Tax Deferral for Certain Large Farm Corporations Re-
quired to Use Accrual Accounting

Discussion: Corporate taxpayers engaged in a farming business are required to
use the accrual method of accounting (i.e., by recognizing revenues when earned and
deducting expenses when incurred) rather than the cash method when their annual
gross receipts exceed a specified threshold ($25 million in the case of closely held
corporations). However, when the method is changed from cash to accrual, income
would ordinarily escape taxation if it had been earned in a year in which the cash
method is used and received in a year in which the accrual method is used. In the
case of any taxpayer other than a farming corporation, a one-time adjustment must
be made in order to ensure that income and deductions are not duplicated or omit-
ted. Farming corporations are permitted to place the amount of this adjustment in"suspense," although the adjustment is required to be included in income in whole
or in part upon the occurrence of certain subsequent events, such as contraction of
the business or a change in its status as a closely held corporation. The suspended
adjustment thus represents a potentially indefinite deferral of the recognition of in-
come.

The current-law treatment of the accounting change for large farming corpora-
tions, which permits a potentially indefinite deferral of income, is a substantial and
inappropriate departure from the policies underlying the rules for accounting meth-



od changes generally, in which the cumulative effect of an accounting method
change is taken into account generally over a period not exceeding six years. These
large farming corporations should be subject to the same rules that apply to all
other taxpayers upon a change in their method of accounting.

Proposal: The proposal would eliminate the ability of large farming corporations
to defer indefinitely this special adjustment upon a change to the accrual method
of accounting. In addition, the proposal would require that any existing "suspense"
account created by a farming corporation that has previously changed to the accrual
method would be added to taxable income over a 10-year period.

Repeal Lower of Cost or Market and Subnormal Goods Inventory Accounting
Methods

Discussion: Taxpayers are permitted to use a variety of inventory methods in de-
termining their income tax liability. In connection with the first-in, first-out
("FIFO") method or the retail inventory method, taxpayers may reduce the value of
their inventories under either the "subnormal goods" method or the "lower of cost
or market" method. Under the subnormal goods method, taxpayers may write down,
to net realizable value, the value of inventory items that have declined in value due
to damage, imperfections, shop wear, changes of style, odd or broken lots, or other
similar causes. Under the lower of cost or market method, taxpayers examine indi-
vidual inventory items and write down the value of those that have a replacement
cost lower than their original cost (i.e., those that have declined in value). These
methods generate a tax deduction in the year the write-down is taken, although the
deduction is recaptured when the inventory item is sold or otherwise disposed of.

T,, se inventory methods distort income by inappropriately reducing the tax basis,
or cost, of ending inventories, thus overstating cost of goods sold and understating
taxable income. Allowing write-downs when either the value or replacement cost de-
clines prior to the sale of the goods is an exception to the realization principle of
the income tax system and results in costs not being properly matched with reve-
nues. These methods allow write-downs for value decreases, but do not require
write-ups for either value increases or recoveries of previous write-downs, resulting
in a one-way mark-to-market provision benefitting a small number of taxpayers to
the detriment of the taxpaying public. In addition, the methods are complex and re-
quire substantial taxpayer and IRS resources for compliance and examination.

Proposal: The proposal would eliminate the ability of taxpayers to use these in-
ventory methods, postponing the recognition of the loss through decline in value of
inventory to the year in which the property is sold or otherwise disposed of. The
proposal includes an exception for small businesses with average annual gross re-
ceipts over a three-year period of $5 million or less.

* Repeal Components-of-Cost Inventory Accounting Method
Discussion: Under current law, taxpayers are permitted to use a variety of inven-

tory methods in determining their income tax liability. One is the last-in, first-out
("LIFO") method. By assuming that the goods sold in any taxable year are the goods
most recently purchased or produced, the LIFO method permits taxpayers to factor
out the effects of inflation in the cost of their inventories, thus matching current
costs of purchase or production against current revenues. One method of determin-
ing the extent of inflation in the cost of manufactured inventories is the "compo-
nents of cost" method, under which taxpayers treat their inventories as consisting
of units of raw material and labor and overhead content, rather than as finished
products.

The components-of-cost inventory method distorts income by inappropriately re-
ducing the tax basis, or cost, of ending inventories, thus overstating cost of goods
sold and understating taxable income. This method can cause inventory expenses
to be overstated, because in some cases it will not adequately account for the effects
of technological changes in manufacturing processes upon changes in the cost of the
inventory items or their components. Due to technological developments, where
skilled labor is substituted for less-skilled labor, or where increased overhead due
to factory automation is substituted for labor costs, price indexes computed under
this method may tend to overstate the actual impact of inflation on inventories.

Proposal: The proposal would elirtinate the ability of taxpayers to use the compo-
nents-of-cost method.

4. FOREIGN PROVISIONS

These provisions measure foreign income more accurately, prevent manipulation
and inappropriate use of the foreign tax credit rules, and eliminate the use of deriv-
ative financial instruments to exploit inconsistencies and gray areas in current law.
Highlights include:

* Replace Sales Source Rules with Activity-based Rule



Discussion: Current law generally allows 50 percent of the income from manufac-
turing products in the United States and selling them abroad to be treated as for-
eign income, even if most of the economic activity generating the income takes place
in the United States. This treatment is relevant to the computation of a U.S. tax-
payer's foreign tax credit limitation, i.e., the limits on the use of foreign tax credits
against U.S. tax on foreign income. By having more income treated as foreign, a
U.S.-based multinational with excess foreign tax credits is able to use more of its
foreign tax credits and reduce its residual income tax liability to the United States.

The treatment of income as foreign or domestic source, and the foreign tax credit
limitation, are relevant only to companies that are subject to high foreign taxes on
their foreign operations. Export sales income generally is not subject to any foreign
tax. Thus, the 50-percent rule benefits only exporters that have multinational oper-
ations, not U.S. exporters that keep all their operations within the United States.
Different categories of exporters should be treated equally.

The current rule also distorts overseas investment decisions by providing tax en-
couragement to companies to create operations in high-tax foreign countries and use
artificially created foreign income to offset U.S. taxes with these high foreign taxes.
T s works to the ultimate benefit of high-tax foreign countries.

A recent industry-funded study finds that the present sales source rules have a
revenue cost of more than $1 billion each year without affecting the number of peo-

employed in the United States. We agree with these findings. However, we
strongly disagree with the study's rejections of the extent to which the present
sales source rules promote exports. The study's findings are out of line with other
economic studies of the price responsiveness of exports. Relying on more main-
stream estimates, Treasury believes that the industry study overstates the increase
in exports attributable to the present rules by more than twenty fold. Consequently,
we believe that the existing rules' effect on wages is dramatically smaller than the
estimate in the industry study. However, even accepting the results of the industry
study, the reduction in government revenues is nearly equivalent to the projected
increase in wages. Regardless of our differences with the industry study, we are
agreed on several key economic conclusions: the existing rule does not increase the
number of people employed in the United States, and the revenue cost of the exist-
ing rule is substantial.

Proposal: The budget would apportion export income between production activities
and sales activities, and thus between U.S. and foreign income, on the basis of an
objective measure of actual economic activity.

* Reform Treatment of Dual-Capacity Taxpayers and Foreign Oil and Gas Income
Discussion: A foreign levy, to be eligible for the U.S. foreign tax credit, must be

the substantial equivalent of an income tax in the U.S. sense, and must not con-
stitute compensation for a specific economic benefit provided by the foreign country.
Taxpayers that are subject to a foreign levy and that also receive (directly or indi-
rectly) a specific economic benefit from the levying country are referred to as "dual
capacity" taxpayers, and may not claim a credit for that portion of the foreign levy
paid as compensation for the specific economic benefit received. Under a regulatory
safe-harbor test, the dual-capacity taxpayer may treat as a creditable tax the por-
tion of the foreign levy that does not exceed the amount of a generally imposed in-
come tax in the foreign country. If there is no generally imposed income tax, the
regulation treats the payment as a creditable tax up to the amount of the applicable
U.S. tax rate applied to net income.

Foreign oil and gas extraction income (FOGEI) and foreign oil related income
(FORI) are subject to special foreign tax credit limitation rules. FORI generally is
subject to current U.S. tax under subpart F, while FOGEI generally is not.

The purpose of the foreign tax credit is to avoid double taxation of income by both
the United States and a foreign jurisdiction. When a payment to a foreign govern-
ment is made as compensation for a specific economic benefit, that payment should
be deducted as an ordinary cost of doing business; there is no double taxation. Cur-
rent law recognizes the distinction between creditable taxes and non-creditable pay-
ments for a specific economic benefit, but fails to achieve the appropriate split be-
tween the two in a case where a foreign country imposes a levy on, for example,
oil and gas income only, but has no generally imposed income tax.

Proposal: The proposal would treat payments by a dual-capacity taxpayer to a for-
eign country as taxes only if there is a "generally applicable income tax" in that
country. A tax will not qualify as a generally applicable income tax unless it has
substantial application both to non-dual-capacity taxpayers and to persons who are
citizens or residents of that country. The proposal thus would treat no portion of
a foreign levy as a tax if the foreign country has no generally applicable income tax.
Theproposal generally would retain the rule of present law where the foreign coun-
try does generally impose an income tax. In that case, credits would be allowed up



to the level of taxation that would be imposed under that general tax, as long as
the tax satisfies the statutory definition of a "generally applicable income tax."

The change to the dual-capacity taxpayer rules would permit two additional
rationalizing and simplifying changes to related tax rules. The proposal would con-
vert the special foreign tax credit limitation rules of present-law into a new foreign
tax credit separate limitation basket for foreign oil and gas income. It also would
treat foreign oil and gas income (including both FOGEI and FORI) as subpart F in-
come.

CONCLUSION

In conclusion the President's FY 1998 budget plan proposes to reach balance by
2002 with prudent tax reductions that are pro-family pro-education, and pro-eco-
nomic growth, and that are targeted to those who need them the most, with offsets
that emphasize stopping abuses and closing loopholes but that do not raise taxes
on legitimate business transactions. We look forward to working with the Commit-
tee on these proposals. I would be pleased to answer any questions you might have.

ENDNOTES

[11: The proposal to require gain recognition for certain extraordinary dividends
retains the effective date of a similar provision that was contained in the Revenue
Reconciliation Act of 1995 as passed by Congess.

[21: Arbitrage generally refers to the ability to shift tax deductions and losses (or
other income- or tax-reducing items) to high-rate taxpayers and shift tax income and
gains (or other income- or tax-increasing items) to low-tax rate taxpayers, without
actually shifting economic losses, gains or income.

[3]: A holder of stock must include dividends in income, but the corporate issuer
enerally does not receive a tax deduction for the dividend payments. A holder of
ebt must similarly include interest in income, but the issuer of the debt generally

receives a corresponding tax deduction, subject to certain limitations. Because an is-
suer can deduct interest but not dividends, the tax system generally provides an in-
centive for companies to use debt rather than equity financing.

[4]: While stockholders must take dividends into income, holders that are domes-
tic corporations can generally offset that income by a tax deduction for 70% of the
amount of the dividend. The percentage of this dividends-received deduction (DRD)
is generally increased to 80% if the taxpayer owns at least 20% of the stock of the
dividend-paying corporation. Whether a particular instrument issued by a corpora-
tion is debt or equity is determined under all the facts and circumstances, based
on principles developed in case law.

[5]: Because the proposal applies based on weighted average maturity, a debt in-
strument that paid regular, annual coupons could have a maturity in excess of 40
years without being subject to the proposal.

[6]: Because specific identification is the method that allows a taxpayer to identify
a borrowed share as the share delivered on the original sale in a "short sale against
the box," the average cost basis proposal would eliminate short-sale-against-the-box
transactions. In the absence of the average cost basis proposal, however, a short sale
against the box would be a constructive sale.
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PREPARED STATEMENT OF C. ELLEN MACNEIL

Mr. Chairman and Members of the Committee: Thank you for inviting me to ap-
pear before you today to testify on three accounting provisions included in the Ad-
ministration a fiscal 1998 budget.

While I am appearing here today in my individual capacity, I want to note that
I am currently engaged to represent clients regarding certain of the proposals that
I will address today. I have not been engaged to prepare or present my testimony,
and my written statement has not been reviewed or approved by any clients of my
firm.

I am a partner in Arthur Andersen LLP. I am both a CPA and an attorney and
have practiced for more than 20 years as a tax professional. I have previously
served as Chairman of the AICPA Tax Accounting Committee and the ABA Tax Sec-
tion's Tax Accounting Committee. I understand the need to balance the budget and
I have the highest regard for the taxwriting committees, the Joint Tax Committee,
and their staffs, as well as for Treasury's Office of Tax Policy, and the IRS. I recog-
nize that you all have an extremely difficult and frequently thankless job.

The Administration has included three tax accounting provisions in its 1998 budg-
et proposal as potential revenue raisers, on which I have been asked to comment.
Based on my experience as a tax professional, and specifically in the tax accounting
area, I respectfully encourage this committee not to include these three proposals
in any tax legislation.

I will address each of the three provisions separately. However, I would first note
that there has been a trend to tinker with tax accounting provisions in order to
raise revenue. Whatever the ostensible reason for the change, the result is usually
to widen the gap between tax accounting and financial accounting. These differences
between tax accounting and financial accounting will frequently require taxpayers
to maintain separate tax-only books and records, with a resulting increase in com-
pliance costs and complexity.

When tax accounting differs from financial accounting, a taxpayer's regular ac-
counting records and audited financial statements become useless to the IRS. These
well-documented records, which are relied on by other government agencies and by
the public, no longer provide a meaningful touchstone to the tax administrator who
must instead look to tax-only books and records. Thus, not only must taxpayers
incur additional costs for recordkeeping and compliance, but administration of the
tax laws is made more difficult and more controversy arises around tax accounting
issues.

While I am mindful that financial accounting and tax accounting do not nec-
essarily have identical goals, they share the general objective of fairly presenting
the annual income of an enterprise. When it is possible to keep tax accounting and
financial accounting in concert, that should be considered a desirable goal.

REPEAL COMPONENTS OF COST INVENTORY ACCOUNTING METHOD

Background
Manufacturers generally maintain their accounting records for inventories in one

of two different ways. One is the components of cost method and the other is the
total product cost method. Under components of cost, the manufacturer accounts for
inventory in terms of units of materials, labor and overhead. Under total product
cost, the manufacturer accounts for inventory in units of finished goods. Manufac-
turers can use either method for both last-in-first-out (LIFO) or first-in-first-out
(FIFO) inventory cost accounting purposes.

The components of cost method has been used for over fifty years by large and
small manufacturers for internal management, financial statement and tax pur-
poses. It is the predominate and preferable method in industries where specialized
and customized products are manufactured, or where products change from year to
year. For such taxpayers, this method is the most practical way to record inven-
tories. For most taxpayers, the use of components of cost precedes their adoption
of LIFO, and is the underlying methodology on which the business maintains its
cost accounting records. It is not a method that was adopted or changed in conjunc-
tion with the adoption of LIFO, nor is it a method that is used only for tax purposes.

Quite simply, components of cost is a fundamental method used to maintain cost
accounting records for manufacturing operations. It is the way that cost information
is gathered, recorded and maintained for management purposes, financial account-
ing, and tax reporting. It is not limited to LIFO computations, and it is not a func-
tion of tax reporting; it is the way in which many manufacturers record their costs
to manage their businesses.
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Administration Proposal
The Administration would repeal the components of cost method for LIFO inven-

tory accounting. For taxpayers continuing to use a LIFO method of valuing inven-
tory, the proposal would be applied on a cut-off basis. For a taxpayer switching to
FIFO or other method of valuing inventory, the proposal would be applied pursuant
to the present-law rules governing such changes in methods of accounting.

Discussion
In 1984, the American Institute for Certified Public Accounting (AICPA) issued

a LIFO Issues Paper[l] stating, among other things, that components of cost is the
preferable method for manufacturers in certain circumstances, including the follow-
ing situations:

9 Manufacturers that use a job order cost system to account for inventories but
cannot determine a unit product cost for a comparable product, because prod-
ucts are manufactured to order, not for shelf sale.Manufacturers of products
that contain the same or very similar material ingredients, but are heavily in-
fluenced by fashion trends for example, manufacturers of women's clothes.

* Manufacturers whose product lines are based on the same or similar raw mate-
rials but constantly evolve to reflect technological changes of various types or
changes in customers' requirements, for example, chemical manufacturers.

* Manufacturers that experience continuing evolution as to making versus buying
the various material ingredients of their finished products. Manufacturers with
substantial work in process inventories in which comparability of unit cost from
year to year would be lacking. Manufacturers with significant swings in produc-
tion volume from period to period.[2J

The accounting staff of the SEC had encouraged the AICPA efforts to develop
LIFO accounting guidance. In March 1995, the SEC staff took the unusual step of
endorsing the AICPA issue paper and issued Staff Accounting Bulletin (SAB) No.
58. SAB 58 indicated that companies should reexamine their current LIFO practices
and compare them to the recommended LIFO methods, such as the components of
cost method, in the issues paper.

For many manufacturers, the components of cost method is considered preferable
for generally accepted accounting principles. Accordingly, regardless of the outcome
of the Administration's proposal, many manufacturers will be obligated to continue
to use components of cost for financiall reporting purposes.

The Administration's proposal suggests that components of cost is flawed in that
it does not appropriately account for labor efficiencies and, therefore, should be re-
pealed. According to the Administration, the components of cost method may not
adequately account for technological efficiencies, or situations where overhead costs
replace labor costs. The Administration notes that the total product cost method is
not affected by these factors. This rationale is not compelling for a number of rea-
sons. Le.bor efficiency, or inefficiency, and the possible effect on overhead is only one
of hundreds of subcomputations within the components of cost method. A taxpayer
using components as cost may not have these factors, the factors may not cause the
computational problem cited by the Administration, or the taxpayer may adjust its
LIFO computations to take into account the effect of these factors. In short, the per-
ceived computational problem does not occur with all users of components of cost,
and does not always produce the result descibed by the Administration.

The Administration has stated that total product cost is not prone to the same
problems it perceives exist with components of cost; however, total product cost may
have its own anomalies. For example, content changes such as the addition of safety
devices would typically be treated as inflation under total product cost and, thus
would reduce taxable income. Under components of Lost, content changes are not
treated as inflation, and therefore, would not artificially lower taxable income.

Virtually any accounting method can be demonstrated to produce unexpected re-
sults in particular factual circumstances. That does not rake the method itself dis-
tortive, and does not warrant repealing the accounting method.

Businesses will strive to use the most accurate and valid information for manage-
ment purposes; if components of cost produced flawed information, or systematically
lowered earnings, businesses would not use it to report to their shareholders or for
management purposes. Components of cost is not used by businesses because it pro-
duces lower earnings; it is used because it produces a more accurate measure of
earnings.

The explanation and analysis of this proposal, prepared by the staff of the Joint
Committee on Taxation, acknowledges that: "It is unclear whether it is possible or
practical for some taxpayers to change to the TPC method."(3]

I fully concur with that statement. As previously discussed, repealing components
of cost would require affected taxpayers to maintain two separate cost accounting
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systems for inventories, assuming that a change is even possible. Generally, a cost
accounting system is the largest and most complex accounting system maintained
by a manufacturer. The establishment and maintenance of such a dual inventory
system would be enormously expensive and would take years to design and imple-
ment. It would add no additional value to the enterprise. These are redundant, non-
productive costs that would put American manufacturers at a competitive disadvan-
tage in the world market. For all these reasons, I respectfully encourage this Com-
mittee to oppose the Administration's proposal .to repeal components of costs. This
method is the most accurate method for computing LIFO inventories for many man-
ufacturers, and it is effectively required under GAAP. It is the standard industry
practice for a substantial number of manufacturers. Its continued availability allows
taxpayers to conform tax accounting to financial accounting. Our tax system needs
more simplicity, not the increased complexity and necessary compliance costs that
the repeal of components of cost would impose.

REPEAL LOWER OF COST OR MARKET INVENTORY ACCOUNTING METHOD

Background
Taxpayers that account for inventories on the first-in first-out (FIFO) method may

determine the value of their ending inventories based on cost, or on the lower of
cost or market method.[4J Under the lower of cost or market method, the value of
ending inventory is written down to market value if that value is below cost. In ad-
dition, a taxpayer that has subnormal goods in its inventory, including any goods
that cannot be sold at normal prices because of damage, changes of style or similar
causes, is allowed to write down the carrying value of those goods to their net sell-
ingprice.(5]

The lower of cost or market method of valuing inventory has long been recognized
as in accordance with generally accepted accounting principles and has been per-
mitted by the income tax regulations for more than fifty years. Generally, the deter-
mination of market value that is made for book purposes is also used for tax pur-
poses. The lower of cost or market method has long been recognized as providing
a correct reflection of true economic income.

The tax regulations do not allow a write down to market value unless the goods
are permanently marked down to that lower value and are offered for sale at that
value. Once goods are offered for sale at the marked down price, the taxpayer will
never realize more than that price for those goods. Thus, while the mark down is
not a sale at a lower price, it is a significant economic event. The taxpayer has rec-
ognized that it will never realize more for the goods than the marked down price.
It must be recognized that this is not a tax-only adjustment, but rather is a long-
standing provision of the income tax regulations that allows tax accounting to be
consistent with financial accounting.
Administration Proposal

The Administration proposes to repeal the lower of cost or market method and
the subnormal goods method. The proposal would not apply to taxpayers with aver-
age annual gross receipts of $5 million or less. The proposal would be effective for
tax years beginning after date of enactment and would be applied pursuant to
present law rules governing changes of accounting method.
Discussion

The lower of cost or market method has been a part of our tax laws for more than
fifty years, and it is used by a broad cross-section of taxpayers in virtually every
industry. It is consistent with generally accepted accounting principles and has been
specifically permitted by the income tax regulations virtually since their inception.
It is not a tax-driven technique.

The lower of cost or market method reflects economic reality. A taxpayer that
marks goods down to a price below their cost has experienced a real economic loss.
Lower of cost or market recognizes that loss when it occurs.

All accounting method proposals affect timing of income, not the ultimate amount
of income that will be reported. The lower of cost or market repeal proposal involves
a timing difference only, not a truly substantive change in the amount of income
that will be taxed. However, like other tax accounting changes, this proposal will
cause tax accounting to differ from financial accounting, and thus will create addi-
tional complexities, and administrative burdens on business. The Administration
proposal would accelerate income, but would not change the ultimate amount of in-
come that would be taxed. The cost of this is the additional compliance cost and ad-
ministrative complexity of creating yet another difference between tax accounting
and financial accounting. Further, it fails to recognize that a real economic loss has
occurred when goods are marked down to less than their cost.
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For these reasons I respectfully sug est that this Committee reject the Adminis-
tration's proposal to repeal the lower of ost or market inventory method.

TERMINATION OF SUSPENSE ACCOUNTS FOR FAMILY FARM CORPORATIONS REQUIRED TO

USE NEW ACCRUAL METHOD OF ACCOUNTING

Background
A provision of the Revenue Act of 19876 required family farm corporations with

average annual gross receipts in excess of $25 million to change from the cash to
the accrual method of accounting. A family farm corporation that is required by this
provision to change to the accrual method of accounting is required to establish a
suspense account. The suspense account is the cumulative difference in taxable in-
come between the cash and the accrual method at the beginning of the year of
change to the accrual method. The amount in the suspense account is included in
taxable income if the corporation ceases to be a family corporation or if the gross
receipts of the corporation decline below the level that they were at in the year that
the taxpayer was required change to its accounting method. As long as the corpora-
tion continues to be a family farm, and its operations do not substantially decline,
this amount will continue to be deferred.

At the time of its enactment, this provision that required family farms to change
to the accrual method was highly controversial and subject to intense scrutiny. All
aspects of the provision, including the suspense account, were subject to consider-
able comment and debate.

Proposal
The Administration's proposal would repeal the ability of a family farm corpora-

tion that is required to change to accrual method of accounting to establish the sus-
-pense account. Thus, any family farm corporation that is required to change to an
accrual method of accounting would be required to include the entire cumulative dif-
ference in taxable income between the cash method and the accrual method in in-
come ratably over a ten-year period. The proposal would also require any taxpayer
with an existing suspense account to include the amount in the account in income
ratably over a ten-year period beginning in the fist taxable year after the effective
date.

Discussion
Generally, when a taxpayer changes its accounting method the cumulative dif-

ference in taxable income under the old method and new method, referred to as a
Section 481(a) adjustment, is required to be included in income ratably over a stated

period of time. When change is required by legislative action, it is recognized that
this transition issue must be addressed as a substantive part of the legislation. It
is not unusual for legislation to include a suspense account mechanism or similar
approach with regard to implementing a change of accounting method.

For example, Section 458(e) provides for a suspense account in the case of a tax-
payer that elects to apply a particular method of accounting for certain returned
merchandise. Similarly, Section 808(f) allows a "fresh start adjustment" for insur-
ance companies that are affected by a legislative change in the treatment of certain
policyholder dividends. There are other situations where it has been considered ap-
propriate to apply suspense account or similar rules to statutorily required method
changes.

The Joint Tax Committee analysis of this proposal notes that opponents of the
proposal argue that Congress has already addressed this issue as part of the 1987
legislation and that to now require the restoration of existing suspense accounts
would impose liquidity constraints on taxpayers that had relied upon present law
and would be retroactive in nature. I strongly agree with this argument.

The transition rules applied to legislative accounting method changes are a sub-
stantive part of the legislation itself. The suspense account was addressed as part

of the 1987 legislation, and should not be changed.
For these reasons, I respectfully recommend that this proposal be rejected.
Again, I appreciate the opportunity to appear before you today to comment on

these important issues. I would be happy to answer any questions you may have.

ENDNOTES

[1] Issues Paper, Identification and Discussion of Certain Financial Accounting
and Reporting Issues Concerning LIFO Inventories; AICPA Accounting Standards
Division; November 30, 1984.

[2] ibid; Par. 4-41.
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This statement is submitted by the Ad Hoc Coalition on Intermarket
Coordination, a coalition of the nation's options exchanges and their clearing firm, in
connection with the April 17, 1997 hearing on selected revenue-raising provisions in the
Administration's Fiscal Year 1998 Budget. The participants in the Coalition are the American
Stock Exchange, the Chicago Board Options Exchange, the Pacific Stock Exchange, the
Philadelphia Stock Exchange, and The Options Clearing Corporation. The four exchanges
are the only U.S. exchanges on which options on individual equity securities are traded.

OVERVIEW

The Administration's 1998 Budget includes two proposals of concern to the
Coalition. One of the proposals, known as the "constructive sale" proposal, is often described
as being targeted against the short-against-the box transaction and, specifically, the ability of
taxpayers under present law to use that transaction to defer recognition of gain. Press reports
have publicized certain specific transactions in which taxpayers have been able to defer gain
for long periods of time and ultimately to avoid any income tax on their gain. The legislative
proposal included in the Administration's 1998 Budget, however, goes far beyond what is
needed to stop such transactions and would fundamentally change long-standing tax principles
by requiring recognition of gain (but not loss) on stock, bonds and other financial instruments
when taxpayers engage in various risk-reduction (L. hedging) strategies, including short-term
hedging strategies involving the use of exchange-traded options. The vague language of the
proposal also raises significant line-drawing questions, particularly with respect to options
transactions.

If Congress decides to enact legislation along the lines of the Administration's
propo.al. Congress should ensure that the legislation is narrowly crafted so as to affect only
those transactions that are determined to be abusive. Otherwise Congress raises the serious
risk of adverse!y impacting legitimate hedging transactions. In other words, Congress must
ba ace the competing concerns of preventing abusive transactions while protecting legitimate
,edging activities.

As explained more fully below, the exchanges recommend that if "constructive
sale" legislation is enacted, it should include the following provisions:

The "constructive sale" rule should not apply to short-term hedges that
have the potential to defer gain for at most a single taxable year.

The "constructive sale" rule should be limited to short-against-the-box
transactions that would otherwise result in long-term (L., more than
one year) deferral and other specific transactions that are determined to
be close substitutes for such transactions.
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" Treasury could be given prospective regulatory authority to apply the
"constructive sale" -rule to other transactions as long as appropriate
guidelines and safe harbors are provided inth statute or committee
reports.

* Listed options should be excluded from the definition of "appreciated
financial positions" that are subject to the "constructive sale- rule.

The second proposal addressed by these comments is the proposal to deny the
dividends received deduction ("DRD) to a corporation that has hedged its risk of loss with
respect to dividend-paying stock around the time of the dividend. The proposal appears to
reflect a novel view of the function of the DRD that is at odds with the long-standing policy
against imposing multiple layers of corporate-level tax on the same income. The Coalition
believes that current law adequately prevents "dividend stripping" and other tax-motivated
transactions relating to the DRD and that it is inappropriate to impose multiple layers of
corporate-level tax on the same income simply because the owner of stock has hedged its risk
around the time that a dividend is paid.

BACKGROUND

The options exchanges play an important role in the nation's economy. One
of their most important functions is to permit individuals and firms that do not want to bear
certain risks -- particularly short-term risks -- to transfer those risks to others who are more
willing to bear them. In the words of the Securities and Exchange Commission. exchange-
tLa4ed options:

"provide a means for shifting the risk of unfavorable short-term
stock price movements from owners of stock who have, but do
not wish to bear these risks, to others who are willing to assume
such risks in anticipation of possible rewards from favorable
price movements."

SEC, Report of the Slecial Study of the Otions Markets. House Committee on Interstate and
Foreign Commerce (Committee Print 96-IFC3) 96th Cong. 1st Sess. 1 (1979). See also
Miller, "Financial Innovations, Achievements and Prospects," 4 J. of Applied Corp. Fin. 4.
7 (1992) (options and futures markets provide "efficient risk sharing").

The existence of options markets also tends to enhance the liquidity of the
underlying markets. The options markets afford an efficient and cost-effective means of
adjusting an investment's risk/return characteristics and provide market participants with the
ability to create more diverse risk/return alternatives. These features tend to make
participation in the underlying -markets more attractive to a greater number of participants.
thus increasing the liquidity in those markets.

The utility of the options markets is evidenced by the substantial volume of
transactions on the options exchanges. In 1996, for example, 198.9 million options contracts
on individual equities were traded on the options exchanges, with each contract representing
100 shares of stock. The average daily volume for the year was 783,000 contracts. The total
option premiums for the year amounted to $67.8 billion.

DISCUSSION

I. The Short-Against-The-Box Proposal

The Administration's proposal would require gain recognition on an
"appreciated financial position" held by a taxpayer whenever the taxpayer (i) enters into a
transaction with respect to "substantially identical property" that "substantially eliminates the
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risk *of loss and opportunity for gain" on such position "for soffi period' or (ii) enters into
any other transaction that is marketed as being "economically equivalent" to such a
transaction. These transactions are referred to as "constructive sales." Under the
Administration's proposal, purchasing a put option or writing a call option on substantially
identical poperty constitutes a constructive sale if the option is "substantially certain" to be
exercisedY

The broad language of the Administration's proposal goes much further than
changing the tax treatment of the short-against-the-box transaction. It would appear to reach
many risk-reduction transactions -- including short-term hedges -- that are not tax-motivated,
are clearly not "abusive," and do not result in long-term deferral of gain. The proposal fails
to focus on whether the transaction results in a significant deferral of gain, which is the
essence of the transactions that have attracted so much press attention.

In addition, the vagueness of the language used in the Administration's proposal
raises significant line-drawing questions for hedging transactions that significantly reduce, but
do not eliminate, risk of loss and opportunity for gain. The line-drawing questions are
perhaps most significant for transactions involving the use of options, particularly exchange-*
traded options. The uncertainty created by the proposed language will cause investors and
traders to refrain from non-tax-motivated investment and hedging transactions because of the
tax risk, leading to costly and undesirable market distortions and inefficiencies. Creating this
t)pe of uncertainty in the markets is clearly inappropriate in the absence of some
Congressional finding that the options markets are being used by taxpayers to engage in
transactions that are determined to be "abusive."

The comments that follow discuss more specifically these and other concerns
raised by the Administration's proposal and set forth recommendations for limiting the scope
of the proposed legislation.

A. Characteristics of Listed Options -- Exchange-traded options (also
known as "listed" options) have a number of characteristics that the Coalition believes should
be taken into account in evaluating the potential application of the Administration's proposal
to options transactions. In many respects, these characteristics distinguish option transactions
from the short-against-the-box transaction.

Fir. conventional listed options, which represent the vast majority of
exchange-traded options, have a maximum term of nine monthsY These options are
generally used to hedge short-term risks or to generate investment income and gains. Since
they are of limited duration, these options cannot be used to eliminate risk of loss and/or
opportunity for gain for an indefinite period (or until death), as is the case with the short-
against-the-box transaction. Thus, even though a taxpayer may reduce his or her risk during
the term of the option, entering into the option transaction affords no protection from risks
for the period beyond the term of the option.

Although a taxpayer could conceivably enter into a series of options
transactions, one after the other as each option expires or is closed out, doing so would not
be an efficient means of obtaining tax deferral. This is true for the following reasons:

t Se section 9512 of the President's 1997 Budget Bill. While legislative language
embodying the proposal has not been released this year, the Treasury Department's
description of the proposal is the same as last year in all relevant respects. Sr&
Department of the Treasury, General Explanations of the Administration's Revenue
Proasals (Feb. 1997) at p. 49.

' As discussed below, two much more limited categories of exchange-traded options,
known as LEAPS and FLEX equity options, have terms of up to three years.
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If the value of the hedged stock declines and the value of the option increases,
the gain that was in the stock will essentially shift over to the option, and the
gain on the option will be recognized at or before the time the option expires.
Thus, the taxpayer cannot have any assurance of deferring gain recognition
through a series of option transactions.

Alternatively, if the value of the stock increases, and the value of the option
declines, the taxpayer will have to invest a greater amount of capital to replace
the option and maintain the same level of protection.

* Each time the taxpayer entered into a new options transaction, he would create
. a new straddle under Code section 1092. Gains on any such options would be

taxed when the options are closed out or expire, while losses on such options
would be deferred under the straddle rules. Thus, over time the taxpayer
would be "whipsawed" with respect to gains and losses on the options. In
addition, under Code section 263(g) the taxpayer would have to capitalize any
interest and carrying charges allocable to the positions in the straddle.

Each time the taxpayer enters into a new options transaction. he would incur
additional transaction costs.

Second unlike a short-against-the-box transaction, which completely eliminates
upside and downside risk, conventional listed options can never completely eliminate such
risk. For example, writing a deep-in-the-money call may reduce downside risk (as well as
upside potential), but the taxpayer still bears the risk that the stock may drop below the strike
price of the optionY Even in the recent bull market, one can point to numerous examples
of steep declines in the values of individual stocks over relatively short periods of time.
Unlike a short-against-the-box transaction, a deep-in-the-money call does not protect an
investor against such risks. Similarly, a taxpayer who purchases a deep-in-the-money put
with respect to stock that he holds still has an opportunity for gain if the stock price rises
above the strike price of the put.

In addition, a taxpayer who hedges a stock with exchange-traded options
continues to receive any dividend on the stock and has no obligation to make any comparable
payments to another party. Thus, the taxpayer continues to receive the economic return
attributable to the dividend, and he bears the risk that the dividend may decrease (as well as
the potential benefit from an increase in the dividend).-

Ihk4 options transactions that may be covered by the proposal are entered into
for non-tax reasons. The options transaction that comes closest to a short-against-the-box
transaction is known as a "forward conversion," which consists of (i) long stock and (ii) a
long put and a short call with the same strike price and th: same expiration date. A forward

F' The applicability of the straddle rules is apparently one of the-reasons that options
are not viewed as an efficient means of deferring gains. S= Kleinbard and Nigenhuis.
Short Sales and Short Sale Principles in Contemporary Apolicadons 53d N.Y.U. Institute
of Taxation § 17.01(1) n.3. (1995) ("Options transactions seem to be less attractive to
investors" as a tax deferral strategy than 3hor-against-the-box and equity swap transactions
in part because of the straddle rules). The straddle rules do not apply to a short-against-
the-box transaction. && Code § 1092(dX3).

Y In addition, the holder of the call may exercise it at any time. Thus, a taxpayer
who writes a deep-in-the-money call cannot count on the call remaining outstanding until
its expiration.

F 5n J. Hull, OQtions. Futures and Other Derivative Securities. pp. 140-141 (2d ed.
1993).



conversion comes very close to eliminating downside risk and upside potential during the life
of the options. Nonetheless, the principal use of forward conversions is in a non-tax-
motivated arbitrage strategy that locks in small profits based on price discrepancies in the
stock and options markets These arbitrage transactions would take place even if there were
no tax system.

Similarly, a taxpayer who wants to hedge his stock (whether appreciated,
depreciated or flat) may purchase a put to protect against perceived short-term risk. In order
to finance the cost of the put, the taxpayer may write a call and use the premium received for
the call to pay for the put. For example, if a stock is trading at $42, a.taxpayer might
purchase a put at $40 for $2 and write a call at 45 for $2. The $2 premium received for the
call would pay for the cost of the put. This transaction, which is known as a collar. is
engaged in simply to hedge short-term risk at little or no cost and would be utilized even if
there were no tax system. Nonetheless, it may be covered by the Administration's Proposal
because the taxpayer may be viewed as retaining only limited downside risk and upside
potential.

Fourth. exchange-traded options are standardized contracts, and the exchanges
specify the strike price of an option and the date of expiration in accordance with their rules.
An option is traded on an exchange only if the exchange authorizes trading in that option.
Thus, listed options cannot be customized to suit an individual taxpayer's situationY

For example, consider a taxpayer who wants to write a deep-in-the-money call.
Under the rules that govern the listing of options, the exchanges do not create deep-in-the-
money options. Rather, listed options are created at strike prices that are very close to the
current price of the stockY1V Although options can become deep-in-the-money over time as
a result of price movements in the stock, the extent to which a listed option can become deep-
in-the-money is limited by the life of the option and the volatility of the stock. For example.
for a stock trading at $48 in June, the exchanges might create new options with strike prices
of $45 and $50 expiring in February of the following year. If the stock goes up to S100 by
the following January, these $45 and $50 February options will still be listed for trading on
the exchange. However, a stock whose value has increased by such a great amount in such
a short period of time is a very volatile stock, and thus its market value could change so
rapidly that deep-in-the-money options may not substantially eliminate risk of loss of
opportunity for gain.

EifhD the vast majority (roughly 90%) of exchange-traded equity options are
closed out or expire unexercised. Taxpayers who use options as hedges generally continue
to hold their stock after they close out the option or the option expires. Entering into the
hedge is not simply a prelude to disposing of the stock. These hedges are thus distinguishable
from the types of options transactions apparently envisioned by the Administration's proposal.
which consist of selling a call or buying a put that is substantially certain to be exercised.
That language seems to reflect the view that such options should be treated as constructive
sales because they are in effect a forward sale, i.. the taxpayer has entered into a transaction
that will result in the sale of an asset at a certain price but is able to defer the recognition of
the gain for tax purposes. This analysis does not apply to hedges where the taxpayer
continues to hold the asset after the option expires or is closed out.

t' Because of transaction costs, these arbitrage profits can be captured only by large

traders, stock specialists and market makers.

Z' The recently introduced FLEX equity options permit the parties to the option
contract to specify certain terms.

_ S., , CBOE Rule 5.5, Interpretations and Policies .02. See generally Hull.
s pp. 139-140.
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Eina1ly unlike the short-against-the-box transaction, which is a well-defined
transaction, the types of options transactions that are potentially subject to the
Administration's Proposal are highly uncertain (Lt, the transactions are not well-defined).
The Administration's Proposal would apply to certain options if they ae "substantially
certain" to be exercised or if the options 'substantially eliminate' risk of loss and opportunity
for gain "for some period." None of these terms has any precise meaning. Moreover, as
acknowledged by Treasury representatives in several public presentations, the determination
of whether a particular option transaction is covered by the statute may depend on the
volatility of the underlying stock, which cannot be determined in advance with any degree
of certainty. In addition, since stocks have varying volatility, a transaction might substantially
eliminate risk of loss and opportunity for gain on a stock with low volatility but the same
transaction would not do so for a stock with higher volatility. Indeed, since the volatility of
a stock can vary over time, a tansaction might constitute a constructive sale of the stock at
one po'nt in time but the same transaction might not be constructive sale of the same stock
at a different point in time.

Applying such vague standards to options transactions would create
unacceptable uncertainty in th- markets. Vague standards will cause taxpayers to refrain
from engaging in non-tax-motivated transactions because of a fear that they may unknowingly
trigger gain recognition in an appreciated stock position, which will lead to costly and
undesirable market distortions and inefficiencies.

B. Applicatlon of the Administration's Proposal to Short-Term Hedges.
-- Although the Administration's proposal appears to be a response to press reports of
transactions that have been entered into to obtain long-term deferral of taxable gain, the
proposal is drafted so broadly that it would appear to apply to short-term hedges as well.
Indeed, Treasury representatives have stated publicly that a hedge that lasts only =n- day
would be treated as a "constructive sale' under the proposal if the hedge substantially
eliminated risk of loss and opportunity of gain for that day. Such an extreme approach is
plainly unnecessary in order to prevent taxpayers from obtaining long-term deferral of gain
though tax-motivated transactions and it would significantly restrict the ability of taxpayers
to engage in legitimate short-term hedging transactions without having to worry about whether
they will be deemed to have sold their stock for tax purposes.

Represetative Kennelly of the House Ways and Means Committee has
introduced a bill (H.R. 846) that while similar in most respects to the Administration's
proposal, would not trigger gain in an appreciated position if the taxpayer closes out the
"constructive sale" transaction before the end of the taxable year. This change represents a
step in the right direction because it properly places the focus on whether there is a deferral
of gain, which is the practical issue with which Congress should be concerned. However.
while the bill would protect short-term hedges that are closed out within the taxable year. it
would trigger gain recognition if the hedge remains open over the end of the year. Yet the
types of short-term risks that lead investors to hedge with options (such as an upcoming
earnings report) can occur at any time. We fail to see why a short-term hedge that is
otherwise legitimate becomes illegitimate simply because it happens to span the end of a
single tax year.

I The importance of certainty to the markets is illustrated by the existence of the
"qualified covered call rules' in section 1092(cX4), which provide mechanical tests for
determining whether writing a covered call creates a straddle. Similarly, Congress
clarified the rules for "securities lending transactions" in section 1058 so that taxpayers
could have certainty as to whether a transaction would be treated as a sale. Congress
provided this clarification because it recognized that securities lending transactions
contribute to the liquidity of the securities market. 5M S. Rep. No. 95-762, 95th Cong.
2d Ses. 5 (1978), r=einto in 1978 U.S.C.C.A.N. 1286, 1290.
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Congress can prevent taxpayers from obtaining long-term deferral of gain (and
ultimate avoidance of any tax on that gain) while at the same time protecting legitimate short-

-term hedges by adopting an approach that does not require gain recognition as long as the
hedge does not result in deferral over the end of more than one year. Adopting a rule that
triggers gain simply because a hedge spats the end of a single taxable year will utavoidably
impact legitimate short-term hedging transactions that are not tax-motivated.

Recommendation: The Coalition believes that any hedging transaction that
is closed out in 12 months or less should not be treated as a constructive sale. Tbse hedges
cannot result in deferral of taxable gain for more than a single year. Adopting such a rule
will protect short-term hedges without permitting taxpayers to obtain long-term deferral of
taxable gain.

C. ADplication of the Administration's Proposal to Loner-Term
Hedges With Options. - Although conventional listed options, which represent the vast
majority of all exchange-traded options. can have a life of at most nine months. there are two
categories of exchange-traded options, known as LEAPS and FLEX equity options, that can
have a life of up to three years. While these options cannot be used to obtain the long-term
deferral that can be obtained with the transactions that have attracted so much media attention,

They can be used to shift risk for a period of longer than one year.

The vague language in the Administration's proposal could be interpreted to
apply to transactions involving these types of options. However, these options transactions
are entered into for legitimate risk-shifting purposes and to the best of the knowledge of the
exchanges are not being used as substitutes for the short-against.the-box transaction.
Moreover, these options cannot be used to complet-ly eliminate risk of loss and opportunity
for gain. Rather, they can be used to transfer varying degrees of risk for periods of up to
three years, with the taxpayer retaining risk for periods beyond the term of the options.

Recommendation: Because these options are used in legitimate, investment-
oriented risk-shifting transactions and because of the potential chilling effect that the
proposal's vague language could have on transactions involving these option, the Coalition
strongly recommends that any application of the constmctive sale" proposal to these options
be addressed through prospective Treasury regulations that could be issued if it becomes
apparent that taxpayers begin to use -ae-rptdns to defer gains. Appropriate statutory or
committee report language should make clear that only extreme situations closely resembling
an actual sale could be subject to the regulations. Appropriate safe harbors should also be
specified in the statute or committee reports. These safe harbors should inchde the following:

" A collar would not be treated as a constructive sale if there is at least
a 10% spread between the strike price of the put and the strike price of
the call.

* A long put or short call would not be treated as a constructive sale if it
is not more than 25 percent in the money. Thus, for example, if a stock
is trading at $100 per share, a taxpayer could write a call at $75 per
share without triggering gain in the stock.

D. Options as Apreciated Financial Positions - The Administration's
proposal defines an appreciated financial position as including not only direct interests in
stock, but also positions with respect to stock, including an option on the stock. If a taxpayer
purchases ai call option on a stock and the call increases in value, the call Would be--a
appreciated finanial position. If a taxpayer then enters into a transaction that substantially
eliminates the risk of loss and opportunity for (additional) gain on the call, the gain on the
call would be recognized.

46-039 98-4
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As explained above, a listed option has a limited life that is set by the exchange
pursuant to its rules. In order for an option to appreciate to any significant extent, some time
must pass after it is initially entered into, and thus appreciated options positions will have an
even shorter remaining life until expiration. Since any gain on the option will generally be
recognized by the time the option is scheduled to expire, it seems unnecessary to treat such
options as appreciated financial positions.

The taxpayer will recognize any gain on the option when he closes out the
option or the option expires unexercised.Y The taxpayer cannot avoid recognizing that gain
by entering into a new options transaction. There is also no way that the term of an
exchange-traded option can be extended.

It is also possible that the option will be exercised. Situations in which the
option might be exercised fail into two categories, neither of which would be efficient from
a tax-deferral perspective. First, if the appreciated option is a long put or a short call, the
exercise of the option would force the taxpayer to sell the stock and any gain on the option
would generally be taxed as part of such sale. Second, if the taxpayer's option position
consists of a long call or a short put, the taxpayer could either exercise the call or be assigned
on the put, with the result that he would have to purchase the underlying stock. While in
these situations any gain on the option would effectively be rolled into the stock, a taxpayer
would not pursue this strategy to obtain deferral of gain in the option because (i) as compared
with the relatively small cost of the option, he would need to make a significant capital
investment to acquire the stock, (ii) he would incur additional transaction costs on the
purchase of the stock as well as on a subsequent sale of stock, and (iii) he would take on the
risks of owning the stock.

Treating exchange-traded options as appreciated financial positions will also
create some peculiar and undesirable results. For example, taxpayers holding stock frequently
write calls, particularly qualified covered calls,W with respect to stock that they hold.
Writing covered calls is viewed by many as a conservative investment strategy that entails
giving up the opportunity to benefit from an increase in the value of the stock during the life
of the option in return for a more predictable return. If a taxpayer writes a qualified covered
call and the underlying stock declines in value, the taxpayer will have a gain in the short call
position.' If the taxpayer then purchases additional shares of the stock, he may be entering
into a 'constructive sale* of the short call since, depending on the facts, the newly acquired
long stock could be viewed as substantially eliminating the risk of loss and opportunity for
gain on the short call. This inappropriate treatment could apparently apply even though the
taxpayer's motivation was simply to acquire more of the stock CC.. under a "dollar cost
averaging" investment strategy).

A related problem arises from the fact that the Administration's proposal
apparently would apply to each separate position regardless of whether that position is part
of a larger position. In the above example, the purchase of additional shares actually
increases the taxpayer's risk as compared with the original combined position of the long
stock and short call. Yet the Administration's proposal would appear to focus only on
whether the acquisition of the additional stock reduces risk of loss and opportunity for gain

y As noted above, roughly 901% of exchange-traded options are closed out or expire
unexercised.

III A qualified covered call is an exchange-traded call option that satisfies certain
mechanical tests under section 1092. Qualified covered calls are not subject to the general
straddle rules.

U/ Even if the stock price stays flat, the passage of time will give rise to gain in the

short call position.



on the short call. The fact that the short call was part of a larger position that includes the
(original) long stock would apparently be disregarded.

Stating the problem more generically, options strategies generally involve
multiple positions. If a taxpayer enters into an options transaction that entails multiple
positions and then enters a transaction that could be viewed as substantially eliminating
opportunity for gain and risk of loss with respect to one of those positions (assuming that the
position, viewed in isolation, has appreciated and ignoring the fact that the position is part of
a larger position), the taxpayer would apparently have made a constructive sale of that
position and (presumably) could not take into account unrealized losses on other positions that
are part of the larger position. Such a fragmented approach to combined positions is clearly
inappropriate, yet it is difficult to see how the problem could be addressed without substantial
administrative complexity -- both for taxpayers and the IRS.

Treating listed options as within the scope of appreciated financial positions will
also create an additional realm of complexity in determining whether one or more options
transactions "substantially eliminate" risk of loss and opportunity for gain on other options
positions. The combinations of positions that are possible are much greater than When the
appreciated financial position is a direct interest in stock, as is the case in the short-against-
the-box transaction. In addition, there is a serious risk that the IRS would match up a
taxpayer's positions in ways other than the taxpayer intended.

Finally, unlike the case of the short-against-the-box transaction, no tax-
motivated transactions have been identified that are being entered into to defer gain on
appreciated options positions. In the absence of any perceived abuse, options should not be
treated as appreciatec, financial positions" under the proposal. To do so would unnecessarily
inject uncertainties and a high probability qf inappropriate results into the options markets.

Recommendation: For all of the foregoing reasons, the options exchanges
believe that listed options, as well as other indirect interests in stock that have limited lives,
should be excluded from the definition of an appreciated financial position. Given the limited
terms of these instruments and the absence of any perceived abuse in this area, excluding
them from the scope of appreciated financial positions should not have any material effect on
the revenue expected to be raised by the proposal

I. Holding Period Requirement for the DRD

Under current law, a corporation is not eligible for the DRD with respect to
stock unless the corporation holds the stock for at least 46 days.L For this purpose, an%
day that is more than 45 days after the date on which the stock goes ex-dividend is not taken
into account. In addition, the corporation's holding period is reduced for periods in which
the corporation has reduced its risk of owning the stock by entering into various transactions.
SU Code § 246(c). Once the corporation has satisfied this holding period requirement. the
corporation is eligible for the DRD with respect to dividends on the stock without regard to
whether the corporation has reduced its risk of loss with respect to the stock around the time
of any particular dividend.

The holding-period requirement of current law is designed to prevent "dividend-
stripping" transactions in which a corporation would purchase stock shortly before the ex-
dividend date and sell the stock shortly after that date. In the absence of the holding-period
requirement, the corporation would receive dividend income eligible for the DRD and
generate an offsetting short-term capital loss on the sale of the stock, which (all else being
equal) would decline in value by roughly the amount of the dividend. This capital loss could
be used to reduce unrelated capital gain. By requiring the corporation to hold the stock for
more than 45 days, and by excluding for this purpose any days on which the taxpayer has

LV T.e holding period requirement is 91 days in the case of certain preferred stock.
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reduced its risk, this rule requires a corporation to bear market risk associated with owning
the stock for a sufficiently long period to make dividend stripping unattractive.

Current law also includes various other rules designed to prevent "tax arbitrage
transactions" relating to the DRD. For example, no DRD is allowed with respect to a
dividend if the corporation has an obligation to make related payments with respect to
positions in substantially similar or related property. See Code § 246(cXIXB). Thus, a
taxpayer that sells short against the box cannot claim the DRD for any dividends it receives
during the period of the short sale because it has an obligation to make "in lieu of dividend
payments" to the stock lender. Another rule requires basis adjustments in stock when a
corporation receives certain extraordinary dividends with respect to that stock unless the
corporation has held the stock for a period of two years.Y See Code § 1059. Yet another
restriction is found in section 246A, which denies the DRD for debt-financed portfolio stock
in order to prevent taxpayers from both claiming the DRD and deducting interest expense
with respect to debt that finances the holding of the dividend-paying stock.

The Administration's proposal would take the current rules that are designed
to prevent dividend-stripping and apply them with respect to each dividend. Thus, in order
to be eligible for the DRD with respect to a dividend, the corporation would be required to
hold the stock -- unhedged -- for at least 46 days around the time of the ex-dividend date.

The proposal represents a policy change that is difficult to justify. It would
deny the DRD to a long-term holder of stock simply because it hedged its risks at a time
proximate to a dividend payment. Other than as part of a package to reduce the benefits of
the DRD, along with the Administration's proposal to reduce the DRD on portfolio stock
fr6m 70% to 50%, we see no rationale for the proposal. The effect of the proposal is to
exacerbate the triple-tax problem that the DRD is intended to minimize. While the issue of
whether to continue the longstanding policies that underlie the DRD is certainly a matter for
Congress to decide, we do not believe that the fact that a corporation happens to hedge its
risk over a dividend date is a reasonable basis for subjecting the earnings distributed by the
dividend to multiple layers of full corporate tax.y

The fact that a taxpayer has reduced its risk of loss with respect to a stock does
not mean that it is not the tax owner of the stock. Thus, in the absence of some abuse of the
tax system or some inappropriate tax arbitrage, the fact that the taxpayer has reduced its risk
is not a sufficient reason for denying it the benefits of ownership. This principle is evidenced
by the treatment of holders of municipal bonds. The fact that a taxpayer that holds a
municipal bond has hedged its risk with respect to the bond, say by purchasing a put on the
bond, does not mean the interest that it receives on the bond is no longer tax-exempt.

J-4' An amendment included in the Balanced Budget Act of 1995 and in the President's
1998 Budget would require immediate gain recognition with respect to stock in the case of
certain extraordinary dividends.

i-F Moreover, the section 246(c) rules apply if a taxpayer has merely diminished its
risk of loss. A taxpayer may retain substantial risk and still not acquire holding period in
the stock under section 246(c). While such a strict rule may be appropriate to prevent
dividend stripping, it seems unduly broad in the context of the current proposal, which
applies to taxpayers that have already satisfied the section 246(c) holding period
requirement for one or more dividend cycles.
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This statement is submitted on behalf of 22 state and local government organizations. We are
writing in strong opposition to a tax provision in President Clinton's recent budget proposal that
would extend the pro rata disallowance of tax-exempt interest expense to all corporations. Our
members are elected and appointed state and local government officials who oppose this provision
because it would drive up state and local borrowing and lease financing costs for equipment,
infrastructure, and other capital facilities and result in tax and fee increases or budget cuts. Last
year, Congress rejected a similar proposal in response to concerns raised by state and local
governments.

Financing costs would increase because, under current law, nonfinancial corporations are permitted
to take a deduction for interest expenses if they can demonstrate that they did not finance their
purchases of tax-exempt securities. This tax treatment is advantageous because corporations are
not required to reduce their interest deductions on apro rata basis, which is determined by
calculating what percentage of their total assets are tax-exempt securities. Furthermore, the
Internal Revenue Service (IRS) has established tests to assist taxpayers in complying with current
law. The so-called two percent de minimis rule simplifies compliance by providing that if an
investor's holdings of municipal securities constitutes less than two percent of its total assets, then
the IRS generally will not inquire whether any of the borrowings of the investor were incurred for
the purpose of purchasing or carrying tax-exempt securities. Current law permits nonfinancial
corporations to accept a lower interest rate on the municipal bonds they purchase and the lease
purchase or conditional sales agreements they negotiate.

Different types of corporations, which would be affected by the proposal, participate in the
municipal market in different ways, as described below. With the proposed change, these
corporations would be expected to change their investment strategies.

0 Traveler's Check and Money Order Companies. These firms invest their reserves in
long-term tax-exempt securities. For example, traveler's check and money order
companies are required by state money transmitter laws that control their
investment options to invest in U. S. Treasuries, municipal bonds and other highly
rated securities.

o Freddie Mac. Fannie Mae and Sallie Mae. Federally sponsored corporations such
as the Federal Home Loan Mortgage Corporation (Freddie Mac) and the Federal
National Mortgage Association (Fannie Mae) have been active in the market for
state and local housing bonds, in part, because they are required by federal law to
engage in activities relating to mortgages on housing for low- and moderate-income
families. The Student Loan Marketing Association (Sallie Mae) purchases tax-
exempt student loan bonds.

0 Affiliated Compames. The proposal will result in unfair tax treatment for affiliated
companies that under current law invest in municipal securities, but are not subject
to the pro rata rule because they do not borrow to make securities purchases. The
new provision that would extend the pro rata disallowance of interest on a
combined basis to affiliated companies that file consolidated returns would
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eliminate companies' ability under current law to demonstrate that no borrowing
occurred for the purpose of purchasing tax-exempt securities.

S Bank and Nonbank Leasing Comoanie. States and localities lease various types of
equipment from bank and nonbank leasing companies, including portable
classrooms, schools, school buses, software, telecommunications systems,
correctional facilities, computers, medical equipment, courthouses and energy
management systems. This form of financing is particularly useful to communities
that cannot afford to borrow in the bond market, or don't have access to the bond
market because of market inexperience or lack of a credit rating.

o jher Corportions. Many other corporations invest in short-term municipal
securities or securities that behave like short-term securities for their own cash
management purposes. Their participation in the market is responsible for the
stability and low level of short-term rates.

To understand the impact of the President's proposal, we provide information about a leasing
transaction. Under current law, a private lessor's cost of funds is 6.2 percent, the lessor's tax rate
is 35 percent and the interest rate charged to a government lessee is 5.33 percent. Without the
benefit of the two percent de minimis rule, a lessor will have to increase the interest rate by 2.17
percentage points (increasing the interest rate charged to the government to 7.5 percent) to earn the
same profit on the transaction. This increase represents a 41 percent increase in a government
lessee's borrowing rate.

From a technical standpoint, we believe the Administration has provided information about its
proposal that downplays its impact. It provides that the rule would not apply to certain
nonsaleable tax-exempt bonds acquired by a corporation in the ordinary course of business in
payment for goods or services sold to state and local governments. However, what the
Administration fails to take into account is that tax-exempt leases are frequently sold to third-party
finance companies. Thus, any relief intended by this exception may be meaningless. Additionally,
Treasury Secretary Rubin has said that the change in the disallowance rule will not materially
affect the cost of borrowing for state and local governments because nonfinancial corporations
hold only about five percent of the outstanding tax-exempt securities. This analysis is somewhat
misleading because the impact of the proposal is highly concentrated in certain sectors, such as the
short-term market and in leasing. Furthermore, as we have shown above, for an individual
government, the impact may be devastating.

During the past I I years, demand for state and local government debt has undergone a dramatic
shift in the composition of borrowers. Tax law changes have resulted in large reductions in
corporate holdings and increased reliance on individual purchasers. These changes include the
application of alternative minimum tax to tax-exempt interest, the denial of the bank interest
deduction for most municipal bonds, and a reduction of deductible loss reserves for property and
casualty firms that purchase municipal securities. This development causes us concern because it
has introduced more volatility into the market. While demand from individuals may be strong
now, a shortfall could occur in the future.
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The Administration takes the narrow view that this proposal will eliminate inappropriate corporate
interest expense deductions. In fact, however, the proposal raises the cost of tax-exempt
municipal financing and affects the ability of state and local governments to finance infrastructure,
affordable housing, economic development, other facilities and equipment. Accordingly, we are
opposed to this effort by the federal government to shift tax burdens to state and local
governments.

For more information about the impact of the extension of the pro rata disallowance rule or the
names and phone numbers of the contact persons for the organizations supporting this statement,
please call Catherine L. Spain, Director - Federal Liaison Center, Government Finance Officers
Association, 1750 K St., NW, Suite 650, Washington, DC 20006, (202) 429-2750.

April 21, 1997
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April 17, 1997 Hearing on
Revenue Raising Provisions in the Administration's

Fiscal Year 1998 Budget Proposal

The American Automobile Manufacturers Association (AAMA) and its members --
Chrysler Corporation, Ford Motor Company, and General Motors Corporation -- strongly
oppose the Administration's proposals to:

" repeal the components of cost (COC) inventory accounting method;
" modify the net operating loss (NOL) carryback and carryforward rules; and
" replace the sales source rule (Export Source Rule) with an activity-based rule.

AAMA believes that these three revenue raising proposals would adversely affect U.S.
corporations' ability to compete in the world market.

Repealing COC would require many manufacturing corporations to maintain two separate
inventory cost accounting systems, one for financial reporting purposes and another for
tax purposes. This would create enormous complexities and could greatly increase
accounting costs for U.S. corporations. These are costs that overseas manufacturers will
not have to incur. Moreover, it is possible that the Administration's proposal would
result in a loss of revenue to the Federal government.

Reducing the carryback period for NOLs would reverse a long established Congressional
policy of easing the harshness of annual tax accounting on businesses that, because of
their riskiness or cyclical nature, experience sharp fluctuations in income.

Finally, replacing the Export Source Rule with an activity-based rule would raise the cost
of manufacturing U.S. goods for export thereby adversely affecting both domestic jobs
and the U.S. balance of trade. At a time when everyone acknowledges the-importance of
exports in sustaining growth in the U.S. economy, elimination of the Export Source Rule
runs counter to U.S. trade policy and would be unwise.

The growth markets of the future for manufactured products are overseas. It is imperative
that U.S. firms are able to compete with overseas manufacturers for positions in these
growth markets. The Administration has stated that it supports the export of U.S.
nianufactured goods. However. the Administration's proposals to repeal COC inventory
accounting, to modify the NOL rules, and to replace the Export Source Rule with an
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activity-based rule would all add unnecessarily to the cost of U.S manufacturers thereby
hindering their ability to compete in the world market, and threatening the loss of U.S.
jobs and an increase in our trade deficit.

For these reasons and those listed in the more detailed written material below, AAMA
urges rejection of these Administration revenue raisers.

Repeal Components of Cost (COC) Inventory Accounting Method

Background

Manufacturers account for their inventories generally in two different ways. One is the
COC method and the other is the Total Product Cost (TPC) method. Under COC, the
manufacturer accounts for inventory in terms of units of materials, labor and overhead.
Under TPC, the manufacturer accounts for inventory in units of finished goods.
Manufacturers can use either method for both last-in-first-out (LIFO) or first-in-first-out
(FIFO) inventory cost accounting purposes.

Each of AAMA's member companies has used COC for over fifty years to determine
inventories for both internal management and financial statement reporting purposes.
The use of COC precedes their adoption of LIFO, and is the underlying method on which
our members maintain their cost accounting records. It is not a method that was adopted
or changed in conjunction with the adoption of LIFO, nor is it a method that is used only
for tax purposes. (For each of our members, the differences between financial statement
inventories and tax inventories are differences required by various tax rules. The primary
difference is UNICAP. Other minor differences include economic performance and the
inability to record reserves for tax purposes. None of the differences between book and
tax accounting are specific to or caused by the use of COC.)

It must be emphasized that COC is the fundamental method used by our members to
maintain cost accounting records for their manufacturing operations. It is the way that
cost information is gathered, recorded and maintained for management purposes,
financial accounting, and tax reporting. It is not limited to LIFO computations, and it is
not a function of tax reporting. Quite simply, it is the way in which many manufacturers
record their costs to manage their businesses.

Administration Proposal

The Administration would repeal the COC method for LIFO inventory accounting. For
taxpayers continuing to use a LIFO method of valuing inventory, the proposal would be

applied on a cut-off basis. For a taxpayer switching to FIFO or other method of valuing

inventory. the proposal would be applied pursuant to the present-law rules governing such

changes in methods of accounting.
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Discussion

In 1984, the American Institute for Certified Public Accounting (AICPA) issued a LIFO
Issues Paper stating that COC is the preferable method for manufacturers in certain
circumstances, including situations where:

I. There is very little finished goods inventory;
2. There are substantial work-in-process inventories;
3. Product lines continually evolve;
4. There is a significant shift between purchaNed and produced materials;
5. There are changes in manufacturing capacity: and
6. Products are not comparable year to year.

All of the factors outlined in the AICPA position paper are applicable to our members'
manufacturing operations. In our industry, the COC method is thus considered
"preferable" for generally accepted accounting principles (GAAP). Accordingly,
regardless of the outcome of the Administration's proposal, our members will be obliged
to continue to use COC for financial reporting purposes.

Analyzing just the first two factors demonstrates why COC is generally considered to be
more accurate than TPC in our industry, when inventory is composed mainly of work-in-
process. This is so because TPCcan only be applied to work-in-process amounts by
rough estimates (that is, work-in-process will be deemed to equal 50%, or some other
specified percentage, of the cost of finished products). Since COC allows for a far more
accurate valuation of work-in-process, it is therefore considered preferable under GAAP.

Our members also use COC for internal management reporting purposes. This is their
long-standing business practice and will not be changed. For example it is common for a
plant manager to be responsible for labor and overhead, but not for purchasing because
purchasing is usually done centrally. Thus, management uses COC for inventory
reporting since different individuals and groups have responsibility for different cost
elements within the total inventory cost. TPC is essentially meaningless in'this context.

It is axiomatic that businesses would strive to use the most accurate and valid information
for management purposes: if COC produced flawed information, or systematically
lowered earnings, businesses would not use it to report to their shareholders or for
management purposes. COC is not used by businesses because it produces lower

earnings: it is used because it produces a more accurate measure of earnings.

The Administration's proposal suggests that COC is flawed in that it does not
appropriately account for labor efficiencies and. therefore. should be repealed. In

particular, the Administration has stated the following:
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The components of cost method, in many cases, does not adequately account
for technological efficiencies in which skilled labor is substituted for less-
skilled labor or where overhead costs (such as factory automation) replace
direct labor costs. The costs of inventories determined by using the total
product cost method generally are not affected by such factors.

Although the labor efficiency, or inefficiency, and the possible effect on overhead is only
one of hundreds of subcomputations within the COC method, the Administration's
proposal focuses only on this narrow aspect. The Administration's position in this regard
misses the point to the extent it expresses a concern that a decrease in labor hours could
be replaced by an increase in overhead costs. First, labor decreases may occur for a
number of reasons, including buying rather than making certain parts or components in-
house. Second, labor hours do not consistently decrease. Labor hours may increase, and
therefore, have the opposite effect. In any case, not all users of COC will have labor
efficiencies and not all such users base their overhead computation on labor. Therefore,
the perceived computational problem does not occur with all users of COC, and does not
always produce a benefit. Lastly, COC produces a clear reflection of income and the
problems discussed in the Administration proposal are not significant.

The Administration has stated that TPC is not prone to the same problems it perceives
exist with COC -- that is, that COC artificially understates taxable income. However,
TPC has its own anomalies. For example, content changes such as the addition of
catalytic converters or safety devices would typically be treated as inflation under TPC
and, thus would reduce taxable income. Under COC, content changes are not treated as
inflation, and therefore, would not artificially lower taxable income. Forcing taxpayers
off COC may well result in less tax revenue for the Federal government.

We do not know how Treasury's revenue estimate for the repeal of COC was developed,
but it would be erroneous merely to adjust labor and overhead assumptions. The correct
approach would be to recompute the LIFO index for COC taxpayers based on TPC.
Several other indicators suggest that the LIFO index would, in fact, be higher rather than
lower under TPC. For example, wholesale delivered prices for product groups have
shown a greater increase than the COC indexes. In summary, there is a strong likelihood
that forcing manufacturers to use TPC could result in a higher inflation index, and thus, a
revenue loss.

As previously discussed, repealing COC would require affected taxpayers to maintain two
separate cost accounting systems for inventories. The establishment and maintenance of
dual sets of inventory records would be enormously expensive and would add no
additional value. Due to the size and complexity of our members' business operations.
costs related to additional inventory systems could run into hundreds of millions of
dollars and take years to design and implement. Indeed. it would place our members and
many other U.S. manufacturers at a competitive disadvantage because of such redundant
costs and immense recordkeeping burdens.
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When President Clinton first proposed to repeal COC in 1994 to fund GAIT, at least a
new simplified alternative inventory price index computation (IPIC) was offered in
connection with its elimination. Although current law contains an alternative IPIC, it is
generally unworkable and biased against large businesses in its current form. The
simplified IPIC offered by the President in 1994 could provide a reasonable alternative if
COC must be eliminated. However, no such alternative is offered by the Administration
in the fiscal 1998 budget proposal.

Conclusion

For all these reasons, we urge you to oppose reveal of COC. It is the most accurate
method for computing LIFO inventories for our members, and it is effectively required
under GAAP. It is also the standard industry practice for a substantial number of
manufacturers. Moreover, the same COC methodology that is used for financial
accounting and internal management is also used for tax purposes. The costs to create a
second LIFO cost accounting system solely for tax purposes would be staggering.
Finally, we suspect that the end result of such a repeal would be an enormous expense to
our member companies in producing less accurate and less meaningful results, all with
the likely effect of producing less revenue to the government.

Modify Net Operating Loss (NOL) Carrvback and Carrvforward Rules

Background

The current three-year carryback period for NOLs has been in place for nearly 40 years,
and has served to ease the harshness of annual tax accounting on businesses that, because
of their riskiness or cyclical nature, experience sharp fluctuations in income. See e.g..
Report of the Committee on Ways and Means, H.R. 8300, 83d. Cong., 2d Sess.. at 27
(1954). Moreover, as Congress has emphasized when previously extending the carryback
period, the ability to carry losses back rather than forward enables businesses
experiencing economic reverses to recover previously paid taxes at !he time when losses
are incurred, and thus to increase liquid funds at the time they are most needed. See
Report of the Committee on Ways and Means, H.R. 13382, 85th Cong.. 2d Sess., (1958).

Administration Proposal

The Administration has proposed limiting the carryback period for NOLs from three
years to one year, and extending the carry forward period from fifteen to twenty years.

Discussion

The Administration's proposal asscrtedly would reduce administrative complexity. a

rationale that is gossamer thin given the absence of any evidence or testimony of
administrative difficulty in connection with NOL carrybacks. Instead, the proposal
simply operates as a tax increase on business activity, an increase that is all the more
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inappropriate because it effectively targets businesses that are engaged in risk-intensive or
cyclical activities such as the automotive industry.

Superficially, the Administration's proposal would extend the total period in which NOLs
could be used! ecause of the extended carryforward period. The extension is of virtually
no practical significance, however, since a business insufficiently profitable to use a NOL
over the present fifteen year carryforward period is unlikely to turn aound in an
additional five years. In contrast, the reduction in the carryback period has a real and
substantial effect. Business cycles often extend for three years or more, leaving cyclical
businesses in loss positions for a number of years in succession. Under the
Administration's proposal, such businesses will be left having paid tax on income that
wbuld have otherwise been offset by losses, at a time when their financial resources are
least able to handle an incremental tax burden. The three-year carryback can be crucial to
keeping workers employed through a downturn and to funding the eventual recovery.

The rationale for the NOL carryback and carryforward period was recently addressed in
1986 in conjunction with legislation regarding the treatment of NOLs following an
ownership change. The General Explanation of the Tax Reform Act of 1986 states:

Although the Federal income tax system generally requires an annual
accounting, a corporate taxpayer was allowed to carry NOLs back to the
three taxable years preceding the loss and then forward to each of the 15
taxable years following the loss year (sec 172). The rationale for allowing
the deduction of NOL carryforwards (and carrybacks) was that a taxpayer
should be able to average income and losses over a period of years to
reduce the disparity between the taxation of businesses that have stable
income and businesses that experience fluctuations in income.

That rationale continues to be sound today.

Conclusion

There is, in sum, no credible policy justification for shortening the NOL carryback period.
To the contrary, the considerable revenue generated by this proposal would, by definition,
be a tax on non-existent profits. The practical effect is to force businesses to surrender
revenue to the government without regard either to their income or ability to pay. The
NOL proposal is simply designed as a revenue raiser without any policy justifica:ion.

We strongly urge retention of the three-year NOL carrvback period -- a rule that has
served its original goals well for nearly 40 years.
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Reolage Export Source Rule with an Activity-Based Rule

Background

Since 1922, regulations under IRC section 863(b) and its predecessors have included a
provision that allows the income from goods that are manufactured in the U.S. and sold
abroad (with title passing outside the U.S.) to be sourced as 50% U.S. income and 50%
foreign income. This Export Source Rule has been beneficial to U.S. manufacturers that
export because it increases their foreign source income and thereby increases their ability
to utilize foreign tax credits effectively. Because the U.S. tax law limits the ability of
companies to get credit for the foreign taxes which they pay, many U.S. multinational
companies face double taxation on their overseas operations -- that is, they are taxed by
both the U.S. and the foreign jurisdiction. The Export Source Rule helps reduce this
double taxation and thereby encourages U.S. companies to manufacture in the U.S. for
export.

Administration Proposal

Under the proposal, income from the sale or exchange :)f inventory property that is
produced in the United States and sold or exchanged abroad would be apportioned
between production activities and sales activities on actual economic activity.

Discussion

The Administration contends that its proposal would eliminate an advantage that U.S.
multinational exporters that also operate in high tax foreign countries have over U.S.
exporters that conduct all their business activities in the U.S. However, the Export
Source Rule does not provide a competitive advantage to multinational exporters vis-5-
vis exporters with "domestic-only" operations. Exporters with only domestic operations
never incur foreign taxes and thus, are not even subject to the onerous penalty of double
taxation.

The Export Source Rule, by alleviating double taxation, encourages companies to
produce goods in the U.S. and then to export them. A 1993 Treasury Department study
found that if the rule had been replaced by an activity-based rule in 1992, goods
manufactured in the U.S. for export would have declined by a substantial amount. A
recent study of the rule by Gary Hurfbauer of the Institute for International Economics
and Dean DeRosa of ADR International. Ldt. estimates that for the year 1999 alone, the
Export Source Rule will account for an additional $30.8 billion in exports, support
360.000jobs, and add $2.3 billion to worker payrolls. According to the Department of
Commerce, export related jobs generally provide a wage premium of 13 - 15%. Exports
are fundamental to our economic growth and our future standard of living. The U.S. is a
mature market. As such, U.S. employers must export to markets overseas in order to
expand the U.S. economy.
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Contrary to Administration assertions, the U.S. tax treaty network is not a substitute for
the Export Source Rule. Moreover, the network is far from complete since it is limited to
56 countries. With or without a tax treaty, the real reason most multinational companies
face double taxation is that U.S. tax provisions unfairly restrict corporate ability to credit
oreign taxes paid against their U.S. taxes. The Export Sour,.e Rule helps to alleviate this

problem.

Conclusion

The Export Source Rule is one of the few WTO-consistent export incentives remaining in
our tax code. It is also justified on the basis of administrative convenience. In view of
the role of exports in sustaining growth in the U.S. economy, supporting higher paying
U.S. jobs, and encouraging exports, any attempt to reduce or eliminate the rule is
unwarranted. The Administration's proposed effective repeal of the Export Source Rule
is inconsistent with its own trade policy as well as the welfarc of the U.S. economy, and
should be opposed.
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The American Bankers Association (ABA) is pleased to have an
opportunity to submit this statement for the record on the revenue raising provisions of
the Administration's fiscal year 1998 budget proposal.

The ABA brings together all elements of the banking community to best
represent the interests of this rapidly changing industry. Its membership -- which includes
community, regional, and money center banks and holding companies, as well as savings
associations, trust companies, and savings banks -- makes ABA the largest banking trade
association in the country.

The Administration's 1998 budget proposal contains several significant
proposals about which we are deeply concerned. Although we support legislative efforts
to curtail tax abusive transactions, certain of the corporate reform proposals have been
inaccurately and pejoratively categorized as "corporate welfare' and "loophole closers".
Some of the revenue-raising proposals are actually across-the-board corporate tax
increases rather than 'loophole closers." Others involve reductions on tax expenditures
that were enacted to achieve a specific social or economic policy objective. In this
connection, many of the Administration's corporate revenue raising proposals would be
more properly addressed under the rubric of overall tax reform and should not be included
in this budget legislation.

We strongly object to the use of the term "corporate welfare." The term
"welfare" is generally used to describe governmental assistance given to needy individuals
during a difficult period in their lives. It connotes receiving "something in exchange for
nothing". The corporate tax law does not contain any analogous provisions. Corporate
tax incentives are generally intended to induce or support specific taxpayer actions that
achieve specified social and economic policy goals. Accordingly, the term corporate
welfare is, at best, misleading. A "loophole' is generally considered to mean a hidden flaw
in the tax law the exploitation of which does not reflect the intent of Congress. While we
generally support the closing of loophole transactions, many of the Administration's
proposals would, in effect, penalize the legitimate business activities of corporations for no
other reason than to raise needed revenue.

In this regard, the current corporate reform debate seems to disregard the
fact that the corporate income tax is ultimately paid by individuals. It also disregards the
vital role played by corporations in our domestic economy. According to New York
Stock Exchange statistics, a great many taxpayers have linked their economic futures to
that of corporate America. More than one American in three owns stock, much of it
through mutual funds and retirement accounts. Corporate America employs over 20
million taxpayers (more than one fifth of all domestic wage and salary workers). Thus,
indeed, a hit to corporations will ultimately be felt by individual taxpayers. Given the
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technological innovations of today's competitive market place, this is not the time for
Congress to further disadvantage domestic business entities by curtailing much needed
corporate tax incentives. Rather, Congress could better equalize the business playing field
by closing genuine loopholes. For example, credit unions that have expanded their
membership/customer base far beyond the parameters of their original common bond
continue to be exempt from taxation and compete, unfairly, with commercial banks and
thrifts. Limiting the proliferation of multiple common bond credit unions is a sorely
needed loophole closer, which we would respectfully offer for your consideration.

We support the proposals to expand the availability of individual retirement
accounts, to reduce the taxation of capital gains, and to reduce the taxation of estates
involving closely held business. However, the Administration's revenue raising proposals
are expected to inhibit job creation, inequitably penalize business and lessen the overall
economic stimulative impact of the budget proposal. This statement provides additional
details on the proposals we find most troubling.

Increased Information Reporting Penalties

The Administration proposes to raise the penalties, under section 6721, for
failure to file correct information returns from the current level of $50 per return, not to
exceed $250,000 during any calendar year, to the greater of $50 per return or 5 percent of
the total amount required to be reported. The ABA strongly opposes the Administration's
proposal.

The banking industry prepares and files information returns to report items
such as employee wages, dividends, and interest (on Forms W-2, 1099-INT, -DIV, -B,
-S, and -MISC) annually, in good faith, for the sole benefit of the IRS. The
Administration reasons that the current penalty provisions may not be sufficient to
encourage timely and accurate reporting. We disagree. Information reporting penalties
were raised to the current levels as part of the Omnibus Budget Reconciliation Act of
1989, P.L. 101-239. The'suggestion that this proposal reduces "corporate welfare" or
closes a "corporate loophole" presumes that, irrespective of the legislative actions of the
one hundred first Congress, corporations are noncompliant, a conclusion for which there
is no substantiating evidence.

Further, penalties typically are intended to discourage "bad" behavior and
encourage "good" behavior, not to serve as revenue raisers. Let's presume that the new
penalty levels achieve the Administration's goal of decreasing the number of taxpayers that
incur penalties. In the next budget, will we have another proposed increase in the
penalties in order to maintain the revenue flow? Certainly, the proposed increase in
penalties is unnecessary and is not a sound tax policy.
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Modify Net Ooerating Loss (NOL) Carry-back and Carry-forward Rules

The ABA opposes the Administration's proposal to limit carry-backs of net
operating losses (NOLs) to one year and extend carry-forwards to twenty years. Current
law permits NOLs to be carried back three years and carried forward fifteen years to
correct income distortions resulting from losses reported at the end of the taxable year. In
many instances, NOLs result from general business cycles. This is particularly true for the
banking industry, whose performance, over time, tends to mirror the financial ups and
downs of its customers. Business cycles often last longer than twelve months and do not
necessarily conform to the beginning and end of a taxable year. Accordingly, a one-year
carry-back limitation would further distort and prevent accurate reporting of income for
the combined period and income of the individual taxable years.

In its explanation of the reason for change, the Administration cites the
increased complexity and administrative burden associated with carry-backs vis-a-vis
carry-forwards. This rationale is inconsistent with sound tax policy and is not an adequate
justification for so significantly limiting the NOL carry-back period. The notion of a
carry-back has always had a quasi-equitable component. That is, it effectively allows a
taxpayer who is struggling with a financial downturn to receive a cash infusion from the
refund of previously paid taxes. The proposed one-year carry-back tilts the scale to the
benefit of the IRS, which will receive a time value of money benefit. Refunds would be
paid, if at all, at some point in the future rather than currently.

Additionally, reducing the NOL carry-back period could immediately
reduce a bank's regulatory capital since the value of the carry-back for regulatory capital
purposes would be limited to the amount of taxes paid in the year prior to the operating
loss rather than the total amount of taxes paid in the three previous years. Bank
regulatory agencies limit "deferred tax assets" (DTAs). A DTA represents a reduction in

the future tax liability. It may result from either (a) NOL carry-forwards and excess
credits or (b) a deductible "temporary difference", as defined in the Statement of Financial

Accounting Standards No. 109. A "deductible temporary difference" is a tax deduction
reported earlier on bank financial statements than on the tax return. The regulatory capital
limitation does not apply to net operating loss carry-backs because they are not dependent

on future taxable income since DTAs are linked to the carryback period, reducing the
period will effectively reduce capital. DTAs that are dependent on future taxable income

(such as net operating loss carry-forwards) are limited for regulatory capital to the lesser
of the amount that can be realized within one year or 10% of Tier I capital.

Increasing the life of a net operating loss carry-forward from fifteen to
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twenty years is not likely to compensate for the immediate reduction in the value of net
operating loss carry-backs.' Accordingly, we strongly urge that this proposal not be
included in the budget package.

Repeal section 1374 for Large Corporations

The ABA opposes the proposal to repeal Internal Revenue Code section
1374 for large S corporations. The proposal would accelerate net unrealized built-in
gains (BIG) and impose a corporate level tax on BIG assets along with a shareholder level
tax with respect to their stock. The BIG tax would apply to gains attributable to assets
held at the time of conversion, negative adjustments due to accounting method change,
intangibles such as core deposits and excess servicing rights, and recapture of the bad debt
reserve.

The Small Business Job Protection Act of 1996, P.L. 104-188, allowed
financial institutions to elect S corporation status for the first time. Effectively, the
Administration's proposal would shut the window of opportunity for those financial
institutions to elect S corporation status by making the cost of conversion prohibitively
expensive. We believe that such a change would be contrary to Congressional intent.

Indeed, further clarifying legislation is necessary. We note that technical
correction legislation is necessary with respect to the treatment of nonfinancial institution
S corporations that hold S bank or thrift corporation subsidiaries. Under current law, an S
corporation is allowed to own and elect S corporation status for a "qualified subchapter S
subsidiary" (QSSS). If a nonfinancial institution parent corporation elects to treat a bank
or thrift subsidiary as a QSSS, the QSSS is not treated as a separate corporation and all
the assets, liabilities, and items of income, deduction, loss and credit of the subsidiary are
treated as the attributes of the nonfinancial institution parent corporation. A technical
correction is necessary to allow Treasury regulations to provide that an election to treat a
bank subsidiary as a QSSS would not change the status of either the nonfinancial
institution parent or the subsidiary for purposes of selected provisions of the Internal
Revenue Code applicable to banks and thrifts (such as sections 265(b) interest expense
disallowance; 582 bad debts and 6050P returns relating to cancellation of indebtedness).

With respect to thrifts, Section 593(e), as amended by the Small Business
Job Protection Act of 1996, provides that distributions by a thrift to its shareholders are
taken first out of earnings and profits (E&P) then out of the frozen base year reserves.
Moreover, when a C corporation becomes an S corporation, it retains its accumulated C
corporation E&P; however, it does not accumulate any additional E&P while it remains an
S corporation. According to recent IRS pronouncements, reserve recapture under section
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593(e) may be triggered, unintentionally, by the failure to have C corporation E&P. In
order to make subchapter S benefits available to all eligible thrifts, S corporation earnings
should be counted as E&P for section 593(e) purposes. We urge immediate passage of
such technical corrections legislation.

Modify foreign tax credit (FTC1 carryover rules

The ABA opposes the Administration's proposal to limit carry-backs of

foreign tax credits (FTCs) to one year and extend carry-forwards to seven years. The
proposed FTC carryover limitation would further distort and prevent the accurate
reporting of income for previous years. The Administration's explanation for the proposed
limitation on FTC carry-backs cites the increased complexity and administrative burden
associated with carry-backs as opposed to carry-forwards. The Administration's rationale
is inconsistent with sound tax policy and is not an adequate justification for so significantly
limiting the FTC carry-back period. For the reasons set out above, there is little, if any,
justification for making such a significant tax policy change. We suggest that this proposal
not be included in the budget package.

Limit Dividends Received Deduction

The ABA strongly opposes the Administration's proposals to reduce the

dividends-received deduction (from 70 percent to 50 percent for corporations owning less
than 20 percent of the stock of a U.S. corporation), to modify the holding period
requirement, and to deny the deduction on limited term preferred stock. In explaining the

proposed changes, the Administration states, inter alia, that the 70 percent deduction is

too generous; that the holding period requirement does not assure that the owner of stock

bears sufficient risk of loss; and that the current rules for the deduction are too complex.

We disagree. The ABA, along with other members of the financial services community,
has steadfastly opposed limitation of the dividends received deduction.

The dividends-received deduction mitigates multiple level taxation of

earnings from one corporation paid to another. Originally, "corporations were not taxed

on dividends received from other corporations in order to prevent multiple taxation of

corporate earnings as the earnings passed from one corporation to another possibly within

the same chain of ownership." 1 The deduction was first cut back (to 85 percent) in an

attempt to simplify corporate structures and to discourage the use of multiple entities for

tax avoidance. However, the deduction remained at 85 percent until 1986, when it was

reduced to 80 percent. It was further s,-aled back in 1987 to 70 percent. In several years

Boris L Biuker mId James S. E Agce, EOL&noIrsmTa- IMA thI Nrod MA pars.5O5, a 5-3k n. 172 (6t d.

1996)
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since, the deduction has been on the "usual list of suspects' almost any time revenue is
needed. Currently, the dividends received deduction is a necessary tool in maintaining
corporate viability rather than an implement of tax avoidance. The dividends received
deduction does not constitute "corporate welfare', nor should it be considered a
"corporate loophole". In effect, cutting back the deduction from 70 percent to 50 percent
would not only be a tax increase, it would also be a move closer to imposing a full triple
tax on profitable companies.

The Administration has a separate proposal that would deny the interest
deduction for certain debt instruments and reclassify certain other debt instruments,
because such instruments have "substantial equity features." If the Administration is
successful in curtailing the dividends-received deduction to 50 percent (and perhaps even
further in the future), we wonder whether such reductions put even greater pressure on
issuers to avoid equity instruments and structure debt instruments to achieve their
corporate goals.

Reducing the dividends received deduction, as proposed, is also expected
to disrupt the preferred stock market with resulting harm to investors, such as ELAs,
pensions funds and corporations. The holding period changes would create uncertainty
for preferred stock investors as to the availability of the deduction, discourage market-
driven hedging practices, and impose significant compliance costs on companies with large
portfolios. It would also further erode U.S. competitiveness. We do not believe that tax
policy should sacrifice equity in order to achieve simplicity. We urge that this proposal
not be included in the 1998 budget package.

Basis of Substantially Identical Securities Determined on an Average Basis

The ABA opposes the Administration's proposal to require taxpayers to
determine their basis in substantially identical securities using the average of all of their
holdings in securities. We also oppose the proposal to require that taxpayers use a first-in,
first-out method for purposes of determining whether gain or loss on the sale of a security
is long or short term. These proposals would unnecessarily create additional and complex
recordkeeping burdens. Taxpayers would be required to maintain two sets of records for
each investment: one for average cost (which must be adjusted at the time of each
purchase) and another for acquisition dates (which must be adjusted at the time of each
purchase or sale). The burden would be further complicated for taxpayers who maintain
computerized records. The programming needed in order to establish, maintain and adjust
two sets of records at the time of each transaction, would be substantial. We oppose the
significant imposition of costs and compliance burdens associated with the proposal to
change the timing aspects of reporting gain or loss from the sale of stock or securities.
This proposal is not targeted toward abuse, but is a significant tax policy change with
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respect to the timing of reporting gain or loss from the sale of stock and is inappropriate
for inclusion in the budget.

Reouire reasonable payment assumotions for Interest accruals on certain debt
Instruments

The ABA opposes the proposal to require prepayment assumptions for
interest accruals that would cause credit card issuers to pay tax on grace period interest
before having a fixed right to the income. The proposal would require issuers to include
in currently taxable income an estimate of the amount of grace period interest that will
accrue in the future. This estimate would be based on the credit card issuer's assumptions
of the likelihood that its credit card customers will not pay their entire balances before the
end of the applicable grace period. This proposal effectively repeals the longstanding and
long accepted "all events" standard in this area. It is not a 'loophole closer', nor does it
constitute *corporate welfare". Moreover, this proposal can only be viewed as a tax
increase and an arbitrary departure from well established tax policy.

Other Issues

The Administration's proposal contains a number of other provisions to
which we object as being harmful to banks and thrifts, as listed below:

0 Extend section 265 pro rata disallowance of tax-exempt interest expense to
all corporations;

0 Register confidential tax shelters;

0 Deny the interest deduction on certain debt instruments; and

. Defer the deduction on certain convertible debt.

CONCLUSION

The ABA appreciates having this opportunity present our views on the

revenue raising provisions contained in the President's fiscal year 1998 budget proposal.
We look forward to working with you in the future on these most important matters.
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U.S. Senate

Regarding Revenue-Raising Proposals Included In
President Clinton's Fiscal 1998 Budget

Relating to the Dividends-Received Deduction

April 17, 1997

The undersigned businesses and trade associations appreciate the opportunity to respond
to the Chairman's request for testimony to the Finance Committee on the revenue-raising
provisions of President Clinton's fiscal 1998 budget plan. Specifically, we are testifying in
opposition to the Administration's proposals to reduce, eliminate, or otherwise restrict the
availability of the dividends-received deduction.

As the list of signers to this testimony demonstrates, a broad range of trade associations
and companies believe that these proposals would exacerbate the multiple taxation of
corporate income, penalize investment, and mark a retreat from efforts to develop a more
rational tax system for the United States.

Rationale for the dividends-received deduction

The history of the dividends-received deduction (DRD) reflects its purpose and role to
eliminate or at least alleviate the impact of potential multiple layers of corporate tax.
Without the DRD, income wopld be taxedfirsl when it is earned by a corporation, a
second time when the income is paid as a dividend to a corporate shareholder, and finally,
a third time when the income of the receiving corporation is paid as a dividend to an
individual shareholder. The DRD serves to mitigate the middle level of taxation.

The DRD has been part of the federal law since 1909, when corporate income first became
taxable. The deduction was enacted to provide for full deductibility of intercorporate
dividends. This 100-percent deduction ensured that income earned by a corporation was
not taxed more than once at the corporate level Over time, the intended effect of the
DRD has been eroded.

The DRD was reduced for the first time in 1935, to 90 percent, and then in 1936 to 85
percent. During this period, the corporate income tax included a surtax applicable to
income above a certain level, called the "surtax exemption amount." At the time, there
was concern that corporations would attempt to take advantage of multiple surtax
exemptions by splitting income among several subsidiaries, each of which would be able to
avoid the surtax up to the exemption amount. Subsidiary dividends then could be paid
tax-free back to the parent as long as there was a 100-percent DRD. To preclude
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complete avoidance of the surtax through such "income splitting," the DRD was reduced
to 85 percent. The result, for the first time, was a second level of corporate tax imposed
on the same earnings (15 percent of intercorporate dividends) before they had left the
corporate sector.

Underscoring the rationale that had prompted the earlier cut-back in the deduction, the full
100-percent deduction was restored in 1964 for dividends paid within affiliated groups
that elected to use only one surtax exemption. In 1975, the use of a single surtax
exemption for an affiliated group became mandatory, so the original rationale for reducing
the DRD no longer existed. However, Congress did not act to restore the 100-percent
deduction for all corporations. As part of the Tax Reform Act of 1986, Congress reduced
the general DRD from 85 percent to 80 percent, a move apparently intended to leave
unchanged the effective tax-rate on dividends, taking into account the reduced corporate
income tax rate under the 1986 Act.

In the Omnibus Budget Reconciliation Act of 1987, the deduction was reduced to 70
percent for dividends received from the stock of corporations in which the receiving
corporation owns less than a 20-percent interest. Congress's stated rationale for reducing
the deduction was that the prior 80-percent deduction was viewed as "too generous." The
legislative history does not explain why precluding a second level of corporate tax (and a
third level of tax when the earnings are paid to shareholders) should be viewed as
"generous," rather than appropriate tax policy. Of course, the paramount objective of the
1987 Act was to reduce forecasted budget deficits.

The Administration's Proposals

The Administration's FY 1998 budget includes three proposals relating to the DRD.

" The DRD available to corporations owning less than a 20-percent interest in the stock
of a corporation would be reduc from 70 percent to 50 percent.

SThe DRD would be CUMWnL for dividends on certain limited-term preferred stock.
Many companies issue this type of instrument as an alternative to higher-cost means of
financing their operations.

SThe DRD would be elimiate if the recipient corporation does not satisfy modified
holding period requirements. This proposal generally would affect companies that
have in place programs aimed at managing investment risk.

Movement In the Wrong Direction

The undersigned trade associations and companies believe that the Administration
proposals run counter to sound tax policy principles:
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The proposals would exacerbate multiple taxation of corporate income. Most U.S.
trading partners have adopted a single level of corporate taxation as a goal and
provide some relief from double taxation of corporate income through "corporate
integration" rules. Unlike the United States, other G7 countries (Canada, France,
Germany, Italy, Japan, and United Kingdom) generally exclude from tax altogether
dividends received by corporations. Adopting provisions that accentuate the problem
of multiple taxation, rather than ameliorating this problem, would harm the
international competitive position of U.S.-based corporations.

The Treasury Department itself, in 1984, recommended that triple taxation of
corporate income be eliminated, and double taxation be halved, as part of its blueprint
for an ideal tax system. A subsequent Treasury Department report, released in January
1992, documented the substantial economic benefits of integration and the economic
distortions caused by the current multi-tiered system of taxing corporate income. The
report concluded that any of three proposed "integration" prototypes would increase
investment in capital stock in the corporate sector by $125 billion to $500 billion and
would decrease the debt-to-asset ratio in the corporate sector by I to 7 percentage
points.

These themes are echoed in recent proposals to restructure the U.S. tax system. While
there are considerable differences over how a restructuring of the income tax system
should be pursued, there appears to be jrowin M consensus in supp ort of reducing the
multiple taxation of corporate income. The various restructuring proposals are
grounded in the fundamental rationale that business investment, organization, and
financial decisions should be driven by economic and not tax considerations, and that,
from a policy perspective, corporate net income should be taxed just like other income
- once and only once. Any further erosion of the DRD runs counter to the rationale
behind these efforts.

-The proposals would penalize investment by corporations and individuals. Cutting
back on the DRD would increase the cost of equity financing foe U.S. corporations,
thereby discouraging new capital investment. By contrast, the corporate integration
regimes adopted by the other G7 countries do not add to a corporation's cost of
financing new investments.

Individuals also would be affected. Many individuals have invested in perpetual
preferred equities, which provide a relatively predictable stream of earnings and
stability of principal over time. Preferred equities represent a significant portion of
many self-directed individual retirement portfolios. The Administration's proposals
would have the effect of depressing the market for perpetual preferred stock, thereby
decreasing the value of such shares. individuals thus would see the value of current
holdings and their retirement savings diminished.

A reduction in the DRD would discriminate against particular business sectors and
structures. The Administration's proposals may have a disproportionate impact on
taxpayers in certain industries, such as the financial and public utility industries, that
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must meet certain capital requirements. Certain types of business structures also stand
to be particularly affected. Personal holding companies, for example, are required to
distribute their income on an annual basis (or pay a substantial penalty tax) and thus do
not have an option to retain income to lessen the impact of multiple levels of taxation.

" Companies should not be penalizedfor miniming risk of loss. As a result of the
Administration's holding period proposal, the prudent operation of corporate liability
and risk management programs could result in disallowance of the DRD. Faced with
loss of the DRD, companies may choose to curtail these risk management programs.

" No tax abuse Is targeted by the Administration's proposals. The Administration
suggests that some taxpayers may be able to take advantage of the 70-percent
deduction in a way that "undermines the separate corporate income tax." To the
extent Treasury can demonstrate that the deduction may be subject to misuse, targeted
anti-avoidance rles can be provided. The indiscriminate approach of sharply cutting
back on the DRD goes beyond addressing inappropriate transactions and unnecessarily
penalizes legitimate corporate investment activity - simply stated, it's bad tax policy.

" The Administration has no convincing defense for such fundamental change to
long-standing tax policy. The Administration argues that the current 70-percent
deduction, for example, "is too generous." Since Congress already has addressed (in
OBRA '87) the argument that an 80-percent deduction was "too generous," and
responded by reducing the deduction to 70 percent, it is hard to see why only 10 years
later the same deduction could again have become "too generous."

Conclusion

We urge the Committee not to consider the Administration's proposals to reduce the
DRD. A more appropriate approach would be to reduce or eliminate the multiple taxation
of corporation income, rather than further accentuate the inefficiencies and inequities of
the current system.

American Council on Capital Formation
America's Community Bankers
American Insurance Association
American Council of Life Insurance
Edison Electric Institute
Financial Executives Institute
National Association of Manufacturers
PSA The Bond Market Trade Association
Securities Industry Association
U.S. Chamber of Commerce

Aetna Life and Casualty Company
American Bank of Connecticut
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American Express Company
American States Financial Corporation
Baltimore Gas & Electric
Bear Stearns & Co., Inc.
B.C. Zieglar & Co.
Chapdelaine Corporate Securities
The Chase Manhattan Corporation
Cinergy Corp.
Citicorp
Colonial Pipeline Co.
Columbia Mutual Insurance Co.
Commonwealth Mortgage Assurance Co.
Cooper Industries Incorporated
Credit Suisse First Boston
Dominion Resources
Entergy Corporation
Erie Insurance Giup
Family Farm Insurance Co.
Family Compony Group
Flaherty & Crnmrine Incorporated
Florida Power & Light Company
Goldman, Sachs & Co.
Household International
Houston Industries Incorporated
J.P. Morgan & Co. Incorporated
Kansas City Power & Light Company
Lehman Brothers Inc.
Lincoln National Corporation
Merchants Insurance Group
Mercury General Corporation
Merrill Lynch & Co., Inc.
MidAmerican Energy Company
Minnesota Power
Morgan Stanley & Co., Inc.
NYSEG (New York State Electric & Gas Corp.)
Northland Insurance Co.
Phoenix Duff & Phelps Investment Advisers
Pitney Bowes Inc.
Progressive Partners
Prudential Securities
Salomon Brothers
Spectrum Asset Management, Inc.
Smith Barney
Texaco, Inc.
The Travelers Group
Twenty-First Securities
Wisconsin Power & Light Company
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Comments of the American Financial Services Association on the
New Revenue Provision in the President's Fiscal Year 1998 Budget

that would "Require Reasonable Payment Assumptions for
Interest Accruals on Certain Debt Instruments"

L Summary of AFSA'S Position

The American Financial Services Association (AFSA) strongly opposes the new revenue
proposal titled, "Require Reasonable Payment Assumptions for Interest Accruals on Certain Debt
Instruments," which in reality seems to be directed toward unbilled, estimated interest on credit
card receivables. The provision is an inappropriate departure from tax accrual standards and
there is no basis for extending the prepayment assumptions currently applicable (for only limited
purposes) to REMIC interests to credit card receivables in order to "equalize" the two types of
significantly different instruments. AFSA is concerned both with the specific impact of the
proposal on the credit card industry as well as the precedent it sets for further departures from
long-standing tax law accrual standards. This is not an issue of "corporate welfare" or of closing
a "loophole," but of whether or not the "all events" test can be selectively ignored in an arbitrary
fashion purely to raise tax revenues. The proposal is particularly egregious because affected
taxpayers are prevented from using "assumptions" to charge off losses on credit card receivables
(See Attachment). A more thorough discussion of the issue is found below followed by a
description of AFSA's membership as required by the request for comments.

II. Background

Under present law, holders of credit card receivables recognize credit card interest income for tax
purposes under the historic "all events test." Accordingly, any interest income that is both fixed
and determinable is accrued currently. Any interest income, however, the right to which is
contingent upon events outside the taxpayer's control, is not includable in taxable income until
all events occur which eliminate the contingency. This rule applies to interest related to a "grace
period" provided to a credit card customer.

Under a typical grace period arrangement (please see the attached chart), a credit card customer
can avoid any finance charge on year-end purchases by paying the outstanding balance on or
before the payment due date (i.e., through a 25-day grace period). The customer will owe interest
related to the period from the billing date through the end of the year only if the customer fails to
pay the outstanding balance before the end of the grace period. As the credit card issuer's right to
this "grace period interest" is not fixed until the end of the grace period, the issuer is not required
to currently accrue any grace period interest which becomes fixed during the subsequent year.
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III. The Administration's Revenue Proposal

Simply stated, the provision in President Clinton's Fiscal Year 1998 budget requiring
prepayment assumptions for interest accruals would cause credit card issuers to pay tax on grace
period interest before having a fixed right to the income. The proposal would require issuers to
include currently in taxable income an estimate of the amount of grace period interest that will
accrue in the future. This estimate would be based on the credit card issuer's assumptions of the
likelihood that its credit card customers will not pay their entire balance before the end of the
applicable grace period. If, in the attached example, the taxpayer assumed, based on experience,
that 50 percent of all nominal grace period interest becomes fixed, the taxpayer would, under the
budget proposal, have to accrue for 1995, 50 percent of the estimated grace period interest on the
$1,000 balance outstanding at December 31, 1995, or $3.50.

IV. Why the Revenue Proposal's Departure from Tax Accrual Standards is Inappropriate
and Why REMICs are not Comparable Instruments

The Treasury Department claims that prepayment assumptions currently applicable to REMIC
interests should be extended to credit card receivables in order to "equalize" the treatment of
these two types of instruments. This goal is misplaced, however, because prepayment
assumptions are used under present law only for the limited purpose of accruing discount and
premiums on REMIC interests, but are not used for accruing stated interest. Instead, stated
interest on debt instruments (including credit card receivables) is accrued under the historic "all
events test" whereby taxpayers pay federal income tax on taxable income determined by
reducing fixed and determinable income by fixed and determinable expenses. A consistent
application of the fixed and determinable standard to both income and expenses preserves the
integrity and fairness of the system even though some income or expense items may be taken
into account at different times for financial statement purposes. Accrual method taxpayers are not
entitled to deduct estimates of future expenses (such as bad debts-which, based on experience,
are highly likely to be incurred. Predictions of uncertain future events have long been rejected as
a basis for tas accounting on both the income and the expense side. In fact, since 1984 the
accrual of expenses has been deferred beyond the time that they are fixed and determinable. A
further one-sided departure from the historic "all events test" will significantly distort taxable
income solely for the sake of a one time revenue raiser.

V. Conclusion

Under no circumstances can present law be viewed as a "loophole" or as providing "corporate
welfare." On the contrary, adopting the proposal in question can only be viewed as a tax increase
on a selected group of taxpayers. AFSA believes that the proposal is not only an undesirable
departure from well established tax policy, but is also inequitable and one-sided.
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Statement of Represemtation

The American Financial Services Association

The American Financial Services Association (AFSA) is the trade association for a wide variety
of non-traditional, market funded providers of financial services to consumers and small
businesses.

AFSA's members fit into four basic categories:

* Diversified Financial Services Companies - These are companies that offer a broad
range of financial services and products to consumers nationwide. Many of these members are
affiliated with banks or savings and loans.

* Automotive Finance Companies - These companies, frequently referred to as "captive
finance companies," provide financing for customers that purchase the manfcturer's
products. In addition, many of the companies or their parents have branched out into a range
of other financial services, such as credit cards or mortgage lending.

• Consumer Finance Companies -- The core Lusiness of this membership segment
includes: unsecured personal loans, home equity loans, and sales financing (for retailers'
credit customers). This segment includes companies of all sizes.

* Credit Card Issuers - This membership segment offers bank cards, charge cards, credit
cards or private label cards. AFSA members include many of the largest credit card issuers in
the U.S.

AFSA members are important sources of credit to the American consumer, providing more than
20 percent of all consumer credit. AFSA members are highly innovative and compete at all levels
in the financial services markets. Our members have charged AFSA with promoting a free and
open financial services market that rewards the highest level of competitiveness.
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Attachment

The Administration's proposal is inconsistent with past congressional action affecting credit card
receivables. AFSA believes that the logic expressed by the Joint Committee on Taxation in its
explanation (see below) of the repeal of the deduction for bad debt reserves in the 1986 Act holds
equally to grace period interest The conclusion of the explanation states that if a deduction is
allowed prior to the taxable year in which the bad debt loss actually occurs, the tax liability of the

taxpayer is understated. Conversely, if grace period interest must be recognized before the right

to receive such income by a credit card issuer is actually fixed, its tax liability will be overstated.

Further, the proposal suffers from the same defects that the staff of the Joint Committee on

Taxation relied on as the basis for the repeal of the deduction for bad debt reserves in the 1986
Act:

F. Reserve for Bad Debts (Sec. 305 of the Act and sec. 166 of the
Code)"

PrIor LaW

Prior law permitted taxpayers to take a deduction for losses on
business debts using either the specific charge-off method Of the
reserve method. The specific charge-off method allows a efdsc-
io. at the time ad In the amoust that any individual debt Is

wholly or partially worthless. The reserve method allows the cur.
rent deduction of the amont that is necessary to bring the bal-
ance In the bad debt reserve account as of the beglaslas of the
yea. adjusted for actual bad debt losse ud recoveries, to the
balance allowable under an approved method as of the cd of the
yeaw. The deduction takes under the reserve method Is required to
be reasonable Ia amount, determined I light of the facts existing
at the close of the taxable year.

Worthless debts ue charged off. resulting In a deductlos under
the specific charge-off method, or an adjustment to the reserve a-
count under the reserve method, In the year Is which they become
worthless. In the case of a partially worthless debt, the amount al-
lowed to be charged off for Federal Income tax purposes cannot
exceed the amount chargcd-off on the taxpayer's books. No such
reqelrement is applicable to wholly worthless debts.

Prior law required an actual debt be owed to the taxpayer Is or-
der to support the creation of a reserve for bad debts. As excep-
tion to this rule was provided for dealers who guatee, endorse
or provide Indemnity agreements on debt owed to others If the po-
tential obltgallo• of the deaiu arises from its sale of teal or tangi-
ble personal property.

uaOo&J for Chase

The Conss believed that the use of the reserve method for de-
filsie losses from bad debts resulted in the dcductioss t binaLA
lowed for tax mroscs for losses that statistially occur Is the
future. Thus. the Conireis believe that the use of the r9s6rx£
method for determliosa losses from bad debts allowed a deduction
1o be taken to the time that the loss Ktutalv occurred. Tklis trcit-
meat under prior low was no coilistct with th acsatment of
other deductions under the all events test. if a deduaselo Is al-
lowed prior so the taxable year in which the loss atually occurs,
the value of the dcdoction to the taxpayer Is overstated and the
overall tax liability of the taxpayer uderstated. (emphasis added)

46-039 98 -5
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The administration's current revenue proposal applies to credit card issuers' receivables for
which the above provision of the 1986 Act repealed the deduction for bad debt reserves. While
the repeal of the bad debt deduction in 1986 relied on the "all events'... test to prevent issuers of
credit card receivables from using statistical data for purposes of accruing bad debt deductions,
for income purposes the Administration is now willing - for income purposes only - to rely on
statistics to require income inclusions with respect to the same credit card receivables.



Grace Period Interest Example

December S, 1995
S1,000 pmchae

December 10. 1995"M
BillingDate

Decmbr 31, 1995
(Year Ed)Cz

Jnax~y 4,1996
(End ofgace perod)
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25 days
(Grace Period)

As.umptlionSMNoes

C Cardmcmber makes purchase on 12/5 on credit card which provides for 12% interest rae and 25 day grae period.
W Cadmembe rs monthly billing date is 10th.
) Card issuer is a calendar year tapayer.

(4 Grace period interest on a 12% credit card = $1,000 x 12% - S120112 (months) =$10 x 21/30 = $7.00.
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COMMENTS OF THE
AMERICAN PETROLEUM INSTITUTE
ON THE ADMINISTRATIONS REVENUE
RAISERS SUBMITTED FOR THE PRINTED
RECORD OF THECOMMrTEE
ON FINANCE U.S. SENATE.

April 17,1997

This testimony is submitted by the American Petroleum Institute (API) for the March 12, 1997
Ways and Means hearing on the revenue raising provisions in the Administration's fy 1998 budget
proposal. API represents approximately 300 companies involved in all aspects of the oil and gas
industry, including exploration, production, transportation, refining, and marketing. The U.S. oil
and gas industry is the leader in exploring for and developing oil and gas reserves around the
world.

One of the provisions in President Clinton's budget proposal is aimed directly at the foreign
source income of U.S. petroleum companies. It seriously threatens the ability of those companies
to remain competitive on a global scale, and API strongly opposes it. It is particularly troubling
that the Administration would attack the foreign operations of U.S. oil companies in this way,
especially when it conflicts with Commerce and State Department initiatives encouraging those
same companies to participate in exploration and production ventures in strategic areas around
the world.

1. THE PROVISIONS

Specifically, the proposal includes the following provisions:

Effective for taxable years beginning after the bill's enactment, reinvested foreign oil and
gas income ("FOGI') earnings would be taxed before being realized through dividend
distributions. FOCI would be treated, instead, as Subpart F income as defined under Code
Section 952 (Le., not eligible for deferral), and trapped in a new separate FOGI basket under
Code Section 904(d). FOGI would be defined to include both foreign oil and gas extraction
income ('TOGEI') and foreign oil related income ('TORI').

In situations where taxpayers are subject to a foreign tax and also receive a so-called
"economic benefit" from the foreign country, taxpayers would only be able to claim a credit for
such taxes under Code Section 902 if the country has a "generally applicable income tax" that has
"substantial application" to all types of taxpayers.

Following is a detailed discussion of these changes and their expected effect on the taxation of
FOGI.

II. IMPACT ON GLOBAL COMPETITIVENESS
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As noted, the proposed changes to the foreign tax credit ('FrC" rules for FOGI and the current

taxation of foreign subsidiary income before distribution conflict with the Clinton Administration's
announced trade policy. The Administration has demonstrated an intention to subscribe to the

integration of worldwide trade, with a continuing removal of trade barriers and promotion of
international investment (e.g., the GATT and NAFTA agreements). Moreover, because of their
political and strategic importance, foreign investments by U.S. oil companies have been welcomed
by the U.S. government. For example, recent participation by U.S. oil companies in the
development of the Tengiz oil field in Kazakhstan has been praised as fostering the political
independence of that
newly formed nation, as well as securing new sources of oil to Western nations, which are still too
heavily dependent on Middle Eastern imports.

Curiously, given this background, the Administration's proposals will further tilt "The playing

field" against the U.S. petroleum industries foreign exploration and production efforts, and will
increase, or make prohibitive, the U.S. tax burden on foreign petroleum industry operations.
They will not only stymie new investment in foreign exploration and production projects, but;Also
change the economics of past investments. As illustrated below, the proposed changes in the FTC
rules can reduce the return on project investments by approximately one-third.

In the case of natural resource extraction and production, the reason for foreign investment is
obvious. If U.S. oil and gas concerns wish to stay in business, they must look to replace their
diminishing reserves overseas, since the opportunity to do so in the U.S. has been restricted by
both federal and state government policy. If U.S. companies can not legitimately compete,
foreign resources will instead be produced by foreign competitors, only then without any benefit

to the U.S. economy, and without U.S. concerns or American workers deriving any direct or
indirect income from the foreign production activity.

Proposals to increase the taxation of foreign operations, like other barriers to foreign investments

by U.S. firms, are based on several flawed premises. There is the perception that foreign

investment by U.S. business is responsible for reduced investment and employment in the U.S.
These investments are perceived to be made primarily in low wage countries at the expense of

U.S. labor, with such foreign investments also including a shift of Research & Development

("R&D") spending abroad. However, studies like the 1995 review by the Economic Strategy

Institute (Multinational Corporations and the U.S. Economy [1995)) show these claims to be

unfounded. Over a 20-year period, capital outflows from the U.S. averaged less than 1% of U.S.

nonresidential fixed investment, which is hardly sufficient to account for any serious deterioration

in U.S. economic growth. Instead, affiliate earnings and foreign loans, not U.S. equity, have

financed the bulk of direct foreign investment.

The principal reason for foreign investment is seldom cheap labor. Rather, the more common

reasons are a search for new markets, quicker and easier response to local market requirements,

elimination of tariff and transportation costs, faster generation of local good will, and other deep

rooted host country policies. In this regard, the bulk of U.S. foreign investment is in Europe,

where labor is expensive, rather than in Asia and Latin America, where wages are low. According

to a recent study, almost two-thirds of employment by foreign subsidiaries of U.S. companies was
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in Canada, Japan, and Europe, all higher wage areas (Sullivan, From Lake Geneva to the Ganges:

U.S. Multinational Employment Abroad, 71 Tax Notes 539 (4/22/961). Although some R&D

functions have been moved abroad, they make up only 15 % of domestic R&D, and are prinarily

in areas aimed at tailoring products to local demands. Moreover, two recent studies of the OECD

countries conclude that foreign investment is beneficial to employment and incomes in both the

home and host countries. (The OECD Countries, Paris [19941; Trade and Investment:

Transplants, Paris [1994)).

The FTC principle, along with so-called "deferral" of taxation of foreign subsidiary earnings until

repatriation, make up the foundation of U.S. taxation of foreign source income. The

Administration's budget proposals would destroy this foundation of foreign income taxation on a

selective basis for foreign oil and gas income only, in direct conflict with the U.S. trade policy of

global integration, embraced by both Democratic and Republican Administrations.

III. FOREIGN TAX CREDIT - BACKGROUND

A. THE FTC IS INTENDED TO PREVENT DOUBLE TAXATION

Since the beginning of Federal income taxation, the U.S. has taxed the worldwide income of U.S.

citizens and residents, including U.S. corporations. To avoid double taxation, the FTC was

introduced in 1918 to allow a dollar for dollar offset against U.S. income taxes on foreign income

for taxes paid to foreign taxing jurisdictions. The need for the FTC is at least as important today

as it was 70 years ago. Also under this regime, foreign income of foreign subsidiaries is not

immediately subject to U.S. taxation. Instead, the underlying earnings become subject to U.S. tax

only when the U.S. shareholder receives a dividend (except for certain "passive" or "Subpart F'

income). Any foreign taxes paid by the subsidiary on such earnings is deemed to have been paid

by any U.S. shareholders owning at least 10 % of the subsidiary, and can be claimed as FTCs

against the U.S. tax on tie foreign dividend income (the so-called "indirect foreign tax credit'.

Thus, taxing the U.S. shareholder on all or part of the foreign corporation's earnings, before

dividends are distributed, is the exception rather than the rule. In the corporate context, the norm

is that although U.S. corporations are taxed on their worldwide income, there is no taxation

before realization. Accordingly, the earnings of foreign subsidiaries are taxed only when they are

received in the form of a dividend, or on disposal of the subsidiary's stock. This is symmetrical

with individual shareholders being taxed on earnings from companies in which they own shares

when dividends are declared and paid or the stock is sold.

B. BASIC RULES OF THE FTC

The FTC is intended to offset only U.S. tax on foreign source income. Thus, an overall limitation

on currently usable FrCs is computed by taking the ratio of foreign source income to worldwide

taxable income, and mutipbing this by the tentative U.S. tax on worldwide income. The excess

of FTCs can be carried back 2 years and carried forward 5 years, to be claimed as credits in those

years within the same respective overall limitations.



131

The overall limitation is computed separately for various "separate limitation categories." Under
present law, foreign oil and gas income falls into the general limitation category, i.e., for purposes

of computing the overall limitation, foreign oil and gas income is treated like any other foreign

active business income. Separate special limitations still apply, however, for income: (1) whose

foreign source can be easily changed; (2) which typically bears little or no foreign tax; or (3)
which often bears a rate of foreign tax that is abnormally high or in excess of rates of other types

of income. In these cases, a separate limitation is designed to prevent the use of foreign taxes
imposed on one category to reduce U.S. tax on other categories of income.

C. FTC LIMITATIONS FOR OIL AND GAS INCOME

As discussed in this section and D below, Congress and the Treasury have already imposed
significant limitations on the use of foreign tax credits attributable to foreign oil and gas

operations. In response to the development of high tax rate regimes by "OPEC" in the early

1970's, taxes on foreign oil and gas income became the subject of special limitations. These

changes also addressed Congress's concern over the confusion between taxes and royalties paid to
the host country government. For example, each year the amount of taxes on FOGEI may not
exceed 35 % (Le., the U.S. corporate tax rate) of such income. Any excess may be carried over
like excess FrCs under theloverall limitation. FOGEI is income derived from the extraction of oil

and gas, or from the sale or exchange of assets used in extraction activities.

In addition, the IRS has regulatory authority to determine that a foreign tax on FORI is not

"creditable" to the extent that the foreign law imposing the tax is structured, or in fact operates,

so that the tax that is generally imposed is materially greater than the amount of tax on income
that is neither FORI or FOGEI. FORI is foreign source income from (1) processing oil and gas

into primary products, (2) transporting oil and gas or their primary products, (3) distributing or

selling such, or (4) disposing of assets used in the foregoing activities. Otherwise, the overall

limitation (with its special categories discussed above) applies to FOGEI and FORI. Thus, as

active business income, FOGEI and FORI would fall into the general limitation category.

D. THE DUAL CAPACITY TAXPAYER SAFE HARBOR RULE

Similar to the treatment of the U.S. Outer Continental Shelf, mineral rights in other countries vest

in the foreign sovereign, which then grants exploitation rights in various forms. This can be done

either directly, or through a state owned enterprise (e.g., a license or a production sharing

contract). Because the taxing sovereign is also the grantor of mineral rights, the high tax rates

imposed on oil and gas profits have often been questioned as representing, in pat, payment for

the grant of "a specific economic benefit" from mineral exploitation rights. Thus, the dual nature

of these payments to the sovereign have resulted in such taxpayers being referred to as "dual

capacity taxpayers."

To help resolve controversies surrounding the nature of tax payments by dual capacity taxpayers,

the Treasury Department in 1983 developed the "dual capacity taxpayer rules" of the FTC

regulations. Under the facts and circumstances method of these regulations, the taxpayer must

establish the amount of the intended tax payment that otherwise qualifies as an income tax
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payment but is not paid in return for a specific economic benefit. Any remainder is a deductible

rather than creditable payment (and in the case of oil and gas producers, is considered a royalty).

The regulations also include a safe harbor election (see Treas. Reg. 0 1,901-2A(eXl)), whereby a

formula is used to determine the tax portion of the payment to the foreign sovereign, which is

basically the amount that the dual capacity taxpayer would pay under the foreign country's general

income tax. Where there is no generally applicable income tax, the safe harbor rule of the

regulation allows the use of the U.S. tax rate in a "splitting" computation (Le., the U.S. tax rate is

considered the country's generally applicable income tax rate).

IV. THE PROPOSAL

A. THE PROPOSAL LIMITS FTCs OF DUAL CAPACITY TAXPAYERS

TO THE HOST COUNTRY'S GENERALLY APPLICABLE INCOME TAX

If a host country had an income tax on FOGI (i.e., FOGEI or FORI), but no generally applicable

income tax, the Administration's proposal would result in disallowing any FrCs on FOGI. This

would result in inequitable and destructive double taxation of dual capacity taxpayers, contrary to

the global trade policy advocated by the U.S.

The additional U.S. tax on foreign investment in the petroleum industry would not only eliminate
many new projects; but could also change the economics of past investments. In some cases, this

could not only reduce the rate of return, but also preclude a return of the investment itself, leaving

the U.S. business with an unexpected 'legislated" loss. In addition, because of the uncertainties of

the provision, it will also introduce more complexity and potential for litigation into the already

muddled world of the FC.

The unfairness of the provision becomes even more obvious if one considers the situation where

a U.S. based oil company and a U.S. based company other than an oil company ar subject to an

income tax in a country without a generally applicable income tax. Under the proposal, only the

U.S. oil company would receive no foreign tax credit, while the other taxpayer would be entitled

to the full tax credit for the very same tax.

The proposals concerns with the tax versus royalty distinction were resolved by Congress and the

Treasury long ago with the special tax credit limitation on FOGEI enacted in 1975 and the

Splitting Regulations of 1983. These were then later reinforced in the 1986 Act by the

fragmentation of foreign source income into a host of categories or baskets. The earlier

resolution of the tax versus royalty dilemma recognized that (1) if payments to a foreign sovereign

meet the criteria of en income tax, they should not be denied complete creditability against U.S

income tax on the rixierlying income; and (2) creditability of the perceived excessive tax payment

is better controlled by reference to the U.S. tax burden, rather than being dependent on the

foreign sovereign's fiscal choices.

B. THE PROPOSAL LIMITS FfICs TO THE AMOUNT WHICH WOULD

BE PAID UNDER THE GENERALLY APPLICABLE INCOME TAX
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By elevating the regulatory safe harbor to the exclusive statutory rule, the proposal eliminates a
dual capacity taxpayer's right to show, based on facts and circumstances, which portion of its
payment to the foreign government was not made in exchange for the conferral of specific
economic benefits and, therefore, qualifies as a creditable tax. Moreover, by eliminating the 'fal
back" to the U.S. tax rate in the safe harbor computation where the host country has no generally
applicable income tax, the proposal denies the creditability of true income taxes paid by dual
capacity taxpayers under a "schedular" type of business income tax regime (ie., regimes which tax
only certain categories of income, according to particular "schedules"), merely because the foreign
sovereign's fiscal polcy does not include all types of business income.

For emerging economies of lesser developed countries, as for post-industrial nations, it is not
realitic to always demand'the existence of a generally applicable income tax. Even if the political
willingness exists to have a generally applicable income tax, such may not be possible because the
ability to design and administer a generally applicable income tax depends on the structure of the
host country's economy. The most difficult problems arise in the field of business taxation.
Oftentimes, the absence of reliable accounting books will only allow a primitive presumptive
measure of profits. Under such circumstances the effective administration of a general income tax
is impossible. All this is exacerbated by phenomena which are typical for less developed
economies: a high degree of self-employment, the small size of establishments, and low taxpayer
compliance and enforcement. In such situations, the income tax will have to be limited to mature
businesses, along with the oil and gas extraction business.

C. THE PROPOSAL INCREASES THE RISK OF DOUBLE TAXATION

Adoption of the Administration's proposals would further tilt the playing field against overseas oil
and gas operations by U.S. business, and increase the risk of double taxation of FOG]. This will
severely hinder U.S. oil companies in their competition with foreign oil and gas concerns in the
global oil and gas exploration, production, refining, and marketing arena, where the home
countries of their foreign competition do not double tax FOGI. This occurs where these countries
either exempt foreign source income or have a foreign tax credit regime which truly prevents
double taxation.

To illustrate, assume foreign country X offers licenses for oil and gas exploitation and also has an
85 % tax on oil and gas extraction income. In competitive bidding, the license will be granted to
the bidder which assumes exploration and development obligations most favorable to country X.
Country X has no generally applicable income tax. Unless a U.S. company is assured that it will
not be taxed again on its after-tax profit from country X, it very likely will not be able to compete
with another foreign oil company for such a license because of the different after tax returns.
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U.S. OWNED OIL FOREIGN COMPETITORS
COMPANIES

Taxable profit 100 100

Host Country Tax -85 5

Aftet Host Country Tax JA J5

IW T MW Wifi M US Present US Foreign Competior's Home
Law Proposed Country Tax

Taxable Profit 100 100 Not applicable because foreign
Income Is exempt from taxation

subject to tax In host country.

Foreign Tax deduction 
None 

I5

Taxable Income 100 15
Tentative Tax (e.g., U.S. tax at 35 5.25
M5)

FTC imted to US tax on -35 N/A
foreign source Income

Home Country Tax payable 0 5.25

Profit before taxes 100 100 100

Tax lo Host Country -85 -85 -85

Tax to Home Country 0 -5.25 0

SmtTuift*fZ~ 1 %zi5Y WTt 4Ak

Because of the 35 % additional U.S. tax, fth U.S. company's after tax return will be more than

one-third less than its foreign competitors. Stated differerly, if the foreign competitor is able to

match the U.S. company's proficiency and effectiveness, the foreigner's return will be more than

50 % greater then the U.S. company's return This would surely harm the U.S. company in any

competitive bkidg.

D. SEPARATE LIMITATION CATEGORY FOR POGl

To install a separate FTC limitation category for FOGI would single out the active business

income of oil companies and separate it from the general business income 'basket." There is no

legitimate reason to carve out FOG! from the general limitation category or basket. FOGEI is

derived from the country where the natural resource is i the ground while PORI is derived from

the country where the processing or marketing occurs. Moreover, any FORI that is earned in

consuming countries and treated lie other business income is very likely taxed currently, before

distrtution, under the Qri-avokiarc rules for udistdibted earnings of foreign subsidy .
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V. REPEAL OF SO-CALLED DEFERRAL

A. BACKGROUND

As stated above, the U.S. exercises worldwide taxing jurisdiction over U.S. persons, including
U.S. corporations. However, foreign corporations are not creatures of U.S. law and are thus not
subject to US income tax. For various reasons, U.S. companies conduct foreign operations
through foreign corporations. These corporations are called controlled foreign corporations
(CFCs). The earnings of CFCs are taxed currently only by the host country. They are taxed to the
U.S. shareholder only if and when distributed as a dividend.

However, if the US shareholder is suspected of using a foreign subsidiary to actively defer U.S.
tax, the Code provides for current taxation of such earnings, imputing a constructive distribution.
These rules are found in "Subpart F', and the income to the U.S. shareholder from these deemed
distributions is conveniently referred to as "Subpart F income." Subpart F income has been

viewed by Congress only to exist with respect to passive income or income which can be easily
moved to sources with no or low foreigmtaxes. These rules, referred to as "anti-deferral" rules,
are portrayed as denying the "privilege of deferraL" However, they operate more in the nature of
penalty provisions, rather than by conferring or denying a privilege.

Foreign operations are not placed into foreign subsidiaries merely for tax reasons. Although
current taxation of undistributed subsidiary earnings is oftentimes justified by the claim that the
taxpayers choice of operating in the host country through a U.S. company versus a foreign
company should not affect the U.S. tax burden, such analysis is flawed. Choice of a foreign
corporation as the vessel for doing business in the host country generally is for business reasons,
e.g., the utilization of a host country company may be required for natural resources extraction.

B. THE PROPOSAL STATES NO REASON FOR SINGLING OUT FOGI
FOR SUBPART F TREATMENT

- As stated above, Subpart F treatment is generally limited to passive income that is easily
manipulated as to source of income, or that is earned in low or no income tax jurisdictions. The
Administration's proposal does not indicate the perceived suspect nature of FOGl. It is clear that
none of the typical rationales for Subpart F treatment applies to FOGI For example, FOGI is not
passive income but, rather, very active income from the exploration, production, refining, and
marketing of petroleum and its primary products.

Undistributed earnings of foreign subsidiaries should only be taxed to the U.S. shareholder where
foreign earnings can be manipulated as to source or taxing jurisdiction, with a concomitant
potential of U.S. tax avoidance. It is the potential for tax avoidance that calls for an exception
from the fundamental principle. As active business income, FOGI is derived where and when the
natural resource is extracted, refined and marketed.
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Moreover, current taxation of foreign subsidiaries' FOGI will exacerbate the differences between
the host country and U.S. tax laws. This may result in double taxation, curtailing or crippling the
competitiveness of U.S. oil companies. As a general rule, the host country tax burden on a
project is greater than the U.S. tax burden. Thus, in an ideal world, even current taxation of a

CFCs earnings would not result in an additional U.S. tax burden. However, differences in the
host country and U.S. tax laws, such as the timing of cost recovery, and the many restrictions in
the U.S. tax credit mechanism, will frequently result in additional U.S. tax even though the cash

flow is reinvested in the host country or region.

VI. OTHER REVENUE PROPOSALS

A. MODIFICATION OF THE FOREIGN TAX CREDIT CARRYOVER RULES

For FFCs in excess of the overall limitation, the proposal would reduce carryback periods from
two to one year and extend the carryforward from five to seven years. This is based on the
perception that carrybacks were associated with increased complexity and administrative burdens,
as compared to carryforwards.

The proposal increases the risk of losing utilization of excess credits effectively due to the
reduction of the carryback period; this disadvantage is not offset by the extension of the
carryforward period. As a substitute for the proposal, the FTC carryover rules should be aligned
with the rules applicable to other tax attributes like Net Operating Losses (NOL) and Business
Tax Credits (Le., 3 years carryback and 15 years carryforward, in total 18 years carryover).

Liberal carryover periods are of even greater importance for FTCs because of variances in foreign
and domestic tax rules which result in timing differences of the foreign and domestic tax
incidence, with a mismatch of foreign and U.S. tax under the FTC rules. Finally the fragmentation
of the foreign income streams in the 1986 Act into nine or more baskets makes a liberalization in
an alignment with the carryover rules for other tax attributes even more imperative.

VII. THE PROPOSALS ARE BAD TAX POLICY

Reduction of U.S. participation in foreign oil and gas development because of misguided tax
provisions punitively applied to a single U.S. industry will adversely affect the United States.
Additional tax burdens will hinder U.S. companies in competition with foreign concerns.

Although the host country resource will be developed, it will be done by foreign competition, with
the adverse ripple effect of U.S. joFs losses and the loss of continuing evolution of U.S.
technology. By contrast, foreign oil and gas development by U.S. companies increases utilization

of U.S. supplies of hardware and technology. The loss of any major foreign project by a U.S.
company will mean less employment in the U.S. by suppliers, and by the U.S. parent, in addition
to fewer U.S. expatriates at foreign locations.

Thus, the questions to be answered are: Would the U.S. (for energy security and international
trade reasons, among others) rather be dependent on a competitive U.S.-based petroleum industry
for finding and developing foreign oil and gas reserves than on a foreign petroleum industry
whose interests are less closely tied to the energy and foreign trade interests of the U.S.? If the

answer is "yes", then why would the U.S. government adopt a tax policy that is punitive in nature
and lessens the competitiveness of the U.S. petroleum industry? The U.S. tax system already
makes it extremely difficult for U.S. multinationals to compete against foreign-based entities.
This is in direct contrast to the tax systems of our foreign-based competitors, which actually

encourage those companies to be more competitive in winning foreign projects. What we need
from Congress are improvements in our system that allow U.S. companies to compete more
effectively, not further impediments that make it even more difficult and in some cases impossible
to succeed in todays global oil and gas business environment. These improvements should

include, among others, the repeal of the plethora of separate FIC baskets, the extension of the
FTC carryover period, for foreign tax credits, and the repeal of section 9071.
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Mr. Chairman and Members of the Committee:

America's Community Bankers appreciates this opportunity to submit testimony for the record
of the hearing on the revenue raising provisions in the Administration's fiscal year 1998 budget

proposal. America's Community Bankers is the national trade association for 2,000 savings and

community financial institutions and related business firms. The industry has more than $1

trilion in assets, 250,000 employees and 15,000 offices. ACB members have diverse business

strategies based on consumer financial services, housing finance and community development.

ACB wishes to focus on a provision included in the Administration's budget that will have a

uniquely adverse impact on financial institutions. This is the provision that would modify the

carryback and carryforward periods for net operating losses. ACB requests that, at a minimum,
the limitation of the NOL carryback period to one year should not apply to banks and savings

institutions because of the special regulatory accounting rules to which they are subject.

Introduction

The Administration proposes to reduce the NOL carryback period from three years to one, while

extending the carryforward period from 15 years to 20 years. The diminution of the carryback

period would not apply, however, to RElTs, specified liability losses, excess interest losses, and

corporate capital losses. While the loss of carryback years with respect to net operating losses

will adversely impact a broad range of taxpayers, at least at some point, given the cyclical nature

of most businesses, the impact is particularly severe on financial institutions because of the very

conservative nature of the rules used to determine their capital adequacy.

There is a second, almost counter-intuitive impact of the Administration's proposal on the capital

of financial institutions. It will cause many of them to suffer an immediate reduction in capital,

despite the fact that they may have never had a net operating loss. In fact, this second impact

of the Administration's proposal will compound the effect of a net operating loss on a bank's

capital. The NOL cut back would cause these two impacts in conjunction with the conservative

implementation by the banking regulators of the GAAP rules, set out in Financial Accounting

Standards Board Statement (FASB) 109, that account for income taxes.

FASB 109

FASB 109 enhanced the ability of firms, in general, to represent as ases on their balance sheets

currently the economic value of future tax benefits. These 'deferred tax assets" can arise from

two sources. The first is a 'tax carryforward,' arising from excess ¢edits, as well as excess

deductions created by an NOL in the current year, to the extent that either cannot be used in the

carryback years. The second source is 'temporary differences' that result from giving effect

to an event earlier or later on the tax return than on the financial statements. Where the

difference between the tax and OAAP rules causes a tax deduction to be taken later than the date

-1-
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it is reported as an expense on the financial statements, a @deductible temporary difference' hasbeen created.

The deferred tax asset is the amount of tax reduction benefit created by a tax caryforward ora deductible temporary diffenmce, caldted at the currently enacted tax rate applicable to theyear when the deduction or credit is available. The deferred tax asset is offset by a 'valuationallowance' to create a net asset value that reflects the probability that the business will besufficiently profitable In the future to make use of the asset One example of a deductibletemporary difference is the annual addition to a loan loss reserve on the financial statements ofa '"large" bank, as defined by section 585(c)(2) of the Internal Revenue Code. Such aninstitution is no longer permitted to anticipate loan loss deductions by means of the reservemethod on its tax return, but must await an actual charge-off. The amount of the reserveaddition expense represents a future tax benefit to the extent it corresponds to the future charge,-
off.

Conversely, where a tax deduction is available earlier than the coresponding income statementexpense, the amount by which taxable income will exceed financial statement income is a'taxable temporary difference'. The most commonly cited example of a taxable temporarydifferen- arises -from the use of an accelerated -depreciation method -on the tax return andstraight-line depreciation on the financial statements. The taxable temporary difference givesrise to a deferred tax liability, which is the amount of the resulting tax provision calculated atthe rate applicable to the period in which the income h reported.

Capital Adequacy Regulaions

The banking regulators have circumscribed the use of net deferred tax assets in computingregulatory capital. 'Tier 1' capital, total assets, and risk-weighted assets of a financial institutionmust be reduced under the rules for determining capital adequacy to the extent that deferredassets, as determined under FASB 109, exceed the lesser of taxable income projected one yearahead or 10 percent of Tier 1 capital. (See e.g., section 325.5(g) of the FDIC Regulations.)Despite the requirement of FASB 109 that an offsetting valuation allowance must be set upinitially and reevaluated as required, the reluctance of the regulators to permit the use ofdeferred tax assets attributable to NOL carryforwards to, in effect, create capital is
understandable.

In the case of deferred tax assets attributable to deductible temporary differences, the refusal ofthe regulators to permit institutions that are historically and currently profitable to create an asset
representing taxes prepaid beod one year, despite he high probability of profitable futureyears. is more difficult to justify. . It is a source of growing fnsrto because the banking
indusy, over the past 10 years, has experienced a steady increase in deferred tax assetsattributable to deductible temporary differences. This increase is due, at least in part, to agrowing divergence between increasing conservative regulatory accounting policies and tax law
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changes designed to raise revenue by accelerating income and deferring expense recognition (of
which the NOL proposal is yet another example.)

By contrast, an industrial or commercial company that is strong and historically profitable might

not have Its capital immediately affected by the proposed substitution of canyforward years for

carryback years. Such a company could plausibly argue to its auditors that it should be able to

project as recoverable the full amount of its deductible temporary differences over 20 years and,

thus, avoid any immediate impact from a loss of carryback years. It should be noted that this

Is an academic point. Under FASB 109, deferred tax assets are not discounted on a present

value basis, and, thus, assuming no valuation &.ounts are required, the availability of a deferred

tax asset In a future year, solely in the context of FASB 109, is worth as much as its current

availability in a carryback years. There is, nevertheless,- an impact on retained earnings over

time resulting from the loss of the carryback years, however, in that cash will no longer be
available from refundable taxes in the two carryback years to generate earnings from Investments
and operations.

The capital adequacy regulations, in a provision that carries over unchanged from FASB 109,

permits taxes paid in the canyback years to be included in valuing the future benefits represented

by deferred tax assets. While FASB 109 requires a deferred tax asset to be reduced by a

valuation account to the amount that Is likely to be realized based on projected taxable income

in the permissible carryforward period and while the banking regulations require the portion of

a deferred tax asset whose realization requires future income in excess of what can be projected

for one year ahead to be deducted from capital, both FASB 109 and the regulations permit

deferred tax assets to be recorded without limit to the extent of the taxes paid in the NOL

carryback years.

The relationship of deductible temporary differences, which, by definition, are book/tax basis

differences that, in the abstract, will reverse automatically within a definite or indefinite future

period, to the wauing and waning of a statutory carryback period may not be immediately

apparent. The relstionship arises from the fact that the reversal of a deductible temporary

difference has the effect of a deduction and where there is an excess of deductions, arising in

conjuction with ai NOL in a given year, a benefit will be created that can be used to recover

refundable taxes in the carryback period. For banks, the severity of the one-year carryforward

limitation in the regulatory computation of capital enhances the importance of the carryback

period (as well - any offsetting taxable temporary differecs), because, apart from the 10%

overall limit, to the extent that the amount of the net deferred tax assets exceeds the refundable

taxes from the carryback period and the one carryforward year, Tier I capital must be reduced.

The capital adequacy regulations put great weight on the refundable taxes of the institution rather

than assuming that the institution will be ongoing. This Is not quite liquidation accounting one

year into the future, however, because for -%e purpose of determining the amount of net

deductible uniporary differences available in the carryforward year and carryback period, the

regulations treat all of the Institution's deductible and taxable temporary differences as reversing

at the end of the current quarter, regardless of when they are actually scheduled to reverse.
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Enactment of the loss carryback proposal could cause an immediate loss of capital by profitable
and otherwise sound banks that are carrying significant deferred tax assets attributable to
deductible temporary differences because of their inability to project more than one year's
income to value net deferred tax assets for capital purposes. The loss of the two carryback years
would also create the threat of a gone-two punch" to the regulatory capital of banks carrying net
deductible differences in any year that the bank experiences a net operating loss. The loss of
the two carryback years makes it mich more likely that, not only will the tax benefit arising
from the NOL, itself, be smaller than under current law, but that the NOL will eliminate at least
some of the already diminished capital arising from net deductible temporary difference.

Examples

The interaction of FASB 109, the bank-capital rules, and the Administration's proposal may be
best understood by an example. Assume that on December 31, 1997, a bank that is a calendar
year taxpayer has booked net deferred tax assets that arise from net deductible temporary
differences of $30 under FASB 109. (They arise from, among other items, loan costs and other
current book expenses required to be capitalized for tax purposes, additions to a loan loss
reserve that the bank is not permitted to maintain for tax purposes, and securities identified as
held for investment under section 475 of the tax code, but marked to market under FASB 115.)
The $30 of net deferred tax assets (before any required reduction) is equivalent to 10% of Ter
I capital. From 1994 to 1996, the institution was profitable and paid $5 of federal tax for each
year. As the result of a one year projection that it does at the end of each quarter, the bank has
reversed all of its deductible and taxable temporary differences and has determined that for the
1998 calendar year it will have $15 of taxable income. The bank determines that it will owe $5
of federal tax for 1997 and $5 for 1998.

Under these facts and the three-year carryback period of current law, the banking regulations
would permit $25 of the net deferred tax assets to count as Tier I capital. The bank is permitted
to count the $15 that can be realized from the taxes paid in the three carryback years, as well
as the taxes owed for the current year and projected to be owed for 1998. If the
Administration's proposal is enacted this year and two carryback years are eliminated, Tier I
capital must be reduced by $10 to account for the loss of the carryback years. Thus, only $15
of the amount of the GAAP net deferred tax assets of $30 would count as Tier I capital.

Assume now that for 1997 the bank has a net operating loss of $15 and assume that, although
the regulators believe that the bank is likely to become profitable again in the future, they are
unwilling to permit it to project any taxable income for 1998. If the Administration's proposal
is enacted for 1997, there would be no refundable taxes for the carryback period and the
immediate carryforward year to support any amount of the existing net deferred tax asset. In
other words, the entire $15 of capital attributable to the net deductible temporary differences,
which would otherwise have been permitted under the previous example, will disappear.
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Given the large and growing amounts of deferred tax assets currently being carried by many
banks and savings institutions, It is likely that, if the Administration's NOL proposal is enacted,
a number of these institutions may suffer a significant loss of capital. The capital of a financial
institution detrines, as a mater of leveraging, its ability to lend. Lending must be curtailed
where an institution's capital decreases. Many of the affected institutions may be additionally
required to adjust their lending activities to limit small business loans,,for example, in favor of
'bullet-proof' loans and some institutions may become subject to the prompt corrective action
provisions of the law or come under the supervision of their regulator Given the immediate
reduction of bank and savings Institution capital that will occur If the Administration's NOL
carry back reduction is enacted, ACB Ldk the Committee to recognize the necessity of excepting
financial institutions, just as the Administration did for REMs, assuming the Committee is even
willing to enact this ill-advised proposal in any form. Recent history documents the effects on
ft taxpayers and the Treasury when financial institutions become under-capitalized and
Congress should be wary of precipitating such situations again.

ACB is grateful to you, Chairman Roth, and to the other members of the Committee for the
opportunity you have provided to us to make our views known on the Administration's tax
proposals. If you have tany questions or require additional information, please contact Jim
O'Connor at 202-857-3125 or Brian Smith at 202-857-3118.
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STATEMENT SUBMITTED TO
THE COMMITTEE ON FINANCE

U.S. SENATE

REGARDING REVENUE-RAISING PROPOSALS INCLUDED IN
PRESIDENT CLINTON'S FIscAL 1998 BUDGET

RELATING TO THE DIVIDENDS-RECEIVED DEDUCTION

APRIL 17, 1997

The undersigned businesses and trade associations appreciate the opportunity to respond to
the Chairman's request for testimony to the Finance Committee on the revenue-raising
provisions of President Clinton's fiscal 1998 budget plan. Specifically, we are testifying in
opposition to the Administration's proposals to reduce, eliminate, or otherwise restrict the
availability of the dividends-received deduction.

As the list of signers to this testimony demonstrates, a broad range of trade associations and
companies believe that these proposals would exacerbate the multiple taxation of corporate
income, penalize investment, and mark a retreat from efforts to develop a more rational tax
system for the United States.

RATIONALE FOR THE DIVIDENDS-RECEIVED DEDUCTION

The history of the dividends-received deduction (DRD) reflects its purpose and role to
eliminate or at least alleviate the impact of potential multiple layers of corporate tax.
Without the DRD, income would be taxedfirst when it is earned by a corporation, a second
time when the income is paid as a dividend to a corporate shareholder, and finally, a third
time when the income of the receiving corporation is paid as a dividend to an individual
shareholder. The DRD serves to mitigate the middle level of taxation.

The DRD has been part of the federal law since 1909, when corporate income first became
taxable. The deduction was enacted to provide for full deductibility of intercorporate
dividends. This 100-percent deduction ensured that income earned by a corporation was not
taxed more than once at the corporate level. Over time, the intended effect of the DRD has
been eroded.
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The DRD was reduced for the first time in 1935, to 90 percent, and then in 1936 to 85
percent. During this period, the corporate income tax included a surtax applicable to income

above a certain level, called the "surtax exemption amount." At the time, there was concern
that corporations would attempt to take advantage of multiple surtax exemptions by splitting
income among several subsidiaries, each of which would be able to avoid the surtax up to

the exemption amount. Subsidiary dividends then could be paid tax-free back to the parent

as long as there was a 100-percent DRD. To preclude complete avoidance of the surtax
through such "income splitting," the DRD was reduced to 85 percent. The result, for the

first time, was a second level of corporate tax imposed on the same earnings (15 percent of

intercorporate dividends) before they had left the corporate sector.

Underscoring the rationale that had prompted the earlier cut-back in the deduction, the full

100-percent deduction was restored in 1964 for dividends paid within affiliated groups that

elected to use only one surtax exemption. In 1975, the use of a single surtax exemption for

an affiliated group became mandatory, so the original rationale for reducing the DRD no

longer existed. However, Congress did not act to restore the 100-percent deduction for all

corporations. As part of the Tax Reform Act of 1986, Congress reduced the general DRD

from 85 percent to 80 percent, a move apparently intended to leave unchanged the effective

tax rate on dividends, taking into account the reduced corporate income tax rate under the

1986 Act.

In the Omnibus Budget Reconciliation Act of 1987, the deduction was reduced to 70 percent

for dividends received from the stock of corporations in which the receiving corporation

owns less than a 20-percent interest. Congress's stated rationale for reducing the deduction

was that the prior 80-percent deduction was viewed as "too generous." The legislative

history does not explain why precluding a second level of corporate tax (and a third level of

tax when the earnings are paid to shareholders) should be viewed as "generous," rather than

appropriate tax policy. Of course, the paramount objective of the 1987 Act was to reduce

forecasted budget deficits.

THE ADMINISTRATION'S PROPOSALS

The Administration's FY 1998 budget includes three proposals relating to the DRD:

* The DRD available to corporations owning less than a 20-percent interest in the stock of

a corporation would be reduced from 70 percent to 50 percent.
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" The DRD would be eliminated for dividends on certain limited-term preferred stock.
Many companies issue this type of instrument as an alternative to higher-cost means of
financing their operations.

" The DRD would be eliminated if the recipient corporation does not satisfy modified
holding period requirements. This proposal generally would affect companies that have
in place programs aimed at managing investment risk.

MOVEMENT IN THE WRONG DIRECTION

The undersigned trade associations and companies believe that the Administration proposals
run counter to sound tax policy principles:

The proposals would exacerbate multiple taxation of corporate Income. Most U.S.
trading partners have adopted a single level of corporate taxation as a goal and provide
some relief from double taxation of corporate income through "corporate integration"
rules. Unlike the United States, other G7 countries (Canada, France, Germany, Italy,
Japan, and United Kingdom) generally exclude from tax altogether dividends received
by corporations. Adopting provisions that accentuate the problem of multiple taxation,
rather than ameliorating this problem, would harm the international competitive position
of U.S.-based corporations.

The Treasury Department itself, in 1984, recommended that triple taxation of corporate
income be eliminated, and double taxation be halved, as part of its blueprint for an ideal
tax system. A subsequent Treasury Department report, released in January 1992,
documented the substantial economic benefits of integration and the economic
distortions caused by the current multi-tiered system of taxing corporate income. The
report concluded that any of three proposed "integration" prototypes would increase
investment in capital stock in the corporate sector by $125 billion to $500 billion and
would decrease the debt-to-asset ratio in the corporate sector by I to 7 percentage points.

These themes are echoed in recent proposals to restructure the U.S. tax system. While
there are considerable differences over how a restructuring of the income tax system
should be pursued, there appears to be growing consensus in support of reducing the
multiple taxation of corporate income. The various restructuring proposals are grounded
in the fundamental rationale that business investment, organization, and financial
decisions should be driven by economic and not tax considerations, and that, from a
policy perspective, corporate net income should be taxed just like other income - once
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and only once. Any further erosion of the DRD runs counter to the rationale behind
these efforts.

The proposals would penalize Investment by corporations and Individuals. Cutting
back on the DRD would increase the cost of equity financing for U.S. corporations,
thereby discouraging new capital investment. By contrast, the corporate integration
regimes adopted by the other G7 countries do not add to a corporation's cost ,l frnancing
new investments.

Individuals also would be affected. Many individuals have invested in perpetual
preferred equities, which provide a relatively predictable stream of earnings and stability
of principal over time. Preferred equities represent a significant portion of many self-
directed individual retirement portfolios. The Administration's proposals would have
the effect of depressing, the market for perpetual preferred stock, thereby decreasing the
value of such shares. Individuals thus would see the value of current holdings and their
retirement savings diminished.

" A reduction In the DRD would discriminate against particular business sectors and
structures. The Administration's proposals may have a disproportionate impact on
taxpayers in certain industries, such as the financial and public utility industries, that
must meet certain capital requirements. Certain types of business structures also stand to
be particularly affected. Personal holding companies, for example, are required to
distribute their income on an annual basis (or pay a substantial penalty tax) and thus do
not have an option to retain income to lessen the impact of multiple levels of taxation.

" Companies should not be penalized for minimizing risk of loss. As a result of the
Administration's holding period proposal, the prudent operation of corporate liability
and risk management programs could result in disallowance of the DRD. Faced with
loss of the DRD, companies may choose to curtail these risk management programs.

" No tax abuse is targeted by the Administration's proposals. The Administration
suggests that some taxpayers may be able to take advantage of the 70-percent deduction
in a way that "undermines the separate corporate income tax." To the extent Treasury
can demonstrate that the deduction may be subject to misuse, targeted anti-avoidance
rules can be provided. The indiscriminate approach of sharply cutting back on the DRD
goes beyond addressing inappropriate transactions and unnecessarily penalizes
legitimate corporate investment activity - simply stated, it's bad tax policy.
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The Administration has no convincing defense for such afundamental change to
long-standing tax policy. The Administration argues that the current 70-percent
deduction, for example, "is too generous." Since Congress already has addressed (in
OBRA '87) the argument that an 80-percent deduction was "too generous," and
responded by reducing the deduction to 70 percent, it is hard to see why only 10 years
later the same deduction could again have become "too generous."

CONCLUSION

We urge the Committee not to consider the Administration's proposals to reduce the DRD.
A more appropriate approach would be to reduce or eliminate the multiple taxation of
corporation income, rather than further accentuate the inefficiencies and inequities of the
current system.

America's Community Bankers
American Council on Capital Formation
American Insurance Association
American Council of Life Insurance
Edison Electric Institute
Financial Executives Institute
National Association of Manufacturers
PSA The Bond Market Trade Association
Securities Industry Association
U.S. Chamber of Commerce

Aetna Life and Casualty Company

American Bank of Connecticut

American Express Company
American States Financial Corporation
Baltimore Gas & Electric
Bear Stearns & Co., Inc.
B.C. Zieglar & Co.
Chapdelaine Corporate Securities
The Chase Manhattan Corporation
Cinergy Corp.
Citicorp
Colonial Pipeline Co.
Columbia Mutual Insurance Co.
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Commonwealth Mortgage Assurance Co.
Cooper Industries Incorporated
Credit Suisse First Boston
Dominion Resources
Entergy Corporation
Erie Insurance Group
Family Farm Insurance Co.
Family Company Group
Flaherty & Crumrine Incorporated
Florida Power & Light Company
Goldman, Sachs & Co.
Household International
Houston Industries Incorporated
J.P. Motgan & Co. Incorporated
Kansas City Power & Light Company
Lehman Brothers Inc.
Lincoln National Corporation
Merchants Insurance Group
Mercury General Corporation
Merrill Lynch & Co., Inc.
MidAmerican Energy Company
Minnesota Power
Morgan Stanley & Co., Inc.
NYSEG (New York State Electric & Gas Corp.)
Northland Insurance Co.
Phoenix Duff & Phelps Investment Advisers
Pitney Bowes Inc.
Progressive Partners
Prudential Securities
Salomon Brothers
Spectrum Asset Management, Inc.
Smith Barney
Texaco, Inc.
The Travelers Group
Twenty-First Securities
Wisconsin Power & Light Company
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RULE WITH AN "ACTIVITY BASED" RULE

William C. Barrett
AppKed Materials, Inc.
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EXECUTIVE SUMMARY

High-tech is an integrated industry with numerous companies occupying a critical niche. Products

cycles of 1-5 years are not uncommon and successful companies at each stage of the high-tech food

chain nxist adapt and constantly inwove their product lines. As these cycles repeat and new products

and markets are created, residual markets from prior product cycles remain and as a result, the

absolute market size and opportunity increases.

The high-tech industry is heavily export oriented. Recent statistics show that Silicon Valleys exports

grew 30 percent in 1995 from $27 billion to $35 billion. For many Silicon Valley companies, exports

exceed 50 percent of total sales. Much of this exported product is manufactured in the United States

and because of the nature of the high-tech industry and its product cycles, a tremendous amount of

research and development accompanies the manufacturing function. The linkage between research

and manufacturing is very strong within the high-tech industry. Statistical studies have projected the

impact ofexports on job creation, including a Commerce Department study that equated 19,000 jobs

for every S I billion in exports.

The export source rule helps to mitigate the double tax impact when income is taxed both in the

United States and in a foreign country and as a result, can have a direct impact to a high-tech

conmany's global tax rate. The export source rule only applies when goods are manufactured in the

United States and exported and within the context of high-tech, significant U.S. research and research

related jobs accompany the mnufacturing fWtion. Repeal of the foreign source income rule would

place upward pressure on the after tax cost of performing the manufacturing and related research
activity in the United States.

Capital investment decision making is Wfunced by both tax and non-tax factors. However, as global

infiamucture and education level improves, non-tax fkctors become increasingly less important in the

capital investment decision-making and, therefore, U.S. tax laws that increase the after tax cost of

doing business could have a profound impact on location of investment. This will in turn have a

direct impact on exports and export related jobs not only for companies that respond quickly to

after-tax returns, but also supplier companies that support the United States manufacturing and

research activity. The high-tech industry is linked and investment decisions have a multiplier effect

on where future geographic income will be earned.
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Mr. Chairman and members of the Ways and Means Committee, my name is William Barrett and I

am Director of Tax, Export and Customs for Applied Materials, Im Applied Materials is the world's

largest producer of semiconductor manufacturing equipment with operations in over 20 countries.

The company is the largest producer of wafer fabrication systems and services for the worldwide

semiconductor industry and employs over 12,000 people, with over 9,500 in the United States. In

addition to corporate manufacturing facilities in Austin, Texas and Santa Clara, California, Applied

Materials maintains research and development centers in Europe and Japan, as well as technology

centers in Israel, South Korea, and Taiwan.

Our 1996 revenues were $4.1 billion, a 35-percent increase over 1995 revenues. More than

two-thirds of Applied Materiars sales in 1996 were overseas: 16 percent in Europe, 15 percent in

Asia-Pacific (Taiwan, Singapore, and Taiwan) and 14 percent in South Korea. The North American

market accounted for 31 percent.

I recite these statistics to illustrate the importance of the global marketplace to Applied Materials.

Our company competes with the world's best every day. One of the tools we use in this intense

competition is the Export Source Rule, which we believe contributes to the success of not only

Applied Matcrials, but to all U.S. exporting companies. Applied Materials believes that the Export

Source Rule is sound public policy and should be retained.

The United States high-tech industry is innovative, highly profitable, drives academic institution

currculum and excellence, produces high paying jobs, produces a tremendous volume of exports, and

serves as a model to the world. United States Government policies that discourage these U.S. based

activities risk impeding very desirable attributes and drivers in the U.S. economy. Government

policies that encourage these attributes will obviously promote these attributes.

Profile of a Typical High-Tech Silicon Valley Equipment Manufacturer

A Silicon Valley high-tech start up company begins with an innovative idea. This idea may or may

not have large market potential in the early life cycle of the company. Those companies destined to

become successful wil either have a product that is ready for the current markets] or the product

idea will create a new market. High-tech products change every 1-5 years because industry

innovation and global markets are constantly evolving. Successful companies at each stage of the

high-tech food chain must adapt and constantly improve their product lines. High-tech companies

that do not adapt or evolve their product lines do not survive.

High-tech is an integrated industry with numerous companies occupying a critical niche. For

example, semiconductor equipment companies supply the semiconductor chip companies and the chip

makers in turn provide the means for computers to perform complex software functions ranging from

number crunching to nmutinedia. The explosion of the Internet and networking companies that link

computers has been a more recent evolution in the high-tech industry. Computer software companies

have been both pushing the semiconductor industry as well as adapting new software applications to

existing computer capability. At each component stage, companies must keep pace with evolution
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and product cycles to survive. As these cycles repeat and new products and markets are created,

residual markets from prior product cycles remain and as a result, the absolute market size and
opportunity increases.

The profile ofa high-tech multinational is no different from the above descrtpton but for the fact it

either competes in or develops markets in multiple countries. To be successful in countries outside

the United States, the multinational must understand different markets and adapt its corporate

structure to accommodate those markets. A not uncommon profile as product lines evolve and/or

the multinational adapts to foreign markets is that specific segments of manufacturing may be located

offshore.' These segmens may be older products lines or components of a product that are produced

more efficiently offshore. In most cases, newer product fines, and the requisite research and

development, remains in the United States and close to development centers.

Silicon Valley high-tech companies do not structure their global operations solely on the basis of local

country tax rtes. For example, as high-tech product lines mature, investment in alternate

manufacturing sites is a natural process ofgrowth and diversification of risk. However, this statement

should not be interpreted to mean tax rates do not play a significant role. An increase in U.S. tax

increases the cost of business in the U.S. and if a company is to maintain an after tax shareholder

return, it must evaluate lower cost site locations. Populist rhetoric often characterizes U.S. industry

as intent on the wholesale migration of manufacturing to offshore locations with the sole purpose of

minimizing corporate income tax when in reality, companies are trying to remain competitive in a

global market and tax rates represent a significant cost of business.

An analysis of a new manufacturing location will involve a comparison of factors such as the

following:
* labor skills, consistent with the demands of product technical requirements

* labor productivity
* cost of labor "
* cost of land and construction costs
* financial and physical infrastructure (e.g., highway and airport)

* proximity to customers and the market
* protection of intellectual property
* tax rates

A successful company locates ocshre to increase its global sales revenue and market share. Often, this riison d'-re
is lot in political rhetoric. If a company is less competitive in the global marketplace (i.e., dots not increase its global

market share) because of higher tax rates, that company will naturally evaluate where it races manufacturing and

R&D capability. Similarly, import tariffs will influence global investment patters For example, the European Union

in 1992 effectively placed a European manufacturing content requirement through imposition of duties on non-

European manufactured semiconductors, United States and Asian semiconductor marufacturers now dominate the

European semiconductor industry, which illustrates how investment decisions can be altered to reduce government
imposed costs of doing business.



158

In reviewing this list, the superordinate goal of generating additional sales revenue and global market
share may be overlooked. Any successfil high-tech company is in the business of selling product and
increasing financial return to its investors and when tax rates reduce potential return, they play an
increased roil in the decision making process. A company that makes sensible investment decisions
based on after tax returns that improves the ability to competitively price product stands a good
chance to improve its market share.

Export Source Proposal

President Clinton's current budget proposal contains a provision that would eliminate the 50 percent
foreign source income component of exported U.S. manufactured products. The proposal would
instead source income from export sales under an "activity based" standard -- effectively eliminating
the export source rule. "Activity based" sourcing is not defined in the proposal but might be
patterned after a cumt income tax regulation example? For U.S. exporters with excess foreign tax
credits, the export source rule alleviates double taxation. In effect, the foreign source income rule
operates as an export incentive for U.S. multinationals. The export source rule only applies in the
context of companies that manufture and perform R&D in the United States and export these U.S.
manufactured products.

The Administration makes the following argument in support of repeal:

This export source rule provides a benefit to U.S. exporters that operate in high-tax foreign countries.
Thus, U.S. multinational exporters have a competitive advantage over U.S. exporters that conduct
all their business activities in the United States.

There are at least three flaws in this argument. First, a company without foreign operations may be
a start-up that has not entered global markets. This new company cannot be compared to a large and
well established multinational As the new company grows into global markets, it too will benefit
from the export source rule. Second, it is important to keep in mind that to claim a foreign tax credit
using the export source rule, a foreign tax must be paid. Companies without foreign operations do
not face the double taxation the export source rule is designed to alleviate. Thus rule does not create
a competitive advantage; it levels the playing field. The foreign tax increases the cost of doing
business offshore and therefore the multinational with foreign operations becomes less competitive
without benefit of the export source rule. Finally, the argument in favor of eliminating the export
source rule fails to take into account additional [non-tax) expenses that will be incurred by the
multinational with foreign operations. Selling, marketing, administrative expenses associated with

I Trea Reg. §1.863-3(bX2) Ex. I. The Tax Court in both Phillips Perdewum Co., 97 TC 30 (1991) and Intel Corp.,
100 TC 616 (1993) found that the fact pattern in the regulation example did not apply to the facts of these cases The
facts in these cases are typical] of mo rters and thereod under current law "activity based" sourcing as described
in Ex. I wod rarely produce any foreign source income. The result, using an "activity based" model, would be zero
percent foreign source income on exported U.S. manufactured product, which increases the global tax rate on this
income.
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a foreign location, and product adaptation to local market, all must be incurred to support the local
market.. The conclusion is inescapable that establishing foreign operations will produce additional
operating costs. A simple example illustrates the point using a conservative estimate of 15 percent
additional costs on sales when there is an offshore site location and the foreign and U.S. tax rate are
assumed to be 35 percent.

U.S. Multinational U.S. Exporter
With Foreign Operations Without Foreign Operations

Sales 100 100

Cost of Sales 50 50

Margin 50 50

BLE Costs 30 15

Taxable Income 20 35

Global Tax After Foreign Tax 7 12.25
Credit 3

Net Income 13 22.75

Although operating costs will increase with foreign operations, the reality is that a U.S. manufacturing
company cannot compete for global market share without establishing offshore operations. The
resulting increased global market share increases high paying R&D and manufacturing jobs in the
United States.

Tax Treaties are No Substitute

The Administration has stated that the United States income tax treaty network protects export sales
income from tax in the foreign country where the goods are sold and thus protects companies from
double taxation. They argue that the export source rule is no longer necessary as a result of this
treaty protection.

We strongly disagree that the treaty network is a substitute for the export source rule, but even fit
were, the network is far from complete. The United States treaty network is limited to 56 countries,

IThe global tax rate is the combined U.S. and reign tax less U.S. foreign tax credit. This example assumes that there
is suicent reign source income to claim a full foreign tax. As foreign taxes paid increase a full credit for foreign
taxes paid may not be possible which increases the global tax rate on foreign earned income above 35 percent. Other
impediments to credit for foreign taxes which can increase the global tax rate on income generated from U.S. exports
include allocation of U.S. expenses to foreign source income and multiple foreign tax credit limitation "baskets."
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leaving many more countries (approximately 170) without treaties with the United States. Moreover,
many of the countries without treaties are developing countries, which are frequently high growth
markets for American exporters. For example, the United States has no treaty with any Central or
South American country.

With or without a tax treaty, under most foreign countries! tax laws, the mere act of selling goods into
the country, absent other factors such as having a sales or distribution office, does not subject the
United States exporter to income tax in the foreign country. Thus, export sales are not the primary
cause of the excess foreign tax credit problem which many companies face in trying to compete
overseas.

The real reason most multirational companies face double taxation is that U.S. tax provisions unfairly
resrict their ability to credit foreign taxes paid on these overseas operations against their U.S. taxes.
Requirements to allocate a portion of the costs of U.S. borrowing and research activities against
foreign source income (even though such allocated costs are not deductible in any foreign country),
cause many companies to have excess foreign tax credits, thereby subjecting them to double tax - i.e.
taxation by both the United States and the foreign jurisdiction.

The export source rule alleviates double taxation by allowing companies who manufacture goods in
the United States for export abroad to treat 50 percent of the income as "foreign source," thereby
increasing their ability to utilize their foreign tax credits. Thus, the rule encourages these, companies
(facing double taxation as described above) to produce goods in the U.S. for export abroad.

As an effective World Trade Organization-consistent export incentive, the export source rule is
needed now more than ever to support quality, high-paying jobs in U.S. export industries. Exports
have provided the spark for much of the growth in the United States economy over the past decade.
Again, the existence of tax treaties does nothing to change the imporance of this rule to the United
States economy.

The decision to allow 50 percent of the income from export sales to be treated as "foreign source"
was in part a decision based upon administrative convenience to minimize disputes over exactly which
portion of the income should be treated "foreign" and which should be "domestic." The rule still
serves this purpose, and neither the tax treaty network nor the Administration's proposal to adopt an
"activities-based" test for determining which portion of the income is "foreign" and which is
"domestic" addresses this problem. Moreover, adopting an "activities-based" rule would create
endless factual disputes similar to those under the section 482 transfer pricing regime.

Tax treaties are critically important in advancing the international competitiveness of U.S. companies'
global operations and trade. In order to export effectively in the global marketplace, most companies
must eventually Live substantial operations abroad in order to market, service or distnbute their
goods. Tax treaties make it feasible in many cases for business to invest overseas and compete in
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foreign Ws Foreign fiwstmet by U.S.-based mukinationals generate substantial exports from

the United States. Tb:se foreign operations create a demand for U.S. manufactured components,
service pazts, technology, etc., while also providing returns on capital in the form of dividends,

interest and royalties.

Tax treaties are not a substitute for the export source rule. They do not provide an incentive to

produce goods in the United States. Nor do th:y address the most significant underlying cause of

double taxation - arbitrary allocation rules - or provide adminsrtive simplicity in allocating income

from exports.

Capital Export Neutrality

In an ideal ixnome tax system, income tax would not influence how a company structures transactions

or where the comply decides to build a manufacturing plant. lmnvtment decisions would be

influenced by other economic factors such as those listed above. To eliminate income tax from the

investment location decision it would be necessary to structure the system such that the global tax

rate on inome earned anywhere in the world is no different than the domestic rate of tax. A system

patterned after the "capital export neutrality" (CEN) concept..would achieve this result.'

The CEN concept holds that an item of income, regardless of where it is earned, will not suffer a

global rate of tax hW than the United States tax rate. Dividends received from both high and low

tax countries suer a double rate of tax first in the country in which the income was earned and

second in the United States when received& The credit for foreign tax paid is designed to mitigate this

double rate of tax. The export source rule operates to increase the credit for foreign taxes paid which

in turn operates to more closely align the United States tax system with the concept of CEN. With

sufficient foreign source income, the global rate of income tax on income earned in high tax countries

approaches 35 percent.

A classical tax system that diverges from the CEN concept will increase the importance of income

tax in plant location decision making. If the export source rule is repealed, the global rate of tax for

mukinatiomDs that export from the United States will increase and for many high-tech companies this

increase in tax rate, and corresponding reduction in return to shareholders, will alter plant investment

decisions. Many companies will be forced to invest offshore rather than build new plants in the

United States to remain competitive and maintain shareholder rate of return. Foreign investment

' CEN is also referred to as a classical tax system. In addition to the United States, Japan and the United Kingdom

lWely ban Owrtaxss fon this cncep. An alternam concept is "capital import neutrality- (CN. Under CR4,

the gk rde of tax on reign income does not a~osed the eign tax rate In other words, under CIN income earned

outside de home wmzay 6 not taxed in the home country when received as a dividend or when the foreign operation

is saoi. "erritoriar based tax systems am patterned after the CIN concept- The Netherlands ad France apply the
"erritorial" concept Germany, Canada, and Australia apply the concept pursuant to income tax treay with certain
trading partners. For a detailed description of these principles, see Factors Affecting The M1VenUkoW
Comwp veawOs ChUnhiedSrates, prepare by the Joint Committee on Ta.ation (JCS6-91), Put Ill.
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decisions will have a ripple effect within the high-tech industry because the industry is so closely
interrelated. For example, a natural conseqience of additional offshore investment by a
semiconductor nwuzkturr will be-that equipment suppliers will increase their offshore presence to

meet the dm dsoftheircustomem This dynamic will be repeated in other segments of the industry
creating a foreign investment multipler effect.

Summary

The United States high-tech industry is innovative, highly profitable, drives academic institution
curriculum and excellence, produce high paying jobs, produces a tremendous volume of exports, and
saves asa model to the worlds United States Governmed policies that discourage these U.S. based
activities risk impeding very desirable attributes and drivers in the United States economy.
Government policies that encourage these attributes will obviously promote these attributes.

The elimination or scaleback of the export source rule will have a negative tax impact on U.S.
multinationals that export U.S. manufactured product. For many companies this will result in a tax

disincentive to manufacture in the United States vis -&-vis other countries with lower tax rates and

is county to a "capital export neutrality" model which holds income tax should play a minor role in
plant location decision making. Repeal of the export source rule would elevate the importance of tax

rates in offshore plant location decision making, increase the importance of foreign income deferral
tax planning, and is contrary to tax simplification within a "capital export neutral" modeL'

'Studies have documents the impect exports have injob creation. Huftuer and DeRosa project that in 1999, exports
will increase $30.8 billion and $2.3 billion of additional wage income. In addition, the effect of the rule and the
exports it generates will support 360,000 workers in export-related jobs, which also tend to be higher paying jobs
(Costs and Benefits ofthe Export Source Rule. 1998-2002, Gay Hulbauer and Dean DeRosa, February 19,1997, a

repct epared for the Export Source Coalition) The Commerce Department has also reported that between 1986 and

1990,2.2 million export related jobs were added in the United States. This increase equated to 19,000 jobs for every

$1 billion in eVqt A Treasury report issued in 1993 predicted that for 1990, there could be a reduction of up to S4

billion exports had the 5M/5O foreign source income rule been repealed (U.S. Department of the Treasury (1993a).

Report to the Congress on the Sales Source Rule& Washington, DC: National Technical Information Service). In

addition, the studies indicate that jobs created byexports are higher paying. In Silicon Valley, it is estimated that over

125.00ojobs were added from 1992 through 1996. Also, in 1996 average real wages, after acounting for inflation,

grew abou 5. I percent compared to a wage increase of less than I percent at the national level (Joint entire's Index

ofSilkon Valley. 1997, prepared by Joint Venture: Silicon Valley Network). The Joint Venture study also reported

that in 1995, Silicon Valley exports grew 30 percent to $33 billion.

As income earned ofttore increases as a result of additional foreign plant investment, history suggests complicated

tax bwswill be introduced in an attempt to tax this income before it is remitted bck to the United States, country to

efforts towards a mce simplified income tax mode. PFIC and subpart F, as it relates to operating income earned from

related party sales, are two remaining examples of this type of legislation.

8

46-039 98-6
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Vimn & Elktns L.L.P.
Attorneys at Law

STATEMENT
ON THE ADMINSTRATON'S FY 1998 BuDGET PROPOSAL

TO
MODIFY THE NET OPERATING LOSS CARRYBACK AND CARRYFORWARD

Submitted for the Record of the Hearing on
the Administration's Revenue Raisers

Before the Committee on Finance
on April 17, 1997

Vinson & Elkins is a law firm with offices in Washington, D.C. We submit the following
comments on behalf of a group of commercial banks that includes Bank of America, Bank of
Boston, Chase Manhattan Bank, Citibank, First National Bank of Chicago, Fleet Financial
Corporation, Norwest Corporation, Mellon Bank, and Wells Fargo.

We urge the Committee to reject the proposal contained in the Administration's 1998
Budget to shorten the period for the carryback of net operating losses to one year. It represents
bad tax policy as well as bad economic policy, and it has a particularly pernicious effect on the
banking industry. We fear that this proposal may not receive the attention from the business
community it deserves because of the relative economic prosperity of the last few years, which has
lessened immediate concern about the NOL carryback. This concern would quickly return in the
event of an economic downturn.

The net operating loss carryback is not a 'loophole* or *corporate subsidy" in any sense
of those terms. Its purpose is to prevent taxation before economic income is earned.

The federal income tax is necessarily based on an arbitrary annual accounting convention.
Business income may, however, fluctuate over a somewhat longer period. The most obvious
example is a business affected by the business cycle, the duration of which may be several years.
The current upturn in the business cycle, which ironically has reduced concern about the
Administration's proposal, is now in its fourth or fifth year. A downturn can last just as long or
longer.

The impact of a serious economic downturn can be particularly hard on banks, as it was
during the banking crisis of the late 1980's. And for banks, the Administration's proposed
limitation on the carryback period presents a special problem. Capital provides banks protection
against unanticipated losses. In difficult economic times, bank capital provides a cushion against
extraordinary losses on loans and other business operations. A bank's ability to claim the tax
benefit of a loss is an important means of conserving this capital in difficult economic times. If
banks are denied the ability to carry back losses and obtain refunds for previously overpaid taxes -
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a, they would under the Administration's proposal - they will be deprived of an important source
of bank capital at the time when it is most needed. In effect, they will be forced in troubled times
to lend needed bank capital to the federal government, in the form of prepaid taxes.

Furthermore, tax law changes made In 1986 deprived banks of the ability to deduct

provisions made for bad debts using the reserve method. As a practical matter, this change also
limited the ability of banks to spread losses associated with the write-off of bad debts taken in one

year over a longer period of time. This 1986 change further exacerbates the hardship the

Administration's proposal would work on banks.

For purposes of accounting for bank capital, bank regulatory agencies in general will

recognize the potential tax benefit associated with a net operating loss - or any other deferred tax

asset - only with respect to income that is available for carryback under tax law, and, at most,

with respect to income in the year immediately following the loss, if any is reasonably anticipated.

Any carryover of more than one year for tax purposes is therefore meaningless for purposes of

determining regulatory capital. The carryback is therefore of crucial importance.

The carryback is so important to the banking industry, in fact, that during the banking

crisis of the late 1980's, Congress permitted banks for a time to continue to carry back loan losses

for ten years instead of the usual three. The effect of the President's proposal is to shorten the

effective regulatory carryover/carryback period for banks from four years to two (one back and

one forward). During difficult economic periods for banks, the result would be to further reduce

bank capital, and consequently to reduce the ability of banks to make loans.

More generally, the purpose of the net operating loss carryback is to prevent income tax

from being charged before the taxpayer has earned economic income. A simple example

illustrates the point. If a company earns income of 10 in year 1, has no income or loss in year 2,

and experiences a loss of 10 in year 3, it has earned no economic income. A net operating loss

carryback operates to eliminate the tax imposed under the annual accounting convention in year

1. Without a carryback, the company would be required to pay tax on the year 1 income even

though it has not yet earned any economic income.

Under current law, corporations are permitted to use net operating losses in a taxable year

to offset income in the three preceding years. The Administration has proposed a reduction in the

carryback period for net operating losses from three years to one year. In the example, application

of the proposed rule would result in payment of income tax when the taxpayer has earned no

economic income.

To operate correctly, the net operating loss carryback ought to have no limitation. Any

limitation on the carryback - including the three-year limitation of current law - causes an

arbitrary imposition of tax before economic income is earned. The Administration's proposal

makes the present situation worse. It is an insufficient answer to extend the net operating loss

carryforward. As in the case of the carryback, any limitation on the carryforward is arbitrary and
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unjustified. Moreover, the taxpayer must remain in business and ean income 15 or 20 years in
the future to obtain a refund, then worth far less than a current refund.

The Administration says the purpose of its proposed shortening of the carryback period is
to reduce the complexity and administration burden associated with carrybacks. This claim is
hollow. Existing law permits taxpayers to elect to relinquish the carryback. Therefore, any
burden incurred by the taxpayer is entirely voluntary. No *relief" such as that pro*oed by the
Admini tration is needed.

In short, there is no tax policy reason to further limit the net operating loss carryback
period. The Administration's proposal should be seen for what it is, a revenue-raising measure,
and in this case one applied to taxpayers that are least able to bear it - those taxpayers that are
experiencing losses.

We submit that the Administration's proposal to reduce the net operating loss carryback
to one year is ill-considered. The Committee ought to reject it.

John E. Chapoton
Thomas A. Stout, Jr.

VINSON & ELKINS
1455 Pennsylvania Avenue, N.W.
Washington, D.C. 20004
(202)639-6500

Counsel for Bank of America, Bank of
Boston, Chase Manhattan Bank, Cnibank,
First National Bank of Chicago, Fleet
Financial Services, Mellon Bank, Norwest,
Corporation, and Wells Fargo & Company.
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BEAR STEARNS EA^SUA &CO.

245 PARK AVNMA
NW IOM NEW YORK 10167

a212) 272-200

.Oo0ACO .- J04W • A.,0us

A~tD106M .C(UEM . HCOPG0.

April 28. 1997

Editorial Section
United States Senate
Committee on Finance
Washington, D.C. 20510

Dear Sir/Madame:

In response to Chairman Roth's request. Bear, Stearns & Co. Inc. is submitting a

statement concerning two revenue raising provisions in President Clinton's Fiscal Year

1998 Budget. One provision imposes constructive sale treatment on certain appreciated

financial instruments and the other provision modifies the holding period rules for the

dividends received deduction (the "DRD").

The following is a summary of our comments. These provisions would penalize

legitimate hedging transactions and adversely affect the financial markets. The scope of

the constructive sale legislation is so broad that it covers many bona fide hedging

transactions and would inhibit a broad range of other non-tax motivated transactions. We

believe that narrowly drafted legislation can target potential abuses without adversely

affecting legitimate hedging transactions and the financial markets. We also believe that

the proposed DRD changes would penalize legitimate hedging transactions by imposing

triple level taxation on distributions of corporate earnings. Current law is entirely

adequate to ensure that the DRD is available only for economic investments. We oppose

the retroactive impact both of these provisions would have on existing transactions.

Please don't hesitate to call if you have any questions. Our designated

representatives are:

M. Lynn O'Neill Eli Wachtel Steven A. Weinstein

245 Park Avenue 245 Park Avenue 245 Park Avenue

New York, NY 10167 New York, NY 10167 New York. NY 10167

(212) 272-4197 (212) 272.4808 (212) 272.4780

Very truly yours,

BEAR, STEARNS & co. I

By: 7 j\\.

Eli Wachtel
Senior Managing Director

Enclosure
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STATEMENT OF BEAR, STEARNS & CO. INC. CONCERNING PROPOSED
CONSTRUCTIVE SALE AND DRD HOLDING PERIOD PROVISIONS.

April 17, 1997

Summary

Two revenue raising provisions in the Adminitration's Fiscal Year 1998 Budget
would penalize legitimate hedging transactions atid adversely affect the financial

markets. One provision imposes constructive sal,. treatment on certain appreciated
financial instruments and another provision modifies the holding period rules for the
dividends received deduction (the "DRD"). We join a diverse group of companies and
industry representatives (including the Securitics Industry Association and a coalition of
the nation's leading options exchanges, and with respect to the DRD, the American
Bankers Association and the DRD Working Group) that oppose these provisions.

The scope of the constructive sale legislation is so overbroad that it covers many
bona fide hedging transactions and puts a "chill" on a broad range of other non-tax
motivated hedging transactions. We believe that narrowly drafted legislation can target
potential abuses (e.g, entering into a long-term. short-against-the box transaction to
obtain a step-up in basis at death) without adversely affecting legitimate hedging
transactions and the financial markets. We also believe that the proposed DRD changes
move in the wrong direction--i.e., by imposing increased triple taxation or corporate
earnings rather than a single level of taxation. Current law is entirely adequate to ensure
that the DRD is available only for economic investments.

Constructive Sale Provision

The proposal would treat a taxpayer as having made a constructive sale of an
appreciated stock, debt instrument or partnership interest when the taxpayer "substantially
eliminate[sJ" both risk of loss and opportunity for gain "for some period". There is no
definition or guidance as to what triggers a constructive sale either in terms of: (1) what
constitutes "substantial" elimination of risk of loss and opportunity for gain, or (2) what is

the relevant "period" for such elimination. The provision appears to trigger a tax even if an

investor hedges for only one day and thereafter retains all potential risk of loss and

opportunity for profit.

The basic problem with the proposed legislation is that covers a broad range of
legitimate hedging transactions and is not targeted to potentially abusive transactions. As
a starting point, it must be stressed that management and reduction of risk for both
businesses and investors should be encouraged and not penalized. Legislation which

triggers tax on an appreciated financial position as a result of a non-tax motivated hedging
transaction is simply bad tax policy.

Another major problem is the difficulty in applying the proposal's trigger of
"substantially eliminate" both risk of loss and opportunity for gain. There are no
meaningful objective criteria that an investor or his tax advisor can use to determine
whether a transaction will result in a constructive sale. Accordingly, the proposed
statutory framework is patently unworkable.

Because of the sweeping scope of the proposed legislation, taxpayers who enter

into a broad range of hedging transactions with respect to appreciated financial positions

will be unable to determine whether such hedges trigger tax. These taxpayers will be

reluctant to enter into legitimate, non-tax motivated hedging transactions because of the
fear of triggering a current tax.
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The chilling effect of the proposed legislation will have a negative impact on the
stock and option markets. Many investors hedge a particular stock or all or a portion of a
portfolio because of an economic event with respect to a specific company or general
market conditions. The proposed legislation will likely cause many of these investors to
choose to maintain their risk exposure rather than risk payment of a tax. The decrease in
investor participation in tbe financial markets (especially the stock and options markets)
will result in wider spreads and greater volatility in option and stock pricing. Ultimately,
this will lead to tess liquidity in the markets.

We also oppose the retroactive effective dat,. of the proposal. Under long-
standing, well-settled tax law, short-against-the-box and other transactions covered by the
proposal do not give rise to a taxable event. Taxpayers who have relied on this law should
not be subject to a retroactive change of law, nor should they be required to incur the cost
of unwinding existing positions in order to avoid a constructive sale.

The proposed legislation represents a dramatic change to current law. We urge
Congress to carefully consider the impact this change would have on hedging practices
and the financial markets. We believe that narrower legislation can address potential
abuses that may exist under current law without impacting legitimate hcdging transactions
or adversely affecting the financial markets.

DRD Holding Period

The Administration would also modify the DRD holding period rules and would
deny the DRD to a corporate shareholder that diminishes rise. of loss within 45 days of the
stock's ex-dividend date. The proposed change to the DRD holding period rules should
not be enacted because it would have several major negative effects: (I) impose increased
triple taxation of corporate earnings while many of the United States' major trading
partners have moved to a system of single taxation of corporate earnings; (2) reduce
participation in the options markets, resulting in increased volatility, and (3) increase the
cost of capital for preferred stock issuers, especially in industries such as utilities in which

preferred stock comprises a significant component of the capital structure. Finally, the
proposed legislation is unnecessary because current law is adequate to ensure that the

benefit of the DRD is available only for economic investments (as opposed to tax-
motivated investments) in which the investor bears risk of loss for a meaningful period.

The United States has maintained its historical system of taxation whereby a
corporation pays income tax on its corporate earnings and shareholders pay an additional

tax upon distribution of earnings in the form of dividends. To minimize triple taxation of

corporate earnings. U.S. corporations are allowed a 70-806/6 dividends received deduction
for dividends received from other U.S. corporations.

The U.S. system of taxing corporate earnings should be compared to the tax

systems of many of the United States' major trading partners such as Canada, England,

France, Germany, Australia and New Zealand. These jurisdictions have an integrated

system of taxation whereby corporate earnings are essentially subject to a single level of

taxation. See January 1992 Report of the Department of the Treasury on Integration of

the Individual and Corporate Tax Systems Taxing Business Income Once.

By further limiting the availability of the DRD. the proposed legislation would
increase the imposition of triple taxation on corporate earnings. Such triple taxation would

result-from a corporate tax being paid by the distributing corporation, a corporate tax paid

by the recipient corporation, and a shareholder level tax. The proposed change to the

DRD would result in a 74% tax on corporate level earnings before factoring in the
additional cost of state and local taxes.

Example I: A U.S. corporation ("Corporation A") earns $ 10000 and pays a U.S.

federal income tax of $3500 on such earnings (35% tax rate). Corporation A distributes
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all of its earnings on a current basis and accordingly will distribute $65 to its 1% U.S.
corporate shareholder ("Corporation B"). Corporation B has held the Corporation A
stock for three years and plans to continue to hold the Corporation A stock for the
indefinite future. However, Corporation B is concerned about the impact of a particular
event on Corporation A and accordingly has purchased the right to put the Corporation A
stock for 95% of its current fair market value in six months. Under the proposed change,
Corporation B would not be eligible for the DRD and would pay a tax of $22.75 on such
dividend (35% tax rate). Corporation B is owned by 10 individuals who are subject to tax
at the highest U.S. marginal federal income tax rate of 39.6%. Such individual
shareholders would collectively receive $42.25 in dividends and pay a collective tax of
$16.73. Accordingly, such individual shareholders would collectively receive after-tax
cash of $25.52; an effective tax rate of 74.5% on corporate earnings.'

The proposed legislation would also have a negative impact on the options
markets. Market conditions often cause corporate investors to use various hedging
techniques, especially through the use of options, to hedge a particular stock or all or a
portion of a portfolio of stocks. These hedging transactions include cost-less collars (i.e.,
the purchase of an out-of-the-money put and the sale of an out-of-the-money call), the
purchase of put options, and the sale of an "in-the-money" call that is more than one strike
price in the money (i.e., non-qualified covered calls). The following examples are
illustrative market-driven hedging transactions:

Example 2: Corporate investor purchases shares of Corporation X stock on July 13,
1996 for $50. On November 1, 1996, the stock price has dropped to $43/share and the
investor believes that the stock price will rebound to $50 but does not want to take the
risk of significant further decline. To limit its future loss while retaining the upside, the
investor purchases a June 1998 $40 put for 3 7/8 and sells a June 1998 $50 call for 3 7/8
(i.e. the investor has the right to put the X stock at $40 and has sold the right to call the X
stock at $50). Under current law, this cost-less collar would allow the investor to
continue to receive the DRD. However, under the proposed change to the holding period
rules, the investor would not be entitled to the DRD. The proposed legislation would
discourage this irivestor from entering into legitimate market-driven hedging strategies by
penalizing the investor through a disallowance of all or a portion of the DRD.

Example 3: A corporate investor purchases shares of Corporation Y stock for $42 on
March 15. 1997. For the purposes of obtaining an enhanced return, the investor
immediately sells a June 1997 $40 call on the Y stock for 4 1/8 (a qualified covered call)
to make an expected gross profit of 2 1/8 because the investor believes there is a limited
risk below $40. On June 19, 1997, two days prior to the expiration of the June contract,
when the stock price of the Y stock is $46, the corporate investor continues to believe that
the Y stock price has limited risk below $40. Therefore, the investor "rolls" its June call
position into a December call position by buying back the June 1997 call at $6 and selling
the December 1997 call for 8 1/4 for a net credit of 2 1/4. Under current law, all
dividends received would be entitled to the DRD. Under the proposed change to the
DRD holding period rules, the corporate investor would not be entitled to the DRD with
respect to dividends received during the period it is hedged with the December call,
subjecting dividends received by a corporate investor to three levels of taxation.
Consequently, the proposed legislation would discourage corporate investors from
engaging in enhanced return strategies.

Example 4: Similar to Example 3, a corporate investor buys Z stock at $53 with a
3.5% dividend yield in January 1995. For purposes of obtaining an enhanced return, the

Most states follow tle federal income tax rules in imposing a state corporate income tax cii
corporations. For individual sharch,)lders that own stock in corporations Ihl opera e in states with a high
marginal tax rate, the result of this change to the DRD ries are magnified. For instance, assuming that
the corporation and the corporate shareholder under the facts of the example above operate in a high state
taxing jurisdiction and pay an effcctii% federal and state tax rate of 401/, the corporate shareholder would
only receive a $60 dividend and would pay $24 of tax on such dividend. The corporate shareholder would
then distribute the $36 to its ir dividual shareholders uho. zfler pa)ing a tax of 39.6%, would be left Aith
only $21.74. The corporate eanings would have Icn subject to an effective income tax rate of 78W.



165

investor sells a January 1997 $50 call on the Z stock (having an implied volatility of 22)

for 8 1/2 because the investor believes there is limited price risk below $50. Prior to

expiration, the Z stock is trading at $56. The investor continues to believe there is limited

price risk below $50 and rolls its existing call position by buying back the January 1996

call at $6 and selling the January 1999 $50 call (which also has an implied volatility of 22)

for 10 5/8. for a net credit of 4 5/8. Because of recent increased volatility in the stock

market, the implied volatility of the January $50 call has increased from 22 to 30, although

the Z stock is still trading in the $56 range. On a marked-to-market basis, with the price

of the stock virtually unchanged, the January $50 1999 call has increased from 10 5/8 to

12 3/4. The taxpayer purchased the Z stock and wrote the calls with the expectation of

receiving the DRD and an enhanced return from premium. The proposed change to the

holding period rules would dramatically impact the expected return. More importantly,

unwinding the position at this time would result in a projected loss of 2 1/8 per share.

This example demonstrates that, if Congress were to enact the proposed change to the

DRD holding period rules, it would be inequitable not to grandfather existing positions.

Corporate investors will be discouraged from entering into hedging transactions

through the use of options such as those described above because of the possibility of

losing the DRD. This decrease in corporate investor participation in the options markets

would result in wider spreads and greater volatility in options pricing. Ultimately, this will

lead to less liquidity in the options markets, including the stock market whose trading

volume is greatly influenced by the trading volume of the option markets.

This change to the DRD holding period rules would also increase the cost of

capital for many corporate issuers of stock. especially issuers of preferred stock. The

proposed holding period changes will create uncertainty as to the availability of the DRD

for many preferred stock investors. Preferred stock issuers likely will have to increase the

dividend yield to compensate for this uncertainty. The increased cost of capital will have

particular impact on certain industries, such as utilities, in which preferred stock comprises

a significant component of the capital structure.

The current 46-day and 91-day holding period requirements and other related

provisions ensure that the benefit of the DRD is available only for economic investments

(as opposed to tax-motivated) in which the investor bears risk of loss for a meaningful

period. First, no DRD is allowed with respect to any dividend on any share of stock

which is held by the taxpayer for 45 days (90 days in the case of preferred stock) or less.

In determining whether the taxpayer has held the stock for more than 45 days, the

taxpayer's holding period is reduced for periods where the taxpayer's risk of loss is

diminished. The regulations interpreting when the taxpayer has diminished its risk of loss

are extremely broad and in essence treat the taxpayer as having diminished its risk of loss

when the taxpayer enters into a broad range of hedging transactions (other than qualified

covered calls). Thus, under current law. a corporate taxpayer must incur significant

economic risk of loss during the 45 day holding period to be comfortable that it is entitled

to the DRD.

Second, no DRD is allowed to the extent that the taxpayer is under an obligation

(whether pursuant to a short sale or otherwise) to make related payments with respect to

positions in substantially similar or related property. This rule is applicable to all dividend

payments received by the corporate taxpayer and will prevent the taxpayer from obtaining

a DRD even if the taxpayer has satisfied the holding period rules described above.

Third, no DRD is allowed to the extent that the taxpayer finances the purchase of

its stock investment with indebtedness. This rule denies the DRD to a taxpayer that has

satisfied with holding period rules and related payment rules described above.

The Administration proposes to make the provision effective for dividends paid or

accrued 30 days after the date of enactment. The Administration's proposal has

retroactive impact since corporate investors have entered into a variety of transactions

whose economics were based upon the expectation of receiving the DRD. If Congress
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does choose to enact a modification to the DRD holding period rules, the provision, at a
minimum, should have a prospective effect. The effective date of any legislation in this
area should be for "positions entered into" after the date of enactment.

The proposed modification to the DRD holding period rules will place corporate
investors in the position of having to choose between entering into a bona fide hedge to
reduce risk or losing the DRD. Congress should not pass legislation which either
discourages hedging or increases triple taxation of corporate earnings.
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Comments concerning the Export Source Rule
contained in the

Revenue Raising Provisions
in the Administration's

Fiscal Year 1998 Budget Proposals

Senate Finance Committee

Submitted by:
Caterpillar Inc.

April 30, 1997

It is vitally important to U.S. based manufacturers with significant export sales to retain the
Export Source Rule in its present form. The replacement of the 50/50 rule with an activity-based
rule will have serious detrimental effects on the level of export sales and ultimately on the level
ofjobs that are dependent on those sales.

In his remarks at the Treasury Conference on Formula Apportionment on December 12, 1996,
Deputy Secretary of the Treasury Lawrence H. Summers cited the following five goals of the
international tax system: neutrality of location, maintenance of competitiveness, administrability,
protection of the revenue base, and compatibility with international norms. He further stated that
"Any proposed change should be viewed in the context of these goals and must bear the burden
of proof that it will improve, not merely match the performance of the current system."
Caterpillar believes the current Export Source Rule is an effective tool for meeting those goals
and that its replacement with an activity-based rule does not achieve the goals cited by Deputy
Secretary Summers.

For decades the 50/50 Export Source Rule has played a significant role in allowing U.S.
multinational companies like Caterpillar Inc., to remain globally competitive in spite of the fact
that the U.S. tax rules make it increasingly difficult for these companies to avoid double taxation
of their income. The U.S. tax system has continually expanded the base of worldwide income
subject to current U.S. tax and, to make matters worse, this expansion has been accompanied by
introduction of numerous rules restricting a U.S.-based multinational corporation's ability to
credit foreign tax.
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Caterpillar Inc.
Export Source Rule page 2

The resulting double taxation many U.S. companies incur is not compatible with intematicnal
norms and places these companies at a competitive disadvantage in the global marketplace. An
activity-based source rule will further restrict utilization of foreign tax credits by reducing
foreign source income based on the fact that a company chose to locate plant operations -- and
hence a major part of its activity -- in the U.S.. This "penalty" for U.S. activity is a definite
deterrent in achieving the goal of location neutrality and could in fact encourage firms to locate
operations outside the U.S..

It is generally accepted that current U.S. tax law, as it relates to international matters, is
extremely complex. The provisions relating to the allocation and apportionment of income and
expense required for the determination of foreign tax credit limitations are perfect examples of an
onerous and expensive system. The compliance costs associated with data collection activities
required to support this calculation are staggering.

An activity-based source rule will add yet another level of complexity to this calculation as
companies are forced to gather and analyze data required to support allocation of income to
foreign and U.S. sources on the basis of activity. The Export Source Rule has evolved into one
of the few WTO-consistent export incentives remaining in U.S. tax code. For more than 70
years, this rule has worked as originally intended -- to avoid endless disputes and problems
which would inevitably arise in administering an activity-based rule.

Finally, the Administration has cited increased tax revenues resulting from implementation of
the activity-based source rule as a means of enhancing the current revenue base that may be
diminished by tax cuts in other areas. Attempts to replenish the tax revenue base with the
introduction of the activity-based source rule must be thoroughly examined. It is not appropriate
to simply examine tax revenues associated with the current level of export sales since this sales
base will inevitably be eroded as companies are encouraged to shift more of their manufacturing
activities outside the U.S..

The 50/50 Export Source Rule encourages multinational companies like Catcrpillar to produce
goods in the U.S. and export. The relief that the rule provides with regard to the ability to
generate foreign source income and thereby avoid double taxation allows companies that
manufacture primarily from a U.S. base to remain globally competitive while providing high
levels of employment in the U.S. The jobs that support export sales should not be jeopardized in
the interest of raising tax revenues. Therefore, we would encourage the Committee to retain the
Export Source Rule in its current form and reject proposals to replace it with an activity-based
rule.
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ATTACHMENT I

The Export Source Rule Benefits Suppliers As Well As Manufacturers

A decision by a large U.S. company to manufacture in the U.S. for export benefits not only its
workers but those of its suppliers. For example, Caterpillar, Inc., headquartered in Peoria,
Illinois, is the world's largest manufacturer of construction and mining equipment, natural gas
engines and industrial gas turbines, and is a leading global supplier of diesel engines. More than
half of the company's U.S. production is exported, totaling some $5.50 billion in 1996. Those
exports account for 16,500 Caterpillar jobs in the United States, and an additional 33,000 jobs
among Caterpillar's 11,400 U.S. suppliers.

• Caterpillar is an American company with 75% of its manufacturing capacity in the United
States. Caterpillar is also a multinational company with manufacturing operations in fourteen
other countries.

• It is Caterpillar's mission to be globally competitive from primarily a U.S. manufacturing
base.

Exports are good for Caterpillar and good for the U.S. economy as well. When Caterpillar
sells a 793C mining truck, manufactured in Decatur, Illinois, there is a positive ripple effect
on its supplier chain. Approximately 250 individual firms operating in 31 states provide
parts and components incorporated into the production of this vehicle. Those 251 firms are
exporters as well.

* Most of our foreign competitors don't face equivalent tax burdens when exporting products --
- and that places exporters at a competitive disadvantage.

• From a competitive standpoint, it's unfortunate that proposed U.S. tax policy -- eliminating
the export source rule -- may influence U.S. exporters' decisions on where to source product.

* In this regard, any proposed U.S. tax policy that may influence manufacturing decisions to
source products closer to their markets -- rather than to manufacture in the U.S. and export --
appears shortsighted.

Therefore, we believe the export source rule should be retained. It is one of the few WTO-
consistent tax rules that operates as an export incentive to U.S. manufacturers while helping to
alleviate the double taxation of foreign income.
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ATTACHMENT 2

Other Countries Provide More Favorable Tax Treatment for Companies Doing
Business Abroad than the United States

The complex rules by which the U.S. taxes its companies doing business in foreign
jurisdictions put them at a disadvantage when competing abroad. The export source rule is
one of the few favorable tax nes which mitigate the harm done by other distortive U.S. tax

rules that cause many U.S. multinationals to suffer significant double taxation on income

earned from their international operations.

Double taxation occurs when U.S. multinationals pay taxes to both the U.S. and a foreign

county on the same income, and the business cost is especially onerous when the foreign tax

rate exceeds the U.S. statutory rate. The U.S. taxes worldwide income, but in order to avoid

double taxation, allows a credit for foreign taxes paid. However, numerous restrictions and

limitations in U.S. tax law often prevent U.S. multinationals from getting a dollar for dollar

credit against their U.S. taxes for the foreign taxes paid, and thus the companies are

subjected to double taxation.

By contrast, most other countries rarely subject their companies to double taxation on

foreign business income. These countries often exempt such income from tax entirely or

have less onerous rules for crediting foreign taxes paid. Avoidance of double taxation on

foreign business income is essential if U.S. multinationals are to compete effectively in the

global marketplace.

Territorial Systems of Taxation - Unlike the U.S., many countries, such as Germany,

France rnd Austria, permit their corporations to operate in foreign jurisdictions without any

risk of double taxation because they simply exclude foreign source income from domestic

tax, either by statute or through their treaty network. Companies which call these countries

home do not face my risk of double taxation on their overseas operations.

Worldwide Systems of Taxation - Even countries which tax resident companies on a

worldwide basis similar to the U.S. offer their companies more protection from double

taxation because they have less restrictive rules on the crediting of foreign taxes paid.

U.S. Restrictions on Creditina Forelen Taxes Paid - The U.S. tax laws contain numerous

and unique restrictions on crediting foreign taxes pid by multinational companies on their

overseas operations. The following are some of the key problem areas:

Foreign tax "baskets - Separate foreign tax credit limitations apply for different types or

"baskets" of income earned by the companies, such as shipping, financial services, passive,

high withholding-tax interest, etc. Indeed, there is a separate limitation for income earned

by each company which is owned at least 10% but not more than 50% by U.S. shareholders.

No other country has such complex and restrictive limitations on the crediting of foreign

taxes.



171

Allocation Rules - The U.S. tax laws require corporations to deduct numerous domestic
expenses, such as interest and R&E expenses, from their foreign source income even though
they do not actualy get a deduction for these costs in the foreign country. The ability of a
company to get credit for foreign taxes paid is dependent upon how much foreign source
income it has. Therefore, reductions in a company's foreign source income (caused by
allocating these domestic expenses to foreign source income) also reduce the amount of
credit the company can get for foreign taxes paid. The magnitude of these allocations is
unprecedented by international tax norms and one of the main causes of double taxation for
U.S.-based multinationals.

Domestic Losses - If the U.S. operations of a multinational company lose money in any
given year, this domestic loss reduces or eliminates the company's capacity to claim foreign
tax credits in that yer. Moreover, this loss in foreign tax credit capacity can not be made up
in any other year. Thus, the company is prohibited from ever using foreign earnings in that
year to claim foreign tax credits, and double taxation results.

O'her Countries Give Tax Incentives For Exports and Overseas OperaftIns - In
addition to bearing the hidden tax costs buried in the details of the U.S. system described
above, U.S. companies must also compete with foreign-based companies that are operating
under tax laws that frequently offer incentives for exports and encourage their multinationals
to invest overseas. Even countries which do not exempt foreign income from tax often enter
into so-called "tax sparing" treaties which have the same effect. These agreements exempt
foreign earnings from tax even when the earnings are "repatriated" - i.e., brought back to the
home country. Many countries also offer incentives such as VAT exemptions for exports.

International Tax Reform - The export source rule is one of the few rules in the U.S.
international tax regime which alleviates the double taxation caused by the provisions
described above. If any changes to the rule are to be considered, they should be in the
context of a comprehensive review of the overall manner in which the U.S. taxes the
international operations of businesses and with a view to supporting and fostering the
international competitiveness of U.S.-based companies.
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STATEMENT OF
CHEMICAL MANUFACTURERS ASSOCIATION

BEFORE THE
SENATE COMMITrEE ON FINANCE

ON
REVENUE RAISING PROVISIONS IN THE

ADMINISTRATION'S FISCAL YEAR 1998 BUDGET PROPOSAL
APRIL 17,1997

The Chemical Manufacturers association ('CMA') appreciates this opportunity to

present its views on the revenue raising provisions in the Administration's Fiscal Year 1998
Budget Proposal.

CMA is a non-profit trade association whose member companies represent more than

90 percent of America's productive capacity for basic industrial chemicals. Since 1991, the U.S.

chemical industry has been the nation's leading exporter with gross exports In 1996 of $61.8

billion which produced a net trade surplus of $16.9 billion. The chemical industry now

provides over one million high-wage, high-tech jobs for American workers. The chemical

industry also ranks first in company-funded research and development spending among all

U.S. manufacturing sectors with an estimated $18.3 billion in 1996.

Although CMA has concerns about the adverse impact of several of the

Administration's revenue-raising proposals, we will limit our comments to the two proposals

that would have immediate impact on the international competitiveness of products

manufactured in the United States and on the security of the jobs of the American workers who

produce them. These are the Administration's proposals to (1) replace the Export Source Rule

and (2) revise the tax treatment of foreign oil and gas income.

In our statement submitted to the House Committee on Ways and Means in connection

with its hearings on tax reform last year, CMA stressed the single, most important issue in tax

reform is its impact on the international competitiveness of U.S. manufacturers and on the

American jobs they provide. In recent years, the US. chemical industry has grown from

producing basic commodity chemicals to producing commodity and specialty chemicals, and

has greatly expanded its overseas operations and markets. Nonetheless, the chemical industry

continues to provide over one million quality jobs for American workers. Today a substantial

portion of those American jobs Is directly dependent on the expanded market that growing

US. chemical exports provide.

The present Export Source Rule is a strong, recognized incentive for the export of U.S.-

manufactured products. For over 70 years the regulations under the Internal Revenue Code

have allowed U.S. manufacturers to generate a combination of manufacturing and sales income

with respect to exports of products manufactured in the United States. In general, these

taxpayers are permitted to treat half of this combined income as U.S. manufacturing income

and to treat the other half as foreign source income. The amount of foreign source income is

crucial to the use of thd foreign tax credit. Thus, U.S. manufacturers that pay rates of foreign

tax in excess of U.S. rates can reduce or eliminate U.S. tax on their export sales or other foreign

income.



173

Expanding foreign trade is central to increasing the market for U.S.-manufactured
products and to providing greater job security for American workers. Reducing the incentive
now provided by the Export Source Rule as proposed in the Administration's budget would
clearly make U.S. chemical exports less competitive in world markets. Last year we urged you
to reject the proposed changes to the Export Source Rule and we do so again this year.

The review and reform of US. taxation of foreign income is greatly needed. The United
States remains one of few countries that now tax companies on their world-wide income. Even
those other countries that tax world-wide income find means to allow their companies to
compete without tax handicaps In world markets. Congress should not modify the present
Export Source Rule until It Is willing to undertake comprehensive reform of the taxation of
foreign income.

The ability to compete internationally is a complex problem. In addition, overall U.S.
tax policy frequently may discourage U.S.-based firms from making investments abroad that
result in expanded US. exports and American jobs. In this respect, CMA has strongly opposed
proposals to tax U.S. corporations currently on the income of their foreign subsidiaries, such as
S-1597, "the American jobs Act of 1996, introduced by Senator Dorgan (D-ND) in the last
Congress. The Administration's proposal to tax foreign oil and gas income is little more than
an attempt to end deferral. On principle, this proposal is very bad tax policy and we strongly
urge the Committee on Finance to reject it.

The overseas operations of U.S. chemical companies have proven to be strong
customers for U.S.-produced products. In 1990 U.S. chemical exports were $39.5 billion-then
equal to the nation's total agricultural exports and significantly larger than U.S. aircraft exports
of $30.1 billion in that same year. In 1990, we also enjoyed a healthy net U.S. trade surplus in
chemicals of $16.8 billion. Six years later, US. chemical exports accounted for $61.8 billion with
a net U.S. chemical trade surplus of $16. 9 billion in 1996. More importantly, the chemical
industry today continues to provide over one million high-quality, high-paying jobs in the
United States, while implementing major technological innovations and efficiencies.

Conclusion:

We again urge the Committee on Finance to consider the adverse impact on
international competitiveness of the Administration's proposals to replace the Export Source
Rule and to tax foreign oil and gas income and to reject those proposals accordingly.

Chemical Manufacturers Association
1300 Wilson Blvd.

Arlington, VA 22209
Contact: Claude P. Boudrias (703) 741-5915
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STATEMENT OF

THE CHICAGO BOARD OF TRADE AND

THE CHICAGO MERCANTILE EXCHANGE
SUBMTTED TO

COMMITTEE ON FINANCE

UNITED STATES SENATE
APRIL 17,1997

The Chicago Board of Trade ('CBOT*) and the Chicago Mercantile Exchange

('CMEB) are submitting this statement for the record of the hearing, April 17,1997, On selected

revenue raising provisions in the Administration'S FY 1998 budget proposal. Our comments are

directed to the proposal to impose a constructive sale on certain appreciated financial positions -

proposal apparently designed in reaction to a ,short-against-the-box" transaction in the stock

The CBOT and CME are the two largest markets h the world for transactions in

futures contracts and options on futures contracts. The principal ,rposu ofth,.s contracts is to

provide means for the hedging of business and investment risks. The functioning of our markets

can be impaired if tax rules threaten to penalize legitimate risk management activities.

The constructive sale proposal causes some concerns for our markets. Although

the tax planning strategies seemingly targeted by the proposal cannot be implemented on U.S.

futures exchanges, the outer boundaries of the proposes scope are not clearly delineated in the

Treasury Department's explanation. Moreover, the proposed statutory language submitted last

year in connection with the constructive sale proposal in the President's 1997 Budget was so

ambiguous that adoption in its proposed form would have cast unwarranted doubts on the tax

treatment of some transactions on our markets.

We urge that, if it is believed desirable to address the tax results for the short-

against-the-box transaction, the provision be drafted narrowly to ensure that U.S. exchange-

traded futures and options on futures not be adversely affected.

Under the proposal. there is deemed to be a constructive sale of an appreciated

p ni er (or a related person) enters into a Position with respect to 'the same or
poito if the taxpayr(rarlt~ pe o d 'substa,,,,.ntially efirminate~s] risk of loss and

substantially identical property' that for some pri " S ean precimiated position is

opprtnity, for gain" on the appreciated position. For this purpose, an apprciae oiinifor '"o h prettdp.to .. :... t, or a partnership interest if there

apparently any position with respect to stock, a debt instrumen,

would be gain upon the sale of the position. A constructive sale is not deemed to occur under the
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proposal if the appreciated position is subject to the existing constructive sale treatment under the
mark-to-market rules of sections 475 or 1256.

A U.S. exchange-traded futures contract (or an option on a futures contract)
would generally not itself be subject to constructive sale treatment under the proposal because it
would generally be marked to market already under existing section 1256. However, the current
Treasury explanation (when read in connection with the proposed statutory language for the 1997
Budget proposal) suggests that such contracts could result in constructive sales of other property.
At least in theory, U.S. exchange-treated futures (or options on futures) could trigger a
constructive sale of appreciated stock or an appreciated debt instrument under the proposal if the
taxpayer holding such appreciated property entered into a futures contract (or an option on a
futures contract) under circumstances where (i) the futures or options contract is with respect to
property that is considered to be the same or substantially identical to the appreciated stock or
debt obligation, and (ii) the futures or options position is considered to have the effect of
substantially elz.inating, for some period, both risk of loss and opportunity for gain on the
appreciated stock or debt obligation.

Impact of FProposal on Futures and Options on Futures

The CBOT and CME, iike other U.S. futures exchanges, offer standardized futures
contracts with respect to underlying property or indices. In the case of a conventional futures
contract, one contracting party (the "long" party) agrees to buy and the other contracting party
(the "short" party) agrees to sell a specified quantity of underlying property at a specific price on a
specific delivery date in the future. Other futures contracts, particularly with respect to indices of
property prices or other market information, call for final settlement in cash to reflect price
fluctuations, as opposed to actual delivery of prop-rty. The exchanges also offer trading in
options with respect to futures contracts. In the case of either futures or options on futures, most
contracting parties close out their positions prior to the delivery or final settlement date by
engaging in an offsetting transaction on the exchange (c,., a party with a long futures position
enters into a short position having the same underlying property, quantity and delivery month).

The most actively traded contracts on the CME and CBOT are futures that relate
to financial instruments. For example, the CME has cash-settled futures (and options on futures)
with respect to various broad-based stock indices (c,, the S&P 500 stock index). Both the
CBOT and CME have futures (and options on futures) with respect to debt obligations, some of
which call for actual delivery of a debt obligation (cg., the CBOT's contract for Treasury bonds)
and some of which call for cash settlement (,.g., the CME's Eurodollar contract). Accordingly,
taxpayers using these financial futures contracts in connection with underlying stock holdings or
holdings of debt obligations might potentially be affected by the constructive sale proposal.

Any such cloud of doubt should be removed. Irrespective of whether it is
considered desirable to alter the current law treatment of a short-against-the-box transaction, a
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constructive current sale should not be imposed on a taxpayer who uses financial futures
transactions to hedge the risk associated with holdings of stock or debt obligations.

A contract to sell in the futures market and a current sale in the so-ca t d cash"
market cannot be regarded as being interchangeable versions of the same substantive transaction.

* Unlike a sale in the current (or "cash") market, a futures transaction
involves no current transfer of property and no current payment for a

transfer of property. Any purchase, sale and payment of sale proceeds
occurs in the future. In contrast, a short-againsft-the-box involves a current

transfer of property (borrowed by the short seller) to a purchaser, who
pays currently a purchase price for the transferred shares (with the sale
proceeds generally being held by the stock lender to secure the short
seller's obligation to "repay* the borrowed property).

+ Because futures transactions involve sales (or cash settlements) in the
future, the sales price in a futures transaction is rarely the same as the sales
price in the cash market. The futures price may be higher or lower than the
cash price, depending upon such factors as the period of time to delivery
(or final cash settlement), costs associated with holding the underlying
property, and the amount of current earnings realized by a holder of the
underlying property. In any event, these price differences reflect a real
economic difference between a futures transaction and a transaction in the
cash market, including a short-against-the-box transaction.

* Because a futures contract involves no current sale or purchase, the holder
of a short futures position who also holds stock or a debt obligation has the

right to any dividends or interest on the underlying securities. In contrast,
a short seller against-the-box effectively foregoes earnings on the securities
he continues to own by obligating himself to make dividend or interest
substitute payments to the securities lender.

* Persons who enter into short futures contracts ('L, contracts to sell) in lieu

of selling in the cash market generally do so to serve nontax risk
management objectives related to the distinct economic characteristics of

futures transactions, not to postpone a gain that would be realized in a sale

on the cash market.

It would be especially inappropriate to impose constructive sale treatment in the

case of hedges on U.S. futures exchanges because all transactions on those exchanges involve
standardized contracts traded in public markets.
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Persons who enter into countervailing positions on a futures exchange and
another public marketplace (including a public cash market) perform an
important economic function of minimizing inter-market pricing distortions
and enhawing the future price discovery function of the futures market.
As noted above, there is generally a difference between a futures price and
a cash market price. Arbitrageurs place appropriate trades in the respective
markets to benefit when the price spreads are too wide or too narrow, and
this profit-seeking activity also benefits the marketplace by tending to bring
the respective price relationships back into proper alignment.

* Because U.S. exchange-traded contracts are standardized, a financial
futures contract is rarely a perfect offsetting match for a position in the
underlying property. The resulting "basis risk" means that hedges using
U.S. exchange-traded financial futures (or options on futures) rarely, if
ever, "substantially eliminate' risk of loss and opportunity for gain.

* Most futures contracts call for delivery (or final settlement) in the relatively
near future and, in any event, rarely more than two years distant. This
short-term feature, coupled with the mark-to-market and straddle rules,
discussed below, makes U.S. exchange-traded futures (and options on
futures) less susceptible than some off-exchange contracts to long-term
deferral of tax on "locked-in' gain.

* Because of the liquidity of contracts traded on U.S. futures exchanges,
futures positions can be readily disposed of. As a consequence, a hedge
may be held for only a short period of time before being closed out through
an offsetting exchange transaction. Unlike a typical short-against-the-box
transaction where the taxpayer actually makes a sale (with borrowed
shares) subject to an obligation subsequently to repay the borrowed shares,
most holders of a short futures position never actually engage in a sale of
the underlying property through the futures markets.

Most U.S. exchange-traded futures (and options on futures) are already marked to
market under section 1256 and are also subject to the straddle rules of sections 1092 and 263(g).

* A taxpayer motivated solely by a desire to postpone recognition of gain on
appreciated securities finds the futures markets an unaccommodating
mechanism for doing so. Assume that a taxpayer with appreciated debt
securities enters into short interest rate futures, and add the unlikely
assumption that the appreciated securities and the short futures are so
perfectly matched that risk of loss and opportunity for gain are
'substantially eliminated." Under these circumstances, any subsequent
market movement in the cash securities is offset by an opposite market
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movement in the short futures position, so that the preexisting gain might
be regarded as being locked-in. But the locked-in gain is not effectively
shielded from tax. If the appreciated securities subsequently lose value, the
offsetting futures gain, and thus effectively a portion of the overall locked-
in gain, will generally be taxed currently under the mark-to-market rules of
section 1256. On the other hand, if the appreciated securities subsequently
gain additional value, the resulting mark-to-market loss on the offsetting
futures position cannot generally be recognized currently on account of the
loss suspension rules for straddles under section 1092.

* Under section 263(g), interest and other costs of carrying a security must
be capitalized, rather than deducted currently, if the security is hedged in a
manner that substantially diminishes risk of loss.

* There is no need to create an additional constructive sale rule to prevent
any taxpayer manipulations using futures contracts. A new constructive
sale rule would only add complexity and create uncertainty for legitimate
market-driven transactions.

Conclusion

We are concerned with the notion that a contract for future sale and delivery of
property should be treated for tax purposes as a constructive current sale of the underlying
property. Such a proposal is particularly disturbing if it has potential application to futures
contracts traded on U.S. exchanges, which serve important non-tax risk management functions.
A proposal inspired by purported tax manipulations through short-against-the-box transactions in
the cash market for stock, should not cast any doubt on the continuation of current law treatment
for futures transactions.

At a minimum, if the basic proposal is adopted, the legislation should make the
following changes or clarifications:

+ It should be made clear that stock index positions are not covered by the
proposal. The regulations under section 246(cX4XC) and section
1092(dX3)(BXiXII) provide detailed rules specifying the instance. in which
a taxpayer's stock portfolio sufficiently mimics a stock index so that a short
position with respect to the index is regarded as being *substantially similar
or related property" with respect to the stock portfolio. Under these Code
provisions and regulations, the consequence of such a "substantially similar
or related property" finding is application of straddle rules and, for
corporate taxpayers, limitations on the dividends reduced deduction. The
implication of these provisions is that a position with respect to a stock
index is never considered to be a position with respect to property that is
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substantially identical" to stocks in a portfolio. Cf. sections 246(cX4XA)
and (C); sections 1092(dX3)(B)(i)(I) and (II). If the short-against-the-box
proposal is adopted, this implication should be confirmed to avoid
undesirable disruption of stock portfolio hedging activities.

If it is considered desirable to apply the proposal to debt obligations,
notwithstanding the absence of evidence of tax deferral abuses with respect
to such securities, the constructive sale treatment should not be applied
with respect to debt obligations hedged through U.S. exchange-traded
futures (or options on futures). Because of the standardization of
exchange-traded contracts, it is very unlikely that such contracts should
ever be regarded as "substantially eliminating" risk of loss and opportunity
for gain with respect to debt obligations held by the taxpayer. Even if such
a "substantial elimination* test could be met in a particular instance, the
combination of the mark-to-market rules of section 1256 and the straddle
rules of sections 1092 and 263(g) should be more than sufficient to prevent
tax manipulations.

-Oo VOC)CcAOOtfl6-WI APwn 24.1 17 (J)PO)
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STATEMENT OF THE COALITION ON CREDIT CARD INTEREST
IN CONNECTION WITH

THE SENATE FINANCE COMMITTEE
HEARINGS ON

REVENUE RAISING PROVISIONS IN THE
ADMINISTRATION'S FISCAL YEAR 1998 BUDGET PROPOSALS

HELD ON APRIL 17,1997

This statement is respectfully submitted on behalf of the Coalition on Credit Card Interest in
connection with the Committee's hearings on revenue-raising provisions included in the
President's fiscal year 1998 budget. The Coalition appreciates the Committee's interest in
public comments on the Administration's revenue proposals and welcomes the opportunity to

express its strong opposition to one of these proposals in particular - the proposal to require a
prepayment assumption in computing the accrual of grace period interest on credit card
receivables outstanding at the end of a taxable year. The proposal is detrimental to credit card

businesses located throughout the United States, including the credit card operations of
commercial banking and thrift institutions, non-bank financial institutions and retailers.

BACKGROUND

Credit card issuers frequently provide an interest free "grace period" before customers are liable
for any interest charges on purchases. In a typical arrangement, interest is not charged on a

customer's credit card balance (other than the portion of the balance reflecting the principal
amount of cash advances) during the grace period. The grace period typically begins on the

date a customer's purchase is posted to his or her account and ends a specified number of days

after close of the monthly billing cycle during which the purchase is posted.

For example, assume a customer purchases goods on November 15 using a credit card with a

billing cycle ending the 12th of each month and a 25-day grace period. The purchase would

likely be posted to the customer's account on November 15 or 16 and would be included on the

customer's bill dated December 12. Under this arrangement, the customer would not incur a

finance charge on the November 15 purchase if the December 12 balance, which includes the

November 15 purchase, is paid on or before January 6. If, on the other hand, the customer fails

to pay the balance by January 6, interest will generally be computed based on the average

outstanding balance which was increased on the date the purchase was posted to the
customer's account.

Under present law, a credit card issuer is not required to include grace period interest in taxable

income until the grace period has expired. As the Committee knows, a provision in President

Clinton's fiscal year 1998 budget would require a "reasonable payment assumption" for interest

accruals on certain debt instruments.1 These debt instruments would include pools of credit

card receivables. The proposal would require credit card issuers to use an assumption about

payment patterns to accrue interest income when the receivables are outstanding over the end

of a taxable year. Simply stated, the proposal would require credit card issuers to accrue an

estimate of the total amount of interest income expected to be earned at the end of the grace

period. This estimate would be based on the credit card issuer's assumptions of the likelihood

that its credit card customers will not pay their entire balance before the end of the applicable
grace period.

The Administration is proposing that this provision be effective for taxable years beginning

after the date of enactment.

PROBLEMS WITH TH.E ADMINISTRATION'S PROPOSA,

As discussed below, the Coalition believes that the Administration's proposal is an

inappropriate departure from historic tax accrual standards. Additionally, the Coalition

believes that this proposal is not an "unwarranted tax benefit" as the accrual method of

accounting can hardly be viewed as "unwarranted" or contributing to "corporate welfare." On

the contrary, adopting the proposal in question can only be viewed as a tax increase on credit

' See, Depar of the Treasury, General Expl atons of the Adminisbation's Revenue _Procols. February 1997,
at pages 32-53.
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card issuers and an arbitrary departure from well-established tax policy. The Coalition strongly
urges the Committee not to adopt the Administration's proposal in any form at any time.

1. The Proposal Is an Inappropriate Departure from Tax Accrual Standards

Accrual method taxpayers are generally governed by the "all events test" which dates back to
the 1926 Supreme Court case of United States v. Anderson. 2 In deciding the appropriate time
for an accrual method taxpayer to accrue a deduction for a munitions tax liability, the Court
stated: "in advance of the assessment of a tax, all the events may occur which fix the amount of
the tax and determine the liability of the taxpayer to pay it."3 The all events test subsequently
became the consistent standard for accruing both income and expenses. The Treasury
Regulations provide:

Under an accrual method of accounting, income is includible in gross income when all
the events have occurred which fix the right to receive such income and the amount
thereof can be determined with reasonable accuracy. Under such a method, a liability is
incurred, and generally is taken into account for Federal income tax purposes, in the
taxable year in which all the events have occurred that establish the fact of the liability,
the amount of the liability can be determined with reasonable accuracy, and economic
performance has occurred with respect to the liability.'

The importance of accruing income and expense items based on a consistent standard cannot be
overstated. In order to prevent a distortion of taxable income, the use of estimates should not
be required for accruing income if estimates are not permitted in accruing expenses. As you are
aware, estimates are not permitted in accruing expenses. w example, taxpayers are not
permitted to accrue an estimate of the liability for self-insured medical costs even though the
amount of the liability to be incurred can be accurately predicted by the taxpayer.S In addition,
all other types of reserves, including bad debt reserves, are not permitted as a deduction against
taxable income.

As stated above, the right to receive credit card interest does not become fixed, and therefore is
not includible in taxable income, until the end of the grace period. While the extent to which a
credit card customer will pay the outstanding balance before the end of the grace period could
be estimated, predictions of uncertain future events have long been rejected as a basis for tax
accounting on both the income and the expense side. A return to the use of estimates solely on
the income side represents a one-sided departure from long established accrual principals and
will significantly distort taxable income solely for the sake of a one time revenue raiser.

2. The Administration Erroneously Equates Stated Interest on Credit Card Receivables
with Oriinal Issue Discount on REMIC Regular Interests and Qualified Mortgages.

The Treasury Department's General Explanations of the Administration's Revenue Prop.al
suggests that the rationale for this proposed change is to treat interest on credit card receivables
in a manner similar to the current law treatment of real estate mortgage conduit (REMIC)
regular interests and REMIC qualified mortgages. Treasury's explanation, however, fails to
state that the prepayment catch-up method applied under current law to REMIC regular
interests and REMIC qualified mortgages is used solely to amortize fixed amounts of original
issue discount, market discount or bond premium. Thus, under current law, the prepayment
catch up method merely effects the timing of the recognition of a fixed amount of income.

The prepayment catch-up method is not applied to the accrual of qualified stated interest. As a
result, qualified stated interests on both REMIC regular interests and REMIC qualified
mortgages is accrued under the all-events test of Internal Revenue Code section 451. Moreover,
the prepayment catch up method is not applied under present law to accrue any amount of
income that is not fixed.

Therefore, the fact that the prepayment catch up method applies under current law to REMIC
regular interests and REMIC qualified mortgages does not provide any justification as a matter
of tax policy for applying prepayment assumptions to the accrual of grace period interest on

'269 US 422 (1926).
'269 US at 441 (1926),
' Tres.& Reg. 1l.446-1(cXlXii). See also Treas. Reg. if1.451-I(a) and 1.461-1(aX2Xi).
5 United States v. Geera] Dynamics Crp., 481 US 239 (1987).
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credit card receivables. As stated above, grace period interest is not fixed until the end of thegrace period. In addition, ory.e it becomes fixed, it is qualified stated interest rather than anamount of discount or premium. Unlike with REMICs, applying prepayment assumptions tograce period interest effectively results in a tax on income that has not been, and may never be,earned.

RECOMMENDATIONS
For the reas,-s set forth above, the Coalition strongly urges the Committee not to approve theAdministration's proposal to require the use of estimates for interest accruals on credit cardsproviding for a grace period, this year or in the future. The Coalition recognizes the need formodernization In the financial products area but believes this provision inappropriatelyattempts to treat contingent interest in the same manner as a fixed amount of original issuediscount. Effectively, this proposal represents a tax increase on credit card issuers, not theelimination of an unwarranted tax benefit.

The Coalition appreciates the Committee's interest in its views on this significant issue.

1 )
4I
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Statement of
Caterpillar Inc.

on behalf or the Export Source Coalitioa

on Revenue Raising Provisions in the
Administration's FY 1998 Budget Proposal

Submitted to the
Senate Finance Committee
for th.e hearing record of

April 17, 1997

Caterpillar Inc. thanks Chairman Roth for this opportunity to discuss the critical importance of
retaining the Export Source Rule in its present form'and rejecting proposals to replace it with an
activity-based rule.

Caterpillar, based in Peoria, Illinois is the world leader in the mining and construction
equipment markets, and a major producer of gas turbine and diesel engines. We are also one of
America's largest exporters. While seventy-five percent of our assets and people are in the United
States, more than half our sales are to overseas customers. And we expect that percentage of sales to
grow to 75 percent by 2010.

Last year, Caterpillar's export sales were a record S5.5 billion- up about 7 percent over the
previous year. We're very proud of this performance ... but we're especially proud of the fact that those
exports directly supported some 16,500 Caterpillar jobs and around 33,000 supplier jobs here in the
United States. Nationally, more than eleven million jobs - or nearly ten percent of the total U.S.
private sector employment - are supported by exports.

With an increasing amount of our sales activity taking place outside the United States,
Caterpillar has a keen appreciation for international tax policy - especially when the issue is double
taxation of our income. That's where the Export Source Rule becomes critical.

The United States taxes U.S. Corporations on their worldwide income - that is income
generated from sales and operations inside the U.S. as well as incc-me generated from sales and
operations outside the U.S. This "Worldwide" taxation approach creates a "double taxation" situation
when foreign income also is taxed by the country in which it's earned. In an effort to mitigate double
taxation of income earned abroad, The United States, like many other countries, allows a credit for
income taxes paid to foreign countries with respect to foreign source incQme - the "foreign tax credit."
This provision has worked well since its inception in 1918.

In 1921, limitations were placed on foreign tax credits so that companies do not get a dollar-for-
dollar credit for foreign taxes paid. Companies cannot claim credit for foreign taxes paid in excess of
the U.S. rate ... that is higher than 35%. In addition, there are numerous other restrictions in U.S. tax
law -- such as interest allocation rules and foreign tax credit "baskets" - which limit the ability of
companies to get credit for the foreign taxes which they have paid. As a result, multinational
companies often find themselves with 'excess" foreign tax credits. And in this case they face double
taxation ... that is taxation by both the U.S. and the foreign country.

The credit a company can receive for foreign taxes paid depends not only on the tax rates in the
foreign country, but also on the amount of income designated as 'foreign source" under U.S. tax laws.
The Export Source Rule treats approximately half of export income as "foreign source.' In many cases,
this enables a company to utilize more of its excess foreign tax credits, thus reducing double taxation.

This rule plays a significant role in Caterpillar's ability to be globally competitive from
primarily a U.S. manufacturing base. It does so byincreasing our foreign source income and thus "
increasing our ability to utilize foreign tax credits more effectively. By helping to alleviate double
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taxation, the Export Source Rule encourages companies like Caterpillar to produce goods in the U.S.
and export, which is precisely the tax policy needed to support the goal of increasing exports.

One example of how this rule worked to increase exports and support jobs in the U.S. is based
on the experience of one of the companies in the Export Source Coalition, a group of more than 50
companies and associations opposing changes to this rule. This company manufactures identical
products in the U.S. and in Spain. Upon receiving an order from a customer in Germany, the company
had to decide whether to produce the product in the U.S. and ship it to Germany, or to produce the

product in Spain. The Export Source Rule was the deciding factor in determining that the product
should be made in the U.S. rather than in Spain. By producing the goods in the U.S., the company

increased its foreign source income ...and increased its ability to get credit for foreign taxes paid. This

benefit outweighed the additional costs of shipping the product from the U.S. to Germany.
Companies with excess foreign tax credits face double taxation on their overseas operations.

Our example demonstrates how the Export Source Rule can be the deciding factor in producing the

goods in the U.S. rather than an overseas facility. Because more and more U.S. companies are finding

they must have production facilities around the globe to compete effectively, the anecdote I shared is

likely to become more and more common. The risk that these companies would shift production

abroad if the rule is repealed is significant.
A study by Gary Hufbauer and Dean DeRosa estimates that for the year 1999 alone, the Export

Source Rule will account for an additional $30.8 billion in exports, support 360,000 jobs, and add $1.7

billion to worker's payrolls in the form of export-related wage premiums. It concludes that the Export

Source Rule furthers the goal of achieving a globally-oriented economy, with more exports and better

paying jobs.
Just as labor, materials and transportation are among the costs factored into a production

location decision, so is the overall tax burden. The Export Source Rule, by alleviating double taxation,

helps reduce tax costs and, in the process, makes U.S. manufactured goods more competitive.
When Caterpillar exports a product from the United States, it's not just Caterpillar that benefits,

but our employees, the employees of our 11,400 supplier firms, the U.S. economy and the U.S.

Treasury as well. Here is a typical example: When Caterpillar sells a 793C mining truck,
manufactured in Decatur Illinois there is a positive ripple effect on our supplier chain. More than 250

individual firms operating in 31 states supply parts and components incorporated into the production of

this vehicle. At Caterpillar, we consider those 250 suppliers exporters as well.

Unlike the U.S., many countries, including Germany and France, permit their corporations to

operate in foreign jurisdictions without any risk of double taxation because they simply exclude foreign

source income from domestic tax. Companies which call these countries home do not face any risk of

double taxation on their overseas operations. Even countries which tax resident companies on a

worldwide basis similar to the U.S. offer their companies more protection from double taxation

because they have less restrictive rules on the crediting of foreign taxes paid.
Any proposed policy that will make it more difficult for a U.S..based company to rationalize

producing goods here for export-as opposed to producing goods in their eventual markets-should be

re-evaluated. The Export Source Rule has evolved Into one of the few WTO-consistent export

incentives remaining in our tax code. For more than 70 years, this rule has worked as originally

intended - to avoid endless disputes and problems which would inevitably arise in administering an

activity-based rule. Given the acknowledged role of exports in sustaining growth in the U.S. economy

and supporting higher paying U.S. jobs, and the effectiveness of this tax rule in encouraging exports,

any attempt to reduce or eliminate the rule is counterproductive and unwise. The Administration has

proposed changes to the source rule which are very short sighted and should be strenuously opposed.

Attached to this statement for the record are a list of the members of the Export Source

Coalition and a series of short position papers which elaborate upon the benefits of this rule to exports

and U.S. jobs and the reasons we strenuously oppose proposed changes to the rule.
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ATTACHMENT I

EXPORT SOURCE COALITION
1660 L Street, N. W., Suite 401

Washington, D.C. 20036
775-5026

MEMBERSHIP LIST

Abbott Laboratories
ALCOA
AliedSignal Inc.
American Automobile Manufacturers
Association

American Electronics Association
Applied Materials
Armstrong World Industries
Bison Gear and Engineering Corporation
Cargill. Incorporated
Caterpillar Inc.
Chemical Manufacturers Association
Dana Corporation
Digital Equipment Corporation
Dover Corporation
Dresser Industries
DuPont
Eastman Kodak Company.
Electronic Industries Association
Emergency Committee for American Trade
Exxon Corporation
Ford Motor Company
FMC Corporation
General Electric
General Motors Corporation
Hewlett-Packard Company
Hughes Electronics Corporation
IMC Global Inc.
Information Technology Industry Council
Intel Corporation
IBM
International Paper

Johnson & Johnson
Kimberly-Clark Corporation
Leggett & Platt Incorporated
Lucent Technologies
Medtronic, Inc.
Merck & Co.. Inc.
Microsoft
Mueller Industries. Inc.
National Association of Manufacturers
National Foreign Trade Council
Northrop Grumman
Olin Corporation
Pharmaceutical Research & Manufacturers
of America (PhRMA)

Philip Morris Companies Inc.
Pioneer Hi-Bred International
Raychem Corporation
Rayonier
Raytheon Company
Rockwell International Corporation
Sara Lee Corporation
Sun Microsystems Incorporated
Tandem Computers Incorporated
Texas Instruments
Textron Inc.
Thiokol Corporation
TRW Inc.
United Technologies Corporation
U.S. Chamber of Commerce
U.S. Council for International Business
3M Corporation
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ATTACHMENT 2

EXPORT SOURCE RULE

DESCRIPTION OF THE RULE

Since 1922, regulations under IRC section 863(b) and its predecessors have contained a rule which

allows the income from goods that are manufactured in the U.S. and sold abroad (with title passing

outside the U.S.) to be treated as 50% U.S. source income and 50% foreign source income. This

export source rule (sometimes referred to as the title passage" rule) has been beneficial to

companies who manufacture in the U.S. and export abroad because it increases their foreign source

income and thereby increases their ability to utilize foreign tax credits more effectively. Because the

U.S. tax law restricts the ability of companies to get credit for the foreign taxes which they pay, many

multinational companies face double taxation on their overseas operations, i.e. taxation by both the

U.S. and the foreign jusrisdiction. The export source rule helps alleviate this double taxation burden

and thereby encourages U.S.-based manufacturing by multinational exporters.

ADMINISTRATION PROPOSAL

The President's FY1998 Budget contains a proposal to eliminate the 50/50 rule and replace it with an
"activities based" test which would require exporters to allocate income from exports to foreign or

domestic sources based upon how much of the activity producing the income takes place in the U.S.

and how much takes place abroad. The justification given for eliminating the rule is essentially that

it provides U.S. multinational exporters that also operate in high tax foreign countries a competitive

advantage over U.S. exporters that conduct all their business activities in the U.S. In this regard, the

Administration prefers the foreign sales corporation rules (FSC) which exempt a lesser portion of

export income for all exporters that qualify. The Administration also notes that the U.S. tax treaty

network protects export sales from foreign taxation in countries with which we have treaties, thereby

reducing the need for the export source rule. As discussed below, both these arguments are seriously

flawed.

THE EXPORT SOURCE RULE SERVES As AN EFFECTIVE EXPORT INCENTIVE

The export source rule, by alleviating double taxation, encourages companies to produce goods in the

U.S. and export, which is precisely the tax policy needed to support the goal of increasing exports.

The effectiveness of the rule as an export incentive was examined by the Treasury Department in

1993, a*s a result of a directive in the 1986 Tax Reform Act. The Treasury study found that if the rule

had been replaced by an activity-based rule in 1992, goods manufactured in the U.S. for export

would have declined by a substantial amount. The most recent study of the costs and benefits of the

rule by Gary Hufbauer estimates that for the year 1999 alone, the export source rule will account for

an additional $30.8 billion in exports, support 360,000 jobs, and add $1.7 billion to worker payrolls

in the form of export-related wage premiums. The Hufbauer study concludes that the export source

rule furthers the goal of achieving an outward-oriented economy, with more exports and better

paying jobs.
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INCREASING EXPORTS IS VITAL To THE HEALTH OF THE U.S. ECONOMY

Exports are fundamental to our economic growth and our future standard of living. Although the
U.S. is still the largest economy in the world, it is a slow-growing and mature market. As such, U.S.
employers must export in order to expand the U.S. economy by taking full advantage of the
opportunities in overseas markets. The U.S. is continuing to mn a trade deficit (i.e. our imports
exceed our exports) of over $100 billion per year. Increasing exports helps to reduce this deficit.

in 1996, exports of manufactured goods reached a record level of $653 billion. Over the past three
years. exports have accounted for about one-third of total U.S. economic growth. Today, 96% of
U.S. firms' potential customers are outside the U.S. borders, and in the 1990's 86% of the gains in
worldwide economic activity occurred outside the U.S.

EXPORTS SUPPORT BETTER JoBs IN THE U.S. -

According to the Commerce Department, exports are creating high paying, stable jobs in the U.S. In
fact, jobs in export industries pay 13-18 percent more and provide I I percent higher benefits than
jobs in non-exporting industries. Exporting firms also have higher average labor productivity. In
1992, value-added per employee, one measure of productivity, was almost 16% higher in exporting
firms than in comparable non-exporting firms.

Over the last three years more than one million new jobs were created as a direct result of increased
exports. In 1995, II million jobs were supported by exports. This is equivalent to one out of every
twelve jobs in the U.S. Between 1986 and 1994, U.S. jobs supported by exports rose 63%, four
times faster than overall private job growth. Since the late 1980s, exporting finns have experienced
almost 20% faster employment growth than those which never exported, and exporting firms were
9% less likely to go out of business in an average year.

EXPORT SOURCE RULE ALLEVIATES DOUBLE TAXATION

In theory, companies receive a credit for foreign taxes paid, but the credit is not simply a dollar for
dollar calculation. Rather it is severely limited by numerous restrictions in the U.S. tax laws. As a
result, multinational companies often find themselves with "excess" foreign tax credits and facing
"double" taxation, i.e. taxation by both the U.S. and the foreign country. How much credit a company
can receive for foreign taxes paid depends not only on the tax rates in the foreign country, but also on
the amount of income designated as "foreign source" under U.S. tax law.

For example, for purposes of U.S. foreign tax credit rules, a portion of U.S. interest expense, as well
as research and development costs, must be deducted from foreign source income (even though no
deduction is actually allowed for these amounts in the foreign country). On the other hand, if the
company incurs a loss from its domestic operations in a year, it is restricted from ever using foreign
source earnings in that year to claim foreign tax credits.

These restrictions in the U.S. tax law, which reduce or eliminate a company's foreign source income,
result in unutilized or "excess" foreign tax credits. The export source nle, by treating approximately
half of the income from exports as "foreign source," increases the amount of income designated
"foreign source" thereby enabling companies to utilize more of these excess foreign tax credits, thus
reducing double taxation.
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EXPORT .OURCE RULE HELPS TO "LEVEL THE PLAYING FIELD"

The export source Mi]e does not provide a competitive advantage to multinational exporters vis-i-vis

exporters with "domestic-only" operations. Exporters with only domestic operations never incur

foreign taxes and thus, are not even subjected to the onerous penalty of double taxation. Also,

domesmic-only exporters are able to claim the full benefit of deductions for U.S. tax purposes for all

their U.S. expenses, e.g., interest on borrowings and R&D costs because they do not have to allocate

any of those expenses against foreign source income. Thus. the export source rule does not create a

competitive advantage. rather it helps to "level the playing field" for U.S.-based multinational
exporters.

EXPORT SOURCE RULE AFFECTS DECISION TO LOCATE PRODUCTION IN THE U.S.

Just as labor, materials, and transportation are among the costs factored into a production location

decision, so is the overall tax burden. The export source rule, by alleviating double taxation, helps

reduce this tax cost, thereby making it more cost efficient to manufacture in the U.S. For example,

for one coalition member. the export source rule was the determining factor in deciding to fill a

Gorman customer order from a U.S. rather than a European facility making the identical product. By

allowing half the income from the sale to be considered "foreign source," thereby helping the

company utilize foreign tax credits, the export source rule outweighed other cost advantages such as

transportation, and American workers filled the customer's order.

FSC REGIME AND TREATY NETWORK NOT SUBSTITUTES FOR EXPORT SOURCE

RULE

If the export source rule is eliminated, the FSC regime will not be a sufficient remedy for companies
facing double taxation because of excess foreign tax credits. Instead of using a FSC, many of these
companies may decide to shift production to their foreign facilities in order to increase foreign source

income. Since more and more U.S. companies are finding that they must have production facilities
around the globe to compete effectively, this situation is likely to become more and more common.

The risk that these companies (which by definition are facing double taxation because they already

have facilities overseas) would shift production abroad if the rue is repealed is significant and not

worth taking.

Our tax treaty network is certainly no substitute for the export source rule since it is not income from

export sales but rather foreign earnings that are the main cause of the double taxation described

above. To the extent the treaty system lowers foreign taxation, it can help to alleviate the double tax

problem, but only with countries with which we have treaties, which tend to be the most highly

industrialized nations of the world. We have few treaties with most of the developing nations which

are the primary targets for our export growth in the future.

CONCLUSION

While this technical tax rle was not originally intended as an export incentive, it has evolved into

one of the few WTO-consistent export incentives remaining in our tax code. It is also justified on the

basis of administrative convenience. This 50/50 sourcing rule is working as originally intended to

avoid endless disputes and problems which would inevitably arise in administering an activity-based

rule.
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Given the acknowledged role of exports in sustaining growth in the U.S. economy and supporting
higher paying U.S. jobs, and the effectiveness of th.s tax rule in encouraging exports, any attempt to
reduce o eliminate the rule is counterproductive and unwise. The Administration has proposed
cutbacks and changes to the source rule which are very short sighted and should be strenuously
oppes
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Economics and the Manufacturing Institute, Washington, DC, Februay 1996.

ATTACHMENT 3

Existence of Tax Treaties Is No Reason To Repeal
Export Source Rule

The Administration has stated that the U.S. income tax treaty network protects export sales income
from tax in the foreign country where the goods are sold and thus protects companies from double
taxation. They argue that the export source rule is no longer necessary as a result of this treaty
protection.

We strongly disagree that the treaty network is a substitute for the export source rule, but even if it
were, the network is far from complete. The U.S. treaty network is limited to 56 countries, leaving
many more countries (approximately 170) without treaties with the U.S. Moreover, many of the
countries without treaties are developing countries, which are frequently high growth markets for
American exporters. For example, the U.S. has no treaty with any Central or South American
country.

With or without a tax treaty, under most foreign countries' tax laws, the mere act of selling goods
into the country, absent other factors such as having a sales or distribution office, does not subject
the U.S. exporter to income tax in the foreign country. Thus, export sales are not the prmary
case of the excess foreign tax credit problem which many companies face in trying to compete
overseas.

46-039 98-7
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The real reason most multinational companies face double taxation is that U.S. tax provisions
unfairly restrict their ability to credit foreign taxes paid on these overseas operations against their
U.S. taxes. Requirements to allocate a portion of the costs of U.S. borrowing and research
activities against foreign source income (even though such allocated costs are not deductible in any
foreign country), cause many companies to have excess foreign tax credits, thereby subjecting
them to double tax - i.e. taxation by both the U.S. and the foreign jurisdiction.

The export source rule alleviates double taxation by allowing companies who manufacture goods
in the U.S. for export abroad to treat 50% of the income as "foreign source," thereby increasing
their ability to utilize their foreign tax credits. Thus, the rule encourages these companies (facing
double taxation as described above) to produce goods in the U.S. for export abroad.

As an effective WTO-consistent export incentive, the export source rule is needed now more than
ever to support quality, high-paying jobs in U.S. export industries. Exports have provided the
spark for much of the growth in the U.S. economy over the past decade. Again, the existence of
tax treaties does nothing to change the importance of this rule to the U.S. economy.

The decision to allow 50% of the income from export sales to be treated as "foreign source" was in
part a decision based upon administrative convenience to minimize disputes over exactly which
portion of the income should be treated "foreign" and which should be "domestic." The rule still
serves this purpose, and neither the tax treaty network nor the Administration's proposal to adopt
an "activities-based" test for determining which portion of the income is "foreign" and which is
"domestic" addresses this problem. Moreover, adopting an "activities-based" rule would create
endless factual disputes similar to those under the section 482 transfer pricing regime.

Tax treaties are critically important in advancing the international competitiveness of U.S.
companies' global operations and trade. In order to export effectively in the global marketplace,
most companies must eventually have substantial operations abroad in order to market, service or
distribute their goods. Tax treaties make it feasible in many cases for business to invest overseas
and compete in foreign markets. Foreign investments by U.S.-based multinationals generate
substantial exports from the U.S. These foreign operations create a demand for U.S.-manufactured

.components, service parts. technology, etc., while also providing returns on capital in the form of
dividends, interest and royalties.

Tax treaties are not a substitute for the export source rule. They do not provide an incentive to
produce goods in the U.S. Nor do they address the most significant underlying cause of double
taxation -- arbitrary allocation rules -- or provide administrative simplicity in allocating income
from exports.

ATTACHMENT 4

The Foreign Sales Corporation (FSC) Rules Complement
but Cannot Replace the Export Source Rule

The Export Source Rule allows the income from goods that are manufactured in the U.S. and
exported (with title passing outside the U.S.) to be treated as 50%1 U.S. source income and 50%
foreign source income for purposes of determining the foreign tax credit "limitation," i.e., the
amount of foreign taxes that may be claimed as a credit against a company's U.S. tax liability.
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Generally, this limitation on credits is equivalent to the U.S. tax rate (35%) multiplied by net
foreign source income of a company. As a result, an increase in the amount of foreign source
income causes an increase in the limitation on the amount of creditable foreign taxes. Thus, for
companies with unutilized (excess) foreign tax credits, an increase in the amounts of income
determined to be "foreign source" permits them to use more of these excess credits.

The Foreign Sales Corporation (FSC) rules, on the other hand, provide a smaller export incentive
and operates independently from the foreign tax credit regime. A FSC is an entity which is
separately incorporated, typically in a jurisdiction where it will not be taxed. U.S. exporters that
route sales through their FSC's are entitled to a U.S. tax exemption on a portion of the export
profits. The level of the exemption is based on the level of distribution activities performed by a
FSC which operates as a "buy-sell" company. Alternatively, a FSC can operate as a commission
agent, in which case the U.S. exporter can receive tp to a 15% U.S. tax exemption on its export
profits. Most FSC's operate as commission agents and thus generate a maximum U.S. tax savings
of 5.25% (15% x 35% tax rate) U.S. tax benefit.

There is an interplay between the Export Source Rule and the FSC provisions. A company can

pass title offshore on its export sales (and thus qualify for the Export Source Rule) and at the same

time route those sales through a FSC. In such case, the company can elect whether or not to claim
a FSC benefit.

If FSC benefits are elected (e.g., the 15% exemption), then only 25% of the export income may be

characterized as foreign source income under the Export Source Rule (this is the so-called "FSC
haircut"). A company with little or no unutilized foreign tax credits would typically elect the FSC

benefit, and thereby generate less foreign source income and consequently a lesser amount of

foreign tax credit limitation under the Export Source Rule.

If no FSC benefit is elected, under the export source rule 50% of the export income is

characterized as "foreign source" thereby allowing the company to utilize more foreign tax credits.

Exporters with unutilized (excess) foreign tax credits would normally elect no FSC benefit in

order to characterize more income as foreign source.

Many multinational companies find themselves with excess foreign tax credits because of U.S. tax

provisions that unfairly restrict their ability to credit foreign taxes against their U.S. taxes, e.g.,

requirements to allocate a portion of the costs of their U.S. borrowings and research activities

against foreign source income (even though such allocated costs are not deductible in any foreign

country.) FSC does nothing to address the double taxation caused by the foreign tax credit

problems companies face on their overseas operations.

Both the Export Source Rule and FSC are considered consistent with WTO rules.

-=:;-
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ATTACHMENT S

The Export Source Rule Is Important to Small Businesses

Mueller Industries

Mueller Industries, Inc. headquartered in Memphis. Tennessee. employs 2500 people
manufacturing at facilities in California, Maryland. Michigan. Mississippi. Ohio, Pennsylvania.
and Tennessee. One plant in Canada was set up 70 years ago and produces approximately five
percent of Mueller's output. Mueller exports from the United States to Canada. Mexico. Europe.
Central & South America, Asia/Pacific Rim and the Middle East.

The market for copper tubing in the United States (used, for example, in plumbing and
refrigeration) is mature. Thus, Mueller sees long term growth with exports, which now account
for approximately 12% of sales and are growing by 10% per year.

As a result of its operations in Canada and the taxes paid on these operations for which Mueller
cannot get full credit under U.S. tax laws, they are subject to double taxation, which raises their
costs. When they offer product for sale, for example, in Mexico, one of the fastest growing
markets for their products, these increased costs make it more difficult to compete. In Mexico
they are competing against not only Mexican companies but also companies from South America,
Europe and Asia. Mueller currently faces a 9% duty on sales of its product in Mexico, while
competing Mexican companies sell duty free into the U.S. Loss of the Export Source Rule would
further tilt this un-level playing field against Mueller. Each sale Mueller loses means fewer
exports made by American workers.

Bison Gear and Enineeriuz

Bison Gear and Engineering Corporation (The Bison Group) is an Illinois-based company with
200 employees manufacturing electric gear motors. Exports, currently six percent of sales,
represent a growing share of its business.

The Bison Group is currently constructing a new manufacturing plant in Illinois, which will
require an expanded workforce of 10 percent. In addition to supplying product for the U.S.
market, it will provide components for its Netherlands facility, set up I.st year to better serve the
European market. One of the primary reasons Bison chose The Netherlands was its central
location with easy access to container shipments of components coming from its U.S. operations.
Eventually, Bison plans to open other overseas assembly operations, to be supplied by its U.S.
production facilities. Many of Bison's U.S. customers sell their products overseas, as well.

If the Bison Group cannot get full credit under U.S. tax laws for taxes paid on its overseas
operations, its cost of doing business increases, making Bison less competitive. Thus, elimination
of the Export Source Rule could impact Bison's future ability to grow its business and create
additional U.S. jobs by increasing its tax cost, thereby limiting its ability to achieve an adequate
return on investment.
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FLAHERTY&
CRUMRINE DMESTMENT COUSE

IN)RPCAT 3M E Coka &v&- Suiie M2 -fsalmA Cal~ra 9Unoi. (818) 795-7300

April 24, 1997

Editorial Section
United States Senate
Committee on Finance
Washington, D.C. 20510

Dear Sirs: In re: HEARING ON SELECTED REVENUE RAISING
PROVISIONS IN THE ADMINISTRATION'S
FISCAL YEAR 1998 BUDGET PROPOSAL

We wish to comment on the Adminstration's proposals concerning the
intercorporate dividends received deduction (DRD')

Hlaherty & cnzmrine Incorporated ("F&C") is an investment adviser registered

with the SEC that specializes in the management of preferred stock portfolios. Assets

under F&C's management total approximately S 1.2 billion, the great bulk of which is

traditional preferred stocks that qualify for the DRD.

We are commenting on behalf of three publicly held investment companies for

which F&C is the investment adviser, Preferred Income Fund, Preferred Income
Opportunity Fund and Preferred Income Management Fund, that have over 30,000

shareholders potentially impacted by the proposals. Our firm also manages Imferred stock

portfolios for a small number of large corporate investors, but we do not purport to speak

for them specifically.

OVERVIEW OF OUR POSITIONS ON THE DRD PROPOSALS AS THEY AFFECT

THE TRADITIONAL PREFERRED STOCK MARKET

We shall address these proposals solely from the viewpoint of the preferred

stock market simply because that is our area of expertise. We believe that many of the

same considerations would apply to the common stock market as well, but we are not the

right people to make those arguments.

In summary, these are our views:

We believe the proposals fail to recognize the market effects of increasing the

coat of financing wth0 traditional preferred stock, which is ahady very high

verus debt
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The proposed reduction of the DRD from 70% to 50% would accelerate the
replacement of traditional preferreds eligible for the DRD with debt financing,
thereby harming an important segment of the capital markets and preclding
increased tax revenues from preferred stocks. We will expand upon this later.

0 The current proposals to constrain so-called "tax deductible preferreds" such
as MIPSTM , TOPrSTM, Capital Securities, Trust Preferreds, etc. would not altor the
future course of events much even if they were enacted. Tax deductible
preferreds are basically debt. Only a few equity-like features such as the ability to
defer interest for up to five years without triggering default and their treatment as
equity for credit and financial statement purposes allow issuers to have both the
tax benefits of debt and the other benefits of equity at the same time. Wall Street
has learned how to sell corporate debt to Main Street, and that will not change
even if Congress cleans up the more overreaching aspects of these tax deductible
preferred securities.

The proposals to eliminate the DRD on "preferred stock with certain non-stock
characteristics" are misguided with regard to the economics of the preferred
stock market. The test of a "stock" is equity risk, that is, the security's ranking in
the financial order of priorities in which the issuer must meet its obligations. The
proposals generally attack features intended to deal with interest rate risl
which is fundamentally different than equity risk. As Chairman Greenspan of
the Federal Reserve recently pointed out in a Congressional hearing, interest rates
are also a key driving force affecting common stocks. The only real issue we see
here would be an extreme case involving an enforcement question of substance
versus form.

The proposal to modify the holding peiod for the DRD is more debatatle.
One could argue that certain positions, if they are sufficient to suspend the holding
period initially, should not be ignored just because the holding period has been
satisfied once. We are more inclined to question these proposals because of the
lack of evidence that a lot of undesirable activity would be caught in this net. A
long series of tax reform acts and regulations issued by the IRS has eliminated
many of the "games" that were being played in the 1980's. The proposals would
furtdr increase the complexity of the tax code without much to show for it.

SIGNIFICANCE OF THE U.S. PREFERRED STOCK MARKET

The United States has the only well developed preferred stock market in the
world. Traditionally, the DRD has allowed domestic issuers, particularly utilities and
banks, to obtain lower cost equity capital in the preferred stock market by partially
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shielding corporate investors from an additional layer of corporate taxation. Foreign
issuers commonly access the U.S. market, often taking advantage of favorable tax

treatment at home or under treaty with the United States.

The preferred stock market also provides a "safety valve" for companies in need

of equity capitaL This was best demonstrated by the crisis in the U.S. banking Industry

In the early 1990's. When the banks were unable to raise additional equity capital in the

common stock market, their needs were accommodated through the Issuance of

traditional preferred stocks eligible for DRD.

Preferred stock dividends account for a disproportionately large share of total

dividend income received by corporate investors. The yields of preferreds are mach

higher than those of common stocks, and the largest share of outstanding DRD eligible

preferreds is owned by corporations. Thus, structural changes In the preferred stock

market that would take place in response to a change in the DRD would have a

substantial impact on the amount of tax revenues gained or lost.

REPLACEMENT OF TRADITIONAL DRD ELIGIBLE PREFERRED STOCKS BY

NEW "TAX DEDUCTIBLE" PREFERRED SECURITIES

Since late 1993, there has been dramatic growth In the issuance of a new type of

security variously called MIPS TM , TOPrSTM , Capital Securities, Trust Preferreds, etc., all of

which are commonly referred to as "tax deductible preferreds". These hybrid securities,

which combine features of both debt and equity, are being used for new financing and to

replace large amounts of traditional preferred stocks eligible for the DRD. The logic is

best described by a spokesman for a large public utility currently making a repurchase offer

for its outstanding traditional preferred stocks to be financed by a recently issued tax

deductible preferred. He was quoted by Bloomberg last week as saying "This is strictly a

refinancing, substituting a tax-deductible preferred for a non-tax deductible

preferred. There is an economic advantage."

We estimate that the par value of tax deductible preferreds outstanding was

almost $61 billion as of 2r28/97, up from roughly $14 billion at the end of 1995. New

issues of such securities have been particularly heavy since last fall when the Federal

Reserve allowed domestic banks to treat them as Tier I equity capital. In approving

such equity credit, the Federal Reserve required that such securities have "...a minimum

five-year consecutive deferral period on distributions to preferred shareholders", "...be

subordinated to all subordinated debt and have the longest feasible maturity."



196

-4- April 24, 1997

In contrast, the amount of traditional preferred stocks eligible for the DRD Is
shrinking. We estimate that the par value of such issues outstanding on 2/28/97 was $59
billion, down from $66 billion at the end of 1995. Looking a year or so ahead, further
sbiinkage to around S50 billion is already well assured, which would represent a
coutraction of almost 25% from the end of 1995. We calculate that companies
participating in the recent rush of tax deductible preferreds to market have approximately
$6 billion of high dividend rate traditional preferred stocks outstanding that Will become
redeemable for the first time between now and the end of 1997. We have also identified
another $3 billion of recent issues of tax deductible preferreds that appear to be earmarked
for refunding traditional preferred stocks that are first callable in 1998. There have been
no recent new issues of traditional preferreds eligible for the DRD.

IMPACT OF A DRD CUT ON PREFERRED STOCK INVESTORS

Reducing the DRD to 50% would obviol.sly make DRD eligible preferreds less
attractive to corporate investors who are the marginal buyers of these securities. All other
things being equal, the after-tax yields to such Investors would fall, causing declines In
the market prices of DRD eligible preferred. It is difficult tojustify this treatment of
investors, both corporate and individual, who have relied on the tax laws as they have
existed for many years.

The Interaction of DRD eligible preferreds with other market sectors would
also be an important factor if the DRD were cut. If only corporate investors were involved,
reestablishing market equilibrium could require prices to decline and pre-tax yields to rise
enough to bring preferred yields after corporate taxes back to the levels existing prior to the
DRD cut. However, that sort of market adjustment would also cause the pre-tax yields on
DRD eligible preferreds to rise relative to interest rates on bonds. Ultimately, that would
make DRD eligible preferreds competitive with fully taxable bonds on a pre-tax yield
basis, and "total return investors" such as pension funds would then become potential
buyers of DRD eligible preferred stocks.

In a broad range for the DRD around 50%, we believe DRD eligible preferred
would be "neltheie fish nor fowl." Lower after-tax yields of DRD eligible preferreds
would cause some corporate investors to lose interest. At the same time, the pre-tax yields
of such preferreds would not be high enough to stimulate many total return investors to
reorient their investment practices to include such preferreds. DRD eligible preferreds
would be cushioned to a degree against further price decline, but the market's "audience"
would shrink. This would be matched by shrinking supply, as discussed in the following
section, which would greatly reduce the depth of this Important market sector.
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IMPACT OF A DRD CUT ON THE ISSUANCE OF PREFERRED STOCKS

Domestic corporations have a strong bias toward financing with debt Instead of
equity, particularly in good economic times. It is simply a matter of interest being
deductible for income tax purposes while dividends are not. A lower DRD would
accentuate this bias in favor of debt financing.

The proposed reduction of the DRD would further increase the incremental cost
of capital of Issuing DRD eligible preferreds versus financing with debt. The dividend
rates on such preferreds would certainly rise relative to interest rates on bonds and other
forms of debt, as discussed in the section immediately above. Since dividend payments are
not deductible, higher dividend rates on newly issued preferreds would increase the
issuer's after-tax cost of capital dollar for dollar with no corresponding increase in the cost
of debt financing.

The experience of the last several years is abundant proof that corporate financing
decisions are extremely sensitive to the after-tax cost of issuing DRD eligible preferreds
versus debt "Tax deductible preferreds", which stem from underlying debt, have replaced
DRD eligible preferreds at a rapid pace, even with the DRD at 70%. Reducing the DRD to
500A in the face of the substantial potential redemptions of DRD eligible preferred over
the next several years would open the floodgates for replacement of equity financing by
debt.

IMPLICATIONS FOR REVENUES TO THE TREASURY

The proposal to cut the DRD to 501% is not Just an Incremental change that would
increase Treasury revenues without changing much else. A 50% DRD would set In
motion major structural changes in the market for DRD eligible preferreds. Those
changes must be taken into account in estimating the revenue impact.

We should point out that the system Is producing tax revenues that might not
exist if there were no DRD. When one corporation pays a dividend to another, an
effective tay of 10.5% is imposed. If the same transaction took place in the form of interest
on debt, the interest deduction to the payer would offset the interest income taxable to the
payee, and no tax liability would be created on balance. In actuality, the process would be
considerably more complex than this example, of course, but the point remains the same.
It is quite possible to reduce tax revenues by raising the tax rate on a financial sector if,
as a result, the financial sector shrinks in size.

Although revenue projections depend on many variables, none has a more
profound impact than the extent of the replacement of traditional DRD eligible
preferred stocks by debt financing. We have developed a computer model at F&C to
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test the sensitivity of Treasury revenues to changes in the critical underlying assumptions
and would be more than willing to share our model with the Comnittee. Based on the
amount of such refinancing that has already occurred and is now In view, we think it
is questionable whether, with respect to DRD eligible preferreds, reducing the DRD
would be more likely to Increase or decrease overall tax revenues.

PROPOSED ELIMINATION OF THE DRD FOR "PREFERRED STOCK WITH
CERTAIN NON-STOCK CHARACTERISTICS"

These proposals would essentially eliminate new Issues of adjustable rate
preferred stocks, auction rate preferred stocks and sinking fund preferred stocks
with maximum lives of less than twenty years by making them prohibitively expensive
forms of equity financing. Each of these types of preferred stock has a distinctive feature
designed to deal with one aspect or another of interest rate risk. The implication that these
features in some way reduce equity risk is not true. Nothing In their structures provides
any assurance about the issuer's financial standing should it fall on hard times.
Furthermore, if that happened, these preferreds would have none of the typical remedies
of debt instruments such as declaring default and instituting bankruptcy proceedings.

The contention that these instruments are "...economicaily more like debt than
stock" simply Ignores actual market history. For example, when Bank of New England
went bankrupt, its adjustable rate preferred became worthless. Similarly, whep the big
Texas bank holding company, M Corp., got into financial trouble, its auction rate preferred
also became worthless. A further example is the market pressure currently impacting
Niagara Mohawk Power's various traditional preferred stocks, including some adjustable
and sinking fund issues, due merely to the company's delay in declaring the regular
quarterly dividends on its preferred stocks. For decades, it has been common for sinking
fund preferreds to have maximum lives of less than twenty years, which has still been
plenty of time for many issuers' financial situations to deteriorate.

Adjustable rate preferred stock, auction rate preferred stock and sinking fund
preferred stock are ali equity instruments that have been well established over time.
Eliminating their use would not produce new revenue. It would simply be one more step
toward replacing equity financing with debt. This would also appear to be a dangerous
step in the direction of "micromanaging"' the capital markets through the tax laws.

THE "FAIRNESS ARGUMENT"

We have heard it argued that the DRD is "too generous" and is not fair because it
allows a corporate investor holding a diversified portfolio of stocks to pay a tax that is
significantly lower than an individual investor would pay on the same dividend income.



199

-7- April24, 1997

This argument ignores the reality that all taxes are ultimately borne by individual
consumers and investors. Corporate investors are merely one step higher up the
investment "food chain." It Is Impossible to make the system fairer to Individuals by
taking more money out of the chain before it gets to them. The system already falls
between double and triple taxation of the same dollars before individuals get the benefit of
them

CONCLUSION

It is essential to distinguish between corporate welfare and the structures that
make the capital markets In United States so efficient and the envy of the rest of the
world. Reducing the DRD is a proposal that has come up many times before as a potential
revenue raiser and has been turhed down as counterproductive. We believe that any
revenue produced by cutting the DRD would be meager in relation the administration's
budget estimates and would come at a cost of damaging the DRD eligible preferred stock
market. The recent shrinkage of that market would escalate, and its traditional base of
corporate investors would be fragmented. iis raises issue of whether the market would
have the capacity to rise to the occasion again if there were another crisis on the scale
of the domestic banking industry's problems in the early 1990's.

very truly , r /,-

Donald F. Crumrine
Chairman of the Board
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Statement of General Motors Corporation submitted for the record In the hearing of April 17, 117
before the Committee on Finance of the U.S. Senate on Revenue Raising Provisions In the

Adminlstratlon's Fiscal Year 1998 Budget Proposal

General Motors Is a member of the American Automobile Manufacturers Association (AAMA), which
submitted a written statement for the record at the Senate Finance Committee hearing on April 17, 1997.
General Motors futly endorses these AAMA positions which, in brief, express strong opposition to the
Adrministrations proposals to:

* Repeal components of cost (COC) inventory accounting method;
* Modiy the net operating loss (NOt) cerryback and carryforward rules; and
* Replace the export source rule with an activity-based rule.

In addition. General Motors would ke to register its concern and strong opposition to the Administration's
proposed modifications to the so-called "orrs Trust provisions of section 355 of the Internal Revenue
Code. and especially to the Administration's proposed effective date for these modifications. If enacted
and with the effective date as proposed by the Adrministration, these modifications would adversely impact
a major pending transaction which General Motors has publicly announced, Le.. the spin-off of its defense
electronics subsidiary Hughes Aircraft Company, followed by Hughes Aircraft's merger with the Raytheon
Company.

The specific Administration provision of concern Is the proposal to modify Code Section 355, which
currently permits certain corporate spin-offs without taxation, to require a continuing minimum 50% level of
both voting end equity shareholder interests for two years before and after a spin-off in order for tax-free
treatment to apply. Of particular concern, the provision would be effective for distn-iutions after the date of
first committee action in Congress.

Background

On January 16, 1997. General Motors announced a series of transactions designed to address strategic
challenges and to unlock shareholder value in its defense electronics, automotive electronics, and
telecommunications and space business sectors. As a part of this, Hughes Aircraft, the defense
electronics subsidiary of GM's Hughes Electronics Corporation, will be spun-off and immediately thereafter
merged with Raytheon Company. This merger is considered by General Motors and Hughes
management as essential for the Hughes defense business to be competitive in the defense industry,
which is in the latter stages of a major consolidation that began several years ago and recently
accelerated. The industry consolidation has been encouraged by the U.S. Department of Defense.

After the spioff end merger with Raytheon, Hughes shareholders would have a continuing 80.1% voting
interest and a continuing 30% equity interest These transactions ra covered by a legally binding
contract, but their completion is contingent upon customary transaction conditions, including:

* Receipt of favorable tax rulings from the IRS;
" Receipt of anti-trust clearances; and
" Receipt of shareholder approvals.

Based on the above, the pending Hughes/Rytheon transactions would satisfy the continuing 50% voting
requirement but not the 50% equity requirement Also the current effective date proposed by the
Administration would not exclude these pending transa s from the new requirements since
Congressional committee action will likely occur before the necessary approvals are secured and the
transactions are completed. Thus, the Administrations proposal to change Code section 355 combined
with the proposed effective date would almost certainly cause the pending Hughes/Raytheo transaction
to become a taxable event to General Motors, and thereby effectively preclude General Motors and
Raytheon from proceeding wt the trnsaction.
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Diyssion

General Motors believes the Administration's proposed changes to Code section 355 should not be
adopted in their present form Under current law, a Moz Trurs transaction Is the only way for one
corporation to combine tax-frde with less than al of another corporation. This flexibility Is particularly
Important when one would-be merger partner does not want to or cannot combine with the otho would-be
merger partner If such corporation continued to hold the business being spun-off. For example, the first
merger partner may not be qualified to manage certain business., or may be prohibited because of
regulatory or other reasons from owning such business.

Over thiy years of settled tax and business practice with respect to Morris "rust transactions has
demonstrated that such transactions are in no sense abusive, but rather are an efficient means of
rearranging and recombining corporate assets. The proposed legislation would make It significantly more
costly for businesses to rearrange their component parts in an efficient manner. In increasingly
competitive global markets and with the need to reduce government spending through less costly
operations of defense contractors, the efficiency of domestic businesses should be encouraged, not
discouraged.

The tax imposed by the proposed legislation would be unwarranted as a policy matter. The shareholders
would continue to own a share of what they previously owned without any increase in tax basis; thus, no
one would escape any shareholder-level tax. Moreover. al assets that were previously held in corporate
solution continue to be held in corporate solution without any increase in tax basis. No owners of these
businesses have received Income that has escaped tax, and no corporation has escaped any corporate-
level tax. As a result. the Administration's proposal to deny tax-free treatmt to a Morris Trus spin-off
would cause the assets underlying the spun-off corporation effectively to be subject to tr= levels of tax,
Le., tax would be imposed on () the distributing corporation, (i) d spun-off corporation when such
corporation sells its assets, and (di) the spun-off corporation's shareholders when such shareholders sell
their shares of the spun-off corporation. Taxation without a corresponding basis adjustment violates the
basic tenet of tax syrr.netry, and the resulting Imposition of three levels of tax on the same economic
income is not a souryl policy goal.

As to the effective date, the Administratio's same proposal in last year's Budget to modify Section 355
would have excluded transactions that were publicly announced, under a binding contract, or pending the
receipt of tax clearances at the proposed effective date. Similarly, fair tax policy this year should exclude
transactions pending as of the effective date. e.g., date of first committee action, from any change to
section 355. This is necessary so as not to disrupt current market activites and normal business
transactions, such as the pending Hughes/Raytheon merger that is part of the ongoing consolklation of
the defense industry. S. 612 and H.R. 1365 introduced on April 17, 1997, (and clarified on April 18, 1997)
by Senate Finance Committee Chairman Roth, Senator Moynihan and Ways and Means Committee
Chairman Archer to amend Section 355, provide transitional exemptions for distributions made pursuant
to. or described in, certain binding written agreements, ruling requests filed with the IRS. SEC filings and
public announcements. This is the appropriate concept for establishing an effective date for any changes
to Section 355.

In summary. General Motors believes the Administration's proposed changes to Code section 355. as
currently offered, should not be adopted. However. if Section 355 is modified, General Motors strongly
urges that the changes be made prospective in application so as not to affect pending transactions which
have relied on iong-standing, settled tax law and business practice.
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Statement for the Record
on Hearings Before

the Committee on Finance
United States Senate

on the President's Fiscal Year 1998 Budget
April 17, 1997

Submitted by
the International Swaps and Derivatives Association, Inc.

600 Fifth Avenue
27th Floor, Rockefeller Center
New York, New York 10020

The International Swaps and Derivatives Association, Inc. C'ISDA") is an international trade
association whose membership includes 316 of the largest commercial, merchant and investment
banks, corporations and other institutions that are engaged in privately negotiated derivatives
transactions. ISDA is, therefore, vitally concerned about the effects of a proposal included in the
President's budget that would "Require Recognition of Gain on Certain Appreciated Positions in
Personal Property" (the "Proposal"). The Proposal would effectively impose a new tax regime on
catain hedging transactions and thus would seriously affect use of derivatives transactions in hedging
by businesses and investors.

The Proposal would require a taxpayer to recognize gain (but not permit recognition of loss)
upon a "constructive sale' of any appreciated position in stock, a debt instrument or a partnership
interest. A constructive sale would occur when the taxpayer or a related person either (a)
"substantially eliminates" risk of loss and opportunity for gain by entering into one or more positions
with respect to the same or "substantially identical" property, or (b) enters into a transaction that is
marketed or sold as being economically equivalent to eliminating the risk of loss and opportunity for
gain, regardless of whether the transaction involves the same or substantially identical property. The
Proposal is retroactive, because it applies to constructive sales entered into after January 12, 1996
and before the date of enactment, if the transaction resulting in the constructive sale remains open 30
days after the date of enactment.

ISDA strongly opposes the Proposal, for the following reasons, which are explained in more
detail in this statement:

0 Although the Proposal was motivated by certain well-publicized transactions that are
perceived by some as abusive, including "short-against-the-box" sales of stock, the
Proposal is much broader than necessary to deal with those transactions. The
Proposal potentially applies to a variety of legitimate hedging techniques used by
investors and businesses to manage risk. Current law rules applicable to taxpayers
that enter into straddles and similar transactions-including Sections 1092, 263(g) and
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1258 of the Internal Revenue Code-adequately address transactions that use
offsetting positions to manipulate the timing and character of income.

The Proposal, at least as it applies to derivatives transactions, is based on a flawed
analogy between hedging transactions and sales. An actual current sale of stock
owned by a taxpayer involves a current transfer of stock, including the risks and
rewards of stock ownership, by the taxpayer-seller to a new stock owner in exchange
for cash. In contrast, a taxpayer in a typical hedging transaction does not transfer
stock to a new owner, reduces risk only temporarily, receives no immediate cash
payment and incurs counterparty credit risk. As a result, the position of a taxpayer
that has entered into a hedging transaction treated as a "constructive sale" under the
Proposal is quite different from the position of a taxpayer that has actually sold a

financial instrument.

The Proposal represents a major departure from the fundamental tax principle that

capital gains must be realized before they are taxed. The realization requirement is

essential to the administration and perceived fairness of the federal income tax system.

Any exception to the realization requirement--particularly one that is as broad and

unclear in scope as the Proposal--should be adopted only after careful and thorough

consideration.

* The Proposal will discourage economically useful risk management transactions, and

thus may reduce both economic efficiency and market liquidity, while increasing
market volatility.

" The Proposal is so vague and uncertain in its scope that it will be difficult or

impossible to administer in certain cases. If the Proposal is enacted and is not limited

to short-against-the-box transactions, we strongly urge that it not apply to other

transactions until after the Treasury Department has issued regulations resolving a

number of technical issues.

* Even apart from the merits of the Proposal, retroactive application would be unfair,

and the threat of retroactive application will disrupt normal market activities and

business transactions. We respectfully suggest that the Chairman of the Finance

Committee announce that, if the Proposal is approved by the Committee, it will be
prospective only.

PROPOSAL IS MUCH BROADER THAN NECESSARY TO DEAL WITH

TRANSACTIONS PERCEIVED AS ABUSIVE

The Proposal is directed at so-called short-against-the-box sales in which a taxpayer that owns

appreciated stock borrows identical stock and then sells the borrowed shares, rather than the

appreciated shares already owned, thus recognizing no gain or loss. In such a transaction, the
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taxpayer completely eliminates any risk of loss or potential for profit from changes in price, and does
so for an indefinite term. If the taxpayer is an individual, and dies owning the stock that was sold
short, the unrealized appreciation in that stock is never taxed because the basis of the stock is
increased to its fair market value at death. The Proposal was motivated, in particular, by well-
publicized transactions in which individuals have engaged in short-against-the-box sales, intending
to benefit froin this "step-up" in tax basis of the hedged shares at their death. The Proposal would
treat the sae of the borrowed shares in a short-against-the-box transaction as a constructive sale of
the appreciated shares already owned.

Although it is targeted primarily at short-against-the-box sales by individuals, the Proposal
adopts rules that apply much more broadly. The Proposal applies to transactions in which--in
contrast to a short-against-the-box sale--the taxpayer has not actually sold any property, but instead
has merely used various contractual arrangements to hedge the risk of holding property for a limited
time period. Such contracts include equity swaps, which provide for payments based on changes in
the value of (and, sometimes, dividends from) the property. Thus, the Proposal would treat a
taxpayer that enters into an offsetting position to hedge the risk of holding a security as having sold
that security.

The Proposal also applies to positions in financial instruments other than stock, including
positions in debt and partnership interests. We are particularly concerned about the Proposal's
potential application to debt instruments. Targeting debt instruments is especially misguided because,
so far as we know, there is no evidence that transactions involving debt instruments are tax motivated
in the way that some short-against-the-box transactions in stock are perceived to be. Moreover, the
potential scope of the Proposal as applied to debt instruments is particularly unclear and broad.
Based on the statutory language released in March 1996 with President Clinton's proposed Fiscal
Year 1997 budge, it appears that if a taxpayer owning an appreciated bond enters into an interest rate
swap having roughly the same term as the remaining term of the bond, the taxpayer would be treated
as having constructively sold the bond.

We believe that current law is adequate to prevent use of offsetting positions to manipulate
the timing and character of income. Congress has already enacted a number of provisions that serve
to prevent such manipulation, including Sections 1092, 263(g) and 1258. Section 1092 defers a
deduction for losses in certain straddles to the extent that a taxpayer has an unrealized gain in an
offsetting position. Section 263(g) requires capitalization of costs to carry straddle positions.
Section 1258 prevents use of forward sales to convert what might be viewed as equivalent
economically to interest income into capital gain.

II. PROPOSAL IGNORES FUNDAMENTAL ECONOMIC DIFFERENCES BETWEEN
HEDGING TANSACTIONS AND ACTUAL ES

The Proposal's application to equity swaps, forwards, options and other derivative contracts
appears to be based on the premise that entering into these contracts is economically equivalent to
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an actual sale. This premise is incorrect and ignores a number of furdamental differences between
a hedging transaction and an actual sale.

First, in a sale, the taxpayer exchange its position for cash or other property, which it may
then use as it please In a hedging transaction, such as a swap or forward contract, the taxpayer does
not receive cash. A hedger may have reduced its price or market risk, but the hedging transaction
has not increased the hedger's liquidity. We recognize that a taxpayer may be able to realize cash by
borrowing against the hedged item. However, a taxpayer can borrow against any appreciated
marketable security. The ability to borrow does not distinguish a taxpayer that enters into an equity
swap from a taxpayer holding an appreciated security that does not enter into a swap.

Second, in an equity swap or other derivative contract, the taxpayer retains "counterparty
risk", meaning that it may not be paid if the counterparty to the contract defaults. Thus, the taxpayer
is not fly insulated from market risk on its underying hedged position. There is no similar risk faced
by a taxpayer that sells its position (except in the case of a taxpayer th .i enters into an installment
sales contract).

Third, in an actual sale there is a real transfer to a new owner of all the incidents of ownership
of stock, including the right to vote the stock, the right to all dividends and the right to transfer the
stock to a third party. In contrast, an owner of stock that enters into an equity swap, a forward
contract, or a combination of options retains the right to vote the stock and generally retains the right
to transfer the stock to third parties. The counterparty to the contract does nct receive these rights.
In addition, an owner of stock that enters into a forward contract, a combination of options or an
equity swap (other than a "total return" swap) retains the right to dividends.

Fourth, many derivatives used to hedge, including equity swaps, cash settled options and
forward contracts, are temporary arrangements. A sale is a permanent disposition of a position. At
the end of the equity swap, the taxpayer is in the same posture with respect to the hedged position
as it was before the transaction. A short-term hedging transaction does not resemble an outright sale
of appreciated property as an economic matter, even if the hedging transaction eliminates all the
burdens and benefits of ownership for a limited time period. In an outright sale, in contrast, a
taxpayer disposes of all the burdens and benefits of ownership forever.

Im. PROPOSAL IS A BROAD AND UNPRECEDENTED DEPARTURE FROM THEREALIZATION REQUIREMENT. WHICH IS CRUCIAL TO THE ADMI1NISTRATIOq

AND FAIRNESS OF THE TAX LAW

A fundamental principle of the income tax system is that gain from appreciation of an asset
is generally subject to tax only when it is realized by sale or exchange. The realization requirement
is essential to the administration and fairness of the income tax system. The realization requirement
ensures that taxpayers (and the Internal Revenue Service) know when tax is due. In general, gain is
realized when, but only when, a taxpayer receives cash or property in exchange for appreciated
property. The realization requirement generally also ensures that taxpayers have the ability to pay
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tax, because tax is imposed only when a taxpayer has received cash or property that can be used to
pay the tax.

Although Congress has enacted several exceptions to the realization requirement, those
exceptions have been both narrow and precise. The exceptions include Sections 1256 and 475. Each

of these exceptions applies to very limited classes of taxpayers and positions, and each was based on

a rationale that does not generally apply to positions subject to the Proposal.

Section 1256 generally requires mark-to-market accounting for regulated futures contracts

and certain other narrowly defined categories of positions, including foreign currency contracts,

nonequity options and dealer equity options. The legislative history of Section 1256 states that mark-

to-market accounting was justified for regulated futures contracts because, under the rules of U.S.

commodities exchanges, holders of such contracts can withdraw cash on a daily basis as their

positions appreciate, and thus are in constructive receipt of appreciation. In contrast to appreciation

in regulated futures contracts, appreciation in positions subject to the Proposal cannot be realized in

cash, other than by borrowing. The mere ability to borrow against an appreciated position has never

before been seen to justify taxation of that appreciation, and the ability to borrow does not distinguish

positions subject to the Proposal from any position in marketable securities.

Section 475 generally requires taxpayers classified as dealers in securities to use mark-to-

market accounting for their positions in securities. The legislative history of Section 475 explained

that this requirement was justified for dealers because inventories of securities "are currently valued

at market in determining their income for financial statement purposes and in adjusting their inventory

using the LCM method for Federal income tax purposes". This rationale does not generally apply

to taxpayers and positions that would be subject to-the Proposal.

Each of Sections 1256 and 475 was enacted only after exhaustive review by Congress, the

staffs of the tax writing committees and experts in the Treasury and the Internal Revenue Service.

Each of these two sections applies to losses as well as to gains. In contrast, the Proposal would, if

enacted, impose a partial mark-to-market regime for gains-but not losses-in certain hedging

transactions without the benefit of such review and debate.

IV. PROPOSAL WILL DETER ECONOMICALLY USEFUL RISK MANAGEMENT

The Proposal will discourage investors and businesses from prudent risk management by

imposing tax when they enter into certain kinds of hedging transactions. Risk management through

temporary hedging is useful economically for a number of reasons. First, it increases the efficiency

of markets by disseminating pricing information more widely and more rapidly than would be the case

in the absence of hedging. Second, it reduces the volatility of markets. Third, it increases the

liquidity of markets. The economic benefits produced by hedges of equity positions are analogous

to the economic benefits that result when bsinesses hedge price, interest rate and currency risk

through commercial hedging transactions. In both cases, hedging, like insurance, allows risks to be

reallocated to those market participants that can bear them most efficiently.
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The economic value of hedging has been recognized by both Congress and the Treasuy
Department. Commercial hedging transactions are excepted from the mark-to-market rules under
Section 1256 and the straddle rules of Sections 1092 and 263(g). There are also special rules for
hedges under Section 475, and the economic benefits of hedging are acknowledged in the legislative
history of that section. In addition, hedging regulations promulgated within the past few years, under
Sections 1221 and 446, were intended to provide tax rules that do not discourage commercial hedges.
In light of the recognized concern regarding possible tax impediments to hedging transactions, the
potential application of the Proposal to legitimate hedges seems especially inappropriate.

We recognize that the Proposal would not impose tax on all hedging transactions. The
Proposal would apply only where the taxpayer "substantially criminates" risk of loss and opportunity
for gain. Thus, a taxpayer that eliminates risk of loss by purchasing a put option, but retains
opportunity for gain, would not be affected by the Proposal. Such hedging is frequently not practical,
however. Taxpayers often cannot afford to purchase temporary loss protection (k, by buying a
put) unless they also temporarily sell at least some of the opportunity for gain by selling a call.

V. SCOPE OF PROPOSAL IS VERY UNCLEAR MAKING ADMINISTRATION AND
COMPLIANCE_ DIFFICULT

Based on the description of the proposal released by the President on February 6, the scope
of the Proposal is uncertain. Extension of the Proposal beyond core cases (tax-motivated short-
against -the-box transactions) creates signifant ambiguity for transactions that may not be within the
intended reach of the Proposal. The Propsal raises many complex interpretive questions and will
create real uncertainties, which will result in market distortions and inefficiencies.

The financial markets have already witnessed the real economic costs that can result from a
state of uncertainty in the tax treatment of common hedging transactions. Such uncertainty resulted
from the Supreme Court's decision in Arkansas Beg '. Commissioner 485 U.S. 212 (1988), and was
remedied only by the Treasury Department's issuance of regulations in 1993 clarifying the treatment
of business hedges (Treasury Regulation Section 1.1221-2). In the interim, this uncertainty
discouraged economically useful hedging transactions. resulting in inefficiencies that were recognized
in the Conference Committee's report on the Revenue Reconciliation Act of 1993.

We are concerned that these uncertainties may be inherent in the Proposal, at least in its
current broad form, and will not easily be resolved as statutory language is drafted. Our concerns are
borne out by the statutory language released in March 1996 with President Clinton's proposed Fiscal
Year 1997 budget, which included a proposal very similar to the Proposal.

The Proposal does not achieve its goal of clearly identifying a specific class of transactions
that are economically equivalent to actual sales. Uncertainties arise in a number of different respects.

Fit, the Proposal, in its current broad form, requires a determination of whether a particular
transaction "substantially eiinaites the taxpayer's risk of loss and opportunity for gain" with respect
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to a position. Neither the Proposal, nor the statutory language released in March 1996, gives any

guidance as to the degree to which a taxpayer must shift risk of loss and opportunity for gain before

they are "substantially eliminated". Has a taxpayer substantially eliminated opportunity for gain if it

retains the first 5% of price appreciation? the first 100/6? the first 25%? Is there a constructive sale

if the taxpayer retains a significant portion of the upside (or downside) potential, but not the first

portion (c.g, the taxpayer retains the benefit of appreciation of between 15% and 30%)?'

Second, it is not clear whether the Proposal applies if a taxpayer retains the right to dividends

and enters into option contracts, a forward contract or an equity swap that provides for payments

based only on price changes. Arguably, application of the Proposal in these cases should depend on

whether dividends are a substantial part of the expected return from the stock. In the case of a

nondividend paying stock, retention of the right to dividends may be insignificant.

In contrast, if the owner of a dividend-paying stock retains the right to dividends, it cannot

be said to have substantially eliminated risk of loss and opportunity for gain. For example, a forward

contract to sell a dividend-paying stock does not substantially eliminate opportunity for gain unless

the forward price provides for adjustment to reflect actual dividend payments. Similarly, put and call

options with strike prices that are not adjusted to take into account actual dividends do not eliminate

risk of loss and opportunity for gain if the underlying stock pays dividends.

A taxpayer that enters into a forward contract to sell a dividend-paying stock is in a

significantly different economic position compared to a taxpayer that actually sells the same stock.

The price at which an actual sale takes place is the price in the cash (or "spot") market. In contrast,

the pricing of forwards (as well as options and certain swaps) reflects pricing in the forward market.

There are significant differences in pricing in these two markets. The forward price of a financial

instnunent is based both on the cash price and on the expected net cost to carry the instrument during

the period ending on the settlement date. The net cost to carry an instrument is equal to the excess

of the cost of financing a position in the instrument over the return from the position (including

dividends). Because of the cost-to-carry factor, and the resulting pricing differences between the cash

and forward markets, a taxpayer that hedges with certain derivatives has not substantially eliminated

risk of loss and opportunity for gain.

Third, there is uncertainty as to how the Proposal would apply to swaps involving the return

from a market sector or a broader market index. For example, an investor might exchange the return

If a provision similar to the Proposal is enacted, we urge that Congress include in the legislative

history examples to clarify that a taxpayer in the following situations has not constructively sold

stock because it has retained meaningful benefits and burdens of ownership. First, a taxpayer who

owns stock worth $100 buys a put with a strike price of $95 and sells a call with a strike price of

$105. Second, the same taxpayer buys a put at $100 and sells a call with a strike price ofr$110.

Third, the same taxpayer buys a put with a strike price of $105 and sells a call with a strike price

of $115.
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from a single equity for the return from a market sector or broad market index that includes the single
equity, in order to diversify risk. Alternatively, an investor might enter into a swap under which it
pays the return from a portfolio of stocks that includes a stock in which the investor holds an
appreciated long position. In these transactions, would the Proposal be applied by decomposing the
index or portfolio, so that the swap is treated as separate swaps on each of the equities that make up
the index or portfolio? We note that the Treasury Department has issued regulations under Section
246, which provide complex rules to address analogous issues.

Fourth, it is not clear from the Proposal or the March 1996 statutory language how long the
term o-'the hedging transaction must be before the Proposal applies. Under the statutory language
released in 1996, a corumiuctive sale would occur if a taxpayer substantially eliminates risk of loss and
opportunity for gain "fcr a period". This is vague language. Does it mean that constructive sale
treatment applies if a taxpayer has substantially eliminated risk of loss and opportunity for gain for
a very short time period? for a day? for a week?

We believe that the Proposal should be clarified so that no constructive sale is deemed to have
occurred unless the taxpayer has substantially eliminated risk of loss and opportunity for gain for a
specified time period that is substantial. Such a limitation is consistent with the purposes of the
Proposal. Taxpayers that wish to achieve the equivalent of an actual sale are more likely to use very
long term contracts, because such contracts most closely approximate the elimination of price risk
that results fTom an actual sale.

Fifth, it is not clear how much weight, if any, is to be given to counterparty credit risk in
determining whether the "substantially eliminates" test is met.

Sixth, it is not clear what, if any, significance is to be given to the taxpayer's lack of subjective
intent to use a transaction to eliminate risk with respect to an appreciated long position. In the case
of a derivative that is marketed to a taxpayer as eliminating risk of loss with respect to a particular
long position, the taxpayer's subjective intent is clear. In many other cases, particularly in cases
involving groups of related business entities, there may be no subjective intent to eliminae risk of
loss. Frequently, affiliated groups of corporations include a number of different business units that
operate largely independently. One unit may enter into a derivative contract either as a speculation
or a hedge of its own position, without knowing that the derivative has the effect of hedging the risk
from a position held by another business unit in the same affiliated group.

These issues are particularly likely to arise in the case of debt instruments. Consider for
example, an affiliated group of corporations, one of which owns appreciated investment grade debt
securities. Another member of the group enters into an interest rate swap in order to hedge a future
borrowing. The Proposal, in contrast to Sections 1256 and 1092, provides no exception for such
business hedging transactions, and it appears (based on the March 1996 statutory language) that the
Proposal could treat the swap as a constructive sale of the debt securities.
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The foregoing questions are not hypothetical. If the Proposal is enacted in its current broad
form, all the issues discussed above will arise immediately from transactions that already are widely
used in the market. It can be expected that taxpayers and their advisors will, quite reasonably, take
a wide variety of positions as to how these issues should be resolved, and thus as to whether the
Proposal applies to very common transactions. We submit that such uncertainty will seriously
undermine confidence in the fairness and predictability of the law.

Some supporters of the Proposal might seek to dismiss our concerns on the ground that
uncertainty will create a useful in terror effect. Those supporters may believe that uncertainty
about the scope of the Proposal will deter taxpayers from entering into any transaction that, under
the broadest possible reading of the Proposal, would be a constructive sale. If the Proposal were in
fact to have such effects, the Proposal would discourage economically useful transactions that the
Proposal was not intended to cover. However, we do not believe that all taxpayers -will necessarily
construe the Proposal so broadly, in the absence of clear answers, taxpayers likely will take a variety
of positions. More conservative taxpayers and their advisors are likely to construe the Proposal
broadly, while more aggressive taxpayers and advisors will take the position that the scope of the
Proposal is very narrow. Vague and poorly defined provisions, such as the Proposal, thus tend to put
conservative taxpayers and their advisors at a competitive disadvantage.

We note that the issues summarized above are analogous to difficult technical issues that arise
under Section 246(cX4), which denies a corporation the deduction for dividends received with
respect to stock if that corporation hedges its risk of loss from holding that stock in certain ways.
Sections 246(cX4XA) and (B) may effectively deny the dividends received deduction if the taxpayer
has an option to sell, is under a contractual obligation to sell, has made a short sale of, or grants an
option to buy, substantially identical stock and securities. Section 246(cX4XC) may effectively deny
the dividends received deduction if a taxpayer has diminished its risk of loss by holding one or more
other positions with respect to substantially similar or related property. Whether Sections
246(c)(4XA) and (B) apply to a particular case generally is clear, and thus these rules took effect
prior to issuance of regulations. In contrast, the scope of Section 246(cX4XC) is vague and poorly
defined. Accordingly, Congress wisely provided that Section 246(cX4XC) was to take effect only
under regulations. We strongly urge that, if the Proposal is to apply to transactions other than short-
against-the-box transactions, any such broader application not take effect until regulations are issued
addressing the technical issues summarized above.

VI. RETROACTIVE APPLICATION IS UNFAIR AND DISRUPTIVE

Although the Proposal generally would be effective for constructive sales entered into after
the date of enactment, the Proposal also would apply to constructive sales entered into after January
12, 1996 and before the date of enactment if the transaction resulting in the constructive sale remains
open 30 days after enactment. In such a case, the constructive sale is deemed to occur on the date
that is 30 days after enactment.

ISDA strongly opposes the Proposal's retroactive application.
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Retroactive application of the Proposal would be contrary to a joint statement issued March
29, 1996 by the chairs of the Senate Finance Committee and the House Ways and Means Committee.
The Proposal's retroactive effective date is the same as that of the similar proposal included in
President Clinton's proposed Fiscal Year 1997 budget, which was released on March 19, 1996.
Shortly after that budget was released, Ways and Means Committee Chair Bill Archer and Finance
Committee Chair William Roth stated that new revenue provisions would be effective no earlier than
the date Congress approves them. They said that the effective dates would be delayed "so that
business and investment decisions can move forward while Congress considers the merits of the
administration's tax proposals".

Accordingly, businesses and investors have entered into transactions that might constitute
constructive sales under the Proposal, believing that those transactions would continue to be subject
to existing law. Although a taxpayer theoretically can close-& transaction within 30 days after the
date of enactment, and avoid the Proposal, sometimes it is not possible to do so. Although a taxpayer
can close a short-against-the-box transaction by delivering shares, a taxpayer that has entered into
a derivative contract generally cannot do so without the consent of the counterparty. Generally
change to, or termination of, a swap, option or forward contract of the kind entered into by ISDA's
members requires the consent of the other party to the contract. Even if it were practical for a
taxpayer to terminate a contract within 30 days after enactment of the Proposal, it would be unfair
to require a taxpayer to do so to avoid taxation. A taxpayer entering into a derivative contract agrees
to pricing and other terms based on the assumption that the contract will remain in effect for its full
term, and arranges its risk management strategies accordingly.

Release of the Proposal on February 6 with a retroactive effective date may already be
disrupting normal business transactions. We are concerned that many taxpayers contemplating
entering into derivative contracts to manage risk are unwilling to do so because they cannot predict
the tax consequences of those transactions.

-10-
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I. The Interstate Natural Gas Association o* America and The
Foreign Pipeline Projects of Its Members.

The Interstate Natural Gas Association of America
(OINGAAO) is a non-profit national trade association that
represents virtually all of the major interstate natural gas
transmission companies operating in the United States. These
companies handle over 90 percent of all natural gas transported and
sold in interstate commerce. INGAA's United States members are
regulated by the Federal Energy Regulatory Commission pursuant to
the Natural Gas Act, 15 U.S.C. §5-717-717w, and the Natural Gas
Policy Act of 1978, 15 U.S.C. §§-3301-3432.

In recent years a number of INGAA's members have become
engaged in the design, construction, engineering, ownership and
operation of major pipeline and power plant projects outside the
United States. Investments are made in these foreign projects
generally by foreign subsidiaries of the U.S. companies. These
projects, which are highly capital-intensive, often involve
construction of a natural gas pipeline and related facilities to
transport gas from its point of extraction within one or more
foreign countries to an electric generating facility for use as
fuel in the generation of power or for local distribution. The
project may include the generating plant, and in some cases may
also include an interest in the gas wells which provide the gas
supply. The gas being transported in the pipeline may or may not
be owned by the pipeline owner. Most of these projects are being
undertaken in Latin America, Asia, India and in less developed
countries in other parts of the world.

Most of these large energy projects are awarded through
a bidding process. The bidding is highly competitive, and the
economics of such projects are tax sensitive. In many cases there
is substantial income tax payable to the local country where the
project is based. U.S. bidders are currently at a disadvantage
vis-a-vis their foreign competitors, including particularly those
based in Canada, Australia, or Europe, because of the manner in
which U.S. tax law currently applies to such projects, as is
explained below.

The Administration's proposal to revise the tax treatment
of foreign oil and gas income (the nProposalm) would, if enacted,
have a substantial adverse effect on the ability of INGAA members
to compete for these projects, and would drastically affect the
economics of projects already undertaken, resulting in losses and
adverse financial statement effects to INGAA members. As this
testimony will demonstrate, the Proposal has no tax policy
justification, but is simply a targeted tax increase that would
seriously affect INGAA members with foreign pipeline operations.
INGAA recommends that Congress reject the Proposal. Moreover,
INGAA recommends that the taxation of foreign oil and gas income be
reformed by Congress to eliminate certain clear inequities of
current law as applicable to foreign pipeline projects.
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II. The Administration'6 Proposal.

On February 6, 1997 the Administration put forth the
Proposal, which would result in a substantial change in the
taxation of foreign oil and gas income. Briefly, the Proposal
would treat all foreign income earned by a controlled foreign
corporation (OCFCO) relating to oil and gas activities, including
income from the transportation of gas through a pipeline, as being
subject to current U.S. taxation pursuant to Subpart F, even though
not repatriated to the U.S. shareholders of the CFC. Moreover, the
foreign income taxes paid with respect to that income would be
subject to a7 separate foreign tax credit limitation instead of
being included as part of the general basket" of active income.

In the General Explanation of the Proposal the Treasury
Department does not articulate any reason for taxing all foreign
oil and gas income currently under Subpart F, or for creating a
separate basket for foreign oil and gas income under the foreign
tax credit limitation. Treasury's OReasons for Change' addresses
only the issue of whether or not a foreign tax should be
creditable. The absence of a stated Treasury tax policy rationale
for the Proposal should raise a question as to whether any such
rationale exists.

In its Description and Analysis of Certain Revenue-
Raising Provisions Contained in the President's Fiscal Year 1998

Budget Proposal, issued March 12, 1997, the Staff of the Joint
Committee on Taxation identified "simplification" as a possible
rationale for both the Subpart F and the foreign tax credit

features of the Proposal.
1' However, the Joint Commnittee Staff

identified a powerful counter-argument to the Subpart F proposal:

(QOthers argue that the proposed expansion of
the subpart F rules is inconsistent with the
tax policy underlying such provisions. The
subpart F rules historically have been aimed
at requiring current inclusion of income of a
CFC that is either passive or easily movable.
The categories of foreign oil and gas income
that would be added to subpart F income under
the proposal (i.e., foreign oil and gas
extraction income and certain same-country

' Description and Analysis of Certain Revenue-Raising
Provisions Contained in the President's Fiscal Year 1998
Budget Proposal, prepared by the Staff of the Joint
Comittee on Taxation for a Public Hearing Before the House

Committee on Ways and Means on March 12, 1997, 105th Cong.
ist Sess. at 66 (1997).
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foreign oil related income) do not constitute
income that is either passive or manipulablef
as to location.'

INGAA concurs with this analysis. There is no policy
justification for treating active income earned by a CFC from
transporting locally extracted natural gas through a pipeline,
whose location cannot be manipulated, as Subpart F income. Nor is
there any tax policy reason to separate foreign oil and gas
transportation income from other active income for purposes of the
foreign tax credit limitation.

In this testimony INGAA will describe current law,
illustrate the inequity of current law to INGAA members, and then
further illustrate how the Proposal would greatly exacerbate this
inequity.

Ill. U.S. Taxation of Foreign Pipelines Under Current Law.

A. Subpart F.

1. Description of Current Law.

Under the Subpart F rules, U.S. 10 percent shareholders
of a CFC are subject to U.S. tax currently on their proportionate
shares of 'Subpart F income earned by the CFC, whether or not it
is distributed to the U.S. shareholders. Included among the
categories of Subpart F income is "foreign base company oil related
income." See section 954(g). Foreign base company oil related
income is income derived outside the United States from the
processing of minerals extracted from oil or gas wells into their
primary products; the transportation (including by pipeline),
distribution or sale of such mineral or primary products; the
disposition of assets used in a trade or business involving the
foregoing; or the performance of any related services.

There are two significant exceptions to this
classification of income.

a. The extraction exception: Income, including income
from operating a pipeline, derived from a source within a foreign
country in connection with oil or gas which was extracted by any
person from a well located in such foreign country is not foreign
base company oil related income.

b. The consumtion exception: Income, including income
from operating a pipeline, derived from a source within a foreign

V Id. (Emphasis added).
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country in connection with oil or gas (or a primary product
thereof) which is sold by the CFC or a related person for use or
consumption within the foreign country is not foreign base company
oil related income.

There is a general exception to this Subpart F provision
for C'Cs which do not produce 1,000 barrels per day of foreign
crude oil and natural gas; this exception is often not available
because for this purpose all related persons are aggregated, and
many significant investors in natural gas pipelines and power
projects around the world own foreign production which exceeds
1,000 barrels per day.

C. Unavailability of high tax exception: All types of
foreign base company income except foreign oil related incom may
be excluded from current taxation under Subpart F if the income is
subject to an effective rate of local income tax greater than 90
percent of the U.S. corporate rate. Section 954(b) (4). No reason
is given in the legislative history as to why this high tax
exception is not applicable to foreign oil related income. Because
Congress chose not to allow this exception, highly taxed income
from the operation of foreign pipelines by a CFC may be subject to
current U.S. tax under Subpart F, with a likelihood that credit
will not be available for the foreign income tax paid and
international double taxation will occur.

2. Tax Policy Rationale of Current Law.

The Subpart F taxation of foreign oil related income was
enacted in the Tax Equity and Fiscal Responsibility Act of 1982
("TEFRAY), P.L. 97-248, September 3, 1982. The Senate Finance
Committee legislative history explaining the tax policy rationale
for the Subpart F treatment of foreign ol and gas income is as
follows:

because of the fungible nature of oil and
because of the complex structures involved,
oil income is particularly suited to tax haven
type operations.

S. Rep. No. 494, 97th Cong., 2d Sess. 150 (1982).

The only other reference made in the legislative history
of TEFRA to any reason for including foreign oil related income in
Subpart F is the general statement of the Finance Committee that
"the petroleum companies have paid little or no U.S. tax on their
foreign subsidiaries' operations despite their extremely high
revenue." Id. Accordingly, Subpart F taxation was imposed on all
foreign oil related income without analysis of whether such income
fit the criteria of Subpart F, i.e., was passive in nature or
moveable. Income from the ownership and operation of foreign gas
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pipelines is neither passive or moveable. Moreover, it is unlikely
that such income could have been a target of TEFRA since there was
little foreign pipeline investment by U.S. companies at that time.

B. Foreign Tax Credit.

U.S. persons are subject to U.S. income tax on their
worldwide income. To eliminate international double taxation,
i.e., the taxation of the same income by more than one tax
authority, the United States allows a credit against the U.S. tax
on foreign source income for foreign income taxes paid. The amount
of credits that a taxpayer may claim for foreign taxes paid is
subject to a limitation intended to prevent taxpayers from using
foreign tax credits to offset U.S. tax on U.S. source income. The
foreign tax credit limitation is calculated separately for specific
categories of income. Generally speaking, the foreign income
activities conducted by INGAA members, such as operating pipelines
to transport natural gas in foreign countries, produce *active
basket' (sometimes referred to as "general basket') foreign source
income. Income from the extraction of oil and gas is also
generally "active basket' income, although foreign oil and gas
extraction income taxes are creditable only to the extent that they
do not exceed 35 percent of the extraction income.

The 'separate basket" approach of current law was
instituted in the Tax Reform Act of 1986. In 1986 Congress
expressed a concern that the overall foreign tax credit limitation
permitted a 'cross crediting' or averaging of taxes so that high
foreign taxes on one stream of income could be offset against U.S.
tax otherwise due on only lightly taxed foreign income.
Nevertheless, in 1986 Congress endorsed the overall limitation as
being *consistent with the integrated nature of U.S. multi-national
operations abroad,' and therefore concluded that averaging credits
for taxes paid on active income earned anywhere in the world should
generally be allowed to continue. General Explanation of the Tax
Reform Act of 1986, 99th Cong., 2d Sess. 862 (1986) ('1986 Blue
Book'). Congress limited the cross crediting of foreign taxes when
it would 'distort the purpose of the foreign tax credit
limitation." IW. For example, one identified concern was the use
of portfolio investments in stock in publicly-traded companies,
which could quickly and easily be made in foreign countries rather
than in the United States. In order to limit the opportunities for
croE i-crediting, Congress added additional baskets for income that
frequently either bore little foreign tax or abnormally high
foreign tax, or was readily manipulable as to source. The baskets
enacted in 1986 included passive income, financial services income,
shipping income, high withholding tax interest, and dividends from
non-controlled section 902 corporations. H.R. Conf. Rep. No. 841,
99th Cong., 2d Sess. 564-66 (1986).
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IV. Current Law is Unfair to INGAA Members Which Participate in
Pipeline Projects Abroad.

A. Subpart F.

As described above, CFCs owned by INGAA members
participate in large foreign projects which typically involve the
construction and operation of gas pipelines and related facilities,
sometimes include the participation in power plants, and
occasionally also include investment in gas wells. These are all
active business activities which have occurred only in recent
years. As illustrated by the legislative history of TEFRA,
Congress expressed no policy reason why this type of income should
be currently taxed to U.S. shareholders of a CFC under Subpart F.
This foreign income of CFCs owned by INGAA members is no more
'particularly suited to tax haven operations" (as the Senate
Finance Committee Report states) than is any foreign manufacturing
or processing activities conducted by a CFC, such as the
manufacture of consumer or industrial goods. Surely it is not
possible to *manipulate' income earned by a CFC from operating a
gas pipeline permanently installed in a particular foreign country.

Most U.S. bidders have generally only won projects where
either the 'extraction' or 'consumption" exceptions applied. If a
pipeline project does not qualify for one of these exceptions to
Subpart F it is unlikely that a U.S. bidder could successfully win
a bid for that project against foreign competitors. Such a U.S.
bidder is at a competitive disadvantage even for projects with
local income taxes higher than the U.S. corporate rate because the
Subpart F exception for high-tax income does not apply.

Moreover, the exceptions to Subpart F for foreign oil
related income apply irrationally. Consider the example where gas
is extracted and processed by persons unrelated to the CFC in
country A. The CFC constructs a pipeline from country A through
country B and into country C where the gas is delivered to a power
plant. Assume that the CFC receives $100 for transportation of the
gas in each of countries A, B, and C, and that each country imposes
tax on the CFC of $35. The U.S. taxation of the $300 of income is
as follows:

Country A -- the $100 is not subpart F income
because the extraction exception applies --
the income is derived from country A where the
gas was extracted.

Country B -- the $100 is Subpart F income,
currently taxed in United States because the
income is not earned either in a country where
the gas was extracted (Country A) or consumed
(Country C).
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Country C -- the $100 is Subpart F income if
the CFC does not own the gas but instead
charges a tariff for transportation --
however, if the CFC takes title to the gas and
sells it in country C, the consumption
exception applies and the $100 is not Subpart
F income.

As a matter of tax policy, different tax treatment of
each separate $100 of income cannot be justified. It is submitted
that none of this $300 of income should be Subpart F income because
it is not passive or moveable. At the very least, the consumption
exception should apply to the income earned in Country C
irrespective of whether the CFC owns the gas, since the gas is
consumed in Country C. (Such application would make the
consumption exception operate in the same manner as the extraction
exception, where ownership of the gas by the CFC is irrelevant).
In addition, under current law the high-tax exception does not
apply to exempt the income earned in Countries B and C from Subpart
F -- this is also incorrect as a tax policy matter.

Note that if the CFC also participates in ownership of
the power plant, income from that activity is not Subpart F income.

B. Foreign Tax Credit.

Under current law, all income from the transportation of
natural gas through a foreign pipeline is active basket income.
This is clearly the correct result. INGAA members, however, are
frequently in an excess foreign tax credit position because of the
substantial interest expense on debt incurred to finance domestic
capital expenditures which is apportioned to foreign source income,
reducing the numerator of the foreign tax credit limitation which
in turn reduces the amount of the foreign tax credit. Thus, as a
practical matter it is difficult for a U.S. pipeline company to
obtain foreign tax credits with respect to the income earned from
its foreign operations. In the example described above, although
the $200 of income from Countries B and C would be subject to U.S.
tax under Subpart F, it is unlikely that the $70 of foreign income
taxes paid to Countries B and C would be available as a foreign tax
credit. Thus international double taxation would result.

V. The Proposal Would Greatly Exacerbate The Unfairness Of
Subpart F For Pipelines, Would Be A Substantial Tax Increase
With Respect To Existing Projects, Would Materially Harm U.S.
Businesses and Their Employees, And Would Not Achieve
Simplification.

Under the Proposal all income of a CFC from the
extraction, processing and transportation of gas in any foreign

-7-
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country would be subject to U.S. tax irrespective of whether any of
the income is distributed to U.S. shareholders (and irrespective of
whether it is subject to a high local income tax). In the example
discussed above, $300 would be subjected to U.S. tax, and the $105
of foreign taxes paid with respect to the $300 (to countries A, B
and C) would be subject to a separate foreign tax credit
limitation. Income derived from the power plant would not be
subject to current tax under Subpart F under the Proposal because
it is not foreign oil and gas income. When the income from
operating the power plant is distributed, however, it would be
included in the general basket for purposes of the foreign tax
credit limitation, not the new foreign oil and gas income basket
which includes the pipeline income. Thus, the income from an
integrated project would be divided into two baskets, a foreign oil
and gas income basket for income from activities up to the delivery
of the gas to the power plant, and a general basket for income from
the operation of the power plant. It would be difficult and
complex to separate out how much of a project's income is foreign
oil and gas income, which would be currently taxed under Subpart F
and subject to a separate foreign tax credit basket, and other
income, which would not be Subpart F income and would be general
basket income when it is eventually subject to U.S. tax. Certainly
the Proposal cannot be justified as simplification; the result for
INGAA members would be the antithesis of simplicity.

As articulated above, there is no tax policy basis for
the current Subpart F taxation of income from the operation of
foreign pipelines. The one sentence policy rationale in the
legislative history of TEFRA certainly does not apply to foreign
income from gas pipelines, as no "fungible" gas is involved, nor is
a "complex structure' being used. Moreover, the Treasury
Department did not even attempt to set forth a policy rationale for
the Proposal in its General Explanation. The Joint Committee's
Analysis could only identify 'simplification' as a possible policy
rationale for the Proposal. This rationale clearly does not apply
to pipelines. Moreover, separation of foreign oil and gas income
into a separate foreign tax credit limitation basket would be
contrary to the basic general Congressional determination in 1986
that all active income from anywhere in the world should be
included in one foreign tax credit limitation basket.'

' Shipping and financial services income, which are both
active income, were subjected to separate basket treatment
in 1986, either because the income 'frequently bore little
foreign tax or abnormally high foreign tax or was
manipulable as to source. 1986 Blue Book at 83-64. The
income from operating foreign gas pipelines is not more
frequently subject to either abnormally high or low foreign
tax than manufacturing income, nor is it manipulable as to
source.
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The Proposal would materially harm U.S. businesses,
affecting U.$. jobs and U.S. competitiveness in the global economy.
The effect of the Proposal would be to preclude most U.S. investors

.from successfully bidding for the capital-intensive foreignpipeline projects. The current U.S. taxation of a project's income
before its distribution, with little chance of obtaining a credit
for foreign taxes paid on income from the project, would
substantially impair the economics for a U.S. bidder. Thus, theProposal would probably disqualify most U.S. companies from
participating in foreign pipeline projects. This would have the
effect of destroying a thriving business currently available toI.GAA members. This business creates a demand for U.S. jobs,
particularly engineering and support services, which is highly
desirable in an industry where not many new pipeline projects are
being undertaken in the United States. Moreover, auxiliary
industries in the United States, such as the exportation of pipe
and related materials and services, are benefitted by the
participation by U.S. companies in these foreign projects.
Elimination of most U.S. pipeline companies from participating in
foreign pipeline projects seems to INGAA to be wholly
counterproductive and misguided tax policy which would cost U.S.
jobs.

In addition, the Proposal would apply to projects already
completed and in operation. U.S. investors would therefore realize
returns greatly different from their economic projections, with
large losses likely and materially adverse financial statement
impacts. Indeed, because of the likely significant losses, U.S.investors would most probably be required to sell to their foreign
competitors those projects which the Proposal would make
uneconomic. In short, enactment of the Proposal would createprofound economic harm for INGAA members with foreign pipeline
activities.

VI. Recommendations

A. Reject the Proposal.

The Proposal must be rejected because it is not firmly
grounded in tax policy and would result in a catastrophic tax
increase for INGAA members which own foreign gas pipelines.

B. Reform the Subpart F Taxation of Foreign Oil Related
Income As It Applies to Gas Pipelines.

Current law includes all foreign oil related income as
Subpart F income. It is INGAA's position that ownership and
operation of gas pipelines and other immovable assets in foreign
countries as described herein should never result in Subpart F
income, whether or not the activities occur in a country where the
gas was extracted or consumed, and whether or not the CFC takes

"9-
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title to the gas being transported, because these activities do not
produce income which is passive or manipulable. At a minimum, as
noted above the consumption exception should be amended to apply in
the same manner as the extraction exception, i.e., its application
should not be dependent upon whether the CFC takes title to the gas
it is transporting. Moreover, the high-tax exception to foreign
base company income should be amended so that it applies to' foreign
base company oil related income as it does to all other foreign
base company income.

INGAA appreciates the opportunity to provide this
testimony and would be pleased to furnish any information requested
by the Committee.

-10-
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The Investment Company Institute (the "Institute)' submits for the Committee's
consideration the following comments regarding proposals to (1) require sellers of securities to
calculate gains and losses using an average cost basis, (2) increase the penalties under section
6721 for failure to file correct information returns, and (3) modify section 1374 of the Internal
Revenue Code' to require current gain recognition on the conversion of a large C corporation to
an S corporation.

I. Average Cost Basis For Securities

Taxpayers who sell stocks or other securities generally calculate gain or loss on
disposition by either specifically identifying the securities sold (the "specific identification"
method) or treating the shares held longest as sold first (the 'first-in-first-out" or "FIFO"
method). Dispositions of shares in a regulated investment company (RC") also may be
accounted for using either the single-category or double-category average cost basis method.

Under the single-category average cost method, the basis of shares sold is calculated by adding

together the amounts paid for all of the shareholder's investments in the RIC (total cost basis),

subtracting the amount of basis attributable to prior redemptions and dividing the remainder

by the tcal number of shares owned by the shareholder immediately prior to the redemption.'

' The tnvestmnet Company Institute is the national association of the American investment company industry. It,

membership includes 6,226 open-eM investment companies ("mutual funds'), 443 closed-end investment companies

and 10 sponsors of unit investment trusts. Its mutual fund members have assets of about $3.627 tri accounting

for approximately 95% of total industry assets, and have over 59 million individual shareholders.

All references to section are to sections of the Internal Revenue Code.

Treas. Reg. section 1.1012-1(e).
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The President's Fiscal Year 1998 budget includes a proposal which would require
taxpayers to calculate gains and losses on dispositions of substantially identical securities,
including shares of a RIC, using the single-category average cost basis method. The proposal
would apply to securities sold more than 30 days after enactment of the proposal.

Recommendation

The Institute strongly opposes the average cost basis proposal. The proposal would
increase taxes on securities investors, reduce incentives to save, discourage capital investment
and complicate tax calculations.

By eliminating the present law option to specifically identify the securities sold, the
proposal would increase taxes on securities investors. Millions of middle-income investors
saving for retirement and other long-term objectives (such as college tuition for their children)
would be disadvantaged by this proposal. By increasing taxes on investors, the proposal would
reduce incentives to save and discourage capital investment. Moreover, the proposal would
discourage reinvestment in successful companies, but would have no effect on those who
purchase a particular type of security only once.

Requiring use of the average cost basis method also would complicate, rather than
simplify, tax calculations. For example, if a RIC investor purchased shares and reinvested
quarterly dividends for ten years, the investor's cost basis for a single share would not be the
price paid for that share, but would instead be an average of 41 different purchases occurring
over a ten year period. Holding RIC shares for longer time periods and/or purchasing shares
more frequently, such as through a monthly periodic purchase plan or participation in a
monthly dividend reinvestment plan, would increase significantly the complexity of these
calculations

Complexity also would arise from the attribution rules that would be needed to prevent
avoidance of the average cost basis requirement through the use of related persons and
controlled entities. For example, attribution rules would be required to prevent avoidance by
(1) having securities held by the taxpayer's children or other relatives, (2) holding securities in
joint accounts, and (3) establishing separate partnerships, trusts and other entities to hold
securities.

The proposal's effective date, applying to all securities sales more than 30 days after
date of enactment, would retroactively affect in an adverse manner every investor who
purchased securities when the specific identification method of determining cost basis was
permissible. By applying to securities already held as well as shares purchased in the future,
millions of RIC shareholders would be required to perform these detailed and cumbersome
calculations. While many RICs now provide average cost basis information to their
shareholders, they typically do so only for accounts opened after (or shortly before) the

' For example, an investor holding 41 different blocks of shares would compute an average cost basis by
adding together the purchase prices for each of the 41 blocks of shares and dividing by the number of
shares owned. Each additional purchase would require an additional calculation, which would increase
the likelihood of arithmetic error.
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implementation of a system for providing average cost basis Information. The provision of
average cost basis information to new accounts reflects the fact that RICs, as a practical matter,
cannot accurately determine the average cost basis with respect to old accounts (1) from which
shares were redeemed prior to the establishment of the system to calculate average cost basis'
or (2) for which less than all of the cost data is stored in machine-readable format.' In addition,
in many cases a RIC would not be able to provide avera ge cost basis calculations to investors
who acquire shares by gift or inheritance, or to investors who otherwise did not purchase the
securities from the RIC seeking to provide the average cost basis calculations. Thus, it is
erroneous to assume that the necessary average cost basis calculations will be provided to all
RIC investors. Those many investors who do not receive average cost information will be
burdened with new, time consuming mathematical computations.

II. Increased Penalties for Failure to File Correct Information Returns

Badgound

Current law imposes penalties on payers, including RICs, that fail to file with the
Internal Revenue Service ("IRS") correct information returns showing, among other things,
payments of dividends and gross proceeds to shareholders. Specifically, section 6721 imposes
on each payer a penalty of $50 for each return with respect to which a failure occurs, with a
maximum penalty of $250,000. The $50 penalty is reduced to $15 per return for any failure that
is corrected within 30 days of the required filing date and to $30 per return for any failure
corrected by August I of the calendar year in which the required filing date occurs.

The President's Fiscal Year 1998 budget contains a proposal which would increase the
$50-per-return penalty for failure to file correct information returns to the greater of $50 per
return or five percent of the aggregate amount required to be reported correctly but not so
reported. The increased penalty would not apply if the total amount reported for the calendar
year was at least 97 percent of the amount required to be reported.

' In this case, because the RIC does not know which shares the taxpayer claimed on his or her tax return to have
redeemed, the RIC does not know the cost basis of the remaining shares. For example, if a shareholder purchased
100 shares at each of three prices ($10, $11 and $12) and !ater redeemed 100 shares before the average cost program
were implemented, the average cost of the remaining 200 shares would be. (1) $10.50, if the $12 shares had been
redeemed, (2) $11, if the $11 shares had been redeemed or (3) $11-50, if the $10 shares had been redeemed.

' Any data that does not exist on a firm's current computer system (such as because i is stored only on paper or on
paper and old computer tapes incompatible with the current system) would have to be inputted manually into the
new system before cost basis calculations could be performed. Both the time commitment and the likelihood of error
would be significant if manual input were required.

Failures attributable to intentional disregard of the filing requirement are generally subject to a $I00 per failure
penalty that is not eligible for the $50,000 maximum.
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Recommend dation

The Institute opposes the proposal to increase the penalty for failure to file correct
information returns. Information reporting compliance is a matter of serious concern to RICs.
Significant effort is.devoted to providing the IRS and RIC shareholders with timely, accurate
information returns and statements. As a result, a high level of information reporting
compliance is maintained within the industry.

The Internal Revenue Code's information reporting penalty structure was
comprehensively revised by Congress in 1989 to encourage voluntary compliance. Information
reporting penalties are not designed to raise revenues.' The current penalty structure provides
adequate, indeed very powerful, incentives for RICs to promptly correct any errors made.

Il. Conversions of Large C Corporations to S Corporations

Section 1374 generally provides that when a C corporation converts to an S corporation,
the S corporation will be subject to corporate level taxation on the net built-in gain on any asset
that is held at the time of the conversion and sold within 10 years. In Notice 88-19,1988-1 C.B.
486, the IRS announced that regulations implementing repeal of the so-called General Utilities
doctrine would be promulgated under section 337(d) to provide that section 1374 principles,
including section 1374's "10-year rule" for the recognition of built-in gains, would be applied to
C corporations that convert to RIC or real estate investment trust CREW') status.

Notice 88-19 was supplemented by Notice 88-96,1988-2 C.B. 420, which states that the
regulations to be promulgated under section 337(d) will provide a safe harbor from the
recognition of built-in gain in situations in which a RIC fails to qualify under Subchapter M for
one taxable year and subsequently requalifles as a RIC. Specifically, Notice 88-96 provides a
safe harbor for a corporation that (1) immediately prior to qualifying as a RIC was taxed as a C
corporation for not more than one taxable year, and (2) immediately prior to being taxed as a C
corporation was taxed as a RIC for at least one taxable year. The safe harbor does not apply to
assets acquired by a corporation during the C corporation year in a transaction that results in its
basis in the assets being determined by reference to a corporate transferor's basis.

The President's Fiscal Year 1998 budget proposes to repeal section 1374 for large
corporations. For this purpose, a corporation is a large corporation if its stock is valued at more
than five million dollars at the time of the conversion to an S corporation. Thus, a conversion of
a large C corporation to an S corporation would result in gain recognition both to the
converting corporation and its shareholders. The proposal further provides that Notice 88-19
would be revised to provide that the conversion of a large C corporation to a RIC or REIT
would result in the immediate recognition of the corporation's net built-in gain. Thus, the

- in the Conference Report to the 1989 chuges, C"oess recommended to IRS that they "develop a policy statent
emphasiii'g that civil tax penalties exist for the purpose of encouraging voluntary compliance." H.R. Con/. Rep. No.
386,101st Cong., 1st Sess. 661 (1989).
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Notice, if revised as proposed, would no longer permit a large corporation that converts to a

RIC or RE1T to elect to apply rules similar to the 10-year built-in gain recognition rules of

section 1374.

Recommendatio

Because the safe harbor set forth in Notice 88-96 is not based upon the 10-year built-in

gain rules of section 1374, the repeal of section 1374 for a large C corporation should have no

effect on Notice 88-96. The safe harbor is based on the recognition that the imposition of a

significant tax burden on a RIC that requalifies under Subchapter M after failing to qualify for a

single year would be inappropriate. Moreover, the imposition of tax in such a case would fall

directly on the RIC's shareholders, who are typically middle-class investors.

The Institute understands from discussions with the Treasury Department that the

proposed revision to section 1374 and the related change to Notice 88-19 are not intended to

impact the safe harbor provided by Notice 88-96.

Should the Congress adopt this proposal, the Institute recommends that the legislative

history include a statement, such as the following, making it dear that the proposed revision to

section 1374 and the related change to Notice 88-19 would not impact the safe harbor set forth

in Notice 88-96 for RICs that fail to qualify for one taxable year.

This provision is not intended to affect Notice 88-96,1988-2 C.B.

420, which provides that regulations to be promulgated under.

section 337(d) will provide a safe harbor from the built-in gain

recognition rules announced in Notice 88-19,1988-1 C.B. 486, for

situations in which a RIC temporarily fails to qualify under

Subchapter M. Thus, it is intended that the regulations to be

promulgated under section 337(d) will contain the safe harbor
described in Notice 88-96.
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Merrill Lynch is pleased to provide this written statement for the record of the April 17,
1997 hearing of the Committee on Finance on "Revenue Raising Provisions in the
Administration's Fiscal Year 1998 Budget Proposal.'

I. INTRODUCTION

Merrill Lynch believes that a strong, healthy economy will provide for increases in the
standard of living that will benefit all Americans as we enter the challenges of the 21"
Century. Investments in our nations future through capital formation will increase
productivity enabling the economy to grow at a healthy rate. Merrill Lynch is, therefore,
extremely supportive of fiscal policies that raise the United States savings and investment
rates. For this reason, Merrill Lynch has been a strong and vocal advocate of policies
aimed to balance the federal budget. Merrill Lynch applauds the continuing efforts of
this Congress to do so.

While Merrill Lynch applauds the ongoing efforts to balance, the federal budget, it is
unfortunate that many of the tax changes proposed by the Administration in its FY 1998
Budget would raise the costs of capital and discourage capital investment - policies
contradictory to the objective of a balanced budget. The Administration's FY 1998
Budget contains a number of revenue-raising proposals that would raise the cost of
financing new investments in plant, equipment, research, and other job-creating assets.
This will have an adverse effect on the economy.

Merrill Lynch agrees with the comments related by Chairman Bill Archer of the House
Ways & Means Committee to President Clinton when many of these same proposals were
being considered for inclusion in the Administration's FY 1997 Budget. On a broad
basis, Chairman Archer stated that he is "deeply troubled and believe(s) that the impact of
your plan is fundamentally anti-business, anti-growth and... further concerned that the
manner in which you have arrived at these proposals appears to be based on how much
revenue you can raise from tax increases rather than how to iwpruov the current tax code
based on sound policy changes." See, Letter from Chairman Bill Archer to President
Clinton (dated December 11, 1995). Chairman Archer Also stated that:

"you have proposed numerous new tax increases on business which reflect anti-
business bias that I fear will diminish capital formation, economic growth, and job

-creation. For example, I don't understand why you would want to exacerbate the
current problem of multiple taxation of corporate income by reducing the
intercorporate dividends received deduction and denying legitimate business
interest deductions .... it will not only be America's businesses that pay the tab;
hard-working, middle income Americans whose nest-eggs are invested in the
stock market will pay for these tax hikes."

The U.S. enjoys the world's broadest and most dynamic capital markets. These markets
allow businesses to access the capital needed for growth, while providing investment
vehicles individuals can rely on to secure their own futures. Our preeminent capital
markets have long created a competitive advantage for the United States, helping our
nation play its leading role in the global economy.

Merrill Lynch is seriously concerned about the damage the Administration's proposals
could cause to the capital-raising activities of American business and the investments
these companies are making for future growth. Merrill Lynch believes these proposals
are anti-investment and anti-capital formation. If enacted, they would increase the cost
of capital for American companies, thereby harming investment activities and job growth.

Merrill Lynch also cnoorses th. moments sulmitteJ to the Committee on the"e provisions Ly the
Securities lnustry Asocition an iA -, BonJ Market Association.
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Unfortunately, the Administration's proposals would serve to limit the financing
alternatives available to businesses, harming both industry and the individuals who invest
in these products. Merrill Lynch believes this move by the Administration to curtail the
creation of new financial options runs directly counter to the long-run interests of our
economy and our country.

While Merrill Lynch is opposed to all such proposals in the Administration's FY 1998
Budget,2 our comments in this written statement will be limited to the proposals that:

* Defer original issue discount deduction on convertible debt. This proposal
would place additional restrictions on the use of hybrid preferred instruments
and convertible original issue discount C'OlD") bonds and would defer the
deduction for OlD and interest on convertible debt until payment in cash
(conversion into the stock of the issuer or a related party would not be treated
as a "payment" of accrued OID);

4 Deny interest deductions on certain debt Instruments. Under this proposal,
no deduction would be allowed for interest or OID on a corporate debt
instrument that either (i) has a maturity of more than 40 years; (ii) has a
maturity of more than 15 years and is not shown as indebtedness on the
balance sheet of the issuer (including certain "trust preferred" instruments); or
(iii) is payable in stock of the issuer or a related party, including an instrument
that is mandatorily convertible or convertible at the issuer's option into stock.

* Limit the dividends-received deduction ("DRD"). This proposal would
reduce the DRD from 70% to 50% for corporations with limited corporate
holdings; modify the holding period for the DRD deduction; and deny the
DRD for preferred stock with certain non-stock characteristics.

Hereinafter these proposals will be referred to as the "Administration's proposals."

To be clear, these proposals are not "loopholes" or "corporate welfare." They are
fundamental changes in the tax law that will increase taxes on savings and investment.
They do little more than penalize middle-class Americans who try to save through their
retirement plans and mutual funds. Rather than being a hit to Wall Street, as some claim,
these proposals are a tax on Main Street - a tax on those who use capital to create jobs all
across America and on millions of middle-class individual savers and investors.

It is unfortunate that the Treasury has chosen to characterize these proposals as
"unwarranted corporate tax subsidies" and "tax loopholes." The fact is, the existing tax
debt/equity rules in issue here have been carefully reviewed - some for decades - by
Treasury and Internal Revenue Service ("IRS') officials, and have been deemed to be
sound tax policy by the courts. Far from being "unwarranted" or "tax loopholes," the
transactions in issue are based on well established rules and are undertaken by a wide
range of the most innovative, respected, and tax compliant manufacturing and service
companies in the U.S. economy, who collectively employ millions of American workers.

Merrill Lynch urges Congress to get past misleading "labels" and weigh the proposals
against long standing tax policy. Under such analysis, these proposals will be exposed
for what they really are - nothing more than tax increases on Americans.

Merrill Lynch believes that these proposals are ill-advised, for four primary reasons:

They Will Increase The Cost of Capital, Undermining Savings. Investments, and
Economic Growth. While Treasury officials have stated their tax proposals will
primarily affect the financial sector, this is simply not so. In reality, the burden will

2 Other anti-business, anti-growth proposals incluCle the Mori Trust proposal, the "short-against-the-box'

proposal, " the arage cost 6si. propoa. here is no inference of support for proposals not mentioneJ

in this written statement.
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fall on issuers of, and investors in, these securities - that is, American businesses and
individuals. Without any persuasive policy justification, the Administration's
proposals would force companies to abandon efficient and cost-effective means of

financing now available and turn to higher-cost alternatives, and thus, limit
productive investment. Efficient markets and productive investment are cornerstones
to economic growth.

" They Violate Established Tax Policy Rules. These proposals are nothing more than
ad hoc tax increases that violate established rules of tax policy. In some cases, the
proposals discard tax symmetry and deny interest deductions on issuers of debt
instruments, while forcing holders of such instruments to include the same interest in
income. In other cases, the proposals look to regulatory or financial statement rules to

characterize an instrument for tax purposes - but only when it raises revenues. In
addition, the Administration substitutes its unsubstantiated opinion of how an
instrumentis "viewed," even though such opinion is contradictory to all available
facts and circumstances. Disregarding well-established tax rules for the treatment of
debt and equity only when there is a need to raise revenue is a dangerous and slippery
slope that can lead to harmful tax policy consequences.

" They Will Disrupt Caital Markets. Arbitrary and capricious tax law changes have

a chilling effect on business investment and capital formation. Indeed, the
Administration's proposals have already caused significant disruption in capital-
raising activities, as companies reevaluate their options.

" They Will Fail to Generate Promised Revenue. The Administration's proposals are
unlikely to raisc, the promised revenue, and could even lose revenue. Treasury's
revenue estimates appear to assume that the elimination of the tax advantage of
certain forms of debt would cause companies to issue equity instead. To the contrary,

most companies would likely move to other forms of debt issuance - ones that carry
higher coupons and therefore involve higher interest deductions for the issuer.

At a time when the private sector and the federal government should join to pursue ways

to strength the U.S. economy, the Administration has proposed tax law changes that
would weaken the economy by disrupting capital-raising activities across the country.

Merrill Lynch strongly urges the Administration and Congress to set aside these

proposals. Looking forward, Merrill Lynch would be delighted to participate in full and

open discussions on the Administration's proposals, so that their ramifications can be
explored in depth.

The following are detailed responses and reaction to three of the Administration's
proposals that would directly affect capital-raising and investment activities in the U.S.

I1. PRPOSAL TO DEFER OID DEDUCTION ON CONVERTIBLE DEBT

The Administration's FY 1998 Budget contains proposals that would defer the deduction

for original issue discount C'OID") until payment and deny an interest deduction if the

instrument i's converted to the stock of the issuer or a related party. These proposed

changes to fuidamental tax policy rules relating to debt and equity come under two

separate (but related) proposals.

One proposal, among other things, defers OID on convertible debt. The only stated

"Reasons for Change" relating specifically to this proposal is contained in the Treasury

Department's "General Explanations of the Administration's Revenue Proposals"

(February 1997):

"In many cases, the issuance of convertible debt with OlD is viewed by market
particilats As a de facto purchase of acuity."
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A related Administration proposal to deny interest deductions on certain debt instruments
is discussed in more detail in Section I1, below. The "Reasons of Change" cited with
respect to this proposal are as follows:

"The line between debt and equity is uncertain- and it has proved difficult to
formulate general rules to classify an instrument as debt or equity for all purposes
or to bifurcate an instrument into its debt and equity components. While the IRS
has taken the position that rome purportedly debt instruments with substantial
equity features should be treated as equity, other instruments have not been
specifically addressed. Taxpavers have exploited this lack of guidance by, among
other things, issuing instruments that have substantial equity features (including
many non-tax benefits of equity), but as to which they claim interest deductions.
In many cases, these instruments have been issued in exchange for outstanding
preferred stock."

The Treasury Department goes on to say that the proposal would "not affect typical
convertible debt" - apparently suggesting that typical convertible debt is viewed
somehow as more like debt than other convertible instruments ( instruments with
OID).

Merrill Lynch strongly opposes the Administration's proposal to defer or eliminate
deductions for OID on Original Issue Discount Convertible Debentures ("OIDCDs") for a
number of reasons more fully described below. To summarize:

* The Treasury's conclusion that the marketplace treats OIDCD as de facto equity is
demonstrably false and inconsistent with clearly observable facts;

# In an attempt to draw a distinction between OIDCDs and traditional convertible debt,
treasury misstates current law with regard to the deduction of accrued but unpaid
interest on traditional convertible debentures;

+ The proposal ignores established authority that treats OIDCDs as debt, including
guidance from the IRS in the form of a private letter ruling;

# The proposed elimination of deductions for OID paid in stock is at odds with the tax
law's general treatment of expenses paid in stock;

* The proposal would destroy the symmetry between issuers and holders of debt with
OID. This symmetry has been the pillar of tax policy regarding OID. The
Administration offers no rationale for repealing this principle;

# The proposal disregards regulations adopted after nearly a decade of careful study by
the Treasury and the Internal Revenue Service. Consequently, the Administration's
proposal would hastily reverse the results of years of careful study; and

* While billed as a revenue raiser, it is clear that adoption of the Administration's
proposal would in fact reduce tax revenue.

A. Treasury's Conclusion That The Market Treats OIDCD As De Facto
Equity Is Demonstrably False And Inconsistent With Clearly Observable
Facts.

The proposal is based on demonstrably false assumptions about market behavior, which
assumptions are also inconsistent with clearly observable facts. There is no uncertainty in
the marketplace regarding the status of OIDCDs as debt. These securities are booked on
the issuers' balance sheets as debt, are viewed as debt by the credit rating agencies, and
are treated as debt for many other legal purposes, including priority in bankruptcies. In
addition, zero coupon convertile debentures are typically sold to risk averse investors
who seek the downside protection afforded by the debentures. Thus, both issuers and
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investors treat convertible bonds with OID as debt, not equity. Accordingly, it is cl
that the market's 'Mew" sunorts the treatment of OIDCD as true debt for tax purposes.

Treasury makes clear that its proposal would not affect "typical" convertible debt on the
grounds that the "typical" convertible debentures are not certain to convert. Because
OIDCDs have been available in the market place in substantial volume for over ten years,
it is possible to compare the conversion experience of so-called "typical" convertible
debentures with the conversion experience of OIDCDs, nearly all of which have been
zero coupon convertible debt. The data shows that "typical" convertible debentures are
much more likely to convert to equity, that is, to be paid off in stock, than zero coupon
convertible debentures.

An analysis of all 90 zero coupon convertible debt securities sold in the public debt
markets since 1985 shows that 48 of those issues have already been retired Of those
48, only 13 were finally paid in stock. The other 35 were paid in cash. The remaining 42
of the 90 issues were still outstanding as of December 31, 1996. If those 42 securities
-were called today, only 12 of them would convert to stock and the other 30 would be paid
in cash. In other words, the conversion features of only 12 of the 42 issues remaining
outstanding were "in the money." Overall, only 28% of the 90 public offerings of zero
coupon convertible debtsecurities have been (or would be if called today) paid in stock.
Thus, in only 28% of the OIDCD issuances has the conversion feature ultimately
controlled.

On the other hand, an analysis of 605 domestic issues of "typical" convertible debt retired
since 1985 shows just the opposite result. Seventy-five percent (75%) of these offerings
converted to the issuer's common stock. In light of the historical data, Treasury's
statement that "the proposal would not affect typical convertible debt" because of the
uncertainty of the conversion is completely at odds with the proposed treatment of
OIDCDs.

The Treasury's proposal is clearly without demonstrable logic. It makes no sense to say
that an instrument that has a 28% probability of converting into common stock is "viewed
by market participants as a de facto purchase of equity," and therefore, the deduction for
OID on that instrument should be deferred (or denied), while an instrument that has a
75% probability of conversion should be treated for tax purposes as debt.4 In Treasury's
defense, officials admit to not having this data when the original proposal was developed.
We would be happy to provide this data, and any other relevant information, to the
Administration and Congress.

B. Proposal Misstates Current Law

The Treasury's statement of "Current Law" contained in the "General Explanation of the
Administration's Revenue Proposals" (February 1997) misstates the law regarding
interest that is accrued but unpaid at the time of the conversion. The Treasury suggests
that the law regarding "typical" convertible debt is different from the law for convertible
debt with OID. This is clearly not the case. Both the Treasury's own regulations and
case law require that stated interest on a convertible bond be treated the same as OlD
without regard to whether the bondholder converts.

When the Treasury finalized the general OID regulations in January, 1994 (T.D. 8517),
the Treasury also finalized Treasury Regulations section 1.446-2 dealing with the method
of accounting for the interest. The regulations state:

"Qualified stated interest (as defined in section 1.1273-1(c )) accrues ratably over
the accrual period (or periods) to which it is attributable and accrues at the stated
rate for the period (or periods). See, Treas. Reg. Section 1.446-2(b).

3 AnY@U "'o Docerntor 31, 1996.
O Given this alt., own if one acoepteJ the Treasury's asertion that proIbasity of converuc'n in some way

govmed ppropriate tax treatment, the propo"ul "olously a&jresseo the wrong ovrti]Ue ecaurty.
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All interest on a debt obligation that is not OID is "qualified stated interest." Treasury
regulations define "qualified stated interest" under Treas. Reg. Section 1.1273-1(c ) as
follows:

(i) In general, qualified stated interest is stated interest that is unconditionally
payable in cash or in property ... or that will be constructively received under
section 451, at least annually at a single fixed rate...

(ii) Unconditionally payable... For puposcs of determining whether interest is
unconditionally payable. the possibility of a nonpayment due to default,
insolvency or similar circumstances, or due to the exercise of a conversion option
described in section 1272-1(e) is ignored. This applies to debt instruments issued
on or after August 13, 1996 (emphasis added).

Thus, according to the Treasury's own regulations, fixed interest on a convertible bond is
deductible as it accrues without regard to the exercise of a conversion option. The
Treasury's suggestion to the contrary in the description of the Administration's proposal
contradicts the Treasury's own recently published regulations.

In addition, case law from the pre-daily accrual era established that whether interest or
OlD that is accrued but unpaid at the time an instrument converts is an allowable
deduction depends on the wording of the indenture. In Bethlehem Steel Corporation v.
United States, 434 F.2nd 1357 (Ct. Cl. 1971), the Court of Claims interpreted the
indenture setting forth the terms of convertible bonds and ruled that the borrower did not
owe interest if the bond converted between interest payment dates. The Court merely
interpreted the indenture language and concluded that no deduction for accrued but
unpaid interest was allowed because no interest was owing pursuant to the indenture.
The Court stated that if the indenture had provided that interest was accrued and owing,
and that part of the stock issued on conversion paid that accrued interest, a deduction
would have been allowed. The indentures controlling all of the public issues of zero
coupon convertible debt were written to comply with the Bethlehem Steel court's opinion
and thus, the indentures for all of these offerings provide that if the debentures convert,
part of the stock issued on conversion is issued in consideration for accrued but unpaid
OID.

Thus, there is no tax law principle that requires a difference between "typical" convertible
bonds and zero coupon convertible deductions. The only difference is a matter of
indenture provisions and that difference has been overridden by the Treasury's own
regulations.

C. Proposal Ignores Established Authority That Treats OIDCDs As
Debt, Including Guidance From The IRS In The Form Of A Private Letter
Ruling.

Under current law, well-established authority treats OIDCDs as debt for tax purposes,
including guidance from the IRS in the form of a private letter ruling. The IRS has
formally reviewed all the issues concerning OIDCDs and issued a private letter ruling

confirming that the issuer of such securities may deduct OID as it accrues. See, PLR
9211047 (December 18, 1991). Obviously rather than having not "exploited [a] lack of

guidance"' from the IRS, issuers of OIDCDs hrve relied on official IRS guidance in the
form of a private letter ruling. That the IRS issued a ruling on this topic confirms that
OIDCDs do not exploit any ambiguity between debt and equity. If any such ambiguity
existed the IRS would not have issued its ruling.

See, Treasury'. "Rearo for Cnmg ge'crtibeJ Alo on page 5.
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D. Proposal Is Inconsistent With The Fundamental Principle That
Payment In Stock Is Equivalent To Payment In Cash.

We would now like to focus not on the timing of the deduction but on the portion of the
Administration's proposal that would deny the issuer a deduction for accrued OID if
ultimately paid in stock. The proposal is inconsistent with the general policy of the tax

law that treats a payment in stock the same as a payment in cash. A corporation that
issues stock to purchase an asset gets a basis in that asset equal to the fair market value of

the stock issued. There is no difference between stock and cash. A corporation that
issues stock to pay rent, interest or any other deductible item may take a deduction for the
item paid just as if it had paid in cash.

- More precisely on point, the 1982 Tax Act added section 108(eXlO)' to repeal case law

that allowed a corporate issuer to escape cancellation of indebtedness income if the issuer

retired corporate debt with stock worth less than the principal amount of the corporate
debt being retired. The policy of that change was to make a payment with stock
equivalent to a payment with cash. Section 108(eXlO) clearly defines the tax result of
retiring debt for stock. As long as the market value on the stock issued exceeds the
amortized value of the debt retired, there is no cancellation of indebtedness income. The

Administration's proposal to treat payment of accrued OlD on convertible debt
differently if the payment is made with stock rather than cash is inconsistent with the
fundamental rule that payment with stock is the same as payment with cash. The
Administration's proposal would create an inconsistency without any reasoned basis.

E. Treasury's Proposal Removes The Long Established Principle Of Tax

Symmetry Betveen Issuers And Holders Of Debt With OlD.

As discussed above, the current law is clear that an issuer of a convertible debenture with
OID is allowed to deduct that OID as it accrues. The Service's private letter ruling, cited

above, confirms this result. It is important to note that the OID rules were originally

enacted to ensure proper timing and symmetry between income recognition and tax

deductions for tax purposes. Proposals that disrupt this symmetry violate this
fundamental goal of tax law.

The Administration's proposal reverses the policy of symmetry between issuers and

holders of OID obligations. Since 1969, when the tax law first addressed the treatment of

OID, the fundamental policy of the tax law has been that holders should report OID

income at the same time that the issuer takes a deduction. The Administration's proposal

removes this symmetry for convertibledebt with OID. Not only would the holders report

taxable income before the issuer takes a deduction, but if the debt is converted, the

holders would have already reported OlD income and the issuer would never have an

offsetting deduction. The Administration does not offer any justification for this
unfairness.

F. Treasury's Proposal Is An Arbitrary Attempt To Reverse Tax Policies
That Were Adopted After Nearly A Decade Of Careful Study.

The manner in which this legislative proposal was offered is a significant reason to doubt

the wisdom of enacting a rule to defer or deny deductions for OlD on convertible

debentures. When the Treasury issued proposed regulations interpreting 1982 and 1984

changes in the Internal Revenue Code regarding OlD, the Treasury asked for comments

from the public regarding whether special treatment was necessary for convertible

debentures. $W 51 Federal Register 12022 (April 18, 1986).

This issue was studied by the Internal Revenue Service and the Treasury through the

Reagan, Bush and Clinton Administrations. Comments from the public were studied and

hearings were held by the current administration on February 16, 1993. When the current

Treasury Department adopted final OlD regulations in January of 1994, the final

6 All section zeferences are, to the Interni Rewnue Code of 1986, " arne
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regulations did not exclude convertible debentures from the general OlD rules. After
nearly nine years of study under three Administrations and after opportunity for public
comment, the Treasury decided that it was not appropriate to provide special treatment
for OlD relating to convertible debentures. Merrill Lynch suggests that it is not wise
policy to reverse, in the heat of budget negotiations and without opportunity for hearings
or study, a tax policy that Treasury had adopted after nearly a decade of study.

G. Proposal Regarding OID Convertible Debentures Would Reduce Tax
Revenue.

While billed as a "revenue raiser," adoption of the Administration's proposal with respect
to OIDCDs would in fact reduce tax revenue for the following reasons:

" Issuers of OIDCDs view them as a debt security with an increasing strike price option
imbedded to achieve a lower interest rate. This a priori view is supported by the
historical analysis of OIDCDs indicating that over Meh have been, or if called would
be, paid off in cash.

" If OIDCDs were no longer economically viable, issuers would issue straight debt.

" Straight debt rates are typically 200 to 300 basis points higher than comparable rates.
Therefore, issuers' interest deductions would be significantly greater.-

* According to the Federal Reserve Board data, at June 30, 1995 over 608/o of straight
corporate debt is held by tax deferred accounts versus less that 30% of OIDCDs held
by such accounts.

Consequently, the empirical data suggests that if OIDCDs are not viable, issuers will
issue straight debt with higher interest rates being deducted by issuers and paid to a
significantly less taxed holder base. The Administration's proposal would therefore
reduce tax revenue while at the same time interfering with the efficient operation of the
capital markets.

Giving full consideration to the above data, Merrill Lynch believe rejection of the
proposal with respect to OIDCDs is warranted and the reasons for doing so compelling.

Ill. -PROPOSAL TO DENY INTEREST DEDUCTIONS ON CERTAIN DEBT
INSTRUMENTS

The Administration has proposed denying interest deductions on certain debt instruments
that have a maturity of longer than 40 years, or a maturity of longer than 15 years where
the instruments are not characterized as debt in an issuer's financial statements (including
"trust preferred" instruments, TOPrS, etc.). The Administration's reasons for this
proposal are cited in Section II, above.

A. Debt with Maturity Over 40 Years

The Administration has proposed to deny interest deductibility on any debt obligation
with a weighted average maturity of over 40 years. Merrill Lynch believes this is bad tax
policy. With regard to any financial instrument, it is wrong to base the deductibility of
interest on an arbitrary maturity limit. Indeed, the Administration's proposal represents a
significant departure from existing IRS rules and practices regarding the classification of
debt and equity. Currently, in distinguishing between the two, a facts and circumstances
test should apply. In applying this test, the IRS considers the following factors:

* A reasonable maturity date;
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" Whether there is an unconditional promise on the part of the issuer to pay a sum
certain on demand or at a fixed maturity date that is in the reasonably foreseeable
future;

" Whether holders of the instruments possess the right to enforce the payment of
principal and interest in the event of a default;

" Whether the rights of the holders of the instruments are subordinate to rights of
general creditors;

" Whether the instruments give the holders the right to participate in the management of
the issuer;

* Whether the issuer is thinly capitalized;
* Whether there is identity between holders of the instruments and stockholders of the

issuer,
* The label placed upon the instruments by the parties; and
* Whether the instruments are intended to be treated as debt or equity for non-tax

purposes.

On all but the first of these attributes, it is immediately obvious that debt obligations with
maturities over 40 years enjoy exactly the same features as other debt instruments. On
the remaining attribute - a reasonable maturity date - it has been well established that a
debt obligation with a maturity over 40 years will be deemed to possess a "reasonable
maturity date" if the issuer's business is expected to continue for the period the obligation
remains outstandirig. In-dditi0-, re-hpubli- fferifigisof deT-bliations with
maturities greater than 40 years were priced to provide investors with a debt return, not an
equity return. The fact is that investors view these instruments as possessing the
characteristics of debt - including the attributes of a reasonable maturity date. Is there
any reason whatsoever why a 41 year instrument with the same terms and conditions as a
39 year instrument should be afforded different treatment for tax purposes? What if the
39 year debt was issued by a credit risky start-up company and the 41 year debt was
issued by a financially secure publicly traded company? Does focusing solely on the
length of maturity make any sense?

Finally, if this proposal were adopted, Merrill Lynch believes most issuers would simply
shift to long-term debt with a maturity under 40 years - not to equity. This seems to be
contrary to the assumptions underlying Treasury's "scoring" of this proposal. Given that
issuers would respond to this proposal by continuing to issue debt - and therefore deduct
coupon payments - Merrill Lynch believe it is unlikely that there will be an increase in
revenue to the U.S. Treasury resulting from this proposal.

B. Deny Deductibility on Other Debt Obligations

The Administration has also proposed to deny interest deductibility on obligations with a
maturity greater than 15 years, which arc not shown as indebtedness on the issuer's
balance sheet. This proposal appears to be aimed at eliminating the interest deductibility
of innovative new financial instruments, such as Monthly Income Preferred Securities
(MIPS) and Trust-Originated Preferred Securities (TOPrS).

Merrill Lynch believes that a careful analysis of these instruments reveals that they
possess all of the critical attributes of debt listed above. Indeed, tie Administration's
proposal does not rely on any of these attributes to curtail the interest deductibility of
these instruments.

Application of a facts and circumstances test that applies the factors relied on by the IRS,
as described above, establishes that these instruments possess all the critical attributes of
debt. First, they have a definite term to maturity. In cautioning against unreasonably
long maturities in Notice 94-47,' the IRS indicated that the reasonableness of an
instrument's term (including that of a relending obligation or similar arrangement) is
determined under a facts and circumstances test, including the issuer's ability to satisfy

7 Signlficsntly, Notice 94-47 was puUILieJ in response to tlhe issuance of instruments now referred to as

MIPS.
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the instrument. In this regard, MIPS, TOPrS and other similar instruments are issued by
well-established companies that are likely to remain in business throughout the term of
the obligation. Second, investors have full creditor rights upon default, ,ad default can
force an issuer into bankruptcy or liquidation. If interest is deferred, investors must
impute interest income as is the case with other debt instruments, but not with equity.
Third, these instruments are priced to give investors a debt return, not an equity return.
Lastly, although subordinated, these instruments are secured and senior to equity.

Rather then using the same facts and circumstances test that they have applied in the past,
the Administration has focused on the fact that MIPS, TOPrS, and similar products are
not typically shown as debt on a company's balance sheet. The reality is, financial
accounting treatment of these instruments has never before been the overriding factor
regarding their tax treatment. Nor should it be.

TOPrS are a case in point. A company utilizing these instruments issues debt obligations
to a trust which, in turn, issues trust securities (i&.. TOPrS) to investors. The transaction
is structured in this way to improve the attractiveness of the securities to the public.
Because these debt obligations are issued through a trust, TOPrS are not shown on the
issuers' balance sheet as debt, although the status of the obligations as indebtedness is
clearly disclosed in a footnote to the company's balance sheet. The. obligations are,
however, shown as a non-debt liability.

The balance-sheet characterization of TOPrS - or MIPS - as a non-debt liability does not
alter the conclusion that the underlying debt securities possess all the critical attributes of
debt for tax purposes. This is clearly illustrated by the facts that:

9 Investors in these instruments are the legal owners of an undivided interest in the
underlying debt obligations, and they enjoy all the legal rights and economic benefits
as if they had purchased the debt obligations directly from the issuer rather than
certificates from the trust.

* Issuers of these securities - despite their ability to extend an interest payment period

for up to five years - have an absolute obligation to pay interest and principal at
maturity.

Moreover, treatment for regulatory or financial accounting purposes should not be the
sole source for determining treatment of an instrument for tax purposes. In fact, by so
doing, tax policy would become subject to the whims of other agencies who establish
rules for fundamentally different reasons. Relying on accounting rules as the basis for
how a particular instrument is taxed would effectively grant tax policy authority to the
Financial Accounting Standards Board C'FASB") and the Securities Exchaige
Commission C'SEC').

The concerns of credit agencies, FASB and the SEC are very different from the concerns

that should drive the federal tax system. Rating agencies, FASB and the SEC are focused

on determining the likelihood of the issuer defaulting; while the IRS normally concerns

itself with distinguishing debt from equity based on whether the instrument has a return
which represents a participation in the profits and risks of the business enterprise. Given

the different objectives of the tax system, and other agencies, the labels attached by the

latter should have no bearing on tax classification.

In fact, many times rating agencies disagree as to the proper label for an instrument.

Importantly, the National Association of Insurance Commissioners ("NAIC") has

recently classified TOPrS, MIPS and other similar instruments as qualifying as bonds for

statutory accounting by insurance companies. The NAIC expressed the view that there

was "no discernible difference" between capital securities (including MIPS) and other

types of debt.
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The Administration's budget itself is internally inconsistent and contradictory with
respect to following non-tax regulatory and financial treatment. In this instance, the
Administration's budget forces taxpayers to follow the treatment of regulators. Whereas,
in other parts of the Administration's budget, taxpayers are specifically prohibited from
following regulatory and financial accounting treatment for tax purposes (see, budget
proposals relating to inventory method changes).

With regard to the Administration's proposals, it is also crucial to recognize that no other
major industrialized country has adopted such restrictive and arbitrary limitations on
interest deductibility. Our global competitors instead look to the rights of a holder of an
instrument under corporate law to determine its categorization for tax purposes. If
enacted, the proposal would restrict financial flexibility of U.S. corporations. Ironically,
under this proposal, foreign issuers would be allowed to access the U.S. capital markets
with instruments (such as long-dated or perpetual debt) far more desirable to both issuers
and investors - exploiting the vacuum created in part by this proposal.

Examples of the competitive disadvantage American companies face due to tax law
restrictions on interest deductibility is increasing. Recently, Merrill Lynch completed a
uniquely structured convertible offering for a foreign bank that involved tax deductible,
perpetual debt securities that can be converted to noncumulative preferred stock by the
foreign bank. This transaction was attractive to the foreign issuer but not widely
available to U.S. issuers because of the current and proposed restrictions on interest
deductibility. Enactment of additional tax restrictions will only further disadvantage U.S.
companies seeking to raise capital in the global marketplace.

Contrary to Treasury's revenue projections, Merrill Lynch also believes this proposal will
fail to raise revenue. Issuers that are impacted by the proposed legislation will either
choose to issue MIPS- or TOPrS-like securities with a maturity of I5 years or less, or
they will maintain the 15+ year maturity of the instruments and issue them directly to
investors, rather than through a partnership or trust. Either way, the Administration's
proposal will ultimately fail to reduce the amount of interest issuers deduct, and it will
therefore, be unlikely to raise tax revenue.

Merrill Lynch firmly believes that MIPS, TOPrS, and other similar instruments are debt
obligations, not equity, and they should be taxed as such regardless of their treatment for
regulatory and financial accounting purposes.

IV. PROPOSAL TO REDUCE THE DRD, MODIFY THE DRD HOLDING
PERIOD. AND ELIMINATE THE DRD ON CERTAIN LIMITED
PREFERRED STOCK.

The Administration has proposed to: (I) reduce the DRD from 70% to 50% for
corporations owning less than a 20%/o interest in the stock of another corporation; (2)
modify the holding period for the DRD; and (3) eliminate the DRD for dividends on
certain limited-term preferred stock.

It has long been recognized that the "double taxation" of dividends under The U.S. tax
system tends to limit savings, investment, and growth in our economy. The DRD was
designed to mitigate this multiple taxation, by excluding some dividends from taxation at
the corporate level.

Unfortunately, the Administration's proposal to reduce the DRD, modify the DRiD
holding period, and eliminate the DRD on certain stock would significantly undermine
this policy. In the process, it would further increase the cost of equity capital and
negatively affect capital formation. Indeed, the Administration's proposal would boost
the effective tax rate on inter-corporate dividends by 67%. Ultimately, the burden of the
resultant triple taxation will be borne by the individual investor at a maximum effective
overall tax rate of 67.6%.
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From an economic standpoint, Merrill Lynch believes that in addition to exacerbating
multiple taxation of corporate income, the Administration's proposal are troubling for a
number of reasons and would have a number of distinct negative impacts:

* Dampen Economic Growth. If the DRD reduction were enacted, issuers would
react to the potentially higher cost of capital by: lowering capital expenditures,
reducing working capital, moving capital raising and employment offshore, and
otherwise slowing investments in future growth. In particular, American banks,
which are dependent on the preferred stock market to raise regulatory core capital,
wouJd see a significant increase in their cost of capital and, hence, may slow their
business-loan generation efforts.

* Limit Competitiveness of U.S. Business. The reduction in the DRD would also
further disadvantage U.S. corporations in raising equity vis-A-vis our foreign
competitors, especially in the UK, France, and Germany. In these countries,
governments have adopted a single level of corporate taxation as a goal, and inter-
corporate dividends are largely or completely tax free. As long as American firms
compete in the global economy under the weight of a double- or triple-taxation
regime, they will remain at a distinct competitive disadvantage.

* Discriminate Against Particular Business Sectors and Structures. The
Administration's proposal may have a disproportionate impact on taxpayers in certain
industries, such as the financial and public utility industries, that must meet certain
capital requirements. Certain types of business structures also stand to be particularly
affected. Personal holding companies, for example, are required to distribute their
income on an annual basis (or pay a substantial penalty tax) and thus do not .iave the
option to retain income to lessen the impact of multiple levels of taxation.

" Companies Should Not Be Penalized for Minimizing Risk of Loss. As a result of
the Administration's proposal, the prudent operation of corporate liability and risk
management programs could result in disallowance of the DRD. Faced with loss of
the DRD, companies may well choose to curtail these risk management programs.

" No Tax Abuse. In describing the DRD proposal, the Administration suggests that
some taxpayers may be able to take advantage of the 70% deduction in a way that
"undermines the separate corporate income tax." Io the extent Treasury can
demonstrate that the deduction may be subject to misuse, targeted anti-avoidance
rules can be provided. The indiscriminate approach of arbitrarily cutting back on the
DRD goes beyond addressing inappropriate transactions and unnecessarily penalizes
legitimate corporate investment activity.

" The Justification for the DRD Proposal is Unconvincing. The Administration
argues that the current 70% DRD "is too generous." Since Congress already has
addressed (in the "Omnibus Reconciliation Act of 1987") the argument that an 80%
deduction was "too generous," and responded by reducing the deduction to 70%, it is
hard to see why only 10 years later the same deduction could again be considered
"too generous."

The Administration's proposal to modify the DRD holding period is a change that Merrill
Lynch believes would impair trading-market liquidity. Currently, investors have to be "at
risk" (Lq, unhedged) for 46 days on their equity portfolio securities to qualify for the
DRD. Given the volatility of the equity markets, the risk inherent in a 46-day holding
period is already significant. The proposal to have a "rolling" holding period requirement
with respect to every dividend payment date is unwarranted and will cause disruption for
dealers attempting to provide liquidity in the equity markets.

While the overall revenue impact of the DRD proposal may be positive, Merrill Lynch
believes the revenue gains, particularly with respect to the elimination of the DRD on
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certain limited-term preferred stock, will not be nearly as large as projected, due to
anticipated changes in the behavior of preferred-stock issuers and investors.

* Issuers of Preferred Stock. Reducing the DRD will increase the cost of preferred-
stock financing and cause U.S. corporations to issue debt instead of preferred stock
because of interest deductibility. This overall increase in deductible interest would
result in a net revenue loss to Treasury.

* Secondary Market for Preferred Stocki Currently, the market for outstanding
preferred stock is divided into two segments:

(1) A $15 billion to $20 billion variable-rate preferred stock market where
dividends are set via Dutch auctions. The dividend rate on these securities
will necessarily increase to adjust for the lover DRD, and may cause some of
these issuers to call these preferred securities at par and replace them with
debt. This will result in a revenue loss to Treasury.

(2) A $45 billion to $55 billion fixed-rate preferred stock market where the
issuing corporations cannot immediately call the securities. Retail investors,
who comprise 80% of this market cannot utilize the DRD and therefore pay
full taxes on dividends. Hence, there will be no meaningful revenue gains to
Treasury from this market segment.

This proposal may also create losses for individual investors. Institutions, which own
approximately 206 of all fixed-rate preferred stock, may sell their holdings given the-
increased taxation. Individual investors will bear the brunt of any price decline, because
they currently account for about 80% of the fixed-rate preferred market. These capital
losses, when taken, will offset any capital gains and result in a revenue loss to Treasury.

At a time when U.S. tax policy should be moving toward fewer instances of "double
taxation," Merrill Lynch believes it would be a mistake to reduce the DRD, modify the
DRD holding period, or eliminate the DRD on certain limited-term preferred stock. Any
such action will make "Iriple taxation" even more pronounced in, and burdensome on,
our economy.

V. CONCLUSION

Bosed on the discussion set forth above, Congress should reject the Administration's
proposals out of hand. These proposals which include the denial or deferral of legitimate
interest deductions and the reduction, modification, and elimination of the DRD are
nothing more than tax increases which raise the cost of financing new investments, plant,
equipment, research, and other job-creating assets. These tax increases hurt the ability of
American companies to compete against foreign counterparts and are born by the millions
of middle-class Americans who try to work and save through their retirement plans and
mutual fund investments. These impediments to investment and savings would hurt
America's economic growth and continued leadership in the global economy.

Moreover, from a tax policy perspective, the Administration's proposals are ill-advised,
arbitrary and capricious tax law changes that have a chilling effect on business
investment and capital formation. Indeed, the Administration's proposals are nothing
more than adhoc tax increases that violate established rules of tax policy. In some cases,
the proposals discard tax symmetry and deny interest deductions on issuers of certain
debt instruments, while forcing holders of such instruments to include the same interest in
income. In other cases, the proposals look to regulatory or financial statement rules to
characterize an instrument for tax purposes - but only when it raises revenues. In
addition, the Administration substitutes its unsubstantiated opinion of how an instrument
is "viewed," even though such opinion is contradictory to all available facts and
circumstances. Disregarding well-established tax rules for the treatment of debt and
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equity only when there is a need to raise revenue is a dangerous and slippery slope that
can lead to harmful tax policy consequences.

The Administration's proposals also are unlikely to raise the promised revenue, and could
even lose revenue. Treasury's revenue estimates appear to assume that the elimination of
the tax advantage of certain forms of debt would cause companies to issue equity instead.
To the contrary, most companies would likely move to other forms of debt issuance -
ones that carry higher coupons and therefore involve higher interest deductions for the
issuer.

Far from being "unwarranted" or "tax loopholes," the transactions in issue are based on
well established rules and are undertaken by a wide range of the most innovative,
respected, and tax compliant manufacturing and service companies in the U.S. economy,
who collectively employ millions of American workers.

Merrill Lynch urges Congress to get past misleading "labels" and weigh the proposals
against long standing tax policy. Under such analysis, these proposals will be exposed
for what they really are - nothing more than tax increases on Americans.

For dil the reasons stated above, the Administration's proposals should be rejected in toto.
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Monsanto, Co. is pleased to provide this written statement for the record of the
April 17, 1997 hearing of the Committee on Finance on "Revenue Raising Provisions in
the Administration's Fiscal Year 1998 Budget Proposal."

I. PAC. CR GROUND

Monsanto, Co. ("Monsanto") is a Delaware corporation engaged in a number of
businesses that are principally involved in manufacturing and sales of four product lines -
crop and lawn protection, performance chemicals, fibers, and food ingredients. This is
coupled with Monsanto's leadership position in the biotechnology arena. In addition,
Monsanto is involved in the pharmaceutical inditstry through its wholly owned
subsidiary, G.D. Searle, a man-ifacturer and seller of a variety of ethical drugs. Monsanto
is a major exporter of"U.S. made" products. With about 40%,. of its sales occurring
outside the United States, Monsanto is an important participant in the Global economy.
Some of Monsanto's leading products are Roundup (an agricultural herbicide),
NutraSweet (a sweetener), and Ambien (a pharmaceutical product).

In 1996, Monsanto decided to "spin-off" its chemical business (fibers and
performance chemicals) and to focus on its "Life Science" business (agricultural, food
ingredients and pharmaceuticals). The spin-off was approved by Monsanto's Board of
Directors and publicly announced on December 6, 1996. Monsanto submitted a ruling
request to the Internal Revenue Service CIRS") on December 20, 1996. Pending
approval by the IRS, Monsanto expects to complete the "spin-off' sometime in the late
summer of 1997. Substantial resources in the form of time and money have been and will
continue to be expended to complete all necessary steps to accomplish the "spin-off."

II. -CURRENT LAW - IRC SECTION 355' "SPIN-OFFS"

Under section 355 of current law, a corporation which distributes stock in

a controlled corporation to its shareholders is not required to recognize gain on the
distribution (or "spin-off"), provided certain requirements are met. To be tax-free, the
distributing company must distribute stock representing at least an 80% interest in the
controlled subsidiary; both the distributing company and the controlled subsidiary must
be engaged in an active five-year old business following the stock distribution; and there
must be a valid business purpose for the "spin-off."

Unless otherwise noted, section references are to the Internal Revenue Code of 1986, as amended.



The reason no gain is recognized is that all of the assets remain in "corporate

-solution." The distribution or "spin-off' of the controlled corporation is simply a

reorganization of the companies, and not a sale of stock.

A company is considered to have entered'into a Morris Trus? transaction, if

following a "spin-off," the company engages in a pre-arranged merger or reorganization
of either the distributing company or the "spun-off' controlled subsidiary. A Morris
Trust transaction simply combines two tax-free transactions ( a tax-free "spin-off'
followed by a tax-free merger or reorganization). For over 30 years, the courts and the

IRS have upheld tax-free treatment for "spin-offs" which were followed by pre-arranged

mergers or reorganizations of the distributing company, consistent with the theory that

capital gains tax should not be imposed on assets that have not left "corporate solution."3

i1. SUMMARY OF ADMINISTRATION'S MORRIS TRUST PROPOSAL

One of the revenue raising provisions in the Administration's FY 1998 Budget

proposal is a provision which would adopt additional restrictions on nonrecognition of

gain on certain distributions of controlled corporation stock (the "Morris' Fu
proposal").

The Administration's FY 1998 proposal is effective for distributions after the date

of "first committee action." Importantly, this year's proposal does not provide "transition

relief' for taxpayers who are complying with current law and who will not be able to

complete their transaction by the date of "first committee action." A similar Morris Trust

proposal was contained in the FY 1997 Budget plan proposed by the Administration last

year. However, last year's proposal did contain reasonable transition relief for

transactions which were either: (1) made pursuant to a binding written contract, (2)

described in an IRS ruling request, or (3) described in a public announcement or SEC

filing.

The Administration's Morris Trust proposal would overturn 30 years of tax law

and deny tax-free treatment onlegitimate "spin-offs," unless the shareholders of the

distributing corporation hold stock representing at least 50 % of the vote and value of

both the distributing corporation and the "spun-off' corporation for a 4 year period

beginning 2 years prior to the "spin-off' 2 years before and 2 years after the "spin-

off'). Accordingly, any change in stock ownership of 5011 or more, even if as a result of

a subsequent tax-free transaction ( a merger or acquisition), could trigger a new tax.

An exception is provided if the change in stock ownership is not related to the
"spin-off," meaning not pursuant to a "common plan or arrangement" that includes the
"spin-off." The Administration proposal goes on to state that a subsequent friendly

acquisition transaction "will generally be considered related to the distribution ("spin-

off') if it is pursuant to an agreement negotiated (in whole or in part) prior to the

distribution ("spin-off')."

The practical effect is that if there is a 50% or greater change in stock ownership

(resulting from a tax-free merger or reorganization of either the distributing or controlled

corporation) within a 4 year period surrounding the "spin-off," the transaction will be

subject to unwarranted IRS scrutiny as to whether a "common plan or arrangement"

existed at the time the stock of the "spun-off' corporation was distributed to shareholders.

3 The term Morris Dust comes from a tax case, Commissioner v, Morris Trust. 367 F.2d 794 (4 Cir.
1966) whkh found a spin-off to be tax-free even though there was a pre-arranged merger and
reorganization of the distributing company following the spin-off.
I See, Rev. RuL 68-603, 1968-2 C.B. 148 (upholding the Morris Trust case); Rev. Rul. 76-527, 1976-2
C.B. 103 (upholding a "reverse Morris Tar transaction where the spun-off subsidiary was a party to a
subsoquet reorganization); and Rev. Proc. 96-30 (which recognizes the valid business purpose of a Morris
Trus transaction). Note that Rev. Proc. 96-30 wus issued after the Administration first Introduced a Morris
Trust Budget proposal.
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Moreover, if the subsequent tax-free transaction is a friendly acquisition, the
subjective test to be administered by the IRS is whether or not the acquisition was
"pursuant to an agreement negotiated (in whole or in part)" prior to the "spin-off." The
Administration's proposal does not clarify the scope of what is meant by "negotiated (in
whole or in part)." Existing case law and administrative guidance also give no direction
for interpreting this critical phrase.

The stated reason for this fundamental change in tax policy is contained in
Treasury's "General Explanations of the Administration's Revenue Proposals" (February
1997) which states:

"Corporate nonrecognition under section 355 should not apply to distributions
that are effectively dispositions of business."

Acting Assistant Secretary Donald C. Lubick clarified to some extent the intended
goal of the proposal as "prevent[ing] tax-free disguised sales of businesses."

IV. ECONOMIC AND TAX POLICY CONCERNS WITH PROPOSAL

The Administration's Morris Trust proposal would reverse long-standing tax
policy regarding treatment of tax-free reorganizations and impose another layer of capital
gains tax on legitimate corporate restructuring transactions. Fundamentally, the proposal
is anti-business and anti-growth.

1. Inconsistent With Efforts To Lower Tax On Capital Gains And Tax
Reform

At a time when Congress is considering a reduction in the capital gains tax, it
would be inconsistent and counterproductive to adopt a proposal which adds yet another
layer of tax to the current system. Further, imposing a "double or triple" level of tax on
corporate earnings would be the antithesis of tax integration and fundamental tax reform.

One of the fundamental goals of tax reform is to integrate the corporate and
individual tax systems so that income is not taxed twice (L, once when the corporation
earns the money and again when those earnings are distributed to individual
shareholders). Any proposal that increases the "double' taxation of corporate income
cannot be considered sound tax policy.

2. The Proposal Is Misguided and Undermines U.S. Competitiveness

With a constantly changing regulatory and corporate environment, pressures exist
for many corporations to become more efficient and profitable by restructuring,
combining or separating businesses and assets. Many industries, including the chemical,
pharmaceutical, high-tech and communications industries have faced the challenge of
rearranging businesses and assets in corporate solution. The Administration's Morris
Trust proposal would impinge on these efforts by forcing companies to either maintain
inefficient business structures or risk incurring another layer of tax.

Business inefficiencies and multiple layers of tax raise the cost of capital for
corporations and impede investment in plant, equipment and jobs. Overall it damages
America's economic and job growth. In addition, multiple levels of taxation hurt our
global competitiveness and undermine efforts to reduce burdens on U.S. companies
competing in international markets.

4 Statement of Donald C. Lubick, Acting Assistant Secretary (Tax Policy), Department of the Treasury,
Hearing on the Education and Training Tax Provisions of the Administration's Fiscal Year 1998 Budget
Proposal, House Ways & Means Committee (March 5, 1997).
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3. The Proposal Is Overly Broad

Many corporations spend great amounts of time and effort considering a variety of

ways to improve their business structures. Some of these actions are seen through to

completion wHi!k others involve many "starts" and "stops." Some of the activities are
"pre-arranged," while o',thers take time to fully develop. Froin a tax policy perspective,

whether a series of independent tax-free transaction :take place back-to-'ack should not

change the results of what ze each iegitin.!e tsx-free restructuring arrangements.

If the intent of the Administration is to attack abusive "disguised sales" of

businesses, the proposal is overly broad. The proposal goes well beyond addressing any

specific anecdotal abuses which may occur as a result of so-called "debt stuffing," in

which companies have used the traditional Morris Trust format to restructure, but have

allocated a disproportionate share of debt to one of the entities in the process. The

Administration's proposal is not targeted to such situations, but rather applies to all

Morris Trust transactions that occur pursuant to a "common plan or arrangement" or that

may be "negotiated (in whole or in part)" before the "spin-off." If there is a perceived

abuse with "debt stuffing" transactions, the legislation should target that abuse and not

apply to all Morris Trust situations.

Further, by disallowing back-to-back tax-free transactions ( a tax-free "spin-

off" followed by a tax-free reorganization) using a subjective test to determine whether a
"common plan or arrangement" existed at the time of the "spin-oft will result in

uncertainty and confusion. Under such a test, any taxpayer which engages in a "spin-off'

will face continuous, unwarranted scrutiny by the IRS if within 2 years the taxpayer (or

the "spun-off' corporation) enters into another legitimate tax-free transaction. This

intrusive scrutiny will exist even if there was never a thought about a subsequent

restructuring at the time of the "spin-off." The taxpayer in any case will still have to

spend time and money proving that there was never a "common plan or arrangement" to

enter into the subsequent transaction at the time of the "spin-off." This needlessly

imposes additional costs and burdens on U.S. taxpayers.

More disturbing is the issue of whether of not a subsequent tax-free friendly

acquisition resulted from an "arrangement negotiated (in whole or in part)" prior to the
"spin-off." With no guidance in the proposal or under current law as to what is meant by
"negotiated (in whole or in part)," taxpayers are left in the dark and subject to

unwarranted IRS scrutiny of legitimate tax-free transactions. If the proposal moves

forward these subjective tests must be further clarified and narrowed.

4. Potential Revenue Is Not Worth The Costs

Finally, if these transactions are subjected to a new layer of tax many of the

reorganizations will simply not take place. Not only will Treasury not recognize the

estimated revenue, but any revenue collected will be at the cost of burdening the efficient

reorganizing of many industries.

In sum, the proposal as drafted is anti-business, anti-growth, misguided, overly

broad, and will result in a tax increase on legitimate corporate transactions.

V. PROPOSAL DOES NOT PROVIDE TRANSITION RELIEF

The most disturbing aspect of the Administration's Morris Trust proposal is its

failure to provide any "transition relief" for taxpayers who are fully complying with

current law. The failure to provide such relief either would result in a retroactive tax

i ncr on affected corporations or would force such corporations to forego transactions

which would be very disruptive to the marketplace.

Many taxpayers are incurring substantial transactional costs and are dutifully

relying on current law as they enter into restructuring arrangements. To retroactively tax
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such taxpayers who have fully complied and detrimentally relied on current law would be
fundamentally unfair and inconsistent with the goals of the tax legislative process.

I

Monsanto agrees with sentiments by some Members of Congress expressing
concern that several of the new proposals from the Administration still have "retroactive
effective dates or retroactive impact." We firmly believe that any fundamental change in
tax policy should not be made on a retroactive basis.

Finally, the proposed effective date of "first committee bz-tion" with no "transition
relief' is extremely arbitrary and capricious. Taxpayers who entered into binding written
contracts long before the date the proposal was first announced can be affected, while
other taxpayers who have yet to enter into a transaction may not be affected.

Should the Congress move forward with a Morris Trust type proposal, Monsanto
strongly urges that it provide transition relief which will fairly treat taxpayers who have
detrimentally relied on and are complying with current law. The transition relief should
be at least as broad as that which was provided in the Administration's FY 1997 Budget
plan and cover taxpayers who have either: (1) entered into a binding written contract, (2)
submitted a ruling request to the IRS, or (3) made a public announcement or SEC filing.

VI. CONCLUSION

Monsanto opposes the Morris Trust proposal contained in the Administration's
FY 1998 Budget plan. The proposal is anti-business, anti-growth, misguided, overly
broad, and will result in a tax increase on legitimate r-.rporate transactions. It also
contains unworkable subjective tests ( the determination of what is meant by
"negotiated (in whole or in part)") which would cause uncertainty and confusion.

Moreover, the failure of the Administration to provide "transition relief' either
would result in a retroactive tax increase on affected corporations or would force such
corporations to forego transactions which would be very disruptive to the marketplace.

Should the Congress move forward with a Morris Trus-type proposal, Monsanto
strongly urges that it provide transition relief which will fairly treat taxpayers who have
detrimentally relied on and are complying with current law. The transition relief should
be at least as broad as that which was provided in the Administration's FY 1997 Budget
plan and cover taxpayers who have either: (1) entered into a binding written contract, (2)
submitted a ruling request to the IRS, or (3) made a public announcement or SEC filing.
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Comments
or

The National Association of Independent Insurers
on

Revenue Provisions of the President's 1997 Budget Proposal
to the

Senate Committee on Finance

May 2, 1997

The National Association of Independent Insurers (NAIl) is a trade association representing 555

property and casualty insurance companies. The NAil was founded 50 years ago on the principles

of open competition and pricing flexibility in the insurance industry. Our members range in size

from the very largest national writers to the smallest one state writers. Among our members are

mutual and stock companies and reciprocal exchanges. Their marketing strategies range from -

providing the widest range of insurance products to those specializing in a relatively few product

lines. NAIl members account for one third of all property-casualty insurance premiums written in

the United States.

On behalf of our members companies we respectfully submit the following comments on the

revenue provisions of the President's 1998 budget.

Dividends Received Deduction

Current law provides corporations with a deduction equal to 70 percent of the dividends they

receive from corporations in which they own less than 20 percent of the stock by vote and value.'

The dividends recuved deduction is designed to mitigate the double and triple taxation on

corporate earnings. The President proposes to reduce the dividends received deduction available

to 50 percent. NAIl strongly opposes such a reduction.

The property-casualty insurance industry invests its assets primarily in bonds and securities. A far

higher proportion of the assets of property and casualty insurers are held in these investments than

are held by nonfinancial corporations. In 1995, 12.9 percent of the property-casualty industry's

$765.2 billion assets were held in marketable securities; $10.6 billion in preferred stocks and

$87.9 billion in common stock Reducing the dividends received deduction would result in a 66.7

percent tax increase on these investments, severely impacting insurers and policyholders.

A reduction in the dividends received deduction raises the effective tax rate on dividends, raising

the cost of capital and further disadvantaging U.S. equity investment. Market experts estimate

that reducing the deduction from 70 to 50 percent would result in price declines of one and one

Internal Revenue Code J,243
BeA's AgUrWtes and Averases - tyooed-CasuatN AM. Best Company, 1996, p. 2
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half to seven percent for preferred stocks.' For industries, such as property-casualty insurance,
this increased tax expense will significantly depreciate the market value of their portfolios
resulting in a corresponding decrease in surplus, thus iniriring the capacity of the U.S. insurance
industry to support existing and new business.

It can be argued that even the current taxation of dividends is a contentious tax area because it
represents a punitive system that taxes the same income multiple times. In addition to its punitive
nature, the current system also places U.S. investment at a distinct disadvantage. Many of our
trading partners have a 100 percent dividends received deduction, thus providing international
competitors with an advantage in raising capital in the U.S. market. The President's proposal
would also exacerbate these problems.

Extension of Interest Deduction Disallowance

Current law disallows a deduction for interest on debt incurred or continued to purchase or carry
tax-exempt bonds.4 In general, a deduction is disallowed only when indebtedness is directly
related to tax-exempt obligations. Taxpayers may establish the purpose of the interest either by
direct or circumstantial evidence. Direct evidence exists when the proceeds of indebtedness are
directly traceable to the purchase of tax-exempt obligations or when the tax-exempt instruments
are used as collateral. In the absence of direct evidence, a deduction is disallowed only when the
totality of the facts and circumstances establishes a sufficiently direct relationship between the
tax-exempt instruments and the indebtedness. Financial institutions, however, are subject to
allocation of their interest expense. Interest deductions for financial institutions are disallowed in
the same proportion as the average basis of their tax-exempt obligations bear to the average basis
of all their assets. '

President Clinton proposes to extend the financial institutions rule to all corporations, other than
insurance companies. Under current law, the deduction for losses incurred by property and
casualty companies is reduced by 15 percent of the company's tax-exempt interest and the
deductible portion of dividends received. If the committee accepts the President's proposal, it is
imperative that the exemption for insurers be retained. Property and casualty insurers are already
penalized in this regard by proration, which requires the inclusion of at least a portion of
tax-exempt interest in their regular tax base and in their alternative minimum tax base under the
adjusted current earnings rule. Requiring property and casualty insurers to use the proportional
method rule would eliminate practically any remaining incentive for these companies to invest in
tax-exempt bonds. The property and casualty insurance industry currently invests considerable
sums in state and local tax-exempt bonds, however, application of the proportional method rule
would severely diminish these investments, robbing state and local governments of a valuable
source of funding.

Flahe ty an Crurnine, hIt., Dec. 1995
Internal Revenue Code 1,265
Internal Revenue Code I 265(bX2)
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Penalty for Failure to File Correct Information Returns

Businesses are required by law to file an informational report with the Internal Revenue Service
for each service provider to whom it makes payments which in aggregate total $600 or more per
year.' These reports must include the name, address and taxpayer identification number of the
service provider, as well as the amount of the payments.

Under current law, taxpayers who fail to timely file correct information returns, such as a Form
1099, are subject to a penalty of up to $50 per return, up to $250,000 during any calendar year.
Maximum penalties for companies with average taxable incomes of less than $5 million for the
previous three years are reduced to $100,000.1 President Clinton proposes to increase the
maximum penalty for failure to file information returns to the greater of $50 per return or five
percent of the amount required to be reported. The yearly maximum penalties would remain the
same. In cases where businesses correctly report in aggregate 97 percent of the aggregate amount
required to be reported, the penalty would remain $50 per return. NAIl opposes this provision.

Increased reporting penalties would be particularly burdensome and costly for property-casualty
insurers. Property-casualty companies make tens of millions of payments each year on behalf of
policyholders to third-party service providers, such as auto repair shops, towing services,
construction companies, doctors, and hospitals. Typically, the insurer has no role in selecting the
service provider or control over the information provided by the third-party. Insurance personnel
generally do not contract with the service provider. In fact, some states prohibit insurers from
requiring claimants to utilize a specific service provider. The first notice the insurer has of the
arrangement is often the receipt of an invoice from the service provider. Such arrangements make

it extremely difficult for insurers to obtain timely and accurate taxpayer information. Nevertheless,
the President's proposal would punish an insurer for an inaccurate report that occurs through no
fault of its own.

The provision would also be particularly onerous for property-casualty insurers who face
extensive state requirements to assure timely payment of claims. The Unfair Claim Practice Laws

of most states require that insurers attempt in good faith to make prompt payment of insurance

claims. Individual states often impose specific payment deadlines, such as California which

requires that payments for auto repairs be made within 10 days from the receipt of the invoice.

Several states, including Florida, Kentucky and Louisiana, impose penalties or interest on insurers

if payments are not made within specified time periods following a proof of loss.' Insurance
companies face the almost insurmountable task of acquiring information from third-parties with

which they often have no contractual arrangement in a very compressed period of time. The

President's proposal would unfairly penalize property-casualty insurers for errors which they did

not intend and cannot avoid.

Internal Revenue Code f 6041 and 6041A
Intenal Revenue Code # 6723
Calibmnia Insurance Code 9 560
Florida Insurance Code § 627.4265
Kentucky Insurance Coda 9 304.12-235
Louisiana InmurA Code 1 22458
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Net Operating Lois Carryback

Taxpayers are permitted under current law to carryback a net operating loss (NOL) for three
years and carryforward for 15 years." The President proposes to reduce the carryback period for
NOLs arising in tax years beginning alter the date of enactment to one year and extend the
carryforward period to 20 years. NAIl strongly opposes this proposal.

The NOL carryback enables taxpayers to spread the effects of losses and to properly reflect the
effects of activities on taxable income. The ability to spread the effects of loss is particularly
important for the property-casualty industry. Property-casualty insurers often experience losses
which are directly related to activities in prior taxable years. Claims, particularly liability, relating
to coverage written and premiums collected in a taxable year are often not paid until several years
later. The NOL carryback provision allows property-casualty companies to more accurately
reflect income and spread the effect of such losses to profitable years.

In recent years, the property-casualty industry has suffered enormous catastrophic losses. In terms
of inflation-adjusted losses, seven of the eight most severe U.S. catastrophes have occurred since
1989. In fact, the industry experienced over $67 billion in catastrophic losses from
1989-1995-more than 50 percent greater than the losses of the entire 1980s." The catastrophic
losses of the past seven years represent approximately 30 percent of the industry's collective
surplus, and the industry is examining many alternatives to try to deal with this issue. The
likelihood of more devastating losses in the future is very real--increasing the potential for
significant loss periods. There is a 25 percent chance that the property-casualty industry could
experience losses exceeding $10 billion in any given year and a 20 percent chance that single year
catastrophic losses could top $50 billion during any ten-year period."

A reduction in the NOL canyback period would hamper the ability of the industry to respond to
such disasters by eliminating a significant mechanism for capital restoration. The recovery of taxes
previously paid and the ability to spread tax liability to profitable years allow the industry to
weather catastrophic losses by providing a needed infusion of capital and spreading of risk. The
President's proposal would threaten the capacity of insurers to support existing and new
businesses, reduce availability, and drive up the cost of insurance products.

Reporting of Payments to Attorneys

Current !rw requires that amounts in excess of $600 per calendar year paid to non-corporate
attorneys be reported on Form 1099-Misc. However, payments made jointly to an attorney and
claimant by an insurer are exempted from the reporting requirement unless the insurer knows the
amount of the payment that will be retained by the attorney.'4 President Clinton's budget proposes

I nternal Revenue Code I 172(bXIXA) & (B)
Lighting Candles in the Wind, Coiiing & Co,, litford, 1994. p. 29

' Catasroo Risk: A National A is or Fadhqiake, Fire Follo~ing Earthauake. and Hurrcane Losses to the Insurance
indtry Risk Management Sowios. Inc. and ISO, 1995, p.8

" Internal Revenue Code 1.6041(i)
M4 intemal Revenue Regulations I 1.6041-1(d)



252

that the gross amount of payments made to attorneys by a trade or business in the course oi]tbat

trade or business be reported on Form 1099-B. Under the proposal, payments would be subject to

reporting regardless of whether or not the attorney is the exclusive payee.

Pursuant to settlements, insurance companies make numerous payments to claimants through

attorneys, a portion of which represents attorney fees. The Joint Committee on Taxation

description of the proposal dearly contemplates the situation in which an insurer makes

simultaneous payments to an attorney - one representing the attorney's fee and one representing

the settlement with the client." In this instance, under the President's proposal, the payment

representing attorney's fees would be reported while the remaining amounts would be excluded

under Sections 6041 or 6045: However, industry practice is to issue a joint check to the plaintiff

and counsel. In almost no instances do insurers issue separate checks. In fact, once an attorney

letter is posted to a claim file a lien obligation is created and the insurer is obligated to issue

payment to the attorney of record and claimant. As such, under the proposal, insurance companies

would be required to issue 1099-Bs reflecting the gross amount of the settlement to claimants

represented by counsel. Insurers would also be required to secure taxpayer identification numbers

(TINs) for each attorney included in a payment. In cases where they are not able to obtain a

proper TIN, insurers could be required to subject payments to backup withholding.

Although, the proposal clearly contemplates reporting of gross proceeds, it is unclear what

amount would be subject to backup withholding. Attorney compensation is the result of a

contractual agreement negotiated between the claimant and his or her representative. Insurance

companies are not privy to such information and have no way to ascertain what portion of the

settlement payment will be retained by the attorney. In such instances, the insurance company

would be placed in the untenable position of trying to determine on what amount to calculate

backup withholding or of withholding on the entire amount when clearly not all of the settlement

will be retained by counsel.

The President's attorney reporting proposal would create costly new compliance burdens for the

insurance industry and potentially place insurers in violation of state unfair claim practices laws,

while yielding little additional useful information to the Internal Revenue Service. The property

and casualty insurance industry processes tens of millions of claims per year, a large portion of

which involve attorney representation. For example, the Insurance Research Council found in a

1994 study that for bodily'injury claims Alabama had the least number of claims represented by an

attorney at 27 percent, while in Maryland over 74 percent of the claims involved an attorney."

Even in the best case scenario of a state like Alabama where a typical insurance company may

process over 150,000 claims per year, an individual insurance company would be required to issue

40,500 new 1099-Bs per year. And that number only represents one property and casualty

insurance in one state. For the industry this provision will require the issuance of millions of new

1099-Bs. As with any business, issuing 1099s is a costly endeavor for the insurance industry. The

expenses associated with obtaining taxpayer identification information, data and processing time,

and mailing can cost a property and casualty company a minimum of $5 to $10 per 1099.

" Joint Committee on Taxation Staff Descip ad An-lyis of Revenue RaisingfPovisio
m

s in President Clinton's FY

199s Budget Proposal, J S-10-97, April 16 1997
Snrance Research Council -"Auto Injurie C laiming Behavior an Its Impact on Ins

i rance Coss 1994. p 56
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Compliance costs alone could easily top $ 10 million per year for the property-casualty insurance
industry - more than the entire seven year revene projection for the provision - and result in
increased insurance premiums for consumers.

Despite the enormous compliance cost associated with the provision, these expenses may well be
the least of the problems created for the insurance industry by this provision. The property and
casualty insurance industry is regulated at the state level and companies are subject to the unfair
claims practice lawi of each individual state. As previously noted, most state laws require
companies to make full and complete payment within a specific time period following settlement
or judgment of a claim." Companies may be required to remit payment in as little as five, but
generally not more than 30, days: If Congress adopts the President's attorney reporting
requirement, insurers would be forced to attempt to obtain taxpayer identification information
within the applicable time period for remitting payment. If an insurer is unable to validate the TIN
within the requisite time, the company is faced with the prospect of issuing payment subject to
backup withholding or being in violation of state law mandating prompt payment - neither of
which is an attractive or even viable option.

State insurance laws further provide that insurers who do not make full and complete payment
within the specified time are subject to monetary penalties, interest on the overdue amount, and
reasonable attorney fees associated with the collection of such expenses. "in cases where the
insurer may be forced to delay payment while attempting to obtain taxpayer identification
information, the insurer could be liable under state law for interest on the amount of the
settlement. If the insurer chose to make prompt payment and withhold, the company could be
liable for interest on the underpayment amount. In either instance, the claimant would have the
right to take the insurer to court to force payment, subjecting the company to penalties, court
costs and additional attorney fees.

NAIl strongly opposes adoption of this provision which would require the submission of millions
of new 1099s, impose enormous compliance costs, and place property and casualty companies in
potential violation of state unfair claim practice laws. As Congress seeks to reduce the paperwork
burdens imposed by government regulations, it seems ironic that it would consider adopting such
a costly and burdensome provision which is projected to add only a minimal amount to the federal
treasury over the next seven years and it unlikely to provide the IRS with useful additional
information.

Determination of Basis of Substantially Identical Securities on an Average Cost Basis

Under current law, taxpayers who dispose of a portion of their holdings of stocks or bonds are
permitted to identify the securities disposed of for purposes of recognizing gain or loss on the sale
and determining whether the gain or loss is treated as a long-term gain or loss. If the stock or
bond disposed of cannot be adequately identified, the taxpayer is generally deemed to have

" For example: Florida n rance Cod 1627.4265; Kentucky nAsurance Code 1304.12-23; Louisiana insurance Code
22:658

" For example: Louisiana Insurance Code 122 655(BX I)

6

46-039 98-9
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disposed of the securities in the order of acquisition. The President proposes to require that in the
case of substantially identical securities the basis of the securities would be determined on a

average basis. For purposes of computing holding period, taxpayers would be deemed to have

disposed of the securities first acquired. The proposal would apply to stocks; partnerships or

beneficial interests in widely held or publicly traded partnerships; notes, bonds, debentures, or

other evidence of indebtedness; and certain interest rate, currency or equity notational principal

contracts. NAII opposes the use of average cost basis.

Property-casualty insurers would be severely impacted by this proposed change. As previously

noted, the property-casualty insurance industry invests its assets primarily in bonds and securities.

The property-casualty insurance industry in 1995 held $98.5 billion in common and preferred

stocks and over $1 11.5 billion in corporate bonds - 27 percent of the industry's total assets." As

such, the industry maintairs large portfolios and engages in countless sales transactions per year.

The use of average cost basis would require insurers to account for basis in all shares of

substantially identical securities each and every time they choose to sell a number of those shares.

Insurers would be required to create and maintain two sets of records for each and every

investment: one for average cost and one for acquisition date. NAII opposes this provision which

would impose significant compliance and recordkeeping costs and burdens for taxpayers to

address what is essentially the timing aspect of reporting gain or loss from the sales of stocks and
securities.

Superfund Excise Tax and Corporate Environmental Income Tax

The Superfund program was created by Congress is 1980 to ensure cleanup of America's most

hazardous waste sites. Prior to January 1, 1996, the Superfund Trust Fund was supported by

imposition of a 9.7 cent per barrel excise tax on domestic and imported crude and refined

products, an excise tax ranging from 22 cents to $4.87 per ton on certain hazardous chemicals,

and an excise tax on imported substances which use any of the taxed substances in their

manufacture or production.2 In addition, corporations were subject to a. 12 percent tax on the

amount of modified alternative taxable income exceeding $I million." The President proposes to

reinstate the excise taxes effective for the period after enactment of the legislation and before

October 1, 2007 and to reinstate the corporate environmental income tax for taxable years

beginning after December 31, 1996 and before January 1, 2008.

In the last 16 years billions of tax dollars have been collected and spent on Superfund cleanup, yet

very little progress has been made in ridding the nation of toxic waste. Currently, nearly half of

every Superfund dollar goes toward bureaucratic overhead and for legal expenses to settle

disputes between the Environmental Protection Agency and Potentially Responsible Parties

(PRPs) at a given site, between PRPs and their insurance companies, and between PRPs and

others brought into Supedund litigation through third-party lawsuits.

t Best's Aeres.ates and Aveaes - Prort.-Casualtv, A M. Best Company, 1996, p. 2 and 104

N Inlenal Revenue Code §) 4611,4661,4671

" Internal Revenue Code § 59A
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As NAil supports meaningful reform of the Superfund law, we believe extension of the Superdin
excise tax and the corporate environmental income tax should be a part of that reform and should
not be used to offset the cost of a deficit reduction package.

NAIl appreciates the opportunity present our views on the revenue raising provisions in the
President's fiscal year 1998 budget. As the committee reviews the revenue raising provisions, we
recommend that the foregoing proposals be rejected.

Respectfully submitted

Julie Leigh Gackenbach
National Association of Independent Insurers
444 North Capitol Street, N.W.
Suite 801
Washington, D.C. 20001
(202) 639.0473
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STATEMENT ON REVENUE RAISING PROVISIONS IN THE ADMINISTRATION'S
FY 1998 BUDGET PROPOSAL

BY THE NATIONAL ASSOCIATION OF MANUFACTURERS

SUBMITED TO THE COMMITTEE ON FINANCE,
U.S. SENATE

APRIL 17, 1997

I. INTRODUCTION

The National Association of Manufacturers (NAM) wishes to express its appreciation to

the Committee's Chairman, Mr. Roth, for holding a hearing on the revenue raising provisions in

the Administration's FY 1998 budget proposal. The NAM is the nation's oldest and largest

broad-based industrial trade association. Its 14,000 member companies and subsidiaries,

including approximately 10,000 small manufacturers, are in every state and produce about 85

percent of U.S. manufactured goods. Through its member companies and affiliated associations,

the NAM represents every industrial sector and the interests of more than 18 million employees.

The NAM is firmly committed to a balanced federal budget. However, we do not believe

that the Administration's FY 1998 budget proposal appropriately accomplishes that goal.

According to Administration estimates, the Administration's FY 1998 budget proposal contains

approximately $78 billion in tax increases, largely to fund new spending programs. Under the

guise of targeting inappropriate tax benefits, the Administration proposes that more than half of

this revenue be generated from the corporate community, largely the manufacturing sector.

Although the Joint Committee on Taxation (CT) scores these increases at $73 billion, this is still

a significant tax increase. Furthermore, the types of tax increases proposed are anti-growth and

run counter to souad tax policy. They would discourage savings and investment and significantly

raise the cost of capital. Although this is not an exhaustive list, the NAM opposes the following

revenue raising proposals.

II. PROVISIONS RELATING TO SHAREHOLDER-CORPORATION MULTIPLE

TAXATION

A. Dividends-Recelyed Deduction

The dividends-received deduction (DRD) was designed to alleviate the impact of multiple

layers of corporate taxation. Without the DRD, income would be taxed three times: 1) when it is

earned by a corporation; 2) when the income is paid as a dividend to a corporate shareholder, and



257

3) when the income of the receiving corporation is paid as a dividend to an individual
shareholder. The DRD was enacted to provide for full deductibility of intercorporate dividends.

The Administration proposes to lower the corporate DRD from 70 percent to 50 percent.
The NAM believes that the Administration's DRD proposal runs counter to sound tax policy
principles. The proposal would exacerbate the multiple levels of taxation placed on corporate
taxpayers. The proposal would also increase the amount of income subject to triple taxation.
Most U.S. trading partners have adopted a single level of corporate taxation as a goal and provide
some relief from double or triple taxation through corporate integration. Unlike the United
States, other G7 countries generally exclude from tax altogether dividends received by
corporations. Adopting provisions that accentuate the problem of multiple taxation, rather than
ameliorating this problem, would harm the international competitive position of U.S.-based
corporations.

The proposal would also penalize investment by corporations and individuals. Cutting
back on the DRD would increase the cost of equity finan',hig for U.S. corporations, thereby
discouraging new capital investment.

The Administration is not targeting abusive tax situations vrth the DRD proposal. The
Administration has suggested that some taxpayers may be able to take advantage of the 70
percent deduction in a way that "undermines the separate corporate income tax." To the extent
Treasury can demonstrate that the deduction may be subject to misuse, targeted anti-avoidance
rules can be provided. The indiscriminate approach of sharply cutting back on the DRD goes
beyond addressing inappropriate transactions and unnecessarily penalizes legitimate corporate
investment activity. Simply stated-it is very bad tax policy.

The NAM urges the Finance Committee to reject the Administration's proposal to reduce
the DRD. A more appropriate approach would be to reduce or eliminate the multiple taxation of
corporate income, rather than further accentuate the inefficiencies and inequities of the current
corporate tax system.

B. Aversge Cost-Basis for Securities

Under current Treasury regulations, if a taxpayer sells a portion of his holdings in stocks
or bonds, the taxpayer is allowed to identify the securities disposed of for purposes of
determining gain or loss on the disposition. If the stock or bonds sold cannot i e identified, the
taxpayer is generally deemed to have disposed of the securities first acquired. Mutual fund
investors are also allowed to determine the adjusted bases of their shares based on the average
cost of all such shares.

The issue of accounting for capital gains is becoming more important because an
increasing share of the American public now owns stock. Many corporations are using stock
options as part of incentive compensation and pay-for-performance plans. Some large
corporations have substantial employee stock ownership programs. Quite apart from this, many
Americans have independently invested much of their savings in the stock market. It is now
estimated that as much as half the adult population owns stock.
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The Administration's proposal to require cost-basis averaging would raise taxes on
individual investors and result in larger capital gains tax liabilities than under current law. The
United States already has some of the highest capital gains rates in the world, and this proposal
would further heighten such taxes and, consequently, penalize investment. Additionally, the
proposal would greatly complicate calculation of gains and losses by requiring taxpayers to
determine the cost basis for any share of stock by averaging the costs of all "substantially
identical securities." Such a requirement would be particularly problematic for investors who
incrementally invest in securities through reinvestment plans or through employee stock option
plans. The NAM is strongly opposed to the adoption of such a requirement.

III. CORPORATE PROVISIONS

A. Net Operating Loss Carry-Back and Carry-Forward Rules

The current three-year carry-back period for net operating losses (NOLs) has been in
place for nearly 40 years. As Congress has emphasized when previously extending the carry-
back period, the ability to carry losses back rather than forward serves as an effective
counterweight to economic reverses by allowing businesses to recover previously paid taxes
when they need it most in order to carry on business operations.

The Administration's proposal would reduce the carry-back period for NOLs from three
years to one year, and extend the carry-forward period from fifteen to twenty years. The proposal
effectively operates as a tax increase on business activity and kicks in at the worst possible time:
when a company is down due to poor economic conditions.

The Administration's proposal would also extend the total period in which NOLs could
be used. The extension is of virtually no practical significance because a business insufficiently
profitable to use an NOL over a fifteen year carry-forward period is unlikely to turn around in an
additional five years.

By contrast, the reduction in the carry-back period has a real and substantial effect.
Business cycles often extend for three years or more, leaving cyclical businesses in loss positions
for a number of years in succession. Under the Administration's proposal, such businesses will
be left having paid tax on income that has been offset by losses at a time when their financial
resources are least able to handle an incrementai tax burdcu.

The NAM believes there is no credible tax policy justification for shortening the NOL
carry-back period. On the contrary, the considerable revenue generated by this proposal would,

by definition, be a tax on non-existent profits. The practical effect would be to force businesses
to pay tax when they can least afford it. Such a policy would have a negative effect on

employment during economic downturns, thereby hurting workers when they can least afford it.

Furthermore, with a reduced loss carry-back period, companies will be forced to borrow money

for continuing operations and put their credit ratings at risk. This proposal would increase their
cost of capital and further exacerbate the situation.
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The three-year NOL can'y-back period has served its purpose well for nearly 40 years.
The NAM strongly urges that it be retained.

B. Superfund Taxes

Superfumd has historically been funded by three taxes--the corporate environmental tax,
the petroleum excise tax, and the chemical feed stock tax-all of which expired as of December
31, 1995. The Administration's budget proposal would reinstate both the petroleum excise tax
and the chemical feed stock tax at their previous levels from the date of enactment through
September 30,2007. The corporate environmental tax would be reinstated at its previous level
for taxable years beginning after Decemiler 31, 1996 and before January 1, 2008.

Under the proposal, these taxes wcald be used to generate general revenues to balance the
budget. The use of such tax revenues for deficit reduction purposes should be rejected. The
decision whether to re-impose these taxes dedicated to financing Superfimd should instead be
made as part of a comprehensive examination of reforming the entire Superfund program. While
the NAM understands that the Superfund taxes are not technically within the scope of this
hearing, we believe the Administration's proposals in this area represent particularly bad tax
policy.

IV. FOREIGN PROVISIONS

A. Treatment of Fortign Oil and Gas Income and Dual-Capacity Taxpavers

The NAM supports the general principle of restoring a full, effective foreign tax credit to
the Interil Revenue Code. The complexities of current law, particularly the multiplicity of
separate "baskets," should be eliminated, while deferral of U.S. tax on income earned by foreign
subsidiaries should not be further eroded. However, the Administration's budget proposal moves
in the opposite direction with regard to foreign oil and gas income. It would limit use of the
foreign tax credit and repeal deferral of U.S. tax on foreign oil and gas income.

Thi3 selective attack on a single industry's utilization of the foreign tax credit and deferral
is notjustified. U.S.-based oil companies are already at a competitive disadvantage under current
law s-l"e most of their foreign-based competition pay little or no home country tax on foreign oil
and gas income. The proposal increases the risk of foreign oil and gas income being subject to
double taxation, which will severely hinder U.S. oil companies in the global oil ad gas
exploration, production, refining, and marketing arena.

Under the Administration's proposal, so-called "deferral" would be eliminated. That
would result in the current taxation of foreign subsidiary oil and gas income before it is ever
repatriated. All foreign oil and gas income would be treated as "Subpart F' income as defined
under I.R.C. section 904(d). Furthermore under the proposal, in those situations where taxpayers
are subject to a foreign tax and also receive an economic benefit from the foreign country
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(so-called "dual-capacity taxpayers"., such taxpayers would be able to claim a credit for foreign
taxes under I.R.C. section 902 only if the foreign country has a "generally applicable income tax"
that has "substantial application" to all types of taxpayers, and then only up to the level of
taxation that would be imposed under that generally applicable income tax.

The Administration's pfoposaI would further tilt the playing field against the U.S.
petroleum industry's foreign exploration and production efforts, and would increase (or make
prohibitive) the U.S. tax burden on foreign petroleum industry operations. It will not only stymie
new investment in foreign exploration and production projects, but also change the economics of
some past investments. The availability of the foreign tax credit, along with so-called "deferral"
of taxation of foreign subsidiary earnings until repatriation, make up the foundation of U.S.
taxation of foreign source income by alleviating the problem of double taxation. This targeted
Administration proposal, which conflicts with sound tax policy, also is in direct conflict with the
U.S. trade policy of global integration, embraced by both Democratic and Republican
Administrations.

B. Sales Source Rules (Export Source Rule)

The NAM strongly opposes the Administration's proposal to replace the current export
source rule with an activity-based sourcing rule. Since 1922, tax regulations have contained the

export source rule, which allows the income from goods that are manufactured in the U.S. and
sold abroad to be treated as 50 percent U.S. source income and 50 percent foreign source income.
As a result, the export source rule increases the ability of U.S. exporters to utilize foreign tax

credits and thus avoid double taxation of foreign earnings.

The Administration contends that the export source rule is not needed to alleviate double
taxation because of our tax treaty network. We strongly disagree. The U.S. has tax treaties with
fewer than a third of all jurisdictions. More significantly, double taxation is generally caused by
the many restrictions in U.S. tax laws on crediting foreign taxes paid on the international
operations that U.S. companies must have to compete in the global marketplace. Among these
restrictions are the allocation rules for interest and R&D expenses, the many foreign tax credit
"baskets," and the treatment of domestic losses.

By reducing double taxation, the export source rule encourages U.S.-based manufacturing
and exports. A recent Hufbauer/DeRosa study estimates that for the year 1999 alone, the export

source rule will account for an additional S30.8 billion in exports, support 360,000 jobs, and add

S1.7 billion to worker payrolls in the form of export-related wage premiums. (This study is an

analysis of the economic impact of the export source rule, a document submitted as part of Gary

Hufbauer's testimony on March 12, 1997.) The Administration's proposal would essentially

eliminate this WTO-consistent (World Trade Organization) export incentive. Such action would

be harmful to U.S. economic growth and high-paying, export-related jobs. This proposal would

also take away the administrative simplicity of the export source rule and require enormously

complex factual determinations which would add administrative burdens and create

controversies. The NAM strongly urges Congress to retain the current export source rule.
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V. ACCOUNTING PROVISIONS

A. Lower of Cost or Market Inventory Accounting Method

A taxpayer that sells goods in the active conduct of its trade or business generally must
maintain inventory records in order to determine the cost of goods it sold during the taxable
period. Cost of goods sold generally Is determined by adding the taxpayer's inventory at the
beginning of the period to purchases made during the period and subtracting from that sum the
taxpayer's inventory at the end of the period. Because of the difficulty of applying the specific
identification method of accounting, taxpayers often use methods such as "first-in, first-out"
(FIFO) and "last-in, first-out" (LIFO). Taxpayers not using a LIFO method are allowed to
determine the carrying values of their inventories by applying the lower of cost or market (LCM)
method and by writing down the cost of goods that are unsalable at normal prices or unusable in
the normal way because of damage, imperfection or other causes (the "subnormal goods"
method).

The Administration's proposal would repeal the LCM method. The NAM is opposed to
repeal of LCM because, particularly in a time of rapid technological advance, the value of items
accounted for in inventory is often diminished due to external factors. LCM allows this loss of
value to be accounted for in the period in which it occurs. To retain the historic cost basis in
such instances would be both unfair and fail to achieve a proper matching of costs and revenue,
resulting in a failure to clearly reflect income. The NAM strongly urges the retention of the LCM
method.

B. Components of Cost Inventory Accounting Method

Finally, the NAM opposes the Administration's proposal to repeal the Components of
Cost (COC) method used to determine inventory accounting values, typically under "last-in, first-
out" (LIFO) accounting. The COC method has been in use for over 50 years by many
companies, both large and small, chiefly manufacturing firms. Its use predominates in industries
where specialized and customized products are manufactured and where products change to a
high degree from one year to the next. For those companies, the method has been indispensable.
In fact, the American Institute of Certified Public Accountants (AICPA) states that it is the _nix
practical method for a manufacturer with substantial work in process to use.

Absent COC, many manufacturers would be forced to determine their LIFO inventory
using current alternatives such as the inventory price index computation or total product cost.
However, both of these methods are enormously complex and unworkable. Accordingly, the
repeal of COC as proposed by the Administration would effectively force many manufacturers
off LIFO.

Equally troubling to the NAM is the fact that the manufacturers impacted by this repeal
will have to incur exorbitant costs to install and operate a totally new, redundant cost accounting
method for financial reporting and internal management purposes since COC has been deemed
by the AICPA as the preferable method under GAAP and endorsed by the Securities and
Exchange Commission (SEC). For many of our members, the installation cost alone of a new
accounting system would be tens of millions of dollars.
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VI. EFFECTIVE DATES

Certain proposed corporate revenue raising provisions contained in the Administration's

FY 1998 budget proposal would be effective on the date of first committee action, but with no

provision to exclude transactions-in-process [e.g., proposals to treat certain preferred stock as
"boot," to reform the tax treatment of certain corporate stock transfers (section 304), and to

require gain recognition on certain distributions of controlled stock (section 355)). This

obviously creates uncertainty in the business community, and, as former President Lyndon

Johnson stated, "the most damaging thing you can do to any businessman in America is to keep

him in doubt, and to keep him guessing, on what our tax policy Is."

The NAM concurs with the statements made last year by the chairmen of the

congressional tax- writing committees, in connection with the FY 1997 budget proposals, that the

effective dates of any new revenue raising tax proposals should not disrupt market activities and

normal business transactions. In this regard, the completion of many contractually binding

business transactions, predating the first committee action, can be subject to delays or

contingencies, such as shareholder approval or government antitrust or tax clearances.

Nevertheless, these bona fide transactions would fail the Administration's effective date rule if

final closing were to occur after such date even though the transactions were contractually bound

prior to the effective date. This disrupts on-going commercial activities and ultimately amounts

to a retroactive tax increase on pending but ict completed transactions.

The NAM believes it would be highl', inappropriate to adversely impact pending business

transactions in this way. Accordingly, the NAM urges that if Congress adopts any revenue

raisers, whatever effective date it choose (e.g., enactment date, first committee action, etc.), it

should include an exception for pending transactions that are publicly announced, subject to

binding contracts or contingent upon necessary third party approvals.

VH. CONCLUSION

While the NAM fully supports balancing the federal budget and, in fact, believes such

action is necessary to the economic health of the country, we believe that the revenue raisers

discussed above would provide disincentives to savings and investment and raise the cost of

capital for manufacturers. The NAM not only doesn't support these and other tax increases in

the Administration's budget, but we believe that pro-growth policies, such as alternative

minimum tax (AMT) reform, capital gains tax decreases, estate tax repeal, permanent extension

and improvement of the research and experimentation tax credit, and S corporation rate relief,

combined with spending reductions, would stimulate economic growth, leading to both a

healthier overall economy and a balanced budget.
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Revenue Provisions In the President's
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Submitted by Milton Cooper, NAREIT Chair and
Chairman and Chief Executive Officer, Klmco Realty Corporation

April 17, 1997

As requested in Press Release No. 105-71 (April 9. 1997), the
National Association of Real Estate Investment Trusts( ('NAREmT)
respectfully submits these comments in connexion with the Ways and
Means Committee's review of certain revenue provisions presented to the
Ways and Means Committee as part of the President's Fiscal Year 1998
Budget. NAREIT's comments will address the Administration's proposal
to amend section 1374 of the Internal Revenue Code to treat an 'S'
election by a large C corporation as a taxable liquidation of that C
corporation. We appreciate the opportunity to present these comments.

NAREIT represents over 240 real estate investment trusts (known
as "REITs'), about 200 of which trade on the New York Stock Exchange,
the American Stock Exchange, or the National Market System of the
NASDAQ. In addition, NAREIT represents over 1,600 analysts,
Investment bankers, lawyers, accountants, and others that provide
services related to the REIT industry.
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Congress established REITs in 1960 to allow small investors to
obtain the diversification and professional management of capital-
intensive real estate that beforehand were only available to large,
sophisticated investors.1 The market capitalization of publicly traded
REITs has blossomed from under $9 billion at the beginning of 1991 to
about $100 billion today, as hundreds of thousands of small investors
assisted in the recapitalization of portions of America's premier
commercial real estate properties.

This growth in the use of the public equity market as a source of
funds for real estate has played a critical role in solidifying the foundation
of many quality real estate operating companies, as well as improving the
assets of banks, insurance companies and pension plans. It also has
resulted in an opportunity for achieving Congress' goal of providing small
investors with the opportunity to become owners of those properties along
with the best real estate managers in the country.

I. APPLICATION OF SECTION 1374 TO REITs

As the Committee knows, prior to its repeal as part of the Tax
Reform Act of 1986, the holding in an old court case named General
Utilities permitted a C corporation to elect S corporation or REIT status (or
transfer assets to an S corporation or REIT in a carryover basis
transaction) without incurring a corporate-level tax. With the repeal of the
General Utilities doctrine, such transactions argUably would have been
subject to tax but for Congress' enactment of section 1374. Under section
1374, a C corporation making an S corporation election can elect to have
the S corporation pay any tax that otherwise would have been due on the
'built-in gain" of the C corporation's assets, but only if those assets were
sold or otherwise disposed of during a 10-year "recognition period." The
application of the tax upon the disposition of the assets, as opposed to
the election of S status, worked to distinguish legitimate conversions to S
status from those made for purposes of tax avoidance.

In Notice 88-19,1988-1 C.B. 486 (the 'Notice'), the Internal
Revenue Service (the 'IRS') announced that it intended to issue
regulations under section 337(d)(1) that in part would address the
avoidance of the repeal of General Utilities through the use of REITs and
RICs. In addition, the IRS noted that those regulations would permit the

I Congress ensured that REITs operate in that manner by Instituting various ownership
tests comparable to those applied In the Identification of a personal-holding company.
.U I.R.C. sections 856(a)(5) and (a)(6).

4 National Association of Real E&tate Investment Trusts* "I,
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REIT to be subject to rules similar to the principles of section 1374. Thus,
under regulations that have to yet been issued, C corporations would
have the ability to elect REIT status and incur a corporate-level tax only if
the REIT sells assets during the "recognition period.'

In a release issued February 22, 1996, the Department of the
Treasury (the "Treasury Department") announced that it intends to revise
Notice 88-19 to conform to the Administration's proposed amendment to
limit section 1374 to corporations worth less than $5 million, with an
effective date similar to the statutory proposal. This proposal would result
in a double layer of tax: once to the shareholders of the C corporation in
a deemed liquidation and again to the C corporation itself upon such
deemed liquidation. The Administration's 1998 proposal reiterates this
amendment.

Because of the Treasury Department's intent to extend the
proposed amendment of section 1374 to REITs, the remainder of these
comments addresses the proposed amendment as if it applied to both S
corporations and REITs.

II. ARGUMENTS IN SUPPORT OF THE CURRENT APPLICATION
OF SECTION 1374 TO REITS

As stated above, the Administration's proposed amendment would
limit use of the 10-year election to REITs valued at less than $5 million.
NAREIT believes that this proposed amendment would contravene
Congress' original intent regarding the formation of REITs, would be both
inappropriate and unnecessary in light of the statutory requirements
governing REITs, would impede the recapitalization of commercial real
estate, likely would result in lower tax revenues, and ignores the basic
distinction between REITs and partnerships.

A fundamental reason for a continuation of the current rules
regarding a C corporation's decision to elect REIT status is that the
primary rationale for the creation of REITs was to permit small investors to
make investments in real estate without incurring an entity level tax, and
thereby placing those persons in a comparable position to larger
investors. H.R. Rep. No. 2020, 86th Cong., 2d. Sess. (1960).

By placing a toll charge on a C corporation's REIT election, the
proposed amendment would directly contravene this congressional intent,
as C corporations with low tax bases in assets (and therefore a potential

I- National .Asoiation of Real ELtate In% eitment Trusts*
,~ #'.
'- 4~A
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for a large built-in gains tax) would be practically precluded from making a
REIT election. As previously noted, the purpose of the 10-year election
was to continue to allow C corporations to make S corporation and REIT
elections when those elections were supported by non-tax business
reasons (._, access to the public capital markets), while protecting the
Treasury from the use of such entities for tax avoidance.

Additionally, REITs, unlike S corporations, have several
characteristics that support a continuation of the current section 1374
principles. First, there are statutory requirements that make REITs long-
term holders of real estate. The REIT 'thirty-percent gross income test"2

and prohibited transactions tax3 are direct compliments to the 10-year
election mechanism.

Second, while S corporations may have no more than 35
shareholders, a REIT faces no statutory limit on the number of
shareholders it may have, are required to have at least 100 shareholders,
and in fact some REITs have hundreds of thousands of beneficial
shareholders. NAREIT believes that the large number of shareholders in
a REIT and management's responsibility to each of those shareholders
preclude the use of a REIT as a vehicle to be used primarily in the
circumvention of the repeal of General Utilities. Any attempt to benefit a
small number of investors in a C corporation through the conversion of
that corporation to a REIT is impeded by the REIT widely-held ownership
requirements.

In addition, REIT management has a legal and fiduciary
responsibility to determine the timing and reasons for the disposition or
distribution of the entity's assets with the intention of benefiting all
shareholders. Thus, there is no tax avoidance if a REIT sells assets in
the first 10 years, but rather only a deferral.

The consequence of this proposal would be to preclude C
corporations in the business of managing and operating income-
producing real estate from accessing the substantial capital markets
infrastructure comprised of investment banking specialists, analysts, and
investors that has been established for REITs. In addition, other C
corporations that are not primarily in the business of operating
commercial real estate would be precluded from recognizing the value of
those assets by placing them in a professionally managed REIT. And in

2 I.R.C. § 856(c)(4).
3 I.R.C. § 857(b)(6).

National Aksociation of Real Estate lnestment Trusts*
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both such scenarios, the hundreds of thousands of shareholders owning
REIT stock would be denied the opportunity to become owners of quality
commercial real estate assets.

Furthermore, the $5 million dollar threshold that would limit the use
of the current principles of section 1374 is unreasonable for REITs.
While many S corporations are small or engaged in businesses that
require minimal capitalization, REITs as owners of commercial real estate
have significant capital requirements. As previously mentioned, it was
Congress' recognition of the significant capital required to acquire and
operate commercial real estate that led to the creation of the REIT as a
vehicle for small investors to become owner's of such properties. The
capital intensive nature of REIT's makes the $5 million threshold essential
meaningless for REITs.

It should be noted that this proposed amendment is unlikely to
raise any substantial revenue with respect to REITs, and may in fact
result in a loss of revenues. Because of the high cost that would be
associated with making a REIT election if this amendment were to be
enacted, it is unlikely that any C corporations would make the election
and incur the associated double level of tax without the benefit of any
cash to pay the taxes. In addition, by remaining C corporations, those
entities would not be subject to the REIT requirement that they make a
taxable distribution of 95% of their income each tax year. While the REIT
is a singlelevel of tax vehicle, it does result in a level of tax on nearly all
of the REIT's income each year.

Last but far from least, the Administration justifies its de facto
repeal of section 1374 by stating that "[tlhe tax treatment of the
conversion of a C corporation to an S corporation generally should be
consistent with the treatment of its conversion to a partnership."
Regardless of whether this stated reason for change is justifiable for S
corporations, in any event it should not apply to REITs because of the
differences between REITs and partnerships.

Unlike partnerships, REIT cannot (and have never been able) to
pass through losses to its investors. Further, REITs can and do pay
corporate level income and excise taxes. Simply put, REITs a.reC
corporations. Thus, REITs indirectly are less susceptible to the tax
avoidance concerns raised by the 1986 repeal of the General Utilities
doctrine.

National twwijalion of Real Estate Inestment Trus0
,~ ~,
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ill. SUMMARY

The 10-year recognition period of section 1374 currently requires a
REIT to pay a corporate-level tax on assets acquired from a C corporation
with a built-in gain, if those assets are disposed of within a 10-year
period. Combined with the statutory requirements that a REIT be a long-
term holder of assets and be widely-held, current law assures that the
REIT is not a vehicle for tax avoidance. The proposal would frustrate
Congress' intent to allow the REIT to permit small investors to benefit
from the capital-intensive real estate industry in a tax efficient manner.

Accordingly, NAREIT believes that tax policy considerations are
better served if the Administration's section 1374 proposal is not enacted
as it applies to REITs. If you would like to discuss this in greater detail,
feel free to contact Tony M. Edwards, NAREIT's Vice President and
General Counsel, at (202) 785-8717.

FEOLEGI97TAX/1374OSFCTEST.do
APRIL 14, 1997

National sowiation of Real Estate Inestment Trusts*
-D
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STATEMENT OF THE NATIONAL FOREIGN TRADE COUNCIL, INC.
SUBMITTED TO THE

COMDOTTEE ON FINANCE, UNITED STATES SENATE
BY FRED F. MURRAY, VICE PRESIDENT FOR TAX POLICY

APRIL 17,1997

ON THE IMPACT ON INTERNATIONAL COMPETITIVENESS
OF CERTAIN OF THE FOREIGN PROVISION. )

IN THE
ADMIN ISRATION'S FISCAL YEAR 1998

BUDGET PROPOSAL

Mr. Chairman, and Members of the Committee:

The National Foreign Trade Counci, Inc. (the "NFTC" or the "Councr) Is appreciative of the opportunity to
present b views on the Inpact on international competveness of certain of the revenue raising foreign
provisions In the administration's fiscal year 1998 budget proposal.

The NFTC Is an association of businesses with some 50 members, originally founded In 1914 with the
support of President Woodrow Wison and 341 business leaders from across the U.S. Its membershp now
consists primarily of U.S. firms engaged In all aspects of international business, trade, and investment.
Most of the largest U.S. manufacturing companies and most of the 50 largest U.S. banks are Counci
members. Council members account for at least 70% of all U.S. non-agricultural exports and 70% of U.S.
private foreign Investment. The NFTC's emphasis Is to encourage policies that wil expand U.S. exports
and enhance the competitiveness of U.S. companies by eliminating major tax Inequities in the treatment of
U.S. companies operating abroad.

The founding of the Counci was in recognition of the growing Importance of foreign trade to the health of
the national economy. Since that time, expanding U.S. foreign trade and incorporating the United States
into an increasingly integrated world economy has become an even more vital concern of our nation's
leaders. The value of U.S. International trade reportsts plus exports) as a percentage of GDP has more
than doubled In recent decades: from 7 percent In the 1960'a to 17 percent in the 1990's. The share of
U.S. corporate earnings attributable to foreign operations among many of our largest corporations now
exceeds 50 percent of their total earnings. Direct Investment by U.S. companies in foreign juridictions
continues to exceed foreign direct investment In the United States (in spite of the net debtor status of the
U.S.) by some $180 billon in 1994. in 1995, U.S. exports of goods and services totaled $805 billion - 11.1
percent of GDP.' In 1993,58 percent of the $465 billion of merchandise exports from the U.S. were
associated with U.S. multinational corporation: $110 billion of the exports went to foreign affiliates of the
U.S. companies, and another $139 billion of the exports were shipped directly to unrelated foreign buyers.
Even these numbers In and of themselves do not convey the full Importance of exports to our economy and
to American-based jobs, because they do not address the additional fact that many of our smaller and
medim-sized businesses do not consider themselves to be exporters although much of their product is
supplied as inventory or components to other U.S.-based companies who do export

Foreign trade is fundamental to our economic growth and our future standard of l[g' Although the U.S.
economy is still the largest economy in the world, its growth rate represents a mature market for many of
our companies. As such, U.S. employers must export in order to expand the U.S. economy by taking full
advantage of the opportunities In overseas markets. Today, some 96% of U.S. firms' potential customers
are outside the United States, and In the 1990'. 86% of the gains In worldwide economic activiy occurred
outside the United States. Over the past three years, exports have accounted for about one-third of total
U.S. economic growth; and, projected exports of manufactured goods reached a record level in 1996 of

'U.S. Department of Commerce, "Survey of Current Business," Apil 1996.

'U.S. Department of Commerce, "U.S. Multinational Companies: Operations in 1993," June 1995,
at 39.

'Continued robust exports by U.S. frms In a wide variety of manufactures and especially advanced
technological products - such as sophisticated computing and electronic products and cutting-edge
pharmaceuticals - are critical for maintaining satisfactory rates of GDP growth and the International
compettveness of the U.S. economy. Indeed, it I widely acknowledged that strong export performance
ranks among the priknary forces behind the economic well-being that U.S. workers and their families enjoy
today, and expect to continue to enjoy in the years ahead." Gary Hufbauer (Reginald Jones Senior Fellow,
Institute for International Economics) and Dean DeRosa (Principal Economist, ADR International, Ltd.),
"Costs and Benefits of the Expor Source Rule, 1998-2002," A Report Prepared for the Export Source
Coalition, February 19, 1997.



270

.2-

$8 bilon.

The Council's Qonce

The NFTC Is concerned that this and previous Administrations, as well as previous Congresses, have often
tumed to the International provisions of the Internal Revenue Code to find revenues to fund domestic
priorties, in spite of the pernicious effects of such changes on the compettiveness of United States
businesses In world markets. The Councils further concerned that such Initiatives may have resulted In
satisfaction of other short-term goals to the serious detriment of longer-term growth of the U.S. economy
and U.S. jobs through foreign trade policies long consistent In both Republican and Democratic
AdmInistrations, I-cluding the present one.

United States policy In regard to trade matters has been broadly expansionist for many years, but Its tax
policy has not followed suit. The provisions of Subchapter N of the Internal Revenue Code of 1986 (Title 26
of the United States Code Is hereafter referred to ss the ode") Impos rules on the operations of
Americai, business operating in the International context that are much different In important respects than
those Imposed by many other nations upon thek companies. Some of these differences, described in more
detal in the sections that follow, may make American business Interests less competitive in foreign markets
when compared to those from our most significant trading parnert.

o The United States taxes worldwide income of its citizens and corporations who do business and
derive income outside the territorial luit, of the United States. though other Irnportant trading
countries also tax the worldwide Income of their nationals and companies doing business outside
their territories, such systems generally are less complex and subject to less significant linitations
under their tax statutes or treaties than their U.S. counterparts.

o The Unitel States has more complex rules for the limitation of deferralr than any other major
Industrialized country. AJthough the United States taxes the worldwide Income of Its companies, it
permits deferral of the tax on unrepatriated foreign earnings of controlled foreign corporations,
except where one of six complex, overlapping series of "anti-deferrar provisions of the Code apply.
In addition, the anti-deferral provisions of most countries do not tax active business foreign Income
of their companies, while those of the U.S. Inappropriately Inpose current U.S. tax on some active
business foreign Income as well as on passive foreign income.

o The current U.S. Alternative lnnum Tax (AMT) system Imposes numerous rules on U.S.
taxpayers that seriously Impede the competitiveness of U.S. based companies. For example, the
U.S. AMT provides a cost recovery system that Is Inferior to that enjoyed by companies Investing in
our major competitor countries; additionally, the current AMT 90-percent limitation on foreign tax
credit utlization Imposes an unfair double tax on profits earned by U.S. multinational companies -
In some cases resulting In a U.S. taxon income that has been taxed In a foreign jurisdiction at a
higher rate than the U.S. tax.

o The U.S. foreign tax credit system is very complex, particularly in the computation of limitations
under the provisions of section 904 of the Code. While the theoretlopurty of the computations may
be debatable, the significant administrative costs of applying and enforcing the rules by taxpayers
and the government Is not Systems Imposed by other countries are In all cases less complex.

" The United States has more complex rules for the determination of U.S. and foreign source net
kncme than any other major Industrialized country. In particular, this is true wi respect to the
detaled rules for the allocation and apportionment of deductions and expenses. In many cases,
these rules are in conflict with those of other counties, and where this conflict occurs, there is
significant risk of double taxation.

As noted above, the United States system for the taxation of the foreign business of Its citizens and
companies Is more complex than that of any of our trading partners, and perhaps more complex than that
of any other country.

That result is not without some inerl The United States has long believed In the rule of law and the self-
assessment of taxes, and some of the complex of its income tax results from efforts to more clearly
define the law In order for its citizens and companies to apply it. Other countries may rely to a greater
degree on government assessment and negotiation between taxpayer and government - traits whIch may

'See, Fourth Annual Report of the Trade Promotion Coordinating Committee (TPCC) on the
National Exr Strategy. "Toward the Next Century: A U.S. Strategic Rosponse to Foreign Competitive
Practices, October 1996, U.S. Department of commerce, ISBN 0-16-048825-7; J. David Richardson and
Kah Rindal, 'Why Exports Mater: Morel," Institute for International Economics and the Manufacturifg
Institute, Washington, D.C., February 1998.

'See, Financial Ex.ctes Research Foundation, Taxaion ofU.S. CovpoaW Dokng Business
Abroad: U.S. Rules and Co,.npetiveness Issues, 1996, Ch. 9.



271

-3-

lead to more government Intervention In the affairs of Its citizens, less even and f k application of the law
among all affected citizens pind companies, and less certaInty and predictablity of results In a given
transaction. In some other cases, the complexity of th U.S. System Is simply ahead of development along
similar lies In other countries - many other countries have adopted an kom e tax simlar to that of the
United States, and a number of these systems have eventually adopted ona or more of the significant
features of the U.S. system of taxing transnational transactions: taxation of foreign Income, anti-deferral
regimes, foreign tax credits, and so on. However, while difficult to predict the ultimate evolution, none of
thete other country systems seems prone to the same level of complexity that affects the United States
system. This reluctance may be attributable In part to recognition that the U.S. system has requked very
significant compliance costs of both taxpayer and the Internal Revenue Service, particularly in the
International area were the costs of compliance burdens are disproportionately higher relative to U.S.
taxation of domestic Income and to the taxation of International Income by other countries.'

Many foreign companies do not appear to face the same level of costs in their operations. The European
Community Ruding Committee survey of 965 European firms found no evdnce that compliance costs
were higher for foreign source income than for domestic source Inome.' Lower compliance costs and
simpler systems that often produce a more favorable result In a gn situation are competitive advantages
afforded these foreign frms relative to their American counterparts.

Short of fundamental reform - a reform In which the United States federal income tax system Is eliminated
In favor of some other sort of system - there are many aspects of the current system that could be
reformed and greatly improved. These reforms could signifcandy lower the cost of capital, the cost of
admInistration, and therefore the cost of doing business for American frms. For example, the NFTC
strongly supported the International Tax Simplification for American Competitiveness Act of 1996,S. 2086
(104" Cong., 2 Seas.), Introduced by Mr. Pressler (R-SD) and Mr. Baucus (D-MT) of this Committee. The
NFTC continues to support similar efforts In the 105' Congress.

In the light of this background, the NFTC would today Ike to specifically address three of the Presidenrs
Fiscal Year 1998 proposals: (1) Modification of the Export Source Rule (also known as the "Inventory Sales
Source Rule," and sometimes as the 'ide Passage Rule"); (2) Modification of so-called deferredr as it
currently applies to foreign oil and gas Income; and, (3) Modification of the rules for foreign tax credit
carrybacks and carryovers.

ModIfication of the Exoort Source Rule

Oesrion of the Rule'

The "Export Source Rule," as it Is commonly called, Is but one of a number of sales source rules found in
sections 861,862, and 83 of the Internal Revenue Code of 1986 (the"Code"), and the Treasury
regulations thereunder. In fact, the Export Source Rule Is not In the statute, but Is instead found In Treasury
Regulations § 1.863 - 3(b), and has been there or In its predecessor provisions for more than 70 years.

As noted above, the United States taxes U.S. citizens and residents and U.S. corporations on their
world Inome. That is. a U.S.-based enterprise Is taxed by the United States not only on the Income
from its operations and sales In the United States, but also on the Income from Its operations and sales in
other countries. This worldwide taxation creates "double taxation" when that same foreign Income I. taxed
In the other country where it Is derived. Each of the affected countries has its own Internal tax rules to
determIne the "source" of the income Involved, the application of which rules may determine whether the
Income In question maybe taxed under its laws and to %hat extent

To mitigate double taxation of income earned abroad, the United States, like many other countries, has
since 1918 allowed a credit for Income taxes paid to foreign countries with respect to foreign source Income
- the foreign tax credit." That Is, in cases where it applies, the United States codes Its JuridIction in favor
of the foreign country where the Income is sourced, (Le., the source country taxes the income and the U.S.
does not).

Since 1921, foreign tax credits have been subject to a limitation in some form. Generally, the limitation Is
intended to allow a ored to be claimed only to the extent that the credit does not exceed the amount of
U.S. Income e tax that would be due on the foreign-source income absent the credit. In other words, the
United States does not allow a credit for the entire amount of foreign tax imposed - only that amount that

would have been the U.S. tax if it had chosen to impose its taxon the Income. For example, a U.S.

See Marsha Blumenthal and Joel B. Slemrod, "The Compliance ',ost of Taxing Foreign-Source
Income: its Magnitude, DetermInants, and Policy Implications," In National Tax Poicy In Intiratronal
Economy: Summary of Conference Papers, (international Tax Policy Forum: Washington. D.C., 1994).

'Pa s of the following discussion of the rule were abstracted from material prepared for the Export
Source Coalition.
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company paying a tax at a 40% rate In a foreign country would only receive a foreign tax credit up to the
maximum 35% U.S. rate. The general rnitaton can be expressed n an algebraic equation:

U.S. tax (pro-credit) X foreign source taxable income
on worldwide Income worldwide taxable income

Under the formula, as foreign source taxable income inceases (e.g., by operation of the Export Source
Rule), the limitation on foreign tax credits avalable to offset U.S. tax incrweases (and therefore the foreign tax
credit that can be utiized in most cases Increases, up to the full amount of foreign taxes paid or accrued).

To the extent that the foreign income taxib IM than the limitation, the United States collects a residual tax
on the foreign source income. If the foreign Income tax exceeds the limitation, the taxpayer pays tax, in the
current year, on foreign source income at the effective foreign tax rate (rather than the lower U.S. tax rate).
This resu ,:s in foreign tax credits In excess of the general limitation In the current year (an "excess foreign
tax credit position"). These excess credits may, under current law, be "carried back" for up to two years and
"carried forward" for up to fe years, subject to the general limitation in each of those years.$

Higher foreign, tax rates are only one reason many companies are In an excess foreign tax credit position.
A multitude of other U.S. tax rules place restrictions on crediting foreign taxes.

As noted above, the amount of the credit is dependent on the amount of income designated as "foreign
source" under U.S. tax law. For example, under restrictions in U.S. law, a portion of U.S. interest, as well as
research and development costs, must be allocated to and reduce foreign source taxable Income (even
though no deduction may actually be allowed for these amounts In the foreign country). On the other hand,
i a company incurs a loss n its domestic operations, it Is never able to use foreign source earnings from
that year to clain foreign tax cred'43.

The system is further complicated by other rules, such as the "basker limitation rules of section 904 of the
Code. Under these provisions, foreign source Income is drvided Into separate baskets for various situations
and types of income to each of which the limitation is applied. These rules may result in hundreds of
separate limitations being applied to the credits. (Thus, a U.S. company rright nevertheless end up with
excess foreign tax credits, even though without such rules the company wou'd have been able to fully utiize
its foreign tax credits.)

These U.S. rules are orders of magnitude more complex than the similar limitation system s of any of our
foreign trading partners. Lost credits and the cost of compliance only add to the disparity in tax burden
between U.S.-based and foreign-based multinationals, mitigated in part by the Export Source Rule.

The Code contains two source rules for the sale of Inventory property that are of particular importance to
U.S. exporters. One rule Is for inventory property that the exporter produces and sells; and, the other is for
inventory property that the exporter purchases and sells"0 .

The source of ncome derhved from the sae of property produced" in the U.S. and sold outside the U.S. (or
vice versa) is determined under section 863 of the Code. Treasury Regulations promulgated k 1996,
following regulations that date back to 1922, and which implement section 863 and its predecessor
statutes, provide three rules for making the determination of the amount of income that Is foreign source.
The fist and most commonly used of these Is known as the "50-50 Method" (also known as tte "Export
Source Rule")Y .

Under the so-called"50-50 Method," 50 percent of the income to be allocated between U.S. sour,'e and
foreign source Is allocated based on the location of the taxpayer's property used in the pioductcr, of the

'in other words, the return for the second preceding tax year is recomputed with the newly available
credit carryback, and to the extent that the foreign tax credits previously available in that year plus the
foreign tax credits carried back to that year dp no! exceed the general limitation, the taxes carried back may
be utlized in that year to reduce the U.S. tax paid in that year. If excess credits remain, the same
procedures are followed for the first preceding tax year, and then the frst succeeding tax year, the second
succeeding tax year, and so on, until they are used up, or until the fr year limitation causes them to
'expie."

'The source of gross ncome derived from inventory property that Is purchased by an exporter in
the U.S. and sold outside the U.S. is determned under the "title-passage" rule of section 862(a)(6), which
beats such Income as derived entiely from the country in which the sale occurs. That Is, such property
safes generally produce foreign source income.

"Secti 864 of the Code provides that "produced property includes property that Is "created,
fabricated, manufactured, exacted, processed, cured, or aged.

"fThe second method is the "Independent Factory Price Method" or "IFP Method" and, the thkd
permits a method based on use of the taxpayer's own method of allocation made in its books and records
wih the IRS District Dkector's consent
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Inventory, and the source of the other 50 percent is based on the We-passage rule. Assuming tie to the
Inventory passes outside the United States, tis generally allows U.S. manufacturers to treat at least half of
thek expor income from manufacture and sale of thek products as derived from foreign sources, even
tough the manufacturer's production actMty Is located In the U.S.

EXAMPLE":

American Widget Company exports widgets to European markets and Is In an excess
foreign tax credit poston. It costs American $90 to produce, sell, and transport a unit from
one of Its 14 U.S. plants, but only $88 to produce and sell a unit in the Czech Republic
where it has located a plant to make widgets for to East European market. The U.S.
made units sell for $100 each In West European markets.

Assume American produces a widget In te U.S. with U.S. Jobs and manufacturing plant,
and passes ie to the widget In Romania, paying no tax In Romania on the sale. American
has $10 of pre-tax Icome, $5.00 of which Is considered foreign source Income. Assuming
a 35% U.S. tax rate, ft may utilze $1.75 additional foreign tax credit, and therefore has
$825 of after-tax ricome from the sale [($10.00 X 65%) + $1.75).

As an alternate, American could produce a widget in to Czech Republic for sale in
Romania. American would have $12.00 of net Income. Assume again that American
would pay no Romanian tax and that the Czech tax rate Is 35%. American would have
$7.80 of after-tax hIcome.

Wit the Export Source Rule, American has an incentive to maintain production In the U.S.
($825 > $7.80). Witout the Rule, American would have an hIcentive to Increase Its Czech
production. ($7.80 > $6.50):

WhEprtue RultAeXd

Sales Prioe

Cost of Goods Sod

Pre,4ax kIoow

U.S. tax

Czech lax

Foelgn Tax Credit

After-4= Irvorne

1 $100.00 $100.00 $100.00

($90.00) ($90.00) ($W.O0)

$10.00 $10.00 $12.00

$3.50 Ss50 $420

$420

($1.75) ($420)

$1.75 $350 $4.20

$825 $.0 $7.80

As another way to view to situation, I American requkes an 8.25% Return On Sales to
support its capital structure, without the E)xor Source Rule, American would have to raise
bunt price at least $2.69 to obtain b sam e $8.25 return. If the market would not support
ts new price, it would have to shift production to a location where a lower cost structure
can be found, or lose "s market to lower cost competitors.

"For purposes of this example, a number of other U.S. tax rules, such as "deferral" and the
"subpart F" rules, other credit limitations, and tlIke are Igmnoed - tey do not change the basic result, but
serve to complicate toe Ilustration.
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For example, the following two structures result ith and without the Export Source Rule:

Sise Prc $100.00 $102.60

Cost o S"ms 90.00 90.00

$10.00 $12.60

s,o 64.44Nila

L Forgn Ta Ce (51.75) -

Notax $1.75 $4.44

Aftm4apircd 6825 $26

The Adrninistratlon'. Pooosil

The President's Fiscal Year 1998 Budget contains a proposal to eliminate the '50/50 Rule" and replace it
wi an "actlvkies based" test which would requie exporters to allocate incom e from exports to foreign or
domestic sources based upon how much of the activity producing the income takes place in the U.S. and
how much takes place abroad.

In addition to introducing considerable administrative complexity and cost Into the system", this modification
essental eliminates the benefts of the rule. The justfication given for eliminating the rule is essentially
that it provides U.S. multinational exporters that also operate in high tax foreign countries a compeive
advantage over U.S. exporters that conduct all their business activities In the U.S. In this regard, the
Administration prefers the foreign sales corporation rules (FSC) which exempt a lesser portion of export
income for all exporters that qualify. The Administration also notes that the U.S. taxtreaty network protects

export sales from foreign taxation in countries with which we have treaties. The NFTC believes that these
arguments are flawed.

The Export Source Rule does not provide a competidve advantage to multinational exporters vis-&-vis
exporters who conduct all thek operations in the United States. First, exporters with domestic only
operations do not ncur foreign taxes and therefore do not suffer double taxation. Also, domestic-only
exporters are able to claim the full benefit of deductions for U.S. expenses for U.S. tax purposes (e.g..
interest on borrowings and Research & Development costs) because they are also not subject to the rules

applied to multinational operations that requke allocation of a portion of these expenses against foreign

source income. Absent the Export Source Rule, the current Code would have even more of a bias against

foreign operations. Second, this is important because the Administration argument also ignores the fact

that export operations ultimately lead to foreign operations for U.S. companies. Exporting companies

conduct foreign operations to enter and serve foreign markets; marketing, technical and administrative
services, and even specialized manufacturing activities are necessary to gain markets and to keep them -

to compete with foreign-based companies. Further, and Importantly, th Export Source Rule, by alleviating

the cost of double taxation, encourages U.S. companies to locate production in the United States. Tax

costs are lice other costs (e.g., labor, material, and transportation) affecting the production and marketing

of these products and services; a recent study suggests that these decisions are now much more tax-
snsitve In fact than was previously the case."

* Although the FSC regime of the Code"' is itself valuable to promoting U.S. exports, these provisions do not

In themselves afford relief to U.S. exporters with foreign operations that face double taxation because of

'Moreover, the 60/50 source rule of present law can be viewed as having the advantage of

administrathbAimplic, the proposal to apportion income between the taxpayer's production aciavs and

Its sales activides based on actual economic activity has the potential to raise complex factual issues sinlar

to those raised under the section 482 transfer pricing rules that apply In t,e case of transactions between

related parties. Joint Committee on Taxation,'Descrption and Analysis of Certain Revenue-Rasng

Provisions Contained In the President's Fiscal Year 1998 Budget Proposal," JCX-10-97,
March 11, 1997.

OA second key is the senstty4 of plant location to the tax environment. Not right away perhaps,

but over a period of years a country that penalizes export production with high taxes will forfeit fert

investment and then export sales Hufbauer, DeRosa, Id., at 15.

"The Foreign Sales Corporation ('FSC') provisions of sections 921 through 927 of the Code are

one of the most important U.S. tax Incentives for exports from th United States. These provisions were

adopted to offset disadvantages to U.S. exporters In relation to more favorable tax schemes allowed thek

foreign competitors in the tax systems of our tradinS partners. These provisions encourage the

development and manufacture of products in the United States and thek export to foreign markets.
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lmited use of foreign tax credits. Further, because th. FSC benefits are less than those attributable to the
loss of foreign tax credits In a situation where the Export Source Rule may be applicable, they may be
insufficient to keep an exporter from moving its production overseas to generate foreign source income."

Our tax treaty network, valuable as It Is, Is no substitute for the Export Source Rule. First, the countries with
which the U.S. currently has double taxation agreements number approximately fory-eight These
nations tend to be our most developed trading partners, and relaltvey few developing nations are Included.
Much of the world Is not yet covered by these treaties. Further, the treaties provide relief from double
taxation in such cases only where the export knome Is solely allocable to the U.S. - I.e., where the U.S.-
based exporter does not have a permanent establishment In the foreign jurisdiction to which Income is
allocable. These circumstances only occur where a U.S. company exports to a foreign treaty partner, and
has no operations In that host country that have anything to do with its export sales.

To the contrary, the Export Source Rule supports significant additional U.S. exports and worker earnings.
For example, In 1999, for an adjusted net tax revenue cost of $1.1 bilion, the U.S. wil ship an additional
$30.8 bilion of exports and add $1.7 billion to worker payrolls in the form of the export earnings premium.
The additional exports will support 30 thousand workers In export-related jobs who In a full employment
economy would otherwise be working in lower paid sectors of the U.S. econonmy*. -

Modification of "Deferral" and Umitatlon of Foreign Tax Credits from Foreign Oil and Gas Income

The Conceal and Polec of Deferra,

As noted above, the United States exerts jurisdiction to tax all income, whether derived In the United States
or elsewhere, of U.S. citizens, residents, and corporations. By contrast, the United States taxes non-
resident aliens and foreign corporations only on Income with a sufficient nexus to the United States. U.S.
citizens and residents and U.S. corporations collectivelyy "U.S. persons") are taxed currently by the United
States on their worfdklde Income, subject to the foreign taxredit discussed in the last section ol this
statement. Income earned by a foreign corporation, the stock of which Is owned in whole or In part by U.S.
persons, generally Is not taxed by the United States until the foreign corporation repatriates those earnings
by payment to its U.S. stockholders. Therefore, two different sets of U.S. tax rules apply to U.S. taxpayers
that control business operations in foreign countries; which rules apply depends on whether the business
operations are conducted directly, for example, through a foreign branch, or indirectly through a separately
incorporated foreign company.

U.S. persons that conduct foreign operations directly (Le., not through a foreign corporation) Include income
(or loss) from those operations on the U.S. tax return for the year the Income Is earned or the loss Is
Incurred. The U.S. taxes that income currently, subject to any reductions by credits such as the foreign tax
crediL

U.S. persons that conduct foreign operations through a foreign corporation generally pay no U.S. tax on the
Income from those operations until the foreign corporation repatriates its earnings to the U.S. (iVe., the
taxation Is "deferred"- hence the concept of "deferral). The income is taxed In the year it comes home,
again subject to reductions by available foreign tax credits.

In general, two kinds of transactions are repatriations that end deferral and trigger tax. First, In the case of
any foreign corporation, an actual dividend payment ends deferral - that Is, any U.S. recipient must include
the dividend in Income. Second, in the case of a "controlled foreign corporation" or "CFC," an nvestnient in
"U.S. property' such as a loan back to the parent company or the purchase of certain U.S. property Is also
treated as a repatriation that ends deferral in an amount measured by the investment. However, realizing

"U.S. firms with excess foreign tax credits that use the Export Source Rule pay a "blended' tax rate
of 17.6 percent on their export earnings - zero percent on half and 35 percent on half. U.S. frms can
conduct their export sales through a FSC and exclude a maximum of 15 percent of their net export earnings
from U.S. taxation. In this case, the "bended" rate Is 29.75 percent - zero percent on 15 percent of export
earnings and 35 percent on 85 percent of export earnings.

"The United States has in force some forty-eight Conventions for the Avoidance of Double
Taxation and the Prevention of Fiscal Evasion With Respect to Taxes on Income ("income tax treaties") with
various jurisdictions, not including other agreements affecting income taxes and tax administration (e.g.,
Exchange of Tax Information Agreements or Treaties of Friendship and Navigation that may include
provisions that deal with tax matters). It has taken more than sixty years to negotiate, sign, and approve the
treaties at form the current network. A number of new agreements are being negotiated by the Treasury
Department. Nevertheless, the U.S. treaty network has never been as extensive as the treaty networks ol
our principal competitors. The U.S. treaty network covers only about 22 percent of the developing world,
compared to coverage of 40 to 46 percent by the networks of Japan and leading European nations. This
disrepancy has persisted for many years, even though the United States relies on the developing world.to
buy a far larger share of Its exports than does Europe.

'Hufbauer, DeRosa, Id., at 1.
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the potential fo use of deferral for unilended reasons, Me Code has since 1937 provided a number of
regimes to avoid abuses of the general deferral. Today, t Code contains no less than sh complex sets of
such rules: the CFC rules (sections 951-964); the foreign personal holding company rules (sections 551-
558); passive foreign Invesi ent company ('PFlC) rules (se36cons 1291-1297); the personal holding
company rules (sections 641.-547); the aocumulated earnings tax (sections 531-437); the foreign
Investment company rules (sections 1246 and 1247; and, the rules that apply to sales or reorganizations of
the shares of a foreign corporation (sections 3867(b), 1246, and 1248).

Despite the gradual erosion of deferral through enactment and modification over the decades of the
significant limitations noted in the last paragraph, deferral remains a significant component of the
competitiveness of U.S. businesses operating abroad. The NFTC has long believed that the anticipatory
taxaton of earning of foreign subsidiaries would have the following consequences:

1. An Increase in American industry's overall tax burden from foreign operations and loss of
revenue over the long term for he U.S. Treasury;,

2. Reduction In the abily of U.S. multinational companies to compete abroad;
3. Erosion of the foreign resources of American companies and a decrease in the profitability

of these companies;
4. An adverse knpact on U.S. exports and employment and on the nation's balance of

payments;
5. Reduction of investments abroad by U.S. firms w hout generating additional investment in

the United States; and,
6. Risk of countervaling taxes by foreign governments.

Deferral permits U.S. taxpayers operating through foreign corporations to compete internationally by
reinvesting #ef foreign earnings wthout subjecting such earnings to current U.S. Income taxation. This Is
significant, as the O.E.C.D. has found that the cost of capital fcr both domestic (8.0 percent) and foreign
Investment (8.8 percent) by U.S. companies is signiicantly hljher than the averages for the other G-7
countries (72 percent dometic anbd 8.0 percent foreign). 'n fact, the O.E.C.D. determined that the U.S. Is
tied with Japan as the least competive (3-7 countries In .'hlkch a multinational company may be
headquartered, taking Into account taxation at the Individual and corporate levels."

Unlike the ani-deferral regines of other developed countries, that generally eliminate deferral only for
passive income", the U.S. ani-deferral regines have been Inappropriately modified to eliminate deferral on
some types of active trade or business Income: including financial services inome ", ol-related refining
Income, international shipping and aircraft incom e, and certain other types of non-passive income.

The anti-deferral regines reflect a series of responses to the need to raise revenue and/or to correct
perceived shortcomings in the general rule of deferral existing at the tine of enactment. However, the

resulting hodgepodge of overlapping rules create disparate lirnitatiors on deferral that require current
taxation of certain types of income by reference to different factors or criteria, and in other cases impose

Interest charges or other additions to the taxation of such income otherwise allowed deferral. The various

regimes have different rules of priority, different atrl ution rules, and contain other issues making their
application difficult and costly. The regimes are to a substantial degree redundant, and Impose on both the

taxpayer and the government overlapping and expensive compliance requirements, unlike the anti-deferral
regimes of the other developed countries."

"O.E.C.D., Taxing Profits in a Gobal Economy: Domesdc and hin'naional Issues (199 1). pp.

147-149, 154,460. See also, Financial Executives Research Foundation, Id., at65.

"These systems are generally much simpler as well. See analysis of the systems of France.

Germany, and Japan, Financial Executives Research Foundation, Id., at 92-93.

"For example, the Income of the active business of financial service companies such as banks,

fiance companies, and the Ike was removed from deferral In 1988. The rationale of the change was to

target operations of tax haven banks that had no real operations in the haven; but, the changes were
sweeping, and our nation's commercial banks and finance companies were subjected overnight to

significantly higher costs of capital for operations in all jurisdictions Vs-b-vis their foreign competitors. The

change had negative repercussions on thes businesses. For example, one of our members advises that it

was the owner of the fourth largest commercial bank In Switzerland (the largest non-SwW owned bank),

and that it was forced to dispose of its holding due to the Increase in costs attributable to this change in U.S.

tax law. The disposition was to foreign competition. Sinilarly, we are advised that the loss of deferral and

resulting Increase in cost of operations and cost of capital serve as an entry barrier to U.S. Instiuions
attempting to acquire foreign banking Interests In foreign markets.

"Perhaps the most aggregious example b the overlap between the CFC and the PFIC rules. The

CFC rules have been in the Code since the early 1960's (and need significant change In themselves), and

the PFIC rues were enacted as part of the Tax Reform Act of 1M6 tn address perceived abuses In the

taxation of widely held offshore foreign Investment funds. The result stute, however, catches many

active CFC's In Its reach.
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The Adkdn s ka Von's Pj

The President's Fiscai Year 1998 Budget contains a proposal to repeal deferral for all "foreign o| and gas
income." Such income would be treated as subpart F become (and taxed currently), and additionally would
be trapped in a new separate FOGI basket under the separate basket foreign tax credit limitations of section
904. In situations where taxpayers are subject to a foreign tax and also receive an economic benefit from
the foreign country (e.g., a royalty on production), taxpayers would be able to claim a foreign tax credit for
such taxes under section 902 only I the country has a "generally applicable Income ta" that has
"substantial application" to all types of taxpayers and then only up to the level of taxation that would be
Imposed under the generally applicable income tax. Treaty provisions to the contrary (for foreign tax credit
calculations) would be respected. The NFTC opposes these proposals. In addition to creating significant
new limitations on the foreign tax credits attributable to foreign ol and gas Income, the proposals represent
another pWcerneal repeal of deferral.

Subpart F t~eatni ent in theory is generally limited to passive Income that Is easly manipulated as to source
of Inc,>re, and that may be shifted to low or no tax jurisdictions. The Adminbsration's proposal does not
provide any Justification for this approach to taxing foreign ol extraction operations. Such income is derived
where and when the natural resource Is extracted, without tax manipulation, In an active business.
Further, potential abuses of deferral and the foreign tax credit have been addressed previously in sections
901(f), 907(a) and (b) and (c), and 954(g) of the Code, and In the "dual capacity" income tax regulations
under section 901 of the Code.2' The Administration has not demonstrated that these provisions of law and
regulation are not adequate and should be amended.

The proposals go well beyond amendment of these provisions to total elimination of deferral for the natural
resources industry and significant limitation of the foreign tax credits avalable to this specific Industry. This
piecemeal repeal of deferral wil significantly increase the cost of capital in that industry and make U.S.
companies less competitive vis-h-vis thek foreign competitors.

Modiftcation of the Rules for Foreign Tax Credit Carybacks and Carryovers

As noted above, if a foreign income tax exceeds the limitation, the taxpayer pays tax, in the current year, on
foreign source Income at the effective foreign tax rate (rather than the lower U.S. tax rate). This results in

"4Congress legislated changes in the treatment of o1 and gas Icome, and related foreign tax
credits, In the 1970's and 1980's. These changes reflected concerns about the relatively high tax rates in
some foreign jurisdictions in which there was significant 01 recovery, and also a concern over whether
payments by the petroleum companies were in fact disguised royalties.

Under section 907(a), the amount of taxes on foreign oi and gas extraction Income irFOGE") may not
exceed 35% (i.e., the highest U.S. marginal rate) on such Income. Excess credits may be carried over Ike
excess foreign tax credits in the general limitation baskeL (FOGEI is Income derived from the extraction of
o1 and gas, or from the sale of exchange of assets used in exracton activies.) In addition, under section
907(b), the Treasury has regulatory authority to determine that a foreign tax on foreign of related Income
(FORt") is not creditable to the extent that the foreign law imposing the tax is structured, or In fact operates,
so that the tax that s generally imposed is materially greater than the amount of tax on Income that is
neither FORI nor FOGEI. (FORI is foreign source come from: (1) processing ol and gas Into primary
products; (2) transporting of and gas or thek priary products, (3) distributing or selling these products, or
(4) disposing of assets used In the foregoing activities.) To date, the Treasury has not exercised this
authority; however, see the discussion below of the safe harbor rule of Trees. Reg. § 1.901-2A(e)(1).

Under section 954(g), foreign base company ol related Income (an element of subpart F Income not
eligible for deferral) generally Includes FORI other than bnoome derived from a source within a foreign
country in connection %vh either (1) o or gas which was extracted from a well located in that foreign
country (FOGEI); ol, gas, or a primary product of ol or gas which Is sold by the foreign corporation or a
related person for use.o consumption within that foreign country, or is loaded in that country on a vessel or
aircraft as fuel for that vessel or akcraft.

In addition, in 1983, the I.R.S. promulgated the 'dual capacity" regulation? (Tress Reg. § 1.901-2A). Since
mineral rights in many countries vest in the sovereign, payments to the sovereign may take the form of
royalties or other payments for the mineral or as taxes to the sovereign on the income represented by the
production. To h Jp resolve the possible controversy of whether such payment are royalties or creditable
income taxes, the regulations provide that a taxpayer must establish under the facts and circumstances
method the amount of the intended tax payment that otherwise qualifies as an come tax payment but is
not paid in return for a specific economic benefiL The remainder Is a deductible rather than creditable
payment (in the case of o and gas products, a royalty). A"safe harbor method is available under Treas.
Reg. § 1.901-2A(e)(1), under which a formula is used to determine the tax portion of the payment to the
foreign sovereign (e.g., the amount that the txpayer would pay under the foreign county's general income
tax law). Where there b no generally applicable income tax, the safe harbor rule of the regulation allows
the use of the U.S. tax rate in a splitting' computation (the U.S. tax rate is considered the country's
generally applicable income tax rate).
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The Administra Ion's Prooo4

The Presldenta Fiscal Year 1998 Budget contains a proposal to repeal deferral for all "foreign ol and gas
ibcome." Such boome would be treated as subpart F oome (and taxed currency), and additionally would
be trapped In a new separate FOGI basket under the separate basket foreign tax credit limitations of section
904. In situations where taxpayers are subject to a foreign tax and also receive an economic benefit from
the foreign country (e.g., a royalty on production), taxpayers would be able to claim a foreign tax credit for
such taxes under section 902 only I the country has a "generally applicable toome ta" that has
Substantial application" to all types of taxpayers and then only up to the level of taxation that would be
imposed under the generally applicable income tax. Treaty provisions to the contrary (for foreign tax credit
calculations) would be respected. The NFTC opposes these proposals. In addition to creatIng significant
new limitations on the foreign tax credits attributable to foreign of and gas Inome, the proposals represent
another piecemeal repeal of deferral.

Subpart F treatment In theory Is generally limited to passive Income that Is easly manipulated as to source
ot income, and that may be shifted to low or no tax Jurisdictons. The Administration's proposal does not
provide any Justification for this approach to taxing foreign el extraction operations. Such Income Is derived
where and when the natural resource is extracted, without tax manipulation, in an active business.
Further, potential abuses of deferral and the foreign tax credit have been addressed previously In sections
901(f), 907(a) and (b) and (c), and 954(g) of the Code, and In the 'dual capacity income tax regulations
under section 901 of the Code."4 The AdmInistration has not demonstrated that these provisions of law and
regulation are not adequate and should be amended.

The proposals go well beyond amendment of these provisions to total elimination of deferral for the natural
resources Industry and significant limitation of the foreign tax credits avalable to this specific Industry. This
piecemeal repeal of deferral wl significantly Increase the cost of capital In that industry and make U.S.
companies less competitive vls-h-vis their foreign competitors.

Modification of the Rules for Foreign Tax Credit Carrybacks and Carryovers

As noted above, I a foreign Income tax exceeds the limitation, the taxpayer pays tax, In the current year, on
foreign source Income at the effective foreign tax rate (rather than the lower U.S. tax rate). This results in

"Congress legislated changes In the treatment of o and gas Income, and related foreign tax
credits, In the 1970's and 1980's. These changes reflected concerns about the relatively high tax rates In
some foreign Jurisdictions In which there was significant el recovery, and also a concern over whether
payments by the petroleum companies were In fact disguised royalties.

Under section 907(a), the amount of taxes on foreign o1 and gas extaction Income ('FOGEr') may not
exceed 35% (i.e., the highest U.S. marginal rate) on such Income. Excess credits may be carried over Ike
excess foreign tax credits In the general lintation basket (FOGEI is Income derived from the extraction of
el and gas, or from the sale of exchange of assets used In extraction a*is.) In addition, under section
907(b), the Treasury has regulatory authority to determine that a foreign tax on foreign oN related Income
("FORt') Is not creditable to the exent that the foreign law imposing the tax is structured, or In fact operates,
so that the tax that Is generally imposed is material greater than the amount of tax on tocome that is
naiher FORI nor FOGEI. (FORI Is foreign source income from: (1) processing o and gas into primary
products; (2) transporting el and gas or their primary products, (3) distributing or selling these products, or
(4) disposing of assets used In the foregoing actvities.) To date, the Treasury has not exercised this
authority, however, see the discussion below of the safe harbor rule of Tress. Reg. § 1.901-2A(e)(1).

Under section 954(g), foreign base company el related Income (an element of subpart F Income not
eligible for deferral) generally Includes FORI other than Income derived from a source within a foreign
country In connection with elther (1) ol or gas which was extracted from a well located In that foreign
country (FOGEI); o1, gas, or a primary product of ol or gas which is sold by the foreign corporation or a
related person for use.or consumption within that foreign country, or is loaded In that country on a vessel or
akcratt as fuel for that vessel or akcraft.

In addition, In 1983, the I.R.S. promulgated the "dual capacity" regulations (Treas. Reg. § 1.901-2A). Since
mineral rights in many countries vest In the sovereign, payments to the sovereign may take the form of
royalties or other payments for the mineral or as taxes to the sovereign on the Inome represented by the
production. To help resolve the possible controversy of whether such payment are royalties or creditable
Income taxes, the regulations provide that a taxpayer must establish under the facts and circumstances
method the amount of the Intended tax payment that otherwise qualis3 as an Income tax payment but is
not paid in return for a spe ic economic benefit The remainder is a deducible rather than creditable
payment (in the case of ol and gas pructs, a royalty). A "safe harbor* method Is available under Tress.
Reg. § 1.90t-2A(e)(1), under which a formula Is used to determine the tax portion of the payment to the
foreign sovereign (e.g., the amount that the taxpayer would pay under the foreign country's general Income
tax law). Where there b no generally applicable Inome tax, the safe harbor rule of the regulation allows
the use of the U.S. tax rate In splti computation (the U.S. tax rate s considered the country's
generally applicable income tax rate).
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foreign tax credits in excess of the general liitation in the current year (an "exess foreign tax credit
pasRon"). These exess credits may, under current law, be "carried beck" for up to two years and "carried
forward'for up o five years, subjectto the general limitation hI each of those years.

The Adh*hhaffon's Prooosu

The President's Fiscal Year 1998 Budget contains a proposal to reduce the carry)ack period for exess
foreign tax credits from two years to one year. The proposal also would extend the eess foreign taxcredit
carryforward period from five years to seven years.

As noted by the Joint Corn mittee on Taxation," one of the purposes of the carryover of foreign tax credits is
to address timing differences between U.S. tax rules and foreign tax rules. Income may be subject to tax in

one year under U.S. rules and in another tax year under applicable foreign rules. The canyback and

carryover of foreign tax credits helps to ensure that foreign taxes will be avaiable to offset U.S. taxes on the

income In the year In which the Income Is recognized for U.S. purposes. Shortening the caryback period

and ncreasig the carryforward period also could have the effect of reducing the present value of foreign

tax credifts and therefore Increasing the effective tax rate on foreign source Income.

In Conmkislo

Again, the Council applauds the Chairman and the Members of the Committee for giving careful

consideration to the proposals raised by the Administration. The NFTC Is appreciative of the opportunity to

work with the Corn mtee and the Congress in going forward into thisprocess of consilderatlon of various

alternatives, and the Council would hope to make a contrbution to this Inportant business of the

Committee.

MS" footole 9.

NJOX-IO-97, Id., at 62.
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STATEMENT OF THE NATIONAL MINING ASSOCIATION
TO THE COMMITTEE ON FINANCE

U.S. SENATE
ON THE ADMINISTRATION'S

FISCAL 1998 TAX PROPOSALS
APRIL 17, 1997

The National Mining Association (NMA) appreciates the opportunity to submit this
statement for the Committee's record on the President's Fiscal 1998 tax proposals. The NMA is
an industry association representing most of the Nation's producers of coal, metals, industrial and
agricultural minerals. Our membership also includes equipment manufacturing firms and other
providers of products and services to the mining industry. The NMA has not received a Federal
grant, contract or subcontract in Fiscal years 1997, 1996 or 1995.

Mining employs some 300,000 workers directly and supports three million jobs in allied
industries. Processed material of mineral origin such as coal, copper, gold, zinc and silver total
$391 billion, or about 5 percent of the United States gross domestic product. The headquarters
of operations of NMA member companies are located in nearly every state of the Union and some
form of mining represented by the NMA occurs in all 50 states.

The U.S. Department of Labor reports that the mining industry provides some of the
highest paying non-supervisory jobs in the United States. The average mining wage in 1995 was
$45,270 (not including benefits) -. far above the nation-wide average wage of $27,845. We
believe that tax policy should foster the creation of more of these-high-paying jobs.
Unfortunately, the Administration's proposals to repeal the percentage depletion allowance for
certain minerals and the sunset of the placed-in-service date for Section 29 Nonconventional Fuel
Credit do just the opposite.

DEPLETION

Of primary concern to our industry is the proposal in the Administration's budget to repeal
the pert, ntage depletion allowance for minerals mined on lands where mining rights were
originally acquired under the Mining Law. We are adamantly opposed to this proposal.

Repeal of the allowance is a major tax increase on companies that have mines located
primarily in the western United States. As it is not uncommon for ownership of mineral deposits
to change hands, the proposal would especially penalize mining companies who purchased their
properties from original claimants or other intermediary mining concerns.

From our perspective, the President's depletion proposal has more to do with mining on
public lands in the western states than it does with tax policy. The NMA and its member
companies continue to-support responsible amendments to the Mining Law, including a
reasonable royalty provision. This reform effort has been stymied at every turn by anti-mining
groups. Those opposing responsible amendment to the Mining Law seek changes that would
make mining on public lands nearly impossible. The Administration's proposal to increase the tax
burden on certain hardrock mines would appear to be a coordinated effort to accomplish that
goaL

Increasing the tax burden on the mining industry is effectively an increase in production
"csts. Because minerals are commodities traded in the international marketplace at prices
determined by the world-wide supply and demand factors, mining companies cannot recover
higher costs by raising prices. Most mine affected by this proposal will see their tax burden
increase by as much as 8 percent to 10 percent.

This tax crease is likely to have the following short- and long-term disruptive effects on
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the industry:.

Reduce the operating lives of many mines by increasing the ore cut-off grade.
Minerals that would otherwise have been economic to extract will remain in the

ground and not be recovered, resulting in poor stewardship of our natural
resources. Existing jobs, federal, state and local tax revenues will be lost.

Higher taxes will reduce the ability of companies to make the necessary investment
in existing operations to improve production efficiencies and respond to constantly
changing environmental, reclamation, health and safety standards.

Investment in new projects will decline. This change to long-standing tax policy

will adversely affect the economics of new projects and lower expected after-tax

rates of return. Many new projects will become uneconomic, resulting in lost
opportunities for new jobs and tax revenues.

The long-term consequences of this tax increase are serious. Without continuous

investment in new domestic projects to replace old mines, mineral production in the United States

will decline. The increasing short-fall between the nation's demand for mineral products and

domestic supply will be satisfied by imports of minerals mined by foreign workers. Our exports

will be jobs and many areas of the country will experience declining economies and erosion of
state and local tax bases.

2

The mining industry is characterized by relative rarity of commercially viable mineral

deposits, high economic risks, geologic unknowns, extreme costs and long lead tims for

development of new mines. The depletion allowance recognizes the unique nature of mineral

extraction by providing a rational and realistic method of measuring the decreasing value of a

deposit as minerals are extracted. As the replacement cost of a new mine is always higher in real

terms than the mine it replaces, the allowance helps generate the capital needed to bring new

mines into production.

A significant amount of capital is needed to develop and operate a mine, be it on federal or

non-federal land. It is not uncommon to spend in excess of $400 million to bring a domestic

world-scale mine into production. The cost of processing facilities is high: A state-of-the-art

smelter can have capital costs approaching $1 billion. To argue that minerals are "free for the

taking" and mining companies are recipients of so-called corporate welfare is fallacious at best.

The mining industry (and other capital-intensive industries) already pay high effective tax

rates through the application of the corporate alternative minimum tax (AMT). The General

Accounting Office in a 1995 study reported that the average effective tax rate for mining

companies under the AMT is 32 percent. The AMT gives the United States the worst capital cost

recovery system in the industrialized world. Rather than increasing the tax burden on mining, as

proposed by the Administration, it should be reduced by reform of the corporate AMT.

SECTION 29: Credit for Producing Fuel From A Nonconventional Source

Section 29 (c) was enacted to provide incentives for alternative or non-conventional fuels

produced from coal or biomass. It provides that synthetic fuel produced form coal and biomass

produced from a facility placed in service before July 1, 1998, pursuant to a binding contract

entered into before January 1, 1997, are eligible for a tax credit, if produced before January 1,

2008. The credit encourages clean technologies that provide significant environmtental benefits.

The Administration's budget contains a proposal to shorten the placed in service date by

one year to July 1, 1997. This proposal is unfair will have a devastating impact on producers who

have entered into contacts based on the specifications in the 1996 Small Busess Tax BilL The

very existence of the proposal has had a chilling effect on the ability of companies to raise the

capital needed to successfully complete the contracts they entered into based on current law. We

urge the Committee to reject this arbitrary reduction in the placed-in-service date.
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The fact is that because of the long lead time, up to two years or more, needed for plant
planning, permitting and construction, many clean coal projects may not meet the July 1, 1998,
deadline. Therefore, rather than shortening the placed-in-service date,
we advocate that Congress build on the compromise reached in 1996 and extend the placed-in-
service date to July 1, 1999. Extension o! the placed-in-service date win help
ensure that companies with binding contracts in place under current law have a reasonable amount
of time to complete projects that otherwise would qualify for the credit.

CONCLUSION

We urge the Committee and the Congress to reject these job-killing and self-defeating tax
increases targeted at the mining industry Instead, Congress should pass tax legislation designed
to foster investment and economic growth in mining and other capital intensive industries and
should include reform of the corporate AMT and extension of the Section 29 placed-in-service
date.
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Statement by
John J. Doherty

Commissioner of the New York Oty Department (Sanitation
onthe

The Pretsaets FY91 Budget Request to the Comirittee on Fnane
of the United States Senate

April 17,1997

The New York City Department o Sanitation ("the Department") respect y urges the Senate Comrauee on

Finance to protect an extension o the Alternative Fuel Tax Credit in the Internal Revenue Service Code, Section 29 as

passed in 104th Congress. Secon Session, House o(Representatives Report 104-737 toacocmpmnyH.R. 3448.

Protection of the Alternative Fuel Tax Credit in its present form would allow New York City's reclamation of

methane gas from the nation's largest IOOli, Fresh Kills, located on Staten Island. The landfill receives approximately

13,000 tons per day of residential municipal solid waste.

Background:
Refuse contained in landfills decomposes producing methane gas and odors that can be recovered through

United States Environmental Protection Agency ("EPA") approved landfill gas technologies. EPA's Methane Otreach

Program encourages municipal landfill operators like New York City to implement landfill gas recovery projects. These

projects reduce greenhouse gas emissions and provide a clean source of fuel. The tax credit extension, in its present

form, continues a valuable private sector incentive for recovering methane gas emissions.

The City his initiated a methane gas recovery project at Fresh Kills. Based on anestimaed cost of

approximately twenty five million dollars in infrastuture to set up the technology, the credit is the only tangible

financial incentive left for companies to build, maintain and operate a recoNery facility.

The Departmrt has diligently pursued both contractual and infrastructure commitments -to secure the tax

credit for New York City with a placed in service date of July 1.1998. Aty acceleration ofthat date would prevent the

Department and New York City from qualifying for the tax credit. In December 1996, the Department entered into a

contractual agreement with a private firm in an effort to comply w th the requirements of Section 29, in reliance on

meeting the July 1, 1998 deadline. If that date were changed to June 30,1997, the Department's ability to qualify for the

tax credits would fail for several reasons including: it would be impossible to complete construction within three

months; without assistance from the private sector costs to install a gas control system are prohibitive; and the

Department's proposal submission dates, based on existing deadlines as referenced above in the House Conference

Report on Section 29, would be inadequate.

As currently structured, the tax credit would provide a one million dollar per y ar payment to New York City's

landiRl gas recovery program for the next twenty )ears. Failure to obtain this credit would result in a deficit and

disqualify the program as a concession. As a consequence New York City would be responsible for the full cost of a

program.

In closing, the New York City Department of Sanitation respectfuly urges the Finance Committee to protect an

extension of the Alternative Fuel Tax Credit.
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WRITTEN TESTIMONY SUBMITED TO THE
FINANCE CoMMnTTEB
U.S. SENATE

REGARDING A PROPOSAL IN PRESIDENT CLINTON'S
FISCAL YEAR 1998 BUDGET
TO INCREASE PENALTIES FOR FAILURE TO FILE
CORRECT' INFORMATION RETURNS

April 17, 1997

The undersigned associations, which represent a broad range of financial institutions, including
both large and small institutions, reiterate their strong opposition to the Administration's proposal
to increase penalties for failing to file correct information returns. As included in the President's
fiscal year 1998 budget, the proposal generally would increase the penalty for failure to file
correct information returns on or before August 1 following the prescribed filing date from $50
for each return to the greater of $50 or 5 percent of the amount required to be reported 1. We
believe the proposal is overly broad in that it applies to all types of information returns, including
Forms 1099-INT, -DIV, -OID, -B, -C, and -MISC, as well as Form W-2.

The proposed penalties are unwarranted and place an undue burden on already compliant
taxpayers. The financial services community devotes an extraordinary amount of resources to
comply with current information reporting and withholding rules and is not compensated by the
U.S. government for these resources. The proposed penalties are particularly inappropriate in
that (i) there is no evidence of significant current non-compliance and (ii) the proposed penalties
would be imposed upon financial institutions while such institutions were acting as integral parts
of the U.S. government's system of withholding taxes and obtaining taxpayer information.

Current Penalties are Sufficient
We believe the current penalty regime already provides ample incentives for filers to comply with
information reporting requirements. In addition to penalties for inadvertent errors or omissions2,
severe sanctions are imposed for intentional reporting failures. In general, the current penalty
structure is as follows:

The combined standard penalty for failing to file correct information returns and payee statements
is $100 per failure, with a penalty cap of $350,000 per year.
Significantly higher penaltiesilgenerally 20 percent of the amount required to be reported (for
information returns and payee statements), with no penalty caps~may be assessed in cases of
intentional disregard.3

Payors also may face liabilities for failure to apply 31 percent backup withholding when, for
example, a payee has not provided its taxpayer identification number (TIN).

There is no evidence that the financial services community has failed to comply with the current
information reporting rules and, as noted above, there are ample incentives for compliance already
in place. It seems, therefore, that most of the revenue raised by the proposal would result from
higher penalty assessments for inadvertent errors, rather than from increased compliance with
information reporting requirements. Thus, as a matter of tax compliance, there appears to be no
justifiable policy reason to substantially increase these penalties.

Penalties Should Not Be Imposed to Raise Revenue
Any reliance on a penalty provision to raise revenue would represent a significant change in
Congress' current policy on penalties. A 1989 IRS Task Force on Civil Penalties concluded that
penalties "should exist for the purpose of encouraging voluntary compliance and not for other
purposes, such as raising of revenue."4 Congress endorsed the IRS Task Force's conclusions by
specifically enumerating them in the Conferce Report to the Omnibus Budget Reconciliation
Act of 1989.5 There is no justification for Ongress to abandon its present policy on penalty ,
which is based on fairness, particularly in light of the high compliance rate among information
return filers.
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Safe Harbor Not Sufficient
Under the proposal, utilization of a 97 percent substantial compliance "safe harbor6" is not
sufficient to ensure that the higher proposed penalties apply only to relatively few filers. Although
some information reporting rules are straightfrward (e.g., interest paid on deposits), the
requirements for certain new financial products, as well as new information reporting
requirements,7 are often unclear, and inadvertent reporting errors for complex transactions may
occur. Any reporting "errors" resulting from such ambiguities could easily lead to a filer not
satisfying the 97 percent safe harbor.

Application of Penalty Cap to Each Payor Entity Inequitable
We view the proposal as unduly harsh and unnecessary. The current-law $250,000 penalty cap
for information returns is intended to protect the filing community from excessive penalties.
However, while the $250,000 cap would continue to apply under the proposal, a filer would reach
the penalty cap much faster than under current law. For institutions that file information returns
for many different payor entities, the protection offered by the proposed penalty cap is
substantially limited, as the $250,000 cap applies separately to each payor.

In situations involving affiliated companies, multiple nominees and families of mutual funds, the
protection afforded by the penalty cap is largely illusory because it applies separately to each legal
entity. At the very least, any further consideration of the proposal should apply the penalty cap
provisions on an aggregate basis. The following examples illustrate why aggregation in the
application of the penalty cap provisions is criticaL

EXAMPLE I -- Paying Agents
A bank may act as paying agent for numerous issuers of stocks and bonds. In this capacity, a
bank may file information returns as the issuers' agent but the issuers, and not the bank, generally
are identified as the payors. Banks may use a limited number of information reporting systems
(frequently just one overall system) to generate information returns on behalf of various issuers.
If an error in programming the information reporting system causes erroneous amounts to be
reported, potentially all of the information returns subsequently generated by that system could be
affected. Thus, a single error could, under the proposal, subject each issuer for whom the bank
filed information returns, to information reporting penalties because the penalties would be
assessed on a taxpayer-by-taxpayer basis. In this instance, the penalty would be imposed on each
issuer. However, the bank as paying agent may be required to indemnify the issuers for resulting
penalties.

Recommendation: For the purposes of applying the penalty cap, the paying agent (not the issuer)
should be treated as the payor.

EXAMPLE H -- Retirement Plans
ABC Corporation, which services retirement plans, approaches the February 28th deadline for
filing with the Internal Revenue Service the appropriate information returns (Le., Forms 1099-R).
ABC Corporation services 500 retirement plans and each plan must file over 1,000 Forms
1099-R. A systems operator, unaware of the penalties for filing late Forms 1099, attempts to
contact the internal Corporate Tax Department to inform them that an extension of time to file is
necessary to complete the preparation and filing of the magnetic media for the retirement plans.
The systems operator is unable to reach the Corporate Tax Department by the February 28th
filing deadline and files the information returns the following week. This failure, under the
proposal, could lead to substantial late filing penalties for each retirement plan that ABC
Corporation services (in this example, up to $75,000 for each pan)8.

Recommendation: Retirement plan servieem(not each retirement plan) should be treated as the
payor for purposes of applying the penalty cap.

EXAMPLE III -- Related Companies
A bank or broker dealer generally is a member of an affiliated group of companies which offer
different products and services. Each company that is a member of the group is treated as a
separate payor for information reporting and penalty purposes. Information returns for all or
most of the members of the group may be generated from a single information reporting system.
One error (e.g., a systems programming error) could cause information returns generated from

'the system to contain errors on all subsequent information returns generated by the system.
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Under the proposal, the penalty cap would apply to each affiliated company for which the
system(s) produces information returns.

Recommendation: Each affiliated group should be treated as a single payor for purposes of
applying the penalty cap.

While these examples hihlight the need to apply the type of penalty proposed by the Treasury on
an aggregated basis, they also illustrate the indiscriminate and unnecessary nature of the proposaL

CONCLUSION
The undersigned associations represent the preparers of a significant portion of the information
returns that would be impacted by the proposal to increase penalties for failure to file correct
information returns. In light of the current reporting burdens imposed on our industries and the
significant level of industry compliance, we believe it is highly inappropriate to raise penalties.
Thank you for your consideration of our views.

The New York Clearing House Association
100 Broad Street
New York, NY 10004
(212) 612-9205

The Securities Industry Association
1401 Eye Street, NW
Washington, DC 20005
(202) 296-9410

Independent Bankers Association of America
Suite 950
One Thomas Circle, NW
Washington, DC 20005
(202) 659-8111
America's Community Bankers
Suite 400
900 19th Street, NW
Washington, DC 20006
(202) 857-3125

ENDNOTES

I A similar proposal was included in President Clnton's fiscal year 1997 budget.
2 It is important to note that many of these errors occur as a result of incorrect information
provided by the return recipients such as incorrect taxpayer identification numbers (TINs).
3 The standard penalty for failing to file correct information returns is $50 per failure, subject to a
$250,000 cap. Where a failure is due to intentional disregard, the penalty is the greater of $100
or 10 percent of the amount required to be reported, with no cap on the amount of the penalty.
4 Statement of former IRS Commissioner Gibbs before the House Subcommittee on Oversight
(Febrt ary 21, 1989, page 5).
5 OBRA 1989 Conference Report at page 661.
6 The increased penalties would not apply if the aggregate amount that is timely and correctly
reported fora calendar year is at least 97 percent of th- aggregate amount required to be reported
for the calendar year. If the safe harbor applies, the prt sent-law penalty of $50 for each return
would continue to apply.
7 For example, Form 1099-C, discharge of indebtedness reporting.
8 If the corrected returns were filed after August 1, the penalties would be capped at $250,000
per plan.
9 A definition of "affted group" which may be used for this purpose may be found in Section
267(f) or, alternatively, Section 1563(a).

46-039 98-10
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May 6, 1996

The Honorable Bill Archer
Chairman
Ways & Means Committee
U.S. House of Representatives
1236 Longwonh House Office Bldg.
Washington, D.C. 20515-4307

The Honorable William V. Roth, Jr.
Chairman
Senate Finance Committee
U.S. Senate
104 Hart Senate Office Bldg.
Washington, D.C. 20510-0801

The Honorable Sam M. Gibbons
U.S. House of Representatives
2204 Rayburn House Office Bldg.
Washington, D.C. 20515-0911
The Honorable Daniel P. Moynihan
U.S. Senate
464 Russell Senate Office Bldg.
Washington, D.C. 20510-3201

Gentlemen:

I am writing to express The New York Stock Exchange's (NYSE) strong views on two
proposals included in Title IX of the Administration's Fiscal Year 1997 Budget Proposals,
released March 19, 1996.

Average Cost Basis Proposal

The NYSE is strongly opposed to the proposal that would require the use of an average

cost basis for purposes of determining gain or loss on the sale or other disposition of securities.

The average cost basis proposal would reduce the after-tax return on an investment in securities,

discouraging new investment, inhibiting job growth and impeding economic expansion.
Moreover, the transition to using average cost basis would result in downward pressure on

securities markets as investors accelerate sales of securities prior to the effective date of the
proposal

Under current law, investors may specifically identify securities to be sold. Investors who

do not specifically identify securities to be sold must use the first-in-first-out method of

accounting to determine the adjusted basis. Under the average cost basis proposal, investors

would be required to determine gain or loss on the sale or other disposition of securities using an

average cost basis of all substantially identical securities held at the time of disposition. If

investors sell less than all of the substantially identical securities, the investors would be treated as

having disposed-6f the securities first acquired for purposes of determining the holding period of

the securities sold and of the remaining securities.

The average cost basis proposal effectively increases the capital gains tax by accelerating

gaits recognition in the case of a sale of less than all of an investor's substantially Wi-,tica)

serities having different adjusted bases. This is contrary to the Administration's stated goals of

hir reasing savingsl and promoting economic growth2. Cot,.inued economic expansion and the

resulting creation of jobs depends in part on the availability of low-cost capital. By reducing the

after-tax return on investments in securities, the average cost basis proposal would tend to

discourage savings and increase the cost of capital, thus limiting new investment in plants,

equipment and technology. In addition, to the extent investors continue to hold existing securities

to avoid theIncreasod tax exposure created by this proposal, the average cost basis proposal
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restricts the efficient flow of capital to its highest and best use, which also will inhibit economic
growth. Moreover, we note that middle-iome investor will be harder. hit by this proposal
becOse it is these investors who will not be able to avoid selling securities in order to pay for
certain expenses, such as college tuition.

Because the average cost basis proposal increases the tax burden on capital gains, it is
likely that investors will accelerate sales of securities after enactment of the proposal and before
its effective date. In its current form, the average cost basis proposal would apply to sales of
securities beginning 30 days after the date of its enactment. We believe that this effective date
provision could create substantial downward pressure on securities markets.

In light of the foregoing, we strongly encourage you not to include provisions such as
those embodied in the average cost basis proposal in any budget or tax legislation. In the event
you decide to include the average cost basis proposal or similar measures -- and the NYSE
strongly urges that you do not -- to reduce the downward pressure on securities markets, we ask
that the average cost basis proposal apply only to securities acquired on or after the date of
enactment.

Constructive Sale Proposal

TINY IW is concerned about the proposal that would require a taxpayer to recognize
gain (but not loss) upon entering into a constructive sale of an appreciated position in either
stock, a debt instrument or a partnership interest. This provision is overly broad and would not
only address abusive transactions but also would discourage legitimate risk management
transactions.

We applaud the Administration's desire to combat abusive transactions such as those
which are structured to permit a taxpayer to avoid permanently the realization of capital gains on
an appreciated stock or debt instrument position in order to permit a stepped-up basis on the
taxpayer's death. However, many legitimate risk management transactions also would be covered
by the Administration's constructive sale proposal. We believe that it is counterproductive to
attack a relatively few abusive transactions with a proposal so broad that it would prevent a large
number of taxpayers from entering into prudent, short-term (for example, transactions of nine
months or less) risk management transactions.

In light of the foregoing, we urge that any provision relating to constructive sales in any
budget or tax legislation be narrowly drawn so as to capture only abusive transactions while not
encompassing legitimate, short-term hedging transactions.

Sincerely yours,

Sheila C. Bair
ISee, e.g., Letter from Robert E. Rubin to Rep. Michael N. Castle, 96 TNT 57-66, March 13,
1996, available in LEXIS, Fedtax Library, TNT File (stating that the President's Fiscal Year 1997
Budget, subntltted February 5, 1996, balances the budget with sufficient savings for modest tax
cuts that, among other things, will spur long-term savings).

2President Clinton's Fiscal Year 1997 Supplemental Budget Message (Budget Supplement
Chapter 12: Promoting Tax Fairness) (legislative proposal), 96 TNT 56-42, March 19, 1996,
available in LEXIS, Fedtax Library, TNT Files (stating the budget proposes tax reforms that
"encourage activities that foster economic growth'; Administration's News Conference
Presenting the Administration's Fiscal Year 1997 Budget Proposal, 1996 FDCH Political
Transcripts, March 19, 1996, available in LEXIS, Nexis Library, CURNWS File (President
Clinton stating "our nation must change course and once again provide growth and opportunity
for the American people" and emphasizing the Administration's commitment to job creation, low
inflation and productivity).
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E~J (~THE BOND MARKET
TRADE ASSOCIATION
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Statement of
PSA The Bond Market Trade Association

before the
U.S. Senate

Committee on Finance"

April 17, 1997

PSA The Bond Market Trade Association is pleased to present its views on certain revenue-raising
tax proposals in the Clinton administration's fscl year 1998 budget. PSA represents securities firms and
banks that underwrite, trade and sell debt securities, both domestically and internationally. Our
membership includes most major dealers in the corporate and municipal bond markets, the two areas of
focus in this statement.

PSA's members help provide capital financing for corporations and state and local governments
throughout the nation. PSA takes a very active interest in issues that affect the cost of capital for issue of

debt instruments. PSM firmly believes that investment in capital asset both public and pnvate, in addition

to creating jobs, is one of the most important factors that determines productivity. Improved productivty,

in turn, is the means by which the standard of living for all Americans improves. We are, therefore,
extremely supportive of fiscal policies that raise the leveh of savings and investment. For this reason, PSA

has long been a vocal advocate of a balanced federal budget Eliminating the deficit is the most direct way

to raise savings rates. Taking the federal government out of the competition for a limited pool of funds
available for investment wil lower the cost of capital for other borrowers and will result in higher levels of

private-sector and state and local capital spending. Indeed, .ne of thunost importantreasons for
balancing the federal budget is the positive effect on savings and investment

PSA is dismayed, therefore, that the administration's plan to balance the budget is based in part on

proposed tax increases which would raise the cost of capital for corporations and state and local

governments and discourage capital investment. We strongly disagree with the administration's
characterization of instruments affected by its proposals as "unwarranted corporate tax subsidies" :rsd "tax

loopholes."' Moreover, the revenue-raising proposals are targeted at capital investment, an activity vhich

we feel the tax code should encourage. We agree with Chairman Roth that the tax code ought to fose

economic growth. We therefore appreciate the opportunity to express our firm opposition to propced

tax increases in the president's budget which would increase the cost of capital for corporations and rte..
and local govemrents, discourage capitl investment and job creation, and weaken t.e overall economy.

A number of proposals in the administration's FY 1998 budget released on February 6,1997 wouki

have negative effects on the capital markets and savings and investment. Our statement focuses on the

following four.

* Deny interest deduction on certain debt instruments;

* Reduce dividends-received deduction to 30 percent and eliminate dive -received deduction for
certain preferred stock;

* Defer original issue discount deduction on convertible debt; and

* Extend pro rata disallowance of tax-exempt interest expense to all corporations.

The staff of the joint Committee on Taxation has estimated that together, these proposals represent a tax

increase on capital investment of nearly $3 billion over the period 1997-2002, and approximately 7.4 billion

over the period 19f7-2O7.'

When they were originlly released in December 1993, the above provisions were proposed with an

immediate effective date.' The result was consider uncertainty and confusion among capital marke
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participant. Transctions that we on the verge of execution we suspemdL The truing and issuance
of certain financial instiumnr was virtually hailed. As Chan Roth recognized last year. the proposals
had a "chilling effect" on the market.' It took the March 29,1996 I ont statement by Oairman Roth and
Ways and Means Comrittee CQairun Bil Archer on the effective dates of the pending proposals to put
to rest the market's concerns over when the admistratio's tax proposals would be applied if they wr
enacted.' PSA is gmatefud to Chairman Roth and to Chairman Archer for this clarication. We are also
pleased ta in its current budget proposal, the adinistation generally proposed effective da of -frst
committee action ocr final enactent with regard to the above p ropoul. However we remain steadfastly
opposed to the substance of the proposals. In addition, even the more sensible effective date proposed
by the administration this year raise significant question regarding the effect that the proposals would have
on the vale of certain out tending financial instrument , especially preferred stock, if the tax treatment of
their future pa'yenN were changed adversely. . . ....

In our written statement to the House Ways and Means Committee last year,' we outlined some of
the opposition to t e administration's tax proposals that had arisen since their release in December 1995.
Since that statement, opposition has intensified. Indeed, we are aware of no public epression of support
for the proposals by any member of Congress in the 16 months since their original release. PSA has
compiled a collection of statements by numbers members of Congress and market participants opposing
the above proposals which outings the scope and breadth of opposition. We have made this compilation
available to Finance Committee members and staff.

The cbasncters don ofdebt and equity

Three of the administration's proposals outlined above relate to the taxation of fincing
instruments issued by corporations. The proposals entail major policy changes related to the distinction
between debt and equity financing.

Corporation have available to them two ways to finance capial investment: equity and debt In
generA, because they are business expenses, payments or accruals on debt are characterized as interest and
are deductible for corporate taxpayers. Payments on equity instruments are chwacterized s dividends and
generally are not deductible. The non-deductibility of dividends on equity capital discussed further below,
results in the multiple taxation of corporate earnings, which in turn makes the after-tax cost of equity
capital much higher than it would othetwis be. Because of the multiple taxation of corporate earnings, tax
considerations play a role in a corporation's choice of financing mechanism. However, the decision to raise
capitaJ in the first place is not tax-motivated. Corporations su securities and raise c oitl, debt or equity,
because the expected returns on the assets financed from the proceeds of the securities is attractive. The
deductibility of payments or accruals on debt securities, therefore, cannot be reasonably characterized as a
tax loophole or benefit.

The administration's proposals related to corporate financing instruments mRects fulamentally
new approach totihe characterization foc tax purposes of corporate debt and equity, an approach which is a
radical departure from accepted tax policy and which would entaU negative consequences for corpoate
investment in capital assets. Indeed, the administration's proposals represent a significant departure from
existing Internal Revenue Service (IRS) rules and practices regarding the classification of debt and equity.
Currently., in distinguishing between the two, the IRS consider the following eight actor.':

a whether there is an unconditional promise on the part of the isuer to pay a sum certain on demand or
at a fixed maturity date that is in the reasonably foreseeable future;

a whether holders of the instruments posses the rigt to enforce the payment of principal and interest;
* whether the rights of the holders of the instnmnents are sutodirat to rigts of geral credited
* whether the instruments give the holders the right to pariipate in the sn agement of the issuer
" whether the issuer is thinly capitalized;
" whether there is identity between holders of the inrmets and stockholders of the issuer
• the label placed upon the instments by the.parties; and

TheU pvopos "ekiukt dividd-received dedut -~cr prlee ssxkO V Wa W" ft isrm Augus 1996 wid a
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S whether the instruments are intended to be treated as debt or equiy foe non-tax purposes, including
regulatory, rating agency. or financial accounting purposes.

According to the IRS, "no particular factor is conclusive in rraking the determination of whether an
instrument constitutes debt or equity. The weight ven to any factor depends upon all the Facts and
circumstances and the overall effect of an instrumens debt and equity feature must be taken into
account." As discussed below. however, the administration's proposals would impose new, abitry
criteria which would supersede a "facts-and-crzatancea" evalaton of particuar f inacing instruments.

Although we do not necesvr,. cY Agree with a "facts-and-circumstances" approach to
distinguishing between debt and equity, d e existing guidelines leave unanswered questions regarding the tax
status of particular financial instments arid products. Even more inportanf the gusidees fail to
recognize some fundamental differences is the nature of the income derived from debt and equity
instruments-and place undue emphasis on a.-counting factor in distinguishing between the two. PSA
believes that there are sevcral general guiding principles that should apply in defining debt and equity for
tax purposes. Before addressing the administration's proposals specifically, a discussion of these principles
would be useful.

SRtngfr tsirinn nf rnrpormt srnig

The problem of double and triple-taxation of corporate profits under prevailing tax law is a
fundamental concern for PSA. Because corporate equity is not afforded the same tax treatment as debt,
corporations' earnings are often taxed multiple times. If a corporation holds stock in another corporation.
it is taxed on the dividends paid on that stock to the extent that the div n do not qualify for the
diiidends-received deduction (DRD). It is also, of course, taxed on its earnings from all other sources. If
the corporation pays dividends to a tax-paying investor, that investor pays taxes on the dividends. To the
extent that accumulated, unpaid earnings are represented in the appreciated price of a stock, those earnings
are taxed as capital gains when shares are sold by a taxable investor. If the stock is part of an estate, the
holdings are taxed when the estate is distributed. The effect of these multiple levels of taxation is to raise
financing costs for coqorations, reduce incentives for capita) foma'ion, and create serious concerns about
global competitiveness.

Ultimately, the solution to the problem of multiple taxation of corporate earnings - short of

moving to an entirely new system of taxation, such as a consumption tax - is to integrate fully the
corporate and individual tax systems. Many of the proposals for corporate tax integration which have been

circulated in recent years suggest either abolishing the corporate income tax altogether and taxing all
corporate earnings at the level of investors, or exempting investment earnings from taxation at the
individual level and fully subjecting all corporate earnings, whether paid as interest or divides, to the
corporate income tax. PSA would fully support further study and consideration of the issue of corporate
tax integration with the goal of amending the federal tax code to ensure that corporate earnings are not
taxed more than once. In the end, these issues would be more appropriately considered in the context of a
fundamental review of the entire tax system. Short of fully integrating the individual and corporate tax - -

systems, however, we firmly believe that in cases where a reasonable question exists as to the
characterization of an instrument as debt or equity, tax law should err on the side of treatment as debt so as
to minimize the problem of multiple taxation.

Thp naure of zZA11 investment

Equity and debt investments are fundamentally different in an important sense. An investor
typically buys an equity instrument as a way to participate directy in the long-tetm growth of the issuing
corporation. Such is the case with common stock. Debt investments do -not afford this benefit to holder
In buying a debt instument, an investor is purchasing an income stream or interest accrual, not a
participation in the success or failure of a company. It is true that a debt investor can benefit from a
corporation's strong performxce - if a coporatio's Financial condition impeoved enough so tha its
credit rating wer upgraded. for example - or can be hurt by a corporation's poor perfomwce - if s
corporation ere downgraded or the company went bankrupt However, the potential risks and reWds of

a corporate debt investment related to the performance of a company usually represent only a very snl
aspect of an investors total return on his or her investment.

Ultimately, the characterization of an instrument as cquit or debt should rest on whether by buying
the instrument in question, an investor is purchasing a direct participation in the long-term growth of the
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isuinopoaioa ccia stores of cash flows based on an sgreed upon rate. A reasonable teat to
distinguish debt and eqty might include the f( boq s

* Does the holder receive or acre periodic income at an ageed-upon rat?
* Does the instument offer the holder the opportunity to participate in the growth or decide of the

company during the period i which payments are made or accrued?
" Can the obfgatios of the isser be enfbced? Can a defis t force the ksr into bankruptcy or.

ulm atel aio

For most fincial instrum ents, the ditinction between debt md equity a obvious Common stock clearly
is er ty. Senior and subordinated corporate bonds clearly ar debt. Capital seurties' also reprtst.
inter ts in fixed streams of payments, and therefore would be debt.

How a financing instrument is treated under accounting rules should play no role in determining its
tax treaurmnt. Distinguishing between debt and equity for accounting purposes serves a,,p fi sdamentafly
different from that for tx purposes. The characteiation of financial instruments undee accounting rules
is based on an issues payment obligations and an investor's rop in bankruptcy. The rules also provide
common definition and conventions so that the accounting statements of one company ame easily
comparable to those of another. The distinctimn under the tax code egiss so that similar types of income
are afforded similar tax treatment. There is no reason to expect that the treatmenfof a gven financial
instrument under the tax code should necessarily mirror its treatment under generaMy accepted accounting
principles (GAAP) or under the information dis sure requirements of securities statutes and regulations.

Indeed, relying on accounting rules as the basis for how a particular instrument is taxed would
effectively grant tax poky authority to the Financial Accounting Standards Boad and die Securities and
Exchange Commission (SE. With al due respect to these two highly rgd organizations, PSA firmly
believes that tax policy authority should rest with Congress and, to the extent such authority is granted in
law, the Treasury Department. The designation of certain hybrid financial instument as non-debt
liabilities in SEC filings, for example, relates to accounting concerns with respect to their status n
bankruptcy, not to the nature of the income or other benefits received by the holder or to the obligations
of the issuer.

DeZny Ztemst dedurtka on certain debt secudu

The administration's budget plan contains a proposal to deny corporate interest expense deductions
for debt with a maturity longer than 40 years and instruments with maturities longer than 15 years not
characterized as debt in an isses's SEC filings. This proposal appears to be aimed at elimnating the
interest deductibility of innovative new financial instruments, such as capital securities. These instruments
are issued by a wide variety of companies. including bariks, utilities, insurance companies, med and
telecommunications companies, energy companies and manufacturers. They are bought by both
institutional and retail investors. In 1996, U.S corporations raised over $32 billion of investment capital
through the sale of these instruments. Since 1993. corporations have issued over $62 billion of capital
securities.

Capital securities are popular among corporations because by providing a long-term, fixed-rate
source of capital that is junior to all other debt but senior to all erjdy, they fill an important void in a
corporation's capital structures Traditional preferred stock, for a variety of reasons, is an expensive and
relatively unattractive source of capital for most corporations. Capital securities can fill an important gap in
many corporation' balance sheets. Most forms of capital security offer corporate issuers the added
feature of the deferability of interest payments. In most cases an isuer can, if necessary, defer payments
on capital securities for up to five consecutive years. The deferral entails seea require nrets. A
corporation must first stop paying dividerds on all common and preferred stock. During the deferral
period, interest continues to accrue and is treated under current tax rules as original-issue discount. At the
end of five years, if the issuer is still unable to make payments to capital securities investors, its obligation
are foly enforeable. Nevertheless, the ability to defer payments in a time of stress is attractive and gives
corporations a great deal of financial flexibility. Conc . for ammpl, it could prevent a coqoration
from taking more drastic cost-sutting actions during a downturn, such as by-offi or plant closings.

cbawarsac ozmim sAosirned debt. Coer tain secitees s, aso bo a as vuspefkad seci debt-
bybod mmuafsa rapad mcasa sad pavius dekt Thery dso go by a .aiiks olpmoposur wma sdci as Capisi Trost
Pa4arouo Secduate (rusas) Trsigits see PakaWs Secuities OPuS) md Mdoan"yh Pakutd Secaemes



292

-5-

The amiistration has proposed essentially to prohibit companies from issuing capital mites
longer than I5 years spplarently on grounds that "they hive substantial equity features (iritluding many non-
tax benefits of eqity)." The administration has characterized this proposal as away to curb trauactions
which have "exploited" regulatory ambiguity. However, there is no evidence that corporations have in ay
way attempted to skirt existing distinctions between debt and equity or have otherwise engaged in abusive
activity. Indeed, is only because of a favorable ItS ruling several yevs ago that capital secxities can now
be issued. PSA disagrees with the administration that the cu-rent tax treatment of these instruments needs
to be changed. Even if the current tax status of these instruments were under debate, capital securities can
in no way be reasonably characterized as abusive. Issuers are able to deduct interest payments on capital
securities becau these instruments are virtually identical to other form of corporate debt with regard to
payment chmacteristics and the legal and financial oblgaions assumed by issuers. - -

A careful analysis of the affected instruments reveals that they possess the critical attributes of debt.
Indeed. Treasury's proposal does not rely on any of these attrbutes to curtail the interest deductibility of
these instruments. Rather, Treasury has focused on the fact that capital securities are not typically shown as
debt on a company's balance sheet. The reality is, balance-sheet treatment of these instruments has never
before been relevmat to their tax treatment and whether they are identified as debt obligations for tax
purposes.

Capital securities issued through a trust are a case in point. A company utilizing these istruments
issues debt obligations to a trust which, in turn, issues trust securities to investors. The tanaction is
structured in this way because securities issued through a trust are viewed more favorably by a nationally
recognized credit rating agency. Because these debt obligations are issued through a trust, they are not
shown on an issuer's consolidated balance sheet as debt, although the footnotes to the corporation's -
balance sheet disclose that the sole asset of the trust is the Junior, subordinated debt of the company. It

should also be noted that capital securities are not characterized as equity on an issuer's balance sheet.

The balance-sheet characterization of capital securities as non-debt liabilities does not alter the
conclusion that the underlying debt securities possess all the critical attributes of debt. This is clearly
illustrated by the facts that:

* Investors in these instruments are the legal owners of an undivided interest in the underlying debt
obligations, and they enjoy all the creditor rights and economic benefits as if they had purchased the
debt obligations directly from the issuer. In addition, holders of these instruments do not enjoy any
participation in an issuing corporation's growth, as do holders of common stock.

" Companies that issue these securities - despite their ability to extend an interest payment period for
up to five years - have an absolute obligation to pay interest and principal at maturity. In the case of a
default, investors can enforce the obligations of an issuer through the bankruptcy court.

" Holdr of capital securities are higher in seniority - the "pecking order" of payments in the case of
bankruptcy - than any equity investors.

Contrary to Treasury's revenue projections, this proposal would likely fall to raise revenue. Issuers
that are affected by the proposed legislation would either choose to issue hybrid preferred securities with a
maturity of I5 years or less, or they would maintain the I S-plus-year maturity of the instruments and issue
them direcdy to investors, rather than through a partnership or trust, albeit at a potentially higher overall
cost of capital. In only very few cases - limited to commercial banks due to unique regulatory captal rules
- would an issuer substitute its hybrid financing with equity. I. cases where a higher financing cost makes

an investment project unfeasible, an issuer would simply not undertake the tranaction at all. In any case,
Treasury's proposal will ulimately fal to reduce substantially the amount of interest issuers deduct, and it
will therefore be unlikely to raise significant tax revenue.

Electric utilities represent a good example of the efficiency and Flexiility that capital securities
provide corporations. Traditionally, utilities have depended on fixed-rate sources of financing for a
significant portion of their overall capitalization, and in recent years utility companies have been significant
issuers of capital securities. In 1996 alone, for example, at least 26 utility companies issued $3.4 of capital
securities. None of these trauactions could have taken place if the administration's proposal had been law
last year. The financial flexibilythat capital securities provide utilities is particularly important given the
radical deregulatiom at both the federal and state levels that is transforming the industry. Deregulation will
almost certainly require that utility companies undertake significant new capital investment. Prohibiting
utilities fim taking advantage of this efficient financing source would eacerbaft the competitive pressures
already affecting the industry.
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The arninistrodon's pCoPa Would aso affect co u debt iss unts with mauritieso
than 40 year. Here, the im raon's distinction between debt mid equityis c bitry.
Udal the proposal, two otherwise identical debt securities, on with a maturiy of 40 years and the other
with s marity of 41 yea, would be - din en*y different way&.

In the past two yas. corporations have takeni to isuinugdebt with very Song maturities, somnetanes
n long a 100 yea . [he reasons imrolve the unique rket conditions which have pcrvsed in recent
months that have made the transactions attracted to both isuers ard investors Becue, they n borrow
for 100 years at interest ras only sligdy hNger thani, say. 30-yea ficiancing~ corporations wre able to take
advatag of stable arid long-term finacing sources. Domestic corporations we not the only borrowers
who have discovered this means of firsanc Foreig corporations md governments have also iu 100-
year bonds mn the US, market ove the past t"o years. Sinc 1990 corporations have raised app mxnatedy
18 billion in capital through the sale of WO- to 100-yesr debt securities. ReatiTe to the corporate bond
market overall - corporations issued nearly $449 bilhon in debt sarites. in 1996 alone - students
with very long maturities represent only a very small portion of total corporate debt financing, However,
the i stwnents provide an attractive, alternative francing source for cetai companies.

The ad isiration has offered no explanation as to its choice of 40 yeas as the criterion for debt.
It has also not explained why maturity alone should characterize an instrument as debt or equty when it
otherwise has an the characteristics of debt. Any distinction based solely on one factor - the mataity of
an instrument- ignores long-stnding defntions ard conventions regarding what constitutes debt
finsicin. The adnstrtion's proposal would present corporations from accessingan efficient source of
financin& Foreign corporations, which generally wre not brdened by such arbitrary policy distinctions
as those represented in the presidents budget, would st.n have access to t source of longterm capital
and hence would enjoy an advantage over domestic companies. In addition, the *dminiutior's-proposah
would deny debt treatment for certain instruments without Mly re-characterizing them as quity so tha
they would qualify for the dividends-received deduction. These instruments wou, in effect, be subject to
the worst tax aspects of both debt and equity.

The definition of equity should rest on mor than the criter proposed by the administration. It
should encompass only securites whose retrns are direcdy related to the long-term growt of the suing
corporation, such as common stock. Neither long-dated corporate bonds nor capital securities afford this
benefit to holders. In both case, the holder is buying an income stream not an equity participation.

Redinx dvideds-reodredd du edon to Opawt and efstim ate dfded. deducrwn Ar
cwrrabspraefrdaoock

Under current law, corporate taxpayers that earn dWdnds on invesuents in other corporation
are permitted ax deduction equal to at least 70 percent of those earnings. The deduction is designed to
mitigate the negative economic effects associated with multiple taxation of corporate earnings. The
ad iraktion has proposed reducing the minimum dividends-received deduction (DRD) to 50 percent
which would increase the taxation of corporate earnings and discourage capital investment. A companion
proposal to eliminate the DD altogether for preferred stock with certain characteristic would also entail
hamful effects.

A generow DRD is important because it reduces the effect of mukiple taxation of corporate
earnings. As discused earlier, when dividends are paid to a table person or entity, those Fands we ted
twice, once at the corporate level and once at the level of the taxpayer to whom the dividends ar pad
These multiple Levels of tvation rise Financing costs for operations, create global competitiveness
problems, and generally reduce incentives for capital formation. The DRD was specifcally designed to
reduce the burden of one layer of taxation by making dividends lrgely non-taxable to the corporate owner.

The administration has argued only that the current 70-percent DRD is "too generous."" It has
provided little additional justfication fir a proposal which would magnify the problems of multiple taxation
of corporate earnings and raise the cost of capital invesutnet for US. corporations. It has also arued that
certain referred stock, such as varable-rate and sio-set preferred, "is economically more e debt tha
stock."" However, the administration has not proposed that such instruments be formally characterized as
debt eligible for interest payment and accru deductions As with the previous proposal to deny an interest
deduction for certain debt instruments. the administration has sougt to characterize certain preferred
stock in such away as to maximize tax revenue; it would be ineligible for both the DRD and the interest
expense deduction.

I WA. pop 42
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Scaling back the DRD would exacerbate the effects of multiple taxation. The change would be
bntamoumt to a ta increase on corporate earnings since the muinum deduction viable to certain
investors would fall. Ibis tax increase' would ow directly to issues of stock, especially preferred stok
who would face hg borrowing costs as investors demanded higher pre-ta yeld In reponse,
corporations would tend to cut capital ezpenditsxes, red working capital, move capital raising and
employment overseas, and otherwise slow growth-oreted investment. Amplityig the competitive
disadvantages ofmutiple taxation of American corporate earning would be the fact that many of out
largest econouc cometitors have already adopted tax system under which inter-corporate dividends ae
largely or €omplet untaxed. E ininating the DRD altoged for preferred stock with certain
characteristc would cut US, corporations off from an efficient source of financing. The administration's
DRD proposal would thus have a wide range of unintended consequences ta would harm the national
economy.

The administration's proposal to reduce die DID to S0 percent would be effective for dividendss
pod or accrued more than 30 da after the date of enactment" Wle the propoe effective date can

not strictly be characterized as retroactive, it would apply to a tar volume of outta instruments d

would have some very negative consequences for investors and issue The proposal would be applied to
instruments which were issued and purchased wnder an assumption of a 70pcct DRD. Reducing the-
DRD to S0 percent would substantially erode the after-tax value to investors of f&Wtre payments on these
instruments. If a holder sold its investment in the secsndaq market, its p

r ice would reflect the lower, less
attractive DRD. In these cases, investors would effectively beat the addition t= liabiity. A large volmne

of recent issue refe-ed stock was originally sold with '"o-up* provisions which ntially require
issuers to compensate investors for the additional tax liability associated with adverse changes to the DRD.
In these cases, issuers would directly bear the burden of the tax increase. In both cases, taxpayers who
made decisions based on prevailing tax policy would be harmed by an adverse chage. When the DRD was
lowered in previous years, the legislation contained grandfatherr" provisions to protect issuers and
investors who would have been harmed by the change. While we remain steadfastly opposed to the
proposal to reduce the DRD to 50 percent, we feel strongly that at the veM least it should apply only to
stock issued after the date of enactment.

Dder odginaliuue diiscount on convrtibl debt

The administration has proposed to change the tax treatment of oriinl issue discount (OM)) on
convertible debt securities. OlD occurs when the stated coupon of a debt instrrent is below the yield
demanded by investors. The most common cue is a zero-coupon bond, where all the interest income
earned by investors is in the form of accrued OID. Under current law, corporations that issue debt with
OID may deduct the interest accrual while bonds are outstanding. In addition, taxable OID investors must

recognize the accrual of OID as interest income. Under the administration's proposal, for OD

instruments which are convertible to stock, issers would be required to defer their deduction for accrued
OlD until payment was made to investors in cash. For convertible OM) debt where the conversion option
is exercised and the debt is paid in stock, issuers would lose the accrued OID deduction altogether.
Investors would still be required to recognize the accrual of OID on convertNe debt as interest income,
regardless of whether issuers took deductions.

The administration's proposal is objectionable on several grounds. Frst, convertible zero-coupon-
debt has efficiently provided corporations with billions of dollar in capital financing. The change the -

administration proposes would significantly raise the cost of issing convertible zero-coupon bonds, and in

doing so would discourage corporate capital investment. Second, the ad ninistraton's presumptions for

the proposal are flawed. The administration has arsued that "the issuance of convertible debt with OID is

viewed by market participants as a de facto purchase of equity.
" 4 However, performance does not bear

out this claim. In fact, of the convertible zero-coupon debt retired since 198S, approxim.tely 70 percent

has been retired in cash, and only 30 percent has been converted to stock. Indeed, the market teats
convertible zero-coupon bonds more as debt than as equity.

Third, and perhaps most important, the administration's proposal violates the basic tenet of tai

symmety, the notion that the recognition of income by one party should be associated with a deduction by

a counterparty. This fundamental principle exists to help ensure that income is taxed only once Under the

proposal, investors would be taxed fuMy on the accrual ofOID on convertible zero-coupon debt, but

issuers' deductions would be deferred or denied. The proposal would compound problem associated with
the multiple taxation of investment income, thereby raising the cost of corporate capital.

u 1IW, pq 40L
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Because the proposal would excerbate problems of multiple taxaton of corporate income and
becas it would raise the cost of corporate capital investment, PSA tag the rejection of the

props al

Xraadpro tasu ditalowane otx-exenape& ts ceme to aff cogevon.

Another proposed tax increase in the admirabstimn's budget, while it would nornira/ apply to
corporations, would in reality be bore by state and local governments in the form of hi w Financing
costs. Rather than dosing a "tx loophole" fo corporations, the proposal would make it more expensive
for state and local governments to finance vital public services.

Under current law, investor, including c orationa-are *-ot permitto deduct the interest
expense associated with borrowing to finance purases of tax-exew pt securities. Financial institutions d
earn non-qualified tax-exempt interest ate onmaticalydisallowed a portion of their interest expense
deduction in proportion to the ratio of municipal bond holdings to total ase. Non-bank corporations
that earn tax-exempt interest, in order to avoid a loss of interest-expense deduction, must demonstrate that
they did not borrow to finance their purchases. Under an IRS procedure in place since 1972 as long as a
corporation's tax-exempt bond portfolio does not exceed two percent of its total assets, the IRS does not
attempt to determine whether the corporation borrowed to finsice its rsnicipa bond holdingLa This is
the so-called "two-percent h sm', rue" The administration', proposal would effectively repeal this safe
harbor and automaticaly deny corporations that earn tax-exempt interest apm naw portion of their interest
expense deduction. The proposal effectively exempts insurance companies from its proposed new
treatment.

- The administration's proposal would raise the costs of borrowing for state and local government
and would make it more expensive to finance new investment. The Treasury Depatment argues that the
proposal would not significantly affect munkipal borrowing rates. In a letter sent last year, Treasury
Secretary Rubin argues that "eliminating the 2 percent & amui rule will not materially affect the costs of
borrowing for State and local governments because non-financial corporations hold only about 5 percent
of outstanding tax-exempt bonds."" Thile it is te that non-financial corporations account for a snall
percentage of total municipal securities outstanding, the administration's Vsgiment fails to recognize the
absolutely vital role they play in two important market segments: short-term municipal notes and certain
variable-rate securities state and local government housing and student loan bonds, and municipal leasing
transactions. The effects of the administration's proposal wo be most felt by state and local
governments in these three areas.

Short-terrn mnr .ipl nnte swnaet

State and local governments issue short-term securities to finance a variety of programs and
services. The most common use of short-term financing is to fund mismatches between revenues and
expenditures. States and lo ties may incur expenditures before they receive tax and other revenues.
Through short-term borrwing state and local governments can finance temporary cash-flow shortflls.
States and localities also issue longer term bonds that are designed to behave hike short-term instruments in
order to appeal to certain investors and to take advantage of prevailing market conditions. These longer
term "variable rate demand notes" (VRDNs) are issued to finance a variety of public investment procts

Non-financial corporations are major purchasers of short-tem municipal notes and VRDNs.
Corporations buy short-term municipals as a cash management vehicle. In doing so, corpotzi finance
their municipal investments from surplus cash and working capital accounts, not from the proceeds of
borrowing. Corporate investment in the municipal market is almost never tied to coqrote borrowing in
any way. By participate actively in the short-term market, corporations help to keep municipal borrowing
rates incredibly stable. Currently, short-term municipal borrowing rates are approximately 65.5 percent of
compare e taxable rates. This ratio has remained virtually constant i' recent yeas due largely to
participation in this market by corporations. The ratio of longer term municipal borrowing rates to taxable
rates is much more volatile, ranging in recent years from 75 to 90 percent, since corporations do not
actively participate in the market for longer dated municipal bonds. The administration's proposal would
effectively discourage virtually all corporate investment in the municipal market. In doing so. the propose
would significantly raise the cost of short-term borrowing for state and local governments and would make
short-term municipal rates more volatile relative to taxable rates. We agree with Chairman Archer that the
administrion's proposal "would plainly have a negative impact on State and local govenmens that rely
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upon -anept dew' We also appredit Chaan Ard 's commitment to "resist attempts to

include this provi '"on a ny balanced butagtseemene's Ntmneraus others in Congress have expressed

milar sectimn s ing over one-third of the Senate i the 104th Cone
r e

ss" sdwe are encOur
n ged

by these expressions ofopposition to this short-sited propouL

Theadninstatin as gud tatthehwaspesedy write pents non-financial corporate
taxpayers "to reduce thm tax _ablithes knppropiaet double Federal tax benefits of in

expense deduceons and tax-exempt interest inco -e. Implicit in t administrafion'st srgm t is the

assumption that c have deliberately engaged in arbtrage practices by borrowing in the short-

term market and investing in tax-exeipt obligations- However, the as no evidence to suggest that*

coprtosare engiging in abusive arirg-oiaernsactions. Holding of rnCipul bonds have

avera onl 0.47 percent of The fiwanc asses and 0.15 percent of the total assets of rion-fssd "al

corporations sice 1987.11 a level that has remained 6M onsstentt Moreoe,gvM *Wa the top

corporate income tax rate is 35 percent and the short-term tsx-CXempt/txabe Yield raio hovers around

65.5 percent, the level of after-tax return available to corpoatol in the municipal maet simply does not

pisfify arbitrage transactions.

The Treasr has also mgued that othe treatment of financial institutions and dealers should be -

applkcable to all corporations, without regard to the type of business activity the coloration oo&aitL"'

In reality, the proposal would remt in VW* unfair treatment for a rge number of corporations which,

under current law, may ultimately invest in the tax-exempt bond market by dearly showing they did not

borrow todo so. It would do this through a provision tha would extend the #P nuce disallowance of

interest expen on a combined basis to " elated companies" that ie coodated returns and by

el2inting the present-law analysis of the intent of the corporation-

Non-financial corporations currnty purchase a substantial portion of newy isued short-termI state

and local securies. They are, in effect. buyers of last resort that prevent excessive interest rate voatlt.

In their absence, short-term, tax-exempt rates would Wiey rise in times when other short-term investors

are net sellers. Non-financial corporations would not be m4or buyers of short-term municipals in the

fuure under the proposal, with the result being hoier. more volatile state and local borwing at.

intt and inidtnt kwam nd

The housing and student loan sectors of the municipal market would also be negatively affected by

the administrns pooal Stte andl go vernmen MxsWebonds to finance home morageloan

for low- and moderate-income families as well as loans for low,icome, multi-famy rental project Both

these program provide limited, targeted, bekw-rrarket financing for homing, Over the past Several

decades, state and local housing bonds have provided tens of billions of dollars in rental housing for low-

icome miles and have made hone ownership avaiable to fuilies who may not have been a to

finance a hore through any other source. Student loan bonds are issued to finance below-market loans to

college students who may not otherwise be able to obtain tuition financing

TogetheL Fannie Mae, Freddie Mac, Sallie Mae and other governmentponsored corporations and

agencies hold about S&6 bion of outstandig munkiPalS- These entities invest primarily in stae and local

housing bonds (Fannie Mae and Freddie Mac) and student lan bonds (Salik Mae). Indeed, itisa

condition, of Faniie Mae's and Freddie Maces Stat utrchrters that they help Support the market for low-

and middle-income housing, and investing in state and local housing bon is one of the ways in which

these agncies carry out that obligaion Under the adrnnitratiors' proposal, these oraiain ould

simply stop buying municipals. As a resul the cost of mortgg finXi provided thro state and

governments would increase substantial.

The proposal wod also have profound effects on municipal leasing Sttes and localities ruie

lease assets and eqpmefnt, such as school buses, police cars, and computers. If the nir io's
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proposal were adopted, equipment lessors es t h at their cost of financing for state and local
governments would increase dramnatically. After r nating fmxnicipa] lease trnsactions, most lesacies
general sell theirfiancing contrcts to pirate uiineg sources to generate the capital they need tocontinue to operate their business. Those who invest in tax-exept leasinguchde corportons,
commercial banks and investment bmk. I als and trm l funds, through certificates of
participation, also purchae tax-exempt leases. Although the &nnartosproposal would not apply 'tocertain non-salable tax-exempt bonds acquired by a corporation in the ordinary course of business in
payment for goods and services sold to a state or local government," this intended rel is Auocy. The
vast maority of eqwpment manufacturers who se to state and local governments prefer not to hold
municipal leases because the do not want to tie up their capia. These compares generAly sell their
financing contracts to third party investors. The adrnion's proposal would discourage vendor
finuncing of captal equipment kased to states adl ocaties. -As-a direct resu the cost of-newtapital
investment by state and local governments would rise substantialy.

Again, we appreciate the opportunity to comment on the tax proposals contained in the
administration's FY 1998 budget proposal. Alhough we strongly oppose many of the administration's.
proposals on the grounds that they would discourage capital formi and public and private investment,
we welcome the Fnace Committee's attention to these important issues, and we look forward to working
with members and staff of the committee as your work on the budget progresses.

PSA is truly encouraged hat a balanced federal budget may finally be at hand. We support
eliminating the deficit because we believe a balanced budget would foster capital investment and thereby
create jobs and provide for a stronger economy. A balanced budget wil foster greater levels of savings and
investment which in turn wil result in higher productivity and better living standards. We are deeply
troubK, however, that the administration has proposed increased taxes on capital investment as part of its
balanced budget plan. PSA believes that policy-makers at all levels should be looking for ways to encourage
greater savings and investment, not discourage it by making it more expensive for corporations and state
and local governments to raise capital. We strongly urge the committee in its deliberations on the
administration's budget to oppose all proposals that would increase the cost of capital investment.
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WRITTEN STATEMENT OF THE SECURITIES INDUSTRY ASSOCIATION
SUBMITED FOR THE RECORD OF A HEARING BEFORE THE

SENATE COMMITTEE ON FINANCE

CONCERNING CERTAIN REVENUE PROViSIONS
IN PRESIDENT CLINTON'S FISCAL YEAR 1998 BUDGET

UNITED STATES SENATE
APRIL 17, 1997

The Securities Industry Association' is pleased to share its views on some of the
revenue provisions in the President's fiscal 1998 budget. SIA commends the Committee for
holding this hearing. We believe that future economic growth requires both a balanced budget
and an increased US. savings rate. SIA particularly appreciates the considerable efforts of
Chairman Roth over the years to encourage all Americans to save and invest.

The President and Congress are making considerable efforts to balance the budget. We
are encouraged by provisions in the Administration's budget that recognize the importance of
savings and investment - in particular, proposals to improve Individual Retirement Accounts
and make targeted cuts in capital gains tax rates. We believe, however, that these provisions
should be expanded to allow all Americans to make tax-deductible contributions to their IRAs,
and to provide for broad-based capital gains tax cuts that treat all assets equally.

Several revenue-raising provisions in the budget, however, contradict a policy of
savings and investment and would have a negath,e impact on our capital markets. In particular,
14 revenue proposals would impose approximately $5.9 billion ' in new taxes on certain
securities products and transactions that companies use to raise capital to finance growth,
expansion, and new jobs and to reduce uncertainty and risk in the marketplace. These are not
new proposals. Indeed, Treasury first published many of them last year as part of the
Administration's 1997 budget. Congress - recognizing that more taxes on the capital markets
would slow economic growth - struck these proposals from the final budget.

Congress should reject Treasury's capital markets tax proposals again this year. They
are a.n ill-considered reaction to a few well-publicized transactions, and are not sound tax
policy. These proposals will make it more difficult for companies to raise capital, deter
individuals from protecting their investments against risk, increase taxes on businesses and
investors, and add to the regulatory and reporting burdens of securities firms. The capital
markets tax increases will stifle savings and investment w~hen Congress should be encouraging
economic growth.

PROPOSALS THAT HARM INVESTORS

Individuals are investing in the capital markets as never before. Stable interest rates, steady
price appreciation for stocks and bonds, and low returns on traditional long-term savings
products are a few of the reasons more than one adult in three owns corporate stock. Less than
a decade ago, it was one in five adults. Despite this record level of investment, however, the

savings rate in the U.S. is still far too low when compared with the rest of the industrialized
world. Two of Treasury's proposals - average cost basis and short against the box - are aimed
directly at individual investors. Rather than encourage individuals to save and invest.
Treasury's proposals send the wrong message by raising taxes on investors.

I TU Securities Industry Association brings together the shared interest ofmoe than 760 securities rams throughout

Noah America to accomplish common goals. SIA member - including investment banks, broker-dealnls, spocialsts,
and mutual fund companies - am active in an mukets and in all phases corporate and public finance t the US.,
SIA members collectively xout fcr approximately 90 percent. or S10 billion, of securities firms' rewnues and
employ about 35000 individuals. They manage the accounts omore than 50-Milko investors directly and tens of

million of in'tatos iredocly through corporate. thri, ad pension plans. (MSore information about SA is Ava-lable

on its home page: hpiew-.Siacom.)

2 This rre is from the Joint Commitsee on Taxation's revenue estimate. Treasury Department estimates that these
provvioRma wouH raise 57.3 billion owi the same six-year period.
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Average Cast Basis for Securitie

Treasury proposes to modify the rules under which investors compute capital gains on sales of
securities. Under current law, when Investors sell securities, they are allowed to identify the
shares that they sell to calculate their basis - the price they originally paid for the securities.
The Treasury proposal, on the other hand, would require sellers of stocks, bonds, or other
securities to compute capital gains or losses using an 'average cost basis"- the average amount
paid for shares of Corporation X stock. whenever purchased - rather than the amount actually
paid for the shares sold.

SIA opposes Treasury's average cost basis proposal. The current law rules for
determining cost basis - where sellers of securities have an option to compute gain and loss
using either the specific identification or frst-in-first-out (FIFO) - are simple and fair. The
specific identification method allows investors who purchase securities at different times and
different prices to identify, if they wish, which shares they are selling.

Raises Taxes on Indivdual Investors. The proposal would result in larger capital
gains tax liabilities - compared to those arising from the specific identification method -
regardless of whether an investor sells less than all of his or her shares of a particular company.
The U.S. already has among the highest capital gains tax rates in the world. The proposal
increases this afready-too-high rate and penalizes, rather than encourages, investment.
Consequently, the proposal would encourage investors to hold - rather than sell - securities,
thereby exacerbating the lock-in effect caused by capital gains taxation and reducing the flow of
capital to higher-return investments.

Overly Complex. In addition, the proposal would greatly complicate the calculation of
gains and losses by requiring that a taxpayer determining the cost basis of any share of
Corporation X stock take into account every share of Corporation X stock in his or her
portfolio. These calculations would be particularly burdensome for investors who repeatedly
purchase additional shares of a particular company, such as through a dividend reinvestment
program. For example, a shareholder reinvesting dividends in a company with quarterly
dividends would have 41 separate blocks of shares at the end of 10 years. Any company that
were to attempt to calculate average cost basis for its investors would incur significant systems
modifications that would increase costs and reduce investor returns.

Investment Disincentive. The proposal would discourage additional purchases of
shares in successful companies. In a rising market, average cost basis in a particular security
will be less than the basis of recently acquired shares, increasing the capital gains that will be
due on sales. As a result, investors would have a disincentive to purchase additional shares in
the same corporation - as opposed to equally priced shares of another corporation - because
basis in the additional stock would be lower than the purchase amount. This would penalize
individuals who invest in the same company over time.

Short Against the Box

SIA stronglyopposes Treasury's proposal to treat certain appreciated financial positions as
constructive sales. Current law allows taxpayers to enter into hedging transactions to reduce or
eliminate risk of loss on financial assets without incurring taxable gains. As a general rule, gain
or loss is realized on financial assets only when they are sold or otherwise disposed of (the
'"ealization" requirement). Treasury, however, would require taxpayers to recognize gain
(but not loss) upon entering into a "constructive sale" of any appreciated position in stock, debt
instrument, or partnership interest. For purposes of the provision, a constructive sale occurs
when an investor "substantially eliminates" risk of loss and opportunity for gain on an
investment by entering into one or more positions - i.e., short sale, equity swap - with respect
to the same or substantially identical property. Any effort to integrate this proposal with the
realization requirement would raise insurmountable line-drawing problems, create substantial
uncertainty, and chill legitimate hedging transactions. We note that the proposal with regard to
income in respect of a decedent would prevent taxpayers from using hedging transactions to
avoid gain recognition. The remainder of the proposal is intended to prevent taxpayers from
deferring gain recognition to a later date. This proposal, as drafted, far exceeds what is
necessary to address the abuses it is intended to prevent.
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Technical Deficknes. There are also a number of serious technical problems with
the proposal, and SIA is not persuaded that these problems can be fixed. For example,
taxpayers would be treated as having sold appreciated financial positions even though they did
not borrow, or otherwise monetize, their positions. Given that taxpayers generally sell
appreciated property to obtain the proceeds of the sale, this treatment is irrational - the 'Uelling"
taxpayers would not even have the money to pay the resulting tax. Likewise, under the
proposal, temporary hedging of an appreciated position would result in a constructive sale,
even though the hedge was closed before the end of the taxable year and could not result in a
deferral of gain for tax purposes. The proposal would affect a broad range of hedging
transactions which serve important economic purposes, which do not resemble sales, and which
have nothing to do with avoiding tax.

&oa*BmedRaam Thisproposalwasissued shortlyaftrthe piuscell
attention to several transactions by high-na-worth individuals. As draft however.
constructive sales treatment turns on whether the taxpayer had "substantially eliminated risk of
loss and opportunity for gain." The transmcions which might, or might not, result in
constructive sales (depending on how Treasury interprets the language) is far broader than the
proposal's original intent. It would include collar transactions, issuances of exchangeable debt
securities, issuances of letter stock, issuances of employee stock options and other incentive
compensation, forward sales agreements, and hedging transactions of all sorts. Moreover, the
consequences of a constructive sale under any particular set of circumstances and its interaction
with numerous other tax rules and regimes, would be fraught with uncertainty and complexity.
Congress should not take the bold step of deeming certain hedges to be sales for tax purposes
without first corsidering all the collateral effects such a proposal would have on other
provisions of the Internal Revemne Code.

Re& tW Tax Iava The proposal would apply to all constructive sales entered
into after the date of enactment, as well as transactions entered into before that date but afer
January 12, 1996, if they are not dosed within 30 days of he date of enactment SIA objects to
the January 12 effective date. The basic rule that a short sale against the box is not a taxable
event dates ba-ck to specific guidance issued by the IRS over 65 years ago. Taxpayers who
have relied on this long-standing guidance should not be penalized retroactively by making their
earlier transactions taxable. Nor should they be forced to incur the economic and tax costs of
closing their short positions. If Congress enacts legislation similar to Treasury's proposal, we
urge that constructive sales treatment be generally applied only to transactions that are entered
into after Treasury issues detailed and fully considered guidelines. If a date-of-enactment
effective date is applied to certain specific transactions that are viewed as abusive, then those
transactions should be described in the legislation, and Treasury should be granted regulatory
authority to deal with new transactions on a prospective basis. Congress took a similar
approach in dealing with hedging transactions which minimize a taxpayer's risk of loss under
section 246(c)(4).

PROPOSALS THAT HARIM ISSUERS

The U.S. capital markets are the most liquid, efficient markets in the world. Every year since
1991, the securities industry raised over $1 trillion in capital for U.S. companies - capital that is
used to finance research and development, expansion, and new jobs. Our clients rely on us to
raise low-cost capital to meet their particular financing needs. Several Treasury proposals,
however, are aimed directly at the ability of U.S. companies to raise capital. Congress should
not enact policies that discourage innovation in the capital markets, but rather, should
encourage growth through sound economic policies.

Deny Interest Deductions for Certain Debt Securities

Treasury would restrict the ability of corporations to raise capital by severely limiting the
availability of certain widely used debt securities, including long-term bonds, trust-preferred
securities, and convertible debt securities. These proposals would disallow interest deductions
for debt instruments that Treasury believes have substantial equity characteristics. The
structured debt instruments affected by the proposal, however, are clearly debt under principles
of federal income taxation. They include:

* Long-term bonds, which permit issuers to lock in low interest rates for up to 100
years. The proposal would not allow companies to deduct interest on bonds that do not
mature for at least 40 years;
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Greater-than-IS-year notes held through a trust. By issuing debt through a trust.
rather than selling it directly to the public, companies are able to maintain good credit
ratings and satisfy regulatory requirements that limit the amount of a company's debt. The
proposal would classify trust-preferred securities as equity if they have a maximum term of
at least 15 years and are not reported as debt on the issuing corporation's balance sheet;
and

Convertible debt payable In equity of the Issuer or a related party, which permit
corporations to issue stock in the future. The proposal would classify such investments as
equity, and would deny the interest deduction that a company would normally receive for
such a debt security.

Incoherent Tax Policy. SIA opposes enactment of tax proposals that restrict the ability
of U.S. corporations to raise capital and urges Congress to reject them. Treasury's proposals
are reactive - they strike at innovative products developed by the securities industry to serve
our clients' needs. Treasury's "reverse engineering" to address perceived abuses on a case-by-
case basis further muddies the line between debt and equity. Treasury has ample authority to
formulate general debt/equity rules, but has not done so since 1986. Instead, they draw an
arbitrary line between debt and equity with these proposals without considering the broader tax
policy implications of such a move. Such a complex matter should not be undertaken on an ad
hoc basis, but should be given careful, comprehensive consideration.

Structured Debt is Not Equity. Furthermore, Treasury's assertion that these innovative
financial instruments are really equity masquerading as debt is unfounded. Long-term debt
obligations have all the same attributes as other debt instruments. These bonds are typically
issued by well-established, stable companies that are likely to remain in business throughout the
obligation's term. Issuing companies price their long-term obligations to give investors a stable
return over time, and investors do not assume the risks, or reap the rewards, of equity
investments. In addition, the balance sheet characterization of innovative debt securities does
not change the fact that the securities possess all the characteristics of debt. Investors who
purchase notes issued through a trust have a direct ownership interest in the underlying debt
and have the same legal rights as if they had purchased the debt directly from the company. As
with any debt security, issuers of trust-preferred securities have an absolute obligation to pay
the interest and principal at maturity.

Defer Deductions for Original Issue Discount Until Payment

Many companies issue debt securities that allow either the issuing company or the investor, at
some time in the future, to convert the debt into shares of stock of the issuer or a related party.
If these instruments are issued at a discount - less than face value - companies are able to
deduct the original issue discount (O)) as it accrues over the term of the debt, regardless of
whether it is paid at maturity in stock or cash. The Treasury proposes to defer deductions for
interest accruing on convertible debt instruments with OD until this interest is paid. At the
same time, however, they do not propose to alter the tax treatment of OlD for holders of these
instruments. So while companies will not be able to deduct OID until they pay it out, investors
will still be required to pay taxes on Oil), even though they have not received this income

Contrary to Congressional Intent, Regulatory Policy. SIA opposes this proposal and
urges Congress to reject it. Congress enacted the OD rules to eliminate the distortions caused
by the mismatching of income and deductions by lenders and borrowers. The IRS reviewed the
deductibility of OD in 1991 and determined in a private letter ruling that zero-coupon
convertible securities are indeed debt, and that OlD is deductible as it accrues. In fact, statistics
bear out the IRS's determination. Only 30 percent of all zero-coupon convertible debt retired
since 1985 were paid in common stock, while the remaining 70 percent were retired with cash.
In contrast, of all non-OilD convertible debt retired since 1985, 79 percent were converted into
common stock, while only 21 percent were retired with cash. Furthermore, the Treasury
Department, after nine years of study, did not single out convertible debt OD for special
treatment when they issued the final OD regulations in 1994. Treasury's proposal would
abruptly reverse this policy without public hearings or full consideration of the consequences.

Reduce the Dividends Received Deduction to 50 Percent or to Zero for Limited-Term

Treasury proposed to exacerbate the multiple taxation of corporate dividends by lowering the
dividends received deduction (DRD) to 50 percent - and in some cases to zero. Corporate
income is already taxed at least twice - first to the corporation when it is earned; and second, to
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the shareholder when dividends are paid ouL Corporations that own less than 20 percent of the
common and preferred stock of other corporations are allowed to deduct 70 percent of the
dividends they receive from this stock from their taxable income. The DRD rises to 80 percent
if the corporation owns more than 20 percent, and to 100 percent if the corporation owns more
than 80 percent of the other corporation. By allowing corporate shareholders to deduct at least
70 percent of dividends received, the law mitigates - but does not alleviate - a third layer of tax
on this income. Indeed, the partial DRD imposes an additional tax burden on corporations in
excess of $1 billion annually.

International Competiveness. Treasury, however, would reduce the DRD to 50
percent, except for shares of limited-term preferred stock, for which the DRD would be
eliminated entirely. This proposal applies to all dividends received after the effective date - not
just to dividends received on stock purchased after that time - and does not grandfather
existing holdings. SEA opposes this proposal because it unfairly targets income that is already
subject to multiple layers of taxation. Allowing companies to deduct only 50 percent of their
inter-corporate dividends would move closer to imposing a full triple tax on profitable
companies. As it stands, the U.S. is the only major industrialized country that subjects
corporate profits to multiple layers of tax. Our trading partners either allow a 100 percent
deduction for dividends received or have integrated their corporate and income tax systems to
alleviate this problem altogether. SIA believes Congress should Increase the DRD, if anything,
as a matter of international competitiveness.

Increases the Cost of Capital. Corporations invest heavily in the common and
preferred stock of other companies, providing a significant source of capital to finance growth,
research, and new jobs. As the DRD is reduced and the return corporations can earn on their
investments in other companies falls, corporate investors will require a higher rate of return
from issuing companies - raising the cost of capital. A higher cost of capital will make
corporations more likely to rely on debt, rather than equity, to finance expansion. Interest on

debt maybe deducted by the issuing company, and is not subject to multiple levels of tax.

Signficant Impact on Preferred Stock Market. These proposals will change the rules

for the entire preferred stock market. Reducing the DRD would immediately decrease the
value of preferred stock and yield-oriented common stocks that have a regular schedule of

dividend payments. SIA is particularly troubled byTreasury's willingness to impose a

retroactive effective date on this proposal. By not grandfathering existing positions, the
proposals penalize corporations for investments made in reliance on existing rules. At the very

least, Congress should specify that this provision applies to positions established after the date
of enactment.

Furthermore, byeliminating the DRD for ltnited-term preferred stock- such as money

market prefered and adjustable rate preferred stocks - Treasury removes a powerful incentive

for companies to issue this class of shares. Companies issue limited-term preferred stock to

raise low-cost, short-term capital as an alternative to commercial paper. Indeed, this is a

substantial market - at present there are SI I billion in money market preferred stocks

outstanding, and another $4 billion in adjustable rate preferred shares outstanding. Cutting the

DRD altogether makes it more likely that companies will issue debt, rather than other types of
equity, to raise short-term cash.

Modify the DRD Holding Period

Treasury would modify the DRD holding period requirement for corporations that hold stock in

other corporations. SIA opposes this proposal and urges Congress to reject it. It would

interfere with prudent hedging practices, reduce the efficiency of the financial markets, and
expose investors to increased risks.

As explained above, corporations generally are entitled to a dividends received

deduction (DRD) for dividends received on stock they hold. They are entitled to the DRD only

if they own the dividend-paying stock for at least 46 days (91 days for certain types of preferred

stock). The holding period is not satisfied if, at any time during that period, the shareholder
corporation is protected from risk of loss (Le., has hedged the position). Once the holding

period is satisfied, it need not be met again with respect to subsequent dividends paid by the
same stock.

The Treasury proposal on the other hand, provides that a corporate shareholder is not
entitled to the DRD if the holding period is pot met during the time immediately before and

after each dividend is received. The proposal would be effective for all dividends received

more than 30 day after the date of enactment, regardless of when the shares were purchased.
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Treasury once again Is imposing a retroactive tax hike on shareholders because the proposal
does not grandfather existing positions.

DiseouragesRisk Reduction. Modifying the DRD holding period would discourage
companies from hedging against market and Interest rate risk. Market conditions prompt
investors to use various hedging techniques to reduce risk in their portfolios, and interest rate
hedging is an important component of corporate risk management. Prudent hedging strategies
to reduce these risks could put corporations afoul of the modified holding period requirements
and disqualify certain dividends from the DRD. In addition, the proposal changes the rules in
the middle of the game for corporations that hedged positions in stock in reliance on existing
rules. Retroactively penalizing risk reduction strategies is not sound public policy. At the very
least, Congress should clarify that the proposal applies to positions established after the date of
enactment.

Increases Compliance Costs. SIA believes, however, that Congress should refrain
from modifying the DRD holding period at all. Changes in the holding period will force
companies with large portfolios to monitor how hedging activities may impact the aggregate
DRD. Every corporation will have to maintain detailed records to substantiate their DRD. The
projected revenue increase from modifying the holding period is so slight that it does not
warrant the significant increase in compliance costs for companies.

Mords ]hW
Treasury proposes to restrict the ability of corporations to reorganize in the most efficient
manner by taxing Morris Trust transactions - in which a company effects a tax-free spin-off of
a division or line of business as part of a merger. SlA opposes the Morris Trust proposal. It
contradicts fundamental income tax principles and would discourage tax-efficient corporate
reorganizations that are motivated by legitimate non-tax business purposes.

Section 355 of the Internal Revenue Code generally allows a parent corporation to
'!pin-off'a subsidiary- through a distribution of stock to shareholders - on a tax-free basis,
provided that the spin-off meets certain requirements. If these requirements are not met, a
corporation generally must recognize gain on the distribution of the subsidiary, and
shareholders must treat the distribution as a dividend. A Morris Trust transaction generally
involves a corporation that spins off a subsidiary and then merges with another corporation.
These transactions occur most often to address antitrust concerns arising from a merger. In
these transactions, the corporation's shareholders hold stock after the spin-off in both the spun-
off subsidiary and in the newly-merged corporation. Courts and the IRS determined that a
Morris Trust transaction constitutes a tax-free spin-off and merger under sections 355 and 368.

Treasury, however, would impose additional restrictions under section 355 on
acquisitions and dispositions of the stock of both the distributing corporation and the spun-off
subsidiary. Specifically, the distributing corporation would be required to recognize gain on the
distribution unless its shareholders 'control" the stock of both the parent and the subsidiary
during the four-year period beginning two years before the distribution. Shareholders would
"control" this stock if they own at least 50 percent of the voting shares and 50 percent of all
other classes of the parent corporation's stock. As a result, a corporation generally would root
be able to spin off a subsidiary without recognizing gain if it intends to merge with a larger
corporation. In those cases, shareholders would own less than 50 percent of the vote and value
of the stock in the merged company.

Contradicts Sound Tax Policy. This proposal is contrary to fundamental income tax
principles. The rationale behind tax-free spin-offs and reorganizations is that gains or losses
should be recognized only when an investment leaves corporate solution - that is, when
shareholders cash out their investments. All corporate earnings and assets in the parent
corporation and the spun-off subsidiary continue to be held by a corporation at their original tax
basis and, as such, remain subject to corporate-level taxes. Shareholders end up with the same
assets as when they started, but in different form.

Ignores Legidimate Business Purposes. In addition, this proposal does not consider
that corporate reorganizations au- driven by business needs and market opportunities. The tax
law has long provided for tax-free transactions to encourage efficient management and
deployment of business assets. Business reasons for spin-offs include.
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Maximizing management efficiencies, particularly where the acquiring corporation lacks
the industry expertise to manage the unwanted business.

Addressing antitrust concerns or regalatory restrictions regarding the acquiring
corporation's ownership of the subsidiary. In this case, Treasury's proposal directly
conflicts other areas of federal law and will force corporations to incur great expense to
comply with laws and regulations.

Protecting the corporation's customer base, when the customers of the acquiring
corporation's may compete with the subsidiary.

Current section 355 rules allow tax-free treatment only if the transaction has a valid
business purpose. Other rules specify that the transactions cannot be a "device" for the
distribution of earnings and profits. Moreover, the corporation and the subsidiary must stay in
business after the reorganization. Taken together, these rules ensure that spin-off transactions
are not undertaken primarily for tax reasons and make the Treasury's proposal an unnecessary
restriction on corporate reorganizations.

Finally, the Treasury proposal will apply to a number of transactions which are subject
to written agreements or for which ruling requests have been fided with the IRS or public
announcements or SEC filings have been made, but which may not be completed by the time
the Committee acts. Imposing such a fundamental change in the corporate tax rules
retroactively to these transactions would be unfair.

PROPOSALS TO INCREASE REGULATORY AND REPORTiNG BURDENS OF SECURiTrls FIRMS

Treasury also includes two proposals that increase the regulatory and reporting burdens of

securities firms by requiring registration of confidential corporate tax shelters and imposing

increased penalties for failure to file information returns. SIA opposes all unjustified increases

in the regulatory and compliance burdens of securities firms. Securities regulations serve very

important customer protection and market integrity purposes and are crucial to maintaining the

public's trust and confidence in the markets and the industry. Regulatory requirements such as

tax shelter registration and information return penalties, however will not provide any

additional safeguards or information to justify the added costs and burdens of compliance.

Registration of Confidential Tax Shelters-

Current law requires offerors of large-scale syndicated partnerships to register tax shelters with

the IRS, and penalizes taxpa)rs for taking a position in a tax shelter without either informing

the IRS or having substantial authority for the position. Treasury's proposal, however, would

require individual companies to register with the IRS all confidential tax shelters in which the

organizers receive more than $100,000 in fees.

SIA opposes the tax shelter registration proposal. The registration, disclosure, and

penalty requirements of current law are adequate to address abusive transactions. The

proposal., however, will increase the reporting burdens of corporations and tax advisors

engaged in transactions for legitimate business purposes. By imposing a disclosure

requirement when a tax.planning strategy is discussed (rather than when a position is taken on a

return) the proposal is excessively broad. In addition, it would require registration of

transactions that are clearly permissible under IRS rules and regulations. This will significantly

increase the burdens of business advisors and tax planners, without any corresponding benefit
to the IRS.

In addition, the proposal would interfere with confidential business relationships.

Business transactions are negotiated in confidentiality because premature disclosure might

disrpt the market. Because tax consequences are always an important consideration in

business transactions, this proposal would significantly alter the relationships of parties by

requiring disclosure of information about a transaction while it is still under development.

Information Return Penalties

Securities firms, banks, mutual fund companies, and corporations are required to file certain

'information" returns with the IRS to report items such as employee wages, dividends, and

interest. Current law includes substantial penalties for non-compliance, which include a $50
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penalty per failure to file information returns, with an annual cap of $250,000 per payor; and
higher penalties and no cap for intentional failures to file. Treasury's proposal would Increase
the penalty for failure to file an information return by August I to the greater of $50 or 5
percent of the amount required to be reported, capped at $250,000 annually. Firms in
substantial compliance (97 percent) would continue to be fined at $50 per return.

Because compliance rates are high within the securities industry, the proposal will raise
revenue from higher penalties, in direct contradiction to Congressional intent that 'ivil tax
penalties exist for the purpose of encouraging voluntary compliance." Following Congress'
direction, it is IRS policy that civil penalties are not considered a source of revenue. Absent a
high rate of non-compliance, the increased penalties are unjustified and unfair. There is no
evidence that firms do not comply with the reporting requirements. The IRS has vigorously
enforced these provisions, using its authority to fine companies that do not comply, whether
inadvertently or intentionally. The extremely high level of voluntary compliance is proof that
current penalties are adequate.

In addition, the proposal singles out entities who file returns under multiple names for
harsher treatment. Rather than apply the penalty cap to the entire institution, the proposal
would create a separate penalty cap for every name under which an institution files information
returns. This would produce particularly onerous results for banks, broker dealers, mutual fund
companies, and transfer agents, all of which file returns under many different names. This
proposal significantly increases the potential liability of these institutions, without any showing
of noncompliance with filing requirements.

Finally. the industry devotes substantial resources to timely and accurate compliance
with information reporting requirements. Given their excellent record of compliance, this
provision would unjustly increase the burdens of securities firms without providing any
corresponding benefit to the IRS.

EFFECTiVE DATES

SIA believes that none of the 14 capital markets tax proposals should be included in the budget,
and we urge you to strike them from the outset. If these proposals are included in the budget,
however, we request in fairness that the effective dates be postponed until at least the "date of
enactment." Any earlier date would hit taxpayers conducting routine business financing
transactions with unforeseen taxes.

Retroactive or immediate effective dates would send shock waves through the capital
markets; the mere announcement of these proposals in December 1995 caused enough
uncertainty that many companies suspended legitimate financing transactions structured in
reliance on the existing tax laws. We urge Congress to consider, at the very least, a '"date of
enacanent" effective date that grandfathers all existing positions and transactions to give market
participants a reasonable time to consider the implications of the proposals without interrupting
the normal course of their businesses.

CONCLUI N

Thank you for allowing SIA to share the secrities industry's opposition to the Administration's
capital markets tax Increases. We share y commitment for a balanced budget, but beDeve it
must not come at the expense of savings, investment, and capital formation. SIA looks forward
to working with you to find solutions to the issues identified in our testimony.
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Comments on Selected Revenue Raising Provisions of the
Administration's Fiscal Year 1998 Budget Proposal

April 30, 1997

Submitted by
The Tax Policy Group

within the Council on Tax & Fiscal Policy
An Initiative of Joint Venture: Silicon Valley Network

Reasons for Our Comments

These comments are submitted for inclusion in the printed record of the April 17, 1997 hearing on
selected revenue-raising provisions in the Administration's fiscal year 1998 budget proposal. Our
comments focus only on two of the proposals:

1) average cost basis for securities, and
2) replacement of the export sales source rule with an activity-based rule.

The Proposals Threaten Silicon Valley Success Factors

The success of the Silicon Valley economy stems from several factors. Unfortunately, three of
these success factors are threatened by the proposals listed above. The success factors at risk are:

1) the widespread use of stock options to compensate employees and to encourage them to become
owners of the high-tech companies they work for, 2) the existence of tax rules favorable to
investments in growth stocks, and 3) the continual building of a strong export base. Enactment of

the proposals would be counter-productive to the creation of high-paying jobs and economic
growth. The current version of the rules that the Administration is attempting to change have

worked well for Silicon Valley and other high-tech regions in the U.S. and should not be changed.

The Proposals Are Revenue Losers, Not Revenue Raisers

These proposals have tremendous potential to harm workers and the continuing growth of high-

quality jobs in Silicon Valley and other high-tech regions, and thus, could lose revenue over the

tong term. The proposal to require use of average cost basis for securities would adversely affect

many Silicon Valley employees who have compensation packages that include stock options and

stock purchase plans to enable them to join in the financial rewards of their employer's success and

to become owners of the companies they work for. Enactment of the average cost basis proposal

would create undue complexity which would discourage employees from becoming shareholders

in the companies they work for. The average cost basis proposal would change the law to favor

investments in dividend-paying securities, rather than growth stocks (such as high tech company

stocks). The export sales proposal would also have a negative impact to Silicon Valley because it

would create an incentive for a U.S-. company's expansion plans to call for manufacturing offshore

rather than manufacturing in the U.S. and then exporting the items produced. A significant part of

the economic success of Silicon Valley has stemmed from its continuous growth in exports.

Exports create high-quality jobs which benefit the local, state and national economies. Loss of

these jobs and the job growth potential which stem from exports would have a negative impact on

U.S. companies, and consequently, the revenues of governments at all levels, and the U.S.

economy as a whole.

Our specific concerns with each of these two proposals are explained in more detail in this

submission.

Contact Information:
Robert Honigman
Joint Venture: Silicon Volley Network Voice: (408)938-1525
99 Almaden Blvd. #700 Fax: (408) 271-7214
San Jose, CA 95113-1605
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Background on the Tax Policy Group and Joint Venture

The Tax Policy Group consists of individuals from business, federal, state and local
governments, and academia. The Group meets monthly to discuss federal, state and local tax
issues of importance to Silicon Valley. The Group has analyzed and sent comments on various
legislative proposals to its Congressional and state legislative delegation and others. 11t Tax
Policy Group also holds periodic seminars to provide objective information on tax topics of interest
to Silicon Valley businesses. Current areas that the Group is involved with include: simplification
and clarification of the federal worker classification rles, tax incentives for getting technology into
grades K - 12, permanent extension of the federal research tax credit, international tax reform and
simplification, selected revenue raising proposals suggested by the Administration, and major
federal tax reform. The Tax Policy Group is a committee within the Council on Tax & Fiscal
Policy, an initiative of Joint Venture: Silicon Valley Network.

Joint Venture: Silicon Valley Network is a dynamic model of regional rejuvenation with a
vision to build a community collaborating to compete globally. Joint Venture brings people
together from business, government, education, and the community to act on regional issues
affecting economic vitality and quality of life. It is co-chaired by Hewlett-Packard CEO Lew Platt
and San Jose Mayor Susan Hammer. One of its initiatives is the Council on Tax & Fiscal Policy.

Drafting

The views expressed in these comments represent the collective views of the Tax Policy Group
within the Council on Tax & Fiscal Policy of Joint Venture: Silicon Valley Network, and not
necessarily the views of any individual members of the Study Group, the Council or of Joint
Venture. The primary draftspersons of these comments were Dan Kostenbauder, General Tax
Counsel, Hewfett-Packard Company (average stock basis), and William C. Barrett, Director Tax,
Export & Customs, Applied Materials, Inc. (export sourcing). The comments were reviewed by
members of the Tax Policy Group and the Council on Tax & Fiscal Policy.

Average Cost Basis for Securities

Executive Summary

There are a great number of reasons why the proposed requirement for taxpayers always to use the
average cost basis method would be an inappropriate change in the tax law that would have the
effect of significantly increasing the tax on capital gains. The reasons for not adopting the average
cost basis method of computing capital gains include reductions in the benefits of employee stock
ownership, negative impacts on capital markets, a hidden increase in capital gains taxes, and
tremendous increases in the complexity of complying with and administering the tax laws.

Employee Stock Ownership Would Be Discouraged

Many employees participate in employer-provided benefit programs that encourage the acquisition
of stock over time. Requiring use of average cost basis would encourage sale of shares when
acquired, thereby discouraging long-term ownership of company shares by employees.

Many companies, particularly those in high-technology industries, also award stock options to
broad groups of employees, not just to senior management. Employees who exercise stock options
would be negatively impacted. Not only would individuals exercising options generate ordinary
income equal to the "bargain element" on the date of exercise, but when some of those shares are
sold immediately to pay for the taxes on the bargain element (a very common and necessary

Tu Polte Group kJc,,t Veaure: Sibro. Valley Ne.twork
Co mnun s SeLce ProviLeoo of de
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practice), there could be substantial ditional capital] gains taxes. In addition, employees
exercising incentive stock options would have additional rcordkeeping complexities because of the
need to also track average stock basis for alternative minimum tax (AMI) purposes. These adverse
impacts that would result from the required use of average cost basis would gealy dminish the
value of these programs as an incentive to employee stock ownership.

Capital Markets Would Be Impaired and Savings and Investment Discouraged

The average cost basis proposal represents a significant tax increase for securities owners. As
such, it would discourage participation in the securities markets, and thus, savings generlly, by
making financial assets relatively less attractive. At a time of bi-partisan discussion Of apitl gains
reduction to encourage savings and investment, it would be counterproductive to adopt this capital
gains tax increase.

Capital markets would be distorted because the average cost basis provision would make dividend
stocks relatively more attractive than growth stocks. This is because more of the future value of
Growth stocks would be reflected in the share price relative to dividend-paying stocks. This again
is a particular concern of companies in the fast-growing technology sectors of the U.S. economy.

Other distortions of capital markets would occur because of the lock-in and lock-out effects that
would be expected to result from use of the average cost basis method. By increasing capital gain
tax liabilities, the average cost basis method would encourage investors to hold shares rather than
selling them and paying high capital gains taxes. The effect is to lock-in capital and reduce the flow
of capital to higher-return investments. The lock-out effect would occur if shareholders decide not
to purchase additional shares of a company in which they have already invested and instead, invest
in a different company, solely to avoid the need to use the average cost basis method when they
sell the shares of the company in which they initially invested.

The proposal would also make dividend reinvestment plans (DRIPs) less appealing to investors.
The main feature of such plans is the acquisition of new stock trough the reinvestment of
dividends. Because new stock is typically purchased on a quarterly basis by long-term investors,
computing gain or loss on any shares sold using the average cost basis would be very complex,
and often would result in higher taxes, thereby diminishing the attractiveness of DRIPs.

The direct impact of the proposal on corporations would be limited in general, because few
corporations make regular, significant investments in the same company's stock over time.
However, venture capitalists, who play a critical role in encouraging new high-growth, job-
creating businesses, are an exception to the generalization in the preceding sentence and might be
discouraged from making certain investments if the proposal were enacted. An indirect, but

significant impact to companies which would likely occur under the proposal is an increased
difficulty in raising capital because the after-tax returns of investing in securities would be lower if
the proposal were enacted (as explained earlier).

In addition, the proposal would result in companies with a stock purchase plan and/or stock option
program to be providing their employees with a less valuable benefit (relative to current law),

because employees would realize lower after-tax returns.

Capital Gains Taxes Would Be Increased

The average cost basis method for computing capital gains and losses on the sale of stock is
permitted under current tax regulations for certain mutual fund shares. However, it is often
preferable for taxpayers to specifically identify high cost basis shares for sale, resulting in lower
capital gains. Because this rule has been in the tax regulations for decades, changing and
expanding it under the guise of simplification really amounts to a tax increase on capital gains.
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In addition, if taxpayers could no longer specifically identify shares to donate, charitable
contributions of appreciatod stock to charities, such as universities and the United Way, would no
longer be as attractive. Under present law, individuals may deduct the full market value of
appreciated securities donated to charities.

Increases In Complexity

The complexity for individual taxpayers trying to compute capital gains tax would be greatly
increased under the proposal. If a taxpayer were to purchase shares of a company's stock on more
than one occasion and never liquidate his or her position, calculating capital gain (loss) would
require documentation establishing, i) for every purchase, the price, date and number of shares;
and ii) for every disposition, the date and number of shares. This would be true even if a person
late in life sold shares in a company that he or she acquired early in life. It would be particularly
true for investors in DRIPs.

Another example of the extreme complexity created by the average cost basis proposal is the case
of a taxpayer making gifts (such as a graduation present to a grandchild). Presumably the taxpayer
would need to provide the gift recipient with all records needed to document the average cost basis
of the shares gifted because gifted shares normally have a carryover basis. This would be unduly
cumbersome and also could interfere with a donor's desire to keep his or her transactions private.

An additional complexity exists for employees exercising incentive stock options and employers
granting such options. The parties would find it more difficult to track whether a disqualifying
disposition occurred where the employee has purchased employer stock on more than one
occasion. Also, there would be added complexity in determining the tax consequences for both
employer and employee that result from a disqualifying disposition.

In addition, there is no assurance that the philosophy of the proposal would be embraced at the
state level. Therefore, non-conformity between the federal and state income tax systems would
result, and among state systems as well. This disparity could have the effect of forcing an
individual to account for his or her basis in stock on a cost average basis for federal purposes while
using another method for state tax purposes.

The provision's inherent complexity, plus the effect of probable non-conformity between the state
and federal income tax systems, and among the states themselves, probably would have the effect
of increasing non-compliance.

Summary

The proposal to require capital gains and losses for securities to be computed using the average
cost basis method should not be enacted. As explained above, this proposal would adversely affect
employee/shareholders, negatively impact capital markets, act as a "hidden" increase in capital
gains taxes, make it more difficult for high-technology companies to raise capital, and add undue
complexity to the income tax laws.

Replacement of Sales Source Rule with an Activity-Based Rule

Executive Summary

High-technology industries comprise integrated industries with numerous companies occupying
critical niches. Product cycles of 1-5 years are not uncommon and successful companies at each
stage of the high-tech food chain must adapt and constantly improve theirproduct lines. As these
cycles repeat and new products and markets are created, residual markets from prior product cycles
remain and as a result, the absolute market size and opportunity increases.
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High-tech industries are heavily export oriented. Recent statistics show that Silicon Valley's
exports grew 30 percent in 1995 from $27 billion to $35 billion. For many Silicon Valley
companies, exports exceed 50 percent of total sales. Much of this exported product is
manufactured in the United States and because of the nature of high-tech industries and their
product cycles, a tremendous amount of research and development accompanies the manufacturing
function. The linkage between research and manufacturing is very strong within high-tech
industries.

The export source rule helps to mitigate the double taxation faced by many U.S. exporters when
income is taxed both in the United States and in a foreign country, and as a result, can have a direct
effect on a high-tech company's global tax burden. The export source rule only applies when
goods are manufactured in the United States and exported. In high tech industries, significant
U.S. research and research related jobs accompany the U.S. manufacturing function. Repeal of the
export source rule would place upward pressure on the after tax cost of performing the
manufacturing and related research activity in the United States.

Capital investment decision-making is influenced by both tax and non-tax factors. However, as
global infrastructure and education levels improve, non-tax factors become increasingly less
important in the capital investment decision-making and, therefore, U.S. tax laws that increase the
after-tax cost of doing business could have a profound impact on location of investment. This will
in turn have a direct impact on exports and export-related jobs not only for companies that respond
quickly to after-tax returns, but also supplier companies that support the U.S. manufacturing and
research activities. The various sectors within high-tech industries tend to be very closely linked
and interdependent so that investment decisions by one sector will have a multiplier effect on where
future geographic income will be earned.

U.S. high-tech industries are innovative, highly profitable, drive academic institution curriculum
and excellence, produce high-paying jobs, produce a tremendous volume of exports, and serve as

a model to the world. Repeal of the export source rule would serve to discourage these U.S.-based
activities.

Marketing and Sales, Not Tax, Drives Multinational Corporate Structures

A Silicon Valley high-tech start up company begins with an innovative idea. This idea may or may

not have large market potential in the early life cycle of the company. Those companies destined to

become successful will either have a product that is ready for the current market[s] or the product

idea will create a iiew market. High-tech products change every 1-5 years because industry

innovation and global markets are constantly evolving. Successful companies at each stage of the

high-tech food chain must adapt and constantly improve their product lines. High-tech companies

that do not adapt or evolve their product lines do not survive.

High-technology represents integrated industries with numerous companies occupying critical

niches. For example, semiconductor equipment companies supply the semiconductor chip

companies and the chip makers in turn provide the means for computers to perform complex

software functions ranging from number crunching to multimedia. The explosion of the Internet

and networking companies that link computers has been a more recent evolution in high-tech

industries. Computer software companies have been both pushing the semiconductor industry as

well as adapting new software applications to existing computer capability. At each component

stage, companies must keep pace with evolution and product cycles to survive. As these cycles

repeat and new products and markets are created, residual markets from prior product cycles

remain and as a result, the absolute market size and opportunity increases.

The profile of a high-tech multinational company is no different from the above description, but for

the fact that it either competes in or develops markets in multiple countries. To be successful in

countries outside the U.S., the multinational must understand different markets and adapt its

Tait Poky Ofp Cerfrfemtr o Sekcwd Pyi,"a of she

Me t v PObcoa Group Adcriaistraow s FY 19911 BvdItel Pror.oa



311

corporate structure to accommodate those markets. A not uncommon profile as product lines
evolve and/or the multinational adapts to foreign markets, is that specific segments of
manufacturing may be located offshore.) These segments may be older products lines or
compnents of a product that are produced mro re efficiently offshore. In most cases, newer
product lines, and the requisite research and development, remain in the U.S. and close to
development centers.

Silicon Valley high-tech companies do not structure their global operations solely on the basis of
local country tax rates. For example, as high-tech product lines mature, investment in alternate
manufacturing sites is a natural process of growth and diversification of risk. However, this
statement should not be interpreted to mean tax rates do not play a significant role. An increase in
U.S. tax increases the cost of business in the U.S. and if a company is to maintain an after-tax
shareholder return, it must evaluate lower cost site locations. Popular rhetoric often characterizes
U.S. industries as intent on the wholesale migration of manufacturing to offshore locations with
the sole purpose of minimizing corporate income tax when in reality, companies are trying to
remain competitive in a global market and taxes represent only one, albeit a significant, cost of
doing business.

An analysis of a new manufacturing location will involve a comparison of factors, such as the
following:

" labor skills, consistent with the demands of product technical requirements
• labor productivity
" cost of labor
* cost of land and construction costs
* financial and physical infrastructure (e.g., highway and airport)
" proximity to customers and the market
* protection of intellectual property
" tax rates

In reviewing this list, the superordinate goal of generating additional sales revenue and global
market share may be overlooked. Any successful high-tech company is in the business of selling
product and increasing financial return to its investors and when tax rates reduce potential return,
they play an increased role in the decision-making process. A company that makes sensible
investment decisions based on after-tax returns that improve the ability to competitively price
product stands a good chance to improve its market share.

There are Fundamental Flaws In The Administration's Export Source Proposal

President Clinton's FY 1998 budget proposal contains a provision that would eliminate the export
source rule, which allows 50 percent of the income from the sale of goods manufactured in the
U.S. and exported to be considered "foreign source income". The proposal would instead source
income from export sales under an "activity based" standard -- effectively eliminating the export
source rule. "Activity based" sourcing is not defined in the proposal, but might be patterned after a
current income tax regulation example. 2 For U.S. exporters with excess foreign tax credits, the

A successful company locates offshore to increase its global sales revenue and market share. Often, this riison
d'etre is lost in political rhetoric. If a company is less competitive in the global marketplace (i.e., does not
increase its global market share) because of higher tax rates, that company will naturally evaluate where it places
manufacturing and R&D capability. Similarly, import tariffs will influence global investment patterns. For
example. the European Union in 1992 effectively placed a European manufacturing content requirement through
imposition of duties on non-European manufactured semiconductors. United States and Asian semiconductor
manufacturers now dominate the European semiconductor industry which illustrates how investment decisions can
be altered to reduce government imposed costs of doing business.

2 Treas. Reg. §1.863-3(bX2) Ex. I. The Tax Court in both Phillips Petroleum Co.. 97 T.C. 30 (1991) and Intel
Corp., 100 T.C. 616 (1993), found that the fact pattern in the regulations example did not apply to the facts of
these cases. The facts in these cases are typical of most exporters and therefore, under current law "activity based"
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export source rule alleviates double taxation, and thereby operates as an export incentive for U.S.
multinationals. The foreign source income rule 9& applies if companies manufacture goods in the
U.S. and export them. In the case of high-tech companies this usually means the company is also
performing substantial R&D in the U.S.

The Administration makes the following argument in support of repeal:

The existing 50/50 rule provides a benefit to U.S. exporters that also operate in high-tax
foreign countries. Thus, U.S. multinational exporters have a competitive advantage over
U.S. exporters that conduct all their business activities in the United States.3

There are at least three flaws in this argument. EiML companies without foreign operations do not
face the double taxation the export source rule is designed to alleviate. Thus, the rule does not
create a competitive advantage; instead, it levels the playing field. Double taxation increases the
cost of doing business offshore and therefore, the multinational with foreign operations becomes
less competitive without benefit of the foreign source income rule. Send. a company without
foreign operations may be a start-up that has not entered global markets. This new company
cannot be compared to a large and well-established multinational. As the new company grows into
global markets, it too will benefit from the export source rule. Eillly, the argument in favor of
eliminating the foreign source income rule fails to take into account additional [non-tax] expenses
that will be incurred by the multinational with foreign operations. Selling, marketing,
administrative expenses associated with a foreign location, and product adaptation to local market,
all must be incurred to support the local market. The conclusion is inescapable that establishing
foreign operations will produce additional operating costs. Although operating costs will increase
with foreign operations, the reality is that a U.S. manufacturing company cannot compete for
global market share without establishing offshore operations. The resulting increased global market
share increases high -paying R&D and manufacturing jobs in the U.S.

Tax Treaties are No Substitute For The Export Source Rule

The Administration has stated that the United States income tax treaty network protects export sales
income from tax in the foreign country where the goods are sold and thus, protects companies
from double taxation. Treasury argues that the export source rule is no longer necessary as a result
of this treaty protection.

The tax treaty network is not a substitute for the export source rule, but even if it were, the treaty
network is far from complete. The U.S. treaty network is limited to 56 countries, leaving many
more countries (approximately 170) without treaties with the U.S. Moreover, many of the
countries without treaties are developing countries, which are frequently high-growth markets for
American exporters. For example, the U.S. has no treaty with any Central or South American
country.

With or without a tax treaty, under most foreign countries' tax laws, the mere act of selling goods
into the country, absent other factors such as having a sales or distribution office, does not subject
the United States exporter to income tax in the foreign country. Thus, export sales are not the
primary cause of the excess foreign tax credit problem which many companies face in trying to
compete overseas.

The real reason most multinational companies face double taxation is that U.S. tax provisions
unfairly restrict their ability to credit foreign taxes paid on these overseas operations against their
U.S. taxes. Requirements to allocate a portion of the costs of U.S. borrowing and research

sourcing as described in Example I would rarely produce any foreign source income. The result, using an "activity
based" model, would be zero percent foreign source income on exported U.S. manufactured product, which
increases the global tax burden on this income.

3 Description of Administration's tax proposals; httpi/www.ustreas.gov/ueasury/whatsnew/whatsnew/htmil.
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activities against foreign source income (even though such allocated costs are not deductible in any
foreign country), cause many companies to have excess foreign tax credits, thereby subjecting
them to double tax, i.e., taxation by both the U.S. and the foreign jurisdiction.

As previously explained, the export source rule alleviates double taxation by allowing companies
who manufactum goods in the United States for export abroad to treat 50 percent of the income as
"foreign source", thereby increasing their ability to utilize their foreign tax credits. Thus, the rule
encourages these companies (facing double taxation as described above) to produce goods in the
U.S. for export abroad.

As an effective World Trade Organization-consistent export incentive, the export source rule is
needed now more than ever to support quality, high-paying jobs in U.S. export industries.4
Exports have provided the spark for much of the growth in the U.S. economy over the past
decade. Again, the existence of tax treaties does nothing to change the importance of this rule to the
U.S. economy.

The decision to allow 50 percent of the income from export sales to be treated as "foreign source"
was in part a decision based upon administrative convenience to minimize disputes over exactly
which portion of the income should be treated "foreign" and which should be "domestic". The rule
still serves this purpose, and neither the tax treaty network nor the Administration's proposal to
adopt an "activities-based" test for determining which portion of the income is "foreign" and which
is "domestic" addresses this problem. Moreover, adopting an "activities-based" rule would create
endless factual disputes similar to those under the section 482 transfer pricing regime.

Tax treaties are critically important in advancing the international competitiveness of U.S.
companies' global operations and trade. In order to export effectively in the global marketplace,
most companies must eventually have substantial operations abroad in order to market, service or
distribute their goods. Tax treaties make it feasible in many cases for business to invest overseas
and compete in foreign markets. Foreign investments by U.S.-based multinationals generate
substantial exports from the United States. These foreign operations create a demand for U.S.
manufactured components, service parts, technology, etc., while also providing returns on capital
in the form of dividends, interest and royalties.

Tax treaties are not a substitute for the export source rule. They do not provide an incentive to
produce goods in the United States. Nor do they address the most significant underlying cause of
double taxation - arbitrary allocation rules - or provide administrative simplicity in allocating
income from exports.

Capital Export Neutrality Model As A Guide For Tax Simplification

In an ideal income tax system, income tax would not influence how a company structures
transactions or where the company decides to build a manufacturing plant. Investment decisions
would be influenced by other economic factors such as those listed above. To eliminate income tax
from the investment location decision it would be necessary to structure the system such that the
global tax rate on income earned anywhere in the world is no different than the domestic rate of
tax. A system patterned after the "capital export neutrality" (CEN) concept would achieve this
result.5

4 Studies have shown that average exporting plants have higher blue-collar and white-collar wages, and that average
workers at exporting plants have higher benefits. ). David Richardson and Karin Rindal, Why Exports Matter.
More!, The Institute for International Economics and The Manufacturing Institute. February 1996, page I1.

5 CEN is also referred to as a classical tax system. In addition to the United States, Japan and the United Kingdom
loosely base their tax systems cn this concept. An alternative concept is "capital import neutrality" (CIN). Under
CIN, the global rate of tax on foreign income does not exceed the foreign tax rate. In other words, under CIN
income earned outside the home country is not taxed in the home country when received as a dividend or when the
foreign operation is sold. 'Territorial" based tax systems are patterned after the CIN concept The Netherlands and
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The CEN concept holds that an item of income, regardless of where it is earned, will not suffer a
global rate of tax higher than the U.S. tax rate. Dividends received from both high and low tax
countries suffer a double rate of tax first in the country in which the income was earned and second
in the United States when received. The credit for foreign tax paid is designed to mitigate this
double taxation. The export source rule operates to increase the credit for foreign taxes paid which
in turn operates to more closely align the United States tax system with the concept of CEN. With
sufficient foreign source income, the global rate of income tax on income earned in high tax
countries approaches 35 percent.

A classical tax system that diverges from the CEN concept will increase the importance of income
tax in plant location decision-making. If the foreign source income rule is repealed, the double
taxation of U.S. multinationals that export from the United States will increase and for many high-
tech companies this increase in taxes, and corresponding reduction in return to shareholders, will
alter plant investment decisions. Many companies will be forced to invest offshore rather than build
new plants in the U.S. to remain competitive and maintain shareholder rate of return. Foreign
investment decisions will have a ripple effect within high-tech industries because they are so
closely interrelated. For example, a natural consequence of additional offshore investment by a
semiconductor manufacturer will be that equipment suppliers will increase their offshore presence
to meet the demands of their customers. This dynamic will be repeated in other industry segments
creating a foreign investment multiplier effect.

An Argument to Expand The Foreign Source Income Rule

U.S. transfer pricing rules, and associated penalty provisions for non compliance, are designed to
ensure proper allocation of revenue and expense between geographic regions. One theoretical
argument against allocating U.S. expenses to foreign source income is that expenses are properly
allocated to U.S. or foreign activities under transfer pricing rules and as a result, there is no
theoretical justification for allocating U.S. expenses to foreign source income. The export source
rule helps to offset the negative impact of expense allocations to foreign source income. As
previously discussed, if an "activities based" rule is enacted, the result could be either effective
repeal or a subjective standard that will become a matter of contention between taxpayers and the
Service which will then lead to protracted arguments in the IRS appeals process and the courts.
The result could be similar to current transfer pricing controversies. Therefore, a strong argument
for keeping the existing rule is that the export source rule is administratively convenient and
minimizes subjective arguments that have the potential to become contentious when dealing with
the IRS.

In the March 12, 1997 Ways & Means Committee hearings on the Administration's revenue raising
proposals, compelling economic arguments were presented by Gary Hufbauer that lead to the
conclusion that repealing the rule would result in a loss of U.S. capital investment and jobs.
Silicon Valley anecdotal evidence supports this empirical analysis. Therefore, the debate has
resulted in an argume-.t that the export source rule promotes and sustains a certain level of U.S.
investment in manufacturing activity and it is equally intuitive that if the Administration is honest
about balancing the budget by a specified future time period, then the export source rule should be
expanded because of the positive impact it has on the U.S. economy. With Gary Hufbauer's
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analysis and a recent Joint Committee on Taxation report6 that reinforces his concerns, an
opportunity exists going into the final budget p-ocess to turn this debate into something positive. If
50 percent foreign source is good, a higher percent should be better. Suggesting that Congress
might consider increasing the foreign source income percent on U.S. is a compelling argument
based on the evidence. 7

The Proposal Would Tend To Encourage Manufacturing Outside of the U.S.

The elimination or scale back of the foreign source income iL,!i will have a negative tax impact on
U.S. multinationals that export U.S. manufactured product. For many companies this will result in
a tax disincentive to manufacture in the U.S. vis-h-vis other countries with lower tax rates and is
contrary to a "capital export neutrality" model which holds that income tax should play a minor role
in plant location decision-making. Repeal of the foreign source income rule would elevate the
importance of taxes in offshore plant location decision-making and is contrary to tax simplification
within a "capital export neutral" model.3

Summary

United States high-tech industries are innovative, highly profitable, drive academic institution
curriculum and excellence, produce high-paying jobs, produce a tremendous volume of exports,
and serve as a model to the world.9 U.S. government policies that discourage these U.S.-based
activities risk impeding very desirable attributes and drivers in the U.S. economy. Government
policies that encourage these attributes will obviously promote these attributes. Therefore, the
Administration's export sourcing proposal should not be enacted.

France apply the "territorial" concept. Germany, Canada, and Australia apply the concept pursuant to income tax
treaty with certain trading partners. For a detailed description of these pinciples, see Factors Affecting The
International Competitiveness Of the United States, prepared by the Joint Committee on Taxation (JCS-6-91),
Part 2. 111.

6 Joint Committee on Taxation Description and Analysis of Certain Revenue-Raising Provisions Contained in the
President's Fiscal Year 1998 Budget Proposal (JCX- 10-97).

7 This would have to be tested against GATI standards. Because a U.S. multinational would only be increasing its
foreign tax credit for foreign taxes actually paid, our trading partners should have no problem with enhanced
foreign source income.

8 As income earned offshore increases as a result of additional foreign plant investment, history suggests complicated
tax laws will be introduced in an attempt to tax this income before it is remitted back to the U.S., contrary to
efforts towards a more simplified income tx .ode. PFIC and subpart F, as it relates to operating income eaned
from related party sales, are examples of this type of legislation.

9 Studies have documented the impact exports have in job creation. Hufbauer and DeRosa project that in 1999,
exports will increase $30.8 billion and $2.3 billion of additional wage income. In addition, the effect of the rule
and the exports it generates will support 360,000 workers in export-related jobs, which also tend to be higher
paying jobs (Costs and Benefits of the Export Source Rule, 1998-2002, Gary Hufbawr and Dean DeRosa,
February 19, 1997). In Silicon Valley, it is estimated that over 125.000jobs were added from 1992 through 1996.
Also, in 1996 average real wages, after accounting for inflation, grew about 5.1 percent compared to a wage
increase of less than I percent at the national level (Joint Venture's Index of Silicon Valley 1997, prepared by
Joint Venture: Silicon Valley Network). The Joint Venture study also reported that in 1995, Silicon Valley
exports grew 30 percent to $35 billion.
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Mr. Chairman and Members of the Committee, we are pleased to submit testimony
concerning a specific revenue initiative involving the Section 29 alternative fuels
tax credit and its importance to the American environment.

President Clinton's recent budget proposal includes an ill conceived and unjust
12-month roll-back of the placed-in-service date for biomass and coal facilities
under I.R.C. Section 29, which was approved by Congress just last year. Having
enacted a binding contract rule in conjunction with the extended placed-in-service
date last year, Congress, if it were to adopt the Administration's proposal, would
unfairly penalize stakeholders in facilities currently under construction pursuant to a
pre-1997 binding contract. Such action would also be at odds with the joint
statement last year of the two Chairmen of the tax writing committees declaring
that none of the revenue proposals included in the Clinton Administration's fiscal
1997 budget plan would be effective later than the date of appropriate congressional
action so as not to disrupt normal market activities and business transactions.

The Committee should not initiate a proposal to roll back the Section 29 placed-in-
service date because:

* Companies have made binding economic decisions based on current
law and a change in the "rules of the game" is neither fair nor
equitablie.

* A change in current law would place a financial burden on
companies that made investments in reliance on the actions of the
104th Congress.
The Section 29 credit promotes production of environmentally
sound, non-conventional fuels.
Congress has recognized the value of Section 29 in the past and
extended it as a matter of desirable and appropriate policy.

PROJECT SPECIFIC

The glaring inequity of retroactive effective dates is best illustrated by a complex,
real-world business transaction. Multiple parties have made substantial capital
commitments and entered into long-term supply contracts based upon the extension
of Section 29 last year. This transaction, referred to as the Indiana Harbor project,
involves capital investments totaling approximately $350 million by three
companies which are each independently owned and operated. This project will
secure a long-term, economically and environmentally advantageous coke supply
for the Inland Steel Company No. 7 blast furnace. Coke, which is a fuel for the
iron-making process, will be produced by a proprietary coke-making process which

I
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is environmentally benign and produces heat that can be converted to electricity.
The project will create approximately 135 new jobs with an estimated annual
payroll (including benefits) in excess of $5 million annually in an economically
depressed area. It is estimated that the project will generate an additional 600 full-
time equivalent jobs during construction.

The three companies investing capital in the Indiana Harbor project are Sun Coal
Company, NIPSCO Industries and Beemsterboer Slag & Ballast Corp. Inland Steel

Company is the purchaser of the predominant portion of the coke produced by the

Project.

" Sun Coal Company, headquartered in Tennessee, is in the business
of coal production from mines in Virginia and Kentucky and coke
manufacturing at a facility in Vansant, Virginia. It is a subsidiary
of Sun Company, Inc., an independent refiner and marketer of
petroleum products, headquartered in Philadelphia.

* NIPSCO Industries, with headquarters in Hammond, Indiana, is an

energy-based holding company whose regulated subsidiaries provide
natural gas and electric services throughout northern Indiana. The
company's non-regulated businesses are primarily energy focused.

* Beemsterboer Slag & Ballast Corp.,a privately held company
headquartered in South Holland, Illinois, is in the coal and slag
handling and processing business.

Inland Steel Company is the fifth-largest integrated steel producer
in the U.S. with a 1,900 acre steel-making complex located in East
Chicago, Indiana. It annually produces more than 5.5 million tons
of steel, which it sells to automobile, appliance, and office furniture

makers, and is headquartered in Chicago, Illinois.

On October 27, 4996, Sun Coal Company, through its affiliates, entered into a

binding written contract with Raytheon for the construction of a 1.22+ million ton

per year coke making facility to be built on a 95-acre site in East Chicago, Indiana.

It is anticipated that construction of the coke ovens will be completed by June 30,

1998, thereby qualifying its production for the Section 29 tax credit. Coke

qualifies for the Section 29 credit as a synthetic product of coal. Capital committed

by Sun Coal under this contract equals approximately $185 million. This aspect of

the Indiana Harbor project consists of 268 state-of-the-art Jewell design Thompson

coke ovens and supporting facilities using Sun Coal's proprietary "non-recovery'
coke technology.

Sun Coal has refined the technology for this environmentally benign method of

making coke. Pursuant to the 1990 amendments to the Clean Air Act, the EPA

has promulgated regulations which establish MACT (maximum achicyable control

technology) standards for new coke oven batteries based on the use of the Sun Coal

non-recovery process. This aspect of the project will, upon completion, employ
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approximately 108 persons in an area with high unemployment and a high poverty
rate that was designated as an Economic Enterprise Zone with the approval and
support of local and state government.

Concurrent with the execution of the binding construction contract, Sun Coal
entered into a 15-year take-or-pay contract to supply Inlan, Steel with 1.22 million
tons of coke annually. Thus, Sun made multiple strategic business commitments
in 1996: first, a commitment of capital of $185 million; second, a contractual
commitment to supply coke to a customer for 15 years; third, a contractual
commitment to provide waste heat to a co-generation facility as described below;
and finally, a requirement for a $28 million coal-handling facility to be constructed
and operated by a third party based on a long-term coal-handling commitment from
Sun Coal.

A second component of this sizable joint-venture project includes construction of a
co-generation facility to capture the waste heat from the coking facility. A unit of
NIPSCO Industries will design, build, finance and operate an 87-megawatt
co-generation plant that will remove sulfur from the coke plant's flue gas and use
the heat from the coke plant to produce steam and electricity. Capital employed is
estimated to be $137 million. Concurrent with the execution of the construction
contract for the coke facility, Sun Coal entered into a contractual commitment to
provide NIPSCO's facility with waste heat for 15 years. -

The third part of the Indiana Harbor Project capital investment will be made by a
unit of Beemsterboer. Beemsterboer is constructing a coal blending and handling
facility at a $28 million projected cost. This front-end plant will store, crush and
blend various coals to supply the proper quality of coal for charging the coke
ovens. The coal will be owned by Sun Coal, but the facility will be independently
owned and operated by Beemsterboer. This facility will cover 49 acres of the
common site. The NIPSCO and Beemsterboer portions of the project are expected
to employ an additional 25 to 30 persons.

Inland Steel Company has contractually agreed to purchase 1.22 million tons of

coke produced by the Inland Harbor project to supply the largest of its three iron-

making blast furnaces. Inland closed the last of its coke ovens in 1993,
necessitated by the inability of the facilities to meet environmental regulations and
their deteriorating condition and performance. A major consideration in Inland's

entering into this 15-year purchase arrangement was the anticipation that production

from the project would qualify for the Section 29 tax credit. If so, this project will

make Inland more competitive in an intensely competitive international marketplace

by dramatically reducing its costs for coke, a key raw material in the production of

iron. If, however, there is a retroactive change in law, the cost of coke to Inland

will increase pursuant to the terms of the take-or-pay contract, negatively impacting

the economics of its supply of a major raw material component of its business

through 2007. It would adversely affect the project's core concept, that of securing

a long-term economically and environmentally advantageous coke supply for the

Inland Steel Company which employs 10,000 employees at its East Chicago
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facility, thereby removing the opportunity for Inland to compete more effectively
with foreign steel-makers who have historically hurt the U.S. steel industry by
systematic dumping in the U.S.

REASONS FOR RETAINING CURRENT LAW:

Binding Economic Decisions Have Been Made Based on Current Law

President Clinton's fiscal 1998 budget submission to the Congress is punitive and
inequitable in its roll-back of the placed-in-service date for fuel production from
nonconventional sources. Moving the current-law placed-in-service-date back
twelve months, from July 1, 1998 to July 1, 1997, would be unjust since
companies had written binding contracts for projects in effect before 1997.

In reliance on Section 29 tax credit provisions, Sun, Inland, and NIPSCO in this
instance -- but a number of other companies in other cases - entered into a venture
project to build and produce efficient coke. The contracts to build the coke plant
and supply Inland with domestically produced fuel were signed (and construction
began) before President Clinton's 1998 budget proposal was announced. To change
that treatment mid-stream with total disregard to the taxpayer's reliance on the law
would not only be inequitable, but also irresponsible.

Change Will Be a Financial Burden for Companies Which Relied on the
Actions of the 104th Congress

It has long been recognized that Federal tax treatment of capital expenditure is a
critical part of investment planning decisions and project pricing. Not surprisingly,
tax provisions motivate behavior, and the Sun Project utilized the Section 29 credit
as allowed under the law. Taxpayers should not be unfairly penalized for relying
on the law. Retroactively :oiling back the economic benefits associated with the
credit would be financially compromising to the parties involved who acted in
good-faith reliance on current law.

As noted, well over a quarter of a billion dollars of capital investment has been
committed to this project, which is already under way and scheduled to be

- completed by the July 1, 1998 statutory deadline. In addition to Sun's capital
investment, Inland has entered into a binding 15-year long-term supply contract
with Sun for coke from the new plant. The tax credit was important in providing
coke at a substantially lower price than from other coke facilities.

Rolling back the date under which projects must be constructed and completed is
unfair. Why? Because meeting a retroactive deadline is not possible. Multi-

million dollar construction projects cannot be accelerated to (12 months) early
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completion to meet an arbitrary deadline. Certainly, such retroactive action could
have a chilling effect in the future should the Administration and/or the Congress
seek again to encourage new technologies to protect the environment and U.S.
competitiveness.

The Section 29 Credit Is Environmentally Sound

The Section 29 credit applies to the production and sale of certain nonconventional
fuels produced by a facility placed in service by July 1, 1998. The fuels made
possible by this credit have been proven to be highly effective, technologically
innovative, internationally efficient, and clean burning.

1 . Sun's specific benign coke technology is state-of-the-art and technologically
innovative. The technology employed by the new Sun plant is far and away
more environmentally sound than that used in existing batteries. The
favorable environmental implications of Sun's benign coke technology are
striking. When this new plant opens, the Sun facilities will be the only coke
plants in the U.S. to meet the EPA's newly proposed air-quality standards.
The non-recovery process incinerates all the volatile gases produced during
coking. The only remaining contaminant, sulfur dioxide, is removed from
the flue gas in the co-generation process. Chemical by-products from coking
by these ovens are not recovered but are incinerated harmlessly during the
coking..process by Jewell's unique coke technology, which virtually
eliminates pollutants.

2. The import of foreign coke would harm the environment. If the tax benefits
of Section 29 are eliminated, industrial users will be forced to consider
purchasing foreign produced coke. Domestic capacity for coke production
has declined since enactment of the Clean Air Act amendments in 1990. The
negative environmental and competitive implications of increased foreign
production - from China, for example, which has no equivalent air standards
- and increased domestic use of this coke are significant.

3. Change in Section 29 law is inconsistent with the 1990 Clean Air Act and the
EPA's proposed regulations on air quality. It is inconsistent to eliminate
Section 29 credits for the Sun coke process, which the 1990 Clean Air Act
specifically identified as setting the industry standard for coke-emission
controls. Moreover, if the EPA's new rules for air quality are adopted, the
Sun Project would be the only coke plant in the country that does not
produce carcinogenic emissions. Congress should not remove a tax provision
which motivates the very behavior that produces sound environmental policy
sought by the Administration.

4. The project is being constructed on a potential "brownfield" site. Under
current environmental law, prior industrial use of the Inland East Chicago
site effectively prohibits sale of the land. The Sun project utilizes
environmentally sound technology and puts the land to productive use. The
project has been described as the largest brownfield project in the State of
Indiana.
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Congress Has Valued the Section 29 Credit in the Past

The credit was originally enacted in 1980, during the aftermath of the oil embargo,
as an inducement for Americans to look for fuel in unusual places. The country
had just gone through oil shortages, gas lines, spiraling inflation, and record-high
interest rates driven by increasing energy prices. The Section 29 credit was part of
a strategy intended to use what fuel we have more efficiently and give business
incentives to tap resources for fuel that could not be economically produced without
the credit.

The credit was initially intended to expire in 1989. It has been extended three
times. In 1992, Congress cut back the list of fuels that qualify to two: gas from
biomas and synthetic fuel from coal. But in retaining a credit for viable coal and
gas technologies Congress reaffirmed a rational strategy to develop coal based fuels
and land fill gas to protect the environment and reduce dependence on foreign oil.

CONCLUSION

The overall economics of this multi-party, multi-faceted project utilized the Section
29 credit as allowed and contemplated under the law. To retroactively "roll back"
the economic benefits associated with the credit would not only be unjust, but
financially compromising to all the parties involved who acted in good-faith
reliance on the actions of the 104th Congress. Certainly such an abrupt policy
reversal would have a chilling effect on the investment marketplace in the future.

The reason the roll-back of the placed-in-service date is harsh and oppressive is that
the rest of the world does not roll-back. The taxpayer has entered into a binding
written contract to construct the facility in reliance on Congressional action last
year. This construction contract does not roll-back. It is by definition binding.
Foundations have been poured and persons employed. They cannot be rolled back.
Long-term supply arrangements have been signed. These cannot be rolled back.
Negative competitive impacts in the global marketplace cannot be rolled back.

Congress has often used the existence of a binding contract as a standard for a
determination of whether application of a tax change would be fair. How ironic it
would be if Congress repealed a provision, in effect punishing taxpayers who are
parties to a binding-contract rule which Congress only months ago enacted. Such
an action could aptly be described as bait-and-switch taxation.

To deny the use of the credit to those who have binding contracts for facilities
designed to produce fuels in compliance with current law is blatantly wrong and
would penalize American taxpayers who relied in good-faith on the laws passed by
the U.S. Congress. The Administration's proposal is misguided and will seriously
impact ongoing transactions and jeopardize American jobs and businesses.
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INTRODUCTION

MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE:

The Tax Council Is pleased to present Its views on the Administration's
Budget proposals and their Impact on the International competitiveness of U.S.
businesses and workers. The Tax Council Is an association of senior level tax
professionals representing many of the largest corporations In the United States,
Including companies Involved In manufochuing, mining, energy, electronics,
transportation, public utities, consumer products and serces, retaing.
accounting. banking, and Insurance. We are a nonprofit, business supported
organization that has been active since 1967. We are one of the few
professional organizations that focus exclusively on federal tax policy Issues for
bvs1nesses, Including sound federal tax policies that encourage both capital
formation and capital preservation In order to Increase the real productivity of
the nation.

The Tax Council applauds the Senate Finance Committee for scheduling
these hearings on the Administration's budget proposals Involving taxes. We do
not disagree with ail of these proposals, for example, we support expended
in9iidual retirement accounts and extension of the tax credit for research.
These provisions will go a long way toward Increasing our declining savings rote
and Improving the competitive advantage of U.S. companies. However, In
devising many of Its other tax proposals, the Administration replaced sound tax
policy with a short sighted call for more revenue.

Many of the revenue rolseas found In the Administration's latest Budget
proposals lock a sound policy foundation. AJthough they may be successful In
raising revenue, they do nothing to achieve the objective of retaining US. jobs
and making the U.S. economy stronger. For example, provisions are found In the
Budget to reduce the canyback rules for foreign tax credits and net operating
losses, extend Superfund taxes without attempting to Improve the cleanup
programs, arbitr rty change the sourcing of Income rules on export soles by US.
based manufacturers, eliminate so-called "deferral' for multinotionals engaged
In vital petroleum exploration and production overseas, and restrict the ability of
so-called "dual capacity taxpayers" to take credit for certain taxes paid to
foreign countries.

In its efforts to balance the budget, the Administration was unwise to
target publicly held US. multinationals doing business overseas, and the Tax
Council urges that such proposals not be adopted by Congress. The
predominant reason that businesses establish foreign operations Is to serse local
overseas markets so they are able to compete more efficiently.- Investments
abroad provide a platform for the growth of exports and ndlrectly create jobs In
the US., along with providing help in the US. balance of payments. The
creditability of foreign Income taxes has existed In the Internal Revenue Code
for over 70 years as a way to help alleviate the double taxation of foreign
Income. Replacing such credits with less valuable deductions will greatly
Increase the costs of doing business overseas, resulting In a competitive
disadvantage to US. multinationals versus foreign based companies.

In order that U.S. companies can better compete with foreign-based
multinationals, Congress should work with the Administration to instead do all it
can to make the U.S. tax code more ftrily. Rather than making proposals
that reward some Industries and penalize others, the budget should be witten
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with the goal of reintegrating sound tax polcy Into decisions bout the revenue
needs of the government. Provisions that rnrety Increase business taxes by
eknntg legftiate business deductions should be avoided. ordnary and
necessary business expenses are integral to our current income based system,
and needless eliltion of them will ony distort that system. Higher business
taxes Impact Q1 Americans, directly or Indbectly. For example, they result in
higher prices for goods and services, stagnant or lower wages paid to
employees In those businesses, and smaller returns to shareholders. Those
shareholders may be the company's employees, or the pension plans of other
nddle Oass wcke,

Corporate tax incentives, Ike export sourcing incentives, have allowed
companies to remain strong economic engines for our country, and have
enabled them to fill even larger roles In the health and well being of their

oyees. For these reasons, sound and Jtkae tax polcy should be
paramount when deciding on taxaton of business-not mere revenue needs.

POSmVE TAX PROPOSALS

As stated above, two of the Administration's tax proposals wil have a
positive Impact on the economy. They are:

EXPANDED IRAs

One propo sl would expand IRAs by Increasing the Income mnts on
deductible IRA contributions and Indexing the contribution Cnit for Inflation.
Special IRAs would be available for higher Income taxpayers. This would help
rum around the serious saving criss that the United States currently faces. Not
only are we saving considerobty less than at any time since World War 11, we are
also saving considerably less than all of our major Internatlono competitors. It is
fnly established that the restrictions Imposed on IRAs in 1986 have played an
Important role In the decline of US. saving. The personal saving rate has
averaged 45 percent since 1936, compared to 7.2 percent when the IRA was
avallable to an taxpayers.

Over the last few years, there has been an abundance of academic
research produced on the effectiveness of IRAs. A long ist 6f top academic
eoonon*ts have found that IRAs do Increase saving. The Est includes Marlin
Feldstein (Harvard), David Wse (Harvard), James Poterba (MIT), Steven Ventl
(Dartmouth), Jonathan Skinner (UVA), Glenn Hubbard (Columbia), Richard
Thaler (Comel)), and former Harvard economist Lawence Summers, now the
Deptory Treasury Secretary. The IRA b a proven savings vehicle that Is popular
with Americans and good for the economy. IRAs promote self-relance by
enour *ng Americans to prepare for retiement while at the same time
providing ite economy with the Investment capital It needs to grow.

EXTENSION OF RESEARCH TAX CREDIT

Another proposal would extend the research tax credt and also Is to be
opplauded. The lredlt, wtch apples to amounts of qualfied research in
excess of a comparry's base amount, has served to promote research that
otherwie may nov- have occured. The buildup of Inowledge capital Is
absolutely essential to enhance the competitive position of the U.S. In
International markets-spedoly In what some refer to as the Information Age.



~1~

326

Enourag private sector research work through a tax credit has the decided
advantage of keeping the government out of the business of picking specific
wirwers or losers in providing direct research incentves. The Tax Council
recommends that Congress work together with the Administration to extend the
research tax credit on a permanent bascs.

PROVISIONS THAT SHOULD NOT BE ADOPTED

The Tax Council offers the following comments on certain specific tax increase
proposals set forth In the Admlnstratlon's budget'

FOREIGN OIL AND GAS INCOME

The Tax Councrls policy position on foreign source Income Is clear--A full,
effective foreign tax credit should be restored and the compeAtles of current
law, pcrtuklty the multiplicity of separate "baskets," should be eliminated.
Deferral of U.S. tax on income earned by foreign subsidiaries should not be
further eroded

The Presidents budget proposal dealing with foreign oIl and gas Income

moves In the opposite drection by Umting use of the foreign tax credit and

repealing deferral of U.S. tax on foreign oil and gas income. This selective

attack on a single ndusty's utilization of the foreign tax credit and deferral Is not

Justified. US. based oil companies ore already at a competitive disadvantage

under current law since most of their foreign based competition pay Ittle or no

home countrytpx on foreign oil and gas Income. The proposal Increases the risk

of foreign oil and gas Income being subject to double taxation which will
severely hUnder U.S. oil companles In the global ofl and gas exporation,
production, refining and marketing arena.

CHANGE IN CARRYOVER I CARRYBACK PERIODS

Two of the Admnstratlons proposals would docrease the time period for

carrying bock foreign tax credits (ITCs") from 2 years to I year, and decrease
the net operating loss ("NOL") caryback period from 3 years to I year. At the

same time, the FTC carryfoward period would be extended from 5 to 7 years

while the-NOL carryforward period would be increased from 15 to 2D yea.
Although these changes were arguably mode to simplify tax admiisration,

they are clearly mere revenue raisers that will actually cause highly Inequitable
results.

When companies Invest overseas, they often receve very favorable local

tax treatment from foreign governments, at least In the earty years of operation.
For example, companies are often granted rapid depreciation wte-offs, and

low or even zero tax rates, for a period of years until the new venture Is up and

running. This results In a very low effective tax rate In thoso foreign countries for

those early years of operation. For U.S. tax purposes, however, those foreign

operations must utilize much slower capital recovery methods and rates, and

are stEl subject to residual US. tax at 35 percent. Thus, even though those

foreign operations may show very little profit from a local standpoint, they may

owe high Incrementol taxes to the US. government on repatriations or deemed

distributions to the U.S. parent. However, once such operations are ongoing for

some length of time, this tax disparity often turns around, with local tax

obligation exceeding residual U.S. taxes. At that point, the foreign operations
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generate excess FTCs but without an adequate carrybock period, those excess
FrCs wll Just linger and explre. Extending the cryforward period will not
alleviate the problem since the operation wll ikely continue to generate excess
FTCs In comparson with the U.S. residual tax situation, resulting In oddltional FTCs
for eventual expiraton.

The U.S. tax system Is based on the premise that FTCs help alleviate
double taxation of foreign source income. By granting taxpayers a credit
against their U.S. lability for taxes paid to local foreign governments, the US.
government allows Its taxpayers to compete more family and effectively In the
International arena. However, by Imposing lmits on caolng back excess FTCs
to earler years. the value of these FTCs dinirsh considerably (if not entirely In
many situations). Thus, the threat of double taxation of foreign earnings
becomes much more ikely.

A *miar argument can be made for NOLs. Although the federal Income
tax Is based on an arbitrary annual accounting concept, business Income may
fluctuate over a somewhat longer period. The most obvious example Is a
business affected by business cycles, the duration of which may be several
years. The NOL carryback helps prevent the Income tax from being charged
before the taxpayer has earned any net Income, e.g., If a company earns
Income of 10 In year one, 0 In year two, and a loss of 10 In year three. Whie the
current NOL rules would eliminate any tax Imposed in year one, the
Administration's proposal would eliminate the offset In this example and cause
tax to be owed when the taxpayer has not, In fact, earned any Income. To be
conceptually correct, the NOL ccxiyback should have no Imitation. Therefore, I
Congress truly Intends to allow taxpayers to offset positive earning years with loss
years, fewer (not more) limits should be placed on the utilization of those NOs.

REPEAL OF SECTION 863(b)

When products manufactured In the U.S. are sold abroad, §863(b)
enables the U.S. manufacturer to treat half of the Income derived from those
sales as foreign source Income, as o as title posses outside the U.S. Since title
on export sales to unrelated parties often passes at the point of origin, this
provision Is more often applied to export sales to foreign affiliates. Unless a US.
manufacturer has foreign affiliates or subsidiaries, It wil not generally benefit
from accumulating additional foreign source income.

The Adrinistration proposes to repeal Sec. 863(b) because It believes that
It gives multinational corporations a competitive advantage over U.S. exporters
that conduct all of their business activities In the U.S. It also believes that
replacing §863(b) with an allocation based on actual economic activity will
raise $7.5 ballon over five years. This proposal has two cdtical defects.

Fht, to compete effectively In overseas markets, most US. manufacturers
find that they must have operations In those foreign markets to sell and service
their products. Many find it necessary to manufacture products specially
designed for a foreign market In the country of sale, Importing vital components
of that product from the U.S. wherever feasble. Thus, the supposed competitive
advantage over a U.S. exporter with no foreign assets or employees Is a myth.
There are many dituatons In whch a US. manufacturer with no foreign activities
simply cannot compete effectIvely In foreign markets.

Second, except in ine vey, shrt term, this proposal would reduce the
Treasury's revenues rather than Increao then. Is Is because the nationally
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corporations, against which this proposal Is directed, may have a choice.
Instead of exporting their products from the U.S.. they may manufacture them
abroad. If even a small percentage of U.S. exporters are In a position to naval
themselves of this option, the proposal wil fal to achieve the desied result and
taxes on mnumfcturing profits and manufacturing wages will pour Into foreign
treasures, Instead of to the U.S. In fact, the Administration seems to enxourage
this result by calling for an allocation based on "actual economic actMty." More
economic activity In foreign jrsdictns means more foreign Jobs, Investment,
and profits.

At present, the US. has few tax Incentives for expoerte., especially
compared to foreign countries with VAT regimes. Given our conthun trade
deficit, It would be unwise to remove one of the few remaining tax Incentives for
multinational corporations to continue moving export sales from the United
States. Ironically, this proposal could result in multinationals using foreign
manufacturing operations Instead of U.S. based operations to produce export
products. We encourage Congress not to adopt it.

AVERAGE STOCK BASIS

The Administration also proposes to eliminate the long-standlng
identiflcotion rule" under which a taxpayer who buys shares of the some stock
at different times and later sells less than all of the shares may Identify which
shares ore being sold (usually the shares with the highest basis). Instead, the
taxpayer would be treated as having sold shares with on "average basis.

The Tax Council Is opposed to this proposal for three reasons. Fst, we
believe It runs directly counter to the broader federal Income tax treatment of
soles of stock and securities, and therefore leads to onomalous results. If a
taxpayer purchases shares of stock A on day one and stock B on day two, the
taxpayer Is perfectly entitled to choose to sell the shares of stock B, which have
a higher basis, rather than the shares of stock A, which have a lower basis. There
Is no good tax poly rational for changing the rule merely because stock A and
stock B are substantially Identical. Although this proposal may have something
to do with the Administration's concern about short-against-the-box
transactions, the Administration has already addressed this concern with a more
direct proposal.

Second, the Tax Council believes the provision would toad to greater
complexity In the record-keeping and reporting of purchases and soles of stock.
Taxpayers (and their agents) would have to maintain and consult with historical
records for all of the taxpayer's transactions relating to a given stock each time
a taxpayer undertook to sell a few shares. Each sale would change the bast
the.remanlng..shares (presumably under detailed regulations which would
explain precisely how the average basis rule works), so that the basis
calculations for subsequent sales would depend In part on the mechanics of
previous soles. We do not think this approach would be well-sulted to routine
equity transactions given their sheer volume and the number of Individuas they
affect.

Tid, If 100 shares of stock A were held long term, while another 100
shares of stock A were held short term, and 50 shares were sold, we are not sure
what the rule would be regarding the holdng period of the sold shares, Le..
whether all 50 would be treated as long term, all 50 as short term, or averaged.
Tax folness and policy is best served by a direct matching of the actual basis of
the item being sold with the proceeds of the sole, so that neither phantom gain
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nor loss b doomed to be realbed on the transaction, and there Is no question of
the appropriate holding period for the sale.

LOWERING THE DIVIDEND RECEIVED DEDUCTION

The Administration proposed to both lower the corporate dividends
received deduction (DRD) from 70% to W% for didends received by
corporations that own less than 20 percent of other corporations, and to have
taxpayers establish a separate and distinct 46 day holding period In a stock In
order for each dividend to qualfy for the DRD. We beleve that both of these
proposals will be making changes to the law that are not In the best Interests of
public policy. Currently, the U.S. Is the only major western ndustrolzed nation
that subjects corporate Income to multiple levels of taxation. Over the years,
the DRD has been decreased from 100% for dividends received by corporations
that own over 80 percent of other corporations, to the current 70% for less than
20 percent owned corporations. As a result, corporate earnings have become
subject to multiple levels of taxation, thus driing up the cost of doing business In
the U.S. To further decrease the DRD would be another move In the wrong
diection.

Since the DRD Is Intended to avold multiple levels of taxation, the
Imposition of any holding period in the stock cannot be justified. Again, over
time, the requisite holding period requirement has risen from 16 to 46 days. The
reason for the adoption of this rule was to stop taxpayers from purchasing the
stock Just prior to o dvWend record date and selling the stock shortly thereafter,
resulting In both a tax-preferenced dividend and a capitol loss. However,
Imposing a separate holding period requirement for each dividend does not
enhance the rule and, In fact, Just adds further needless complexity.

SUPERFUND TAXES

The three taxes that fund Superfund (corporate environmental tax,
petroleum excise tax, and chemical feed stock tax) all expired on December
31, 1995. The President's budget would reinstate the two excise taxes at their
previous levels for the period after the date of enactment through September
30, 2007. The corporate environmental tax would be reinstated at its previous
level for taxable years beginning after December 31.1996 and before January
1,2008.

These taxes, which were previously dedicated to Superfund, would
Instead be used to generate revenue to balance the budget. This use of taxes
historically dedicated to funding specific programs for deficit reduction purposes
should be rejected. The decision whether to re-impose these taxes dedicated
to financing Superfund should Instead be made as part of a comprehensive
examination of reforming the entie Superfund program.

MODIFICATION OF THE SUBSTANTIAL UNDERSTATEMENT PENALTY

The Administration proposed to make any tax deficiency greater than $10
mll1on Nubstontior for purposes of the penalty, rather than applying the existing
test that such tax deficiency must exceed 10% of the taxpayer's liability for the
year. While to the idvual taxpayer or even a pvately-held company, $10
mllon may be a substantial amount of money-to a publicly-held multinational
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company. In fact, It may not be 'substantal." Furthermore, a 90% occurale
return, gien the agreed-upon complexItes and ambiguities contained In our
esttng Intena Revenue Code, should be deemed substantial complance,
with ony additional taxes and Interest due cnd owing. There b no policy
justification to apply a penalty to publicly-held multinational companies which
are required to deal wth much greater compledtle than are ol other
taxpaye.

The difficulty In this area Is Olustrated by the fact that the Secretary of the
Treasury has yet to comply with Section 6662(d)l2)(D) of the IRC, which requires
the Secretary to publish a ist of positions being taken for which the Secretory
believes there Is not substantial authority and which would affect a sgnificant
number of taxpayers. The lst Is to be revised not less frequently than annually.
Taxpayers still awaot the Secretary's FIRST lst.

DENIAL OF CERTAIN INTEREST DEDUCTIONS

The Administration proposes to deny legitimate Interest deductions on
certain debt Instruments. Those affected Include (I) debt with a matuity longer
than 40 years (e.g., long term bonds); (2) instruments with matulties longer than

15 years not characterized as debt In an issuer's financial statements: and (3)
Investment units payable In equity of the issuer or a related party. The Tax
Council strongly opposes this proposal because It would seriously restrict the

ability of US. corporations to rose capitol. This, it would Impo Investment and

Job growth. Ths proposal draws arbitrary Knes in distinguishing debt from equity

for tax purposes, because dlstlnctlons based solely on length to matuity
necessary fal to recogntLe the true characteristics of debt versus equity.

Moreover, treating Instruments as equity for tax purposes based solely on

regulatory ond/or financial accounting treatment Is Inconsistent with well

established notions of fundamental tax policy.

DEFERRAL OF OID ON CONVERTIBLE DEBT

The Administration also proposes to defer deductions for Interest accrued
on convertible debt Instruments with original issue discount ("OID") until Interest Is

paid In cash. However, these hybrid instruments and convertible 01D bond

instruments have allowed many US. companies to raise tens of billions of dollars

of nvestmont capitol. Again, the Tax Council opposes this proposal because It Is

contrary to the sound tax policy that matches accrual of Interest Income by
holders of OID Instruments with the ability of Issuers to deduct accrued Interest.

Moreover, the Instruments In question ore truly debt rather than equity.

Recent statistics show that over 70 percent of all zero-coupon convertible debt

Instruments were retired with cash, while only 30 percent of these Instruments
were convertible to common stock. Rechoracterzlng these Instruments as

equity for tax purposes Is fundamentally Incorrect and wt put American
companies at a distinct disodvantage to thei foreign competitors, who are not
bound by such restrictions.

REQUIRING GAIN ON DISTRIBUTIONS OF CORPORATION STOCK

Another proposal would Impose a capital gains tax on certain
reorganization of corporate assets. Tax would be Imposed if a company



engages In a Ospk-of of a divlson yr Ine of business as part of a merger or
eUnder current law, these transactions knownn as "Mori Trust"

bansacions) are tax free since all assets remain In corporate solution. Thus, this
proposal reverses long-standing tax pocy regarding treatment of tax4ree
reorgantratio i and Imposes another layer of capital gains tax on legltinate
corporate restructuring transactions. It would severely restrict the ability of
corporations to restructure businesses into more economically efficient forms.
Products and markets are constantly changing, and business combktns that
make economic sense one day may no longer make sense the next. It Is.
therefore, Important that corporations be given the flexiblIty to reorgonlze and
recombine businesses wtn corporate solution on a tax-free basis.

This anti-growth and ant-business proposal also falls to provide transition
relief, which would result in either a retroactive tax Increase on affected
corporations, or force such corporations to forego transactions. Thus this
proposal would be very disruptive to the marketplace and should not be
adopted.

APPL.YNG ASSUMPTIONS TO CREDIT CARD RECEIVABLES

The Adninistration proposed to apply a prepayment assumption to credit
card receivables, Such a change would impose a tax on grace period Interest
even where no financial benefit has been received or oaued. This proposal
Ignores the accrual rules and goes beyond even the doctrine of constructive
receipt. For accrual method taxpayers, the recognition of Income depends on
when the taxpayers right to receive the Income becomes fixed and
detemninablo. In the case of "grace period Interest, however, unless and until
payment of a credit cord balance Is delayed beyond the grace period, even
the doctrine of constructive receipt would not opply (because no Income Is
avagable).

The Administration's stated goal of equalingg" the treatment of REMIC
interests and credit card receivables Is misplaced. The REMIC prepayment rule
apples sok* for purposes of determining the Inclusion of OID, amounts that the
payee Is entitled to receive. The proposal Ignores the fact that the federal
Income tax Is calculated on an annual basis so that income Is detem*ed and
reported at fixed intervals of a year and the accrual method requires taxpayers
to deter ine in;ome under the "oll events" test at year-end. There Is no
precedent for departing from the annual accounting period where Income has
not been cnstrutlvely received.

PRO RATA DISALLOWANCE

The Tax Council strongly opposes the Admrinlstration's proposal to extend
the pro raoa calloyance of tax-exempt Interest expense to all corporatons. By
reducing corporate demand for tax-exempts, this proposal only serves to
increase the financing costs of state and local governments. The application of
the pro rata rule on an affilated company basis penaizes companies that hold
tax-exempt bonds to satisfy state consumer protection statutes, s ach as state
money transmitter laws, but happen to be affiliated wIth other busesses that
have Interest expense totally unrelated to the holding of the tax-exempt bonds.
These coporate Investors, holn pndpaly long-term bonds, are critical to the
stable fthncng of Americ's dties and states. Treasury currently has the
autho/ to prevent any abuse In this area by shoin that bowed funds
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were used to cony lox-exempt securities; this more targeted approach provides
appropriate protection without disrupting the public securities market.

Secondly, corporations often Invest some operating funds In tx-exempt
bonds for cash management reasons. No evidence exists that these
corporations are engaged In Inproper Interest-rate arbitrage. Not only are
there no tax-motlvated abuses In this area which merit Increasing the borrowing
costs of statesand local governments, these Investors help support an active
and lquLd short-term munkipal bond market vital to states and localties. Again,
the result of the Administration's proposal would be to reduce demand for tax-
exempt bonds and dive up costs for states and local governments. This is
something that Congress should not do when it Is looking to these very some
state and local governments to do more.

INCREASED PENALTIES FOR FAILURE TO FILE RETURNS

The AdmInistration also proposed to Increase penalties for failure to fie
Information returns, including o11 standard 1099 forms. IRS statistics bear out the

fact that compliance levels for such returns are already extremely high. Any

failures to fie on a timely basis generally ore due to the late reporting of year-

end Information or to other unavoidable problems. Under these circumstances,
an increase In the penalty for failure to timely fie returns would be unfair and

would fag to recognize the substantial compliance efforts already made by
AmWcn business.

EFFECTIVE DATES

Before concluding, we would like to make one last-comment regarding
the effective dates of tax proposals. The Tax Council believes that It is bad tax

policy to make significant tax changes In a retroactive manner that Impose
addktiol burdens on businesses. Businesses should be able to rely on the tax

rules in place when rnolng economic decisions, and expect that those rules wil
not change while their Investments are still ongoing. It seems plainly unfair to

encourage businesses to make economic decisions based on a certain set of

rues, but then change those rules midstream after the taxpayer has made

significant Investments In reliance thereon.

CONCLUSION

The Tax Council strongly urges Congress not to adopt the provisions
identified above when formulating Ns own proposals, since they ore based on

unsound tax policy. Congress, In considering the Administration's budget, should

elevate sound and Justifiable tax policy over mere revenue needs. Revenue

can be generated consistent wilh sound tax policy, and that Is the approach
that should be followed as the budget process moves forward.

COUWLCtI
411417
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Statement on Federal Unemployment Tax Act (FUTA) Items

Included among Revenue. Raising Provisions in

The Administration's Fiscal Year 1998 Budget Proposal

Submitted to the

Senate Finance Committee

on behalf of

UBA, Inc.

by

Eric J. Oxfeld
President, UBA, Inc.

April 30, 1997

On behalf of employers and a sound unemployment compensation system, UBA
respectfully urges the Senate Finance Committee to reject two Federal Unemployment
Tax Act (FUTA) proposals included in the Administration's FY 1998 budget. UBA is a
national business organization specializing exclusively in public policy advocacy relating
to unemployment and workers' compensation. We also head the Coalition for U.C. Tax

Reform, a coalition of business and employer associations that we organized in 1995 to
promote elimination of the 0.2% surtax on employers under the FUTA.

The administration's first budget proposal would extend the 0.2% FUTA surtax,
which is now scheduled to expired at the end of 1998, through the end of the year 2007.
In connection with this extension, the proposal includes provisions to increase the ceiling
on the amount of FUTA funds that may be held in various accounts in the Unemployment
Trust Fund (UTF). The second proposal would require employers to pay FUTA and state
unemployment taxes monthly rather than quarterly, beginning in the year 2002. These
proposals, which are motivated by budgetary rather than unemployment policy reasons,
will be costly to employers, states, and the federal government. Moreover, by adding to
the cost of employment, they will also have a detrimental impact on job creation and
impede integration of welfare recipients into the work force.

An extension of the 0.2% FUTA surcharge would again violate a commitment to
employers that this "temporary" tax increase would be allowed to expire. Congress
imposed the surcharge in 1976 to retire a deficit created by Congress under a federally
funded supplemental benefits program, which lengthened the duration of unemployment
benefits beyond the normal 39 weeks of regular and extended unemployment benefits.
The cost of emergency benefits payable after 39 weeks should never have been an
employer obligation, which Congress recognized by financing later supplemental benefit
programs out of general revenues rather than FUTA. The FUTA deficit for which the
surcharge was imposed was paid in full in 1987. Although employers kept their side of
the bargain, previous Congresses violated the commitment and extended the surcharge.
Continuation of the surcharge has directly caused an unhealthy build-up in the loan
account (FUA) within the UTF. A further continuation of the surcharge is not just unfair
to employers. It is also totally unnecessary for sound financing of the unemployment
compensation program. Because FUTA revenue may be used only for limited purposes,
and the UW has more than adequate FUTA balances into the foreseeable future, there
is absolutely no reason for another extension of this tax.

The proposal to raise the limit on the amount that may be held in FUA is an
integral element of the proposal to extend the unnecessary 0.2% FUTA surtax on
employers. The rationale for increasing the FUA cap is, in essence, to create a
mechanism to hold the additional revenues collected by extending the surtax. If the
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surtax is allowed to expire, there is no need to raise the ceiling. UBA is strongly opposed

to any increase in the FUA ceiling, with or without an extension of the surtax, because

there is no need for any additional revenue in this account. The administration's
economic forecast does not suggest that states are likely to be in a position to borrow

any significant amounts. More important, the present rules for borrowing and repayment

of loans, which require borrowers to pay market interest rates, provide powerful

incentives for states to finance their benefit accounts without reliance on borrowing and

to repay promptly when they do. These rules have successfully addre4sd the abuses

that were prevalent during the last major economic downturn. The continued size and

scope of the FUA account will also be an element in the restructuring of administrative

financing. While it is possible that the FUA ceiling may eventually be reached even

without extension of the 0.2% surtax, the amounts of any overage would be relatively

small, and they should be permitted to roll over into the state benefit trust accounts or

other Trust Fund accounts, as provkied under current law.

The proposal to change to monthly collection of both federal and state

unemployment taxes would triple the number of required submissions. This accekration

of payments is nothing more than an accounting "gimmick." While it would be 'cored"

for budget purposes as a one-time federal budget revenue increase, it actually captures

no net additional revenue it just requires that the same amount of money be collected

in an earlier fiscal year. We believe this is an exceedingly flimsy reason to triple the tax

filing paperwork for employers and states.

UBA has long been outspoken in our advocacy of responsible financing and

efficient administration of the unemployment compensation program, which is vital to

workers and employers. In fact, we have developed a proposal on restructuring

administrative financing of state unemployment compensation agencies, the principal

purpose for the FUTA tax, which would improve services to jobless workers while

reducing costs for employers. We hope Congress will soon consider legislation based

on this proposal and other necessary reforms, such as enctment of H.R. 125 to clarify

that state law rather than federal governs the determination of the base period for

unemployment compensation eligibility. However, extending the 0.2% FUTA surcharge,

raising the ceiling on the FUTA-funded accounts, and accelerating the payment of FUTA

and state uni ployment taxes would move in precisely the wrong direction.

As you make final decisions about the federal budget for FY 1998, we urge you

to reject these unwise proposals, whose enactment risks teal harm to the unemployment

compensation system and needlessly raises costs for the federal government, states,

and employers.
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Statement of the U! Tax Working Group

to the
Committee on Finance
United States Senate

Revenue Raising Provisions
in the Administration's FY 1998 Budget

April 17, 1997
Submitted for the Hearing Record bys

American Payroll Association
American Society for Payroll Management

American Trucking Associations
Interstate Conference of Employment Security Agencies, Inc.

National Association of Manufacturers
National Federation of Independent Business

Service Bureau Consortium
Society for Human Resource Management

UBA, Inc.

The UI Tax Working Group is an informal coalition of employ-

ers, service providers and state governments whose focus is the

Unemployment Tax Act ("FUTA") provisions in the Administration's

FY 1998 budget proposal and their relationship to UI reform. Our

working group has involved a broad array of organizations the

American Payroll Association, the American Society for Payroll

Management, the American Trucking Associations, the Interstate

Conference of Employment Security Agencies, Inc., the National

Association of Manufacturers, the National Federation of Indepen-

dent Business, the Service Bureau Consortium, the Society for

Human Resource Madagement, and UBA, Inc.

These organizations oppose the Administration's FUTA pro-

posals and believe that any restructuring of the FUTA/State Unem-

ployment Insurance (SUIZ) tax rules should only be considered in

the context of broad-based U! programmatic reforms. Furthermore,

we believe any reform of the UI system should include a stream-

lining of the FUTA/SUI collection system, thereby creating

greater efficiencies and reduced costs for the federal and state

governments and for employers.

We are deeply concerned that the FUTA proposals contained In

the Administration's FT 1998 budget would create substantial new

burdens for both taxpayers and state government administrators.

In addition, if enacted, the budget scoring of these proposals

would make meaningful UI reform more difficult to achieve.

The Amntstration's FY 1998 U! Proposals

The Administration's FY 1998 budget contains two FUTA tax

proposals the first proposal would extend the current .2 percent

FUTA surtax scheduled to expire at the end of 1998 through the

year 2007S the second would accelerate, from quarterly to month-

ly, the collection of most federal and state U! taxes beginning

in the year 2002.

Surtax Extension. The FUTA surtax was enacted in 1976 to

eliminate a deficit in the Unemployment Trust Fund. Although

that debt was retired in 1987, the surtax has not been allowed to

expire. The proposal to again extend the tax was designed to

respond mre6 to out-year budget considerations than to don-

strated U1 funding needs. It must be evaluated with full appre-
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ciation of the significant current balances in the federal U1
trust funds and the continuing state frustration with federal
practices regarding reimbursement of administrative expenses. We

doubt that you will find any justification for a further exten-
sion of this 'temporarym tax. Private sector employers are

unanimous in opposing it.
U! Tax Daensit osoed-Un. Accelerating the collection of

existing federal and state UI taxes in a device that generates a
gU&=&±m artificial revenue increase for budget-scoring purposes

and real, evey yar increases in both compliance costs for

employers and collection costs for FUTA and SUI tax administra-

tors. The Administration's proposal is fundamentally inconsis-

tent with every reform proposal that seeks to streamline the

operation of the UI system and with its own initiatives to reduce
paperwork and regulatory burdens.

The proposal would increase federal revenues in rY 2002, as
taxes scheduled to be collected in FY 2003 are accelerated into

the previous year.' No new revenues would be collected by the

federal or state governments by virtue of this proposal -- the

federal government would simply record, in FY02, revenues that

would otherwise be received a year later.

This proposal is even more objectionable than other tax

speed-up gimmicks considered in budget reconciliation proposals

in the past. For example, proposals that night move an excise

tax deposit date forward by one month into an earlier fiscal year

make little policy sense, but also do not create major additional

administrative burdens. This particular proposal would result

directly in significant and continuing costs to taxpayers and to

the federal and state governments. By tripling the number of

required UI tax collection filings from S to 24 per affected

employer each year, the proposal would exacerbate current ineffi-

ciencies and substantially raise costs to employers and both

federal and state UI tax administrators. Tripling the required

number of deposits can only dramatically escalate the cost to

employers of the duplication inherent in the current separate

FUTA/SUI quarterly collection practices -- now estimated to cost

employers up to $500 million a year.

Furthermore, the one-time, budget score-keeping gain will be

far more than offset by the real, AXAy.XaAx administrative costs

of additional FUTA tax collection to the IRS and SUI tax collec-

tion to the states. Monthly submission requirements can only

increase the $100 million the IR8 now receives annually from the

U1 Trust funds to process and verify the quarterly FUTA deposits.

In addition, since the federal government is required to

reimburse states for their UI administrative costs, reimbursement

of states for the added costs of monthly SUI collection is

Ironically, the amount of revenue recorded through this one-
time accounting speed-up results from yet another budgeting
device. State UI tax revenues are included as assets of the
federal government for budget-scoring purposes, notwithstanding
the fact that the federal government does not mandate the rate of
this tax, collect it, or even have the right to use the proceeds.
All state monies in these Trust Fund Accounts are automatically
transferred back to the states to pay UI benefit obligations as
they occur. In the interim, they cannot be used by the federal
government for any other purpose.

- 2-



another hidden federal outlay cost in this ill-conceived pro-

posal.2 To the extent the federal government does not reimburse

the states for these higher 8UZ collection coats, the states will

experience yet another form of unfunded mandate.

The Administration implicitly recognizes that the added

federal and state deposit requirements would be burdensome, at

least for small business, since the proposal includes an exemp-

tion for certain employers with limited FUTA liability. Many

smaller businesses that add or replace employees or hire seasonal

workers would not qualify for the exemption since new FUTA

liability accrues with each new hire, including replacement

employees. Further, this new exemption would add still another

distinction to the many already in the tax code as to what

constitutes a "smallO business. This deposit acceleration rule

saikes no sense for businesses large or small, and an exception

for small business does nothing to improve this fundamentally

flawed concept.

he Need for Reform

Rather than move forward with complicated budget gimmicks as

proposed in the Administration's budget, Congress should seek to

streamline and consolidate the tax collection process.

Recommendations to reform the UI system and the collection

of unemployment taxes address a wide range of issues related to

the goals, financing and administration of the system. With

respect to tax collection issues, there is broad agreement that

.the current duplicate collection system results in unnecessary

expense for federal and state government administrators. For

employers, this system is both expensive and complex. They must

deal with two levels of tax administration for payments, record

keeping and audit. Furthermore, they must confront varying

FUTA/SUI tax rate structures and wage bases, as well as defini-

tions of covered employment that differ between the federal

system and the states -- and among the states. For multi-state

employers the system has beconu extremely complex.

State governments collected approximately 00 percent of the

$28.6 billion in the total federal/state UI taxes collected in

FY96. Transfer of the FUTA tax collection to the states would

place responsibility for the collection of the entire tax on the

administering authority having the most compelling interest in

maintaining an efficient and comprehensive collection system.

Consolidation would also eliminate the need for duplicate tax

submissions by every employer, the redundant verification of tax

deposits, and multiple audits now necessitated by two separate

collection systems.

The notion of consolidating tax collection with state

administrators is neither new nor radical. The 1980 UZ Commis-

sion chaired by the late Wilbur Cohen proposed the concept. The

1995 Advisory Council chaired by Janet Norwood endorsed it.

3 The Administration's budget does not appear to factor in
such increased federal and state collection costs as an outlay
offset to the increased FUTA revenues projected.

.- 3-
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UI reform should focus on simplifying the system,
reducing the burden of our employers and reducing the costs of

administration to federal and state governments. Transferring

FUTA tax collection to the states would dramatically simplify the

system and save hundreds of millions of private and public sector
dollars annually. Adopting the revenue raising provisions in the

Administration's 1FY 1998 budget proposal would take the system in

exactly the opposite direction, creating even greater burdens

than the current system.

The attached charts provide a graphic representation of

the present situation. They contain a simple but important

messages
" Chart A. Where we are (the current system),

* Chart Be Where we need not go (the Adminis

tration' s proposal)p

" Chart Cs Where simplification can take us.

We urge the Committee to reject the speed-up in collection

of FUTA and SUI taxes as well as the extension of the .2 percent

surtax proposed in the Administration's budget. Any consider-

ation of tax collection issues should take place only in the

context of system-wide reform. We believe that such consider-

ation will demonstrate that FUTA/8UI tax collection should be

simplified, not further complicated as the Administration has

proposed.

- 4 -
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The United Stae~s Council for International Business (USCIB) !, pleased to
present its views on the Administration's Budget proposals and their Impact on
the International competitlveness of U.S. businesses and workers. The USCIB
advarg.zes the global Interasts of Ar'erlcan lbisiness both at home and abroad.
It Is the American affiliate of the Internatlottal Chamber of Commerce), the
Business -and Industry Advisory Committee (BIAC) to the OECD, and the
International Organisation of Employers. As such, It officially represents U.S.
business positions In the main Intergovernmental bodies, and vis-a-vis foreign
business and their governments.

The USCIB For International Business applauds the Senate Finance
Committee Commttee for scheduling these hearings on the Administration's
budget proposals. We do not disagree with all of these proposals, as, for
example, we support expanded Indrvlduol retirement accounts and extension
of the tax credit for research. These provisions will go a long way toward
Increasing our declining savings rate and enhancing the competitive
advantage of U.S. companies. However. In devising many of Its other tax
proposals, the Administration replaced sound tax policy with a short sighted call
for more revenue.

Many of the revenue raisers found In the Administration's latest Budget
proposals lack a sound policy foundation. Although they may be successful In
raising revenue, they do nothing to achieve the objective of retaining U.S. jobs
and making the U.S. economy stronger. For example, provisions are found In the
Budget to reduce the canyback rules for foreign tax credits and net operating
losses, arbitrarily change the sourcing of Income rules on export sales by U.S.
based manufacturers, eliminate so-called deferrerr' for multinationals engaged
In vital petroleum exploration and production overseas, and restrict the ability of
so-called "dual capacity taxpayers!' to take credit for certain taxes paid to
foreign coun ies.

In Its efforts to balance the budget, the Administration has unwisely
tar.( .i '.blly held IL.S. multinationals ,o!,g Itisiness oversee., and The
USC.1." strongly urges II mt such proposals not bt c:dopled by Congr..s.. ihe
predominant reason that businesses establish foreign operations is to serve local
overseas markets so as to compete more efficiently on effectively.
Investments abroad provide a platform for the growth of exports and Indirectly
create jobs In the U.S., along with providing help In the U.S. balance of
payments. The creditability of foreign Income taxes has existed In the Internal

2
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Revenue Code for over 70 years as a way to help alleviate the double taxation
of foreign Income. Replacing such credits .Ath less valuable deductions will
greatly Increase the costs of doing business overseas, resulting In a competitive
disadvantage to U.S. multinationals versus foreign based companies.

For U.S. companies to better compete with foreoin-based multinationals,
Congress shoM work with the Adrm'nistratlon to do all it can to make the ;.S.
tax code more user-friendly. Rather than engaging in gimmicks that reward
some Industries and penalize others, the budget should be written with the goal
of reintegroting sound tax policy Into decisions about the revenue needs of the
government. Provisions that merely Increase business taxes by eliminating
legitimate business deductions should be avoided. Ordinary and necessary
business expenses are Integral to our current Income based system, and
needless elimination of them will only distort that system. Higher business taxes
Impact all Americans, directly or Indirectly. For example, they result In higher
prices for goods and services, stagnant or lower wages for employees In those
businesses, and smaller returns to shareholders. Those shareholders may be the
company's employees, or the pension plans of other workers.

Corporate tax Incentives, like export sourcing Incentives, have allowed
companies to remain strong economic engines for our country, and have
enabled them to fulfill even larger roles In the health and well being of their
employees, and for society generally. For these reasons, sound and justirKable
tax policy should be paramount when deciding on tax-tion of business-not
mere revenue needs.

POSITIVE TAX PROPOSALS

As stated above, two of the Administration's tax proposals will have a
positive impact on the economy, expanded IRAs, and extension of the research
tax credit.

EXPANDED IRAs

One proposal would expand IRAs by Increasing the income limits on
deductible IRA contributions and indexing the contribution limit for inflation.
Special IRAs would be available for higher income taxpayers. This would help
turn around the serious saving crisis that the United States has faced for many
years now. Not only are wo saving considerably less than at any time since
World War II, we ore also saving considerably less than all of our major
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International competitors. It has been frrmly established that the restrictions
Imposed on IRAs In 1976 pfaed an Important role In the decline of the U.S.
saving rate. The personal saving rate has averaged 4.5 percent since 1976,
compared to 7.2 percent when the IRA was available to all taxpayers.

Over the lost few years, there has beeh an abundance of academSc
research on the effectiveness of IRAs. A long list of top academic economists
have found that IRAs do Increase saving. The list Includes Martin Feldstein
(Harvard), David Wise (Harvard), James Poterba (MIT), Steven Ventl (Dartmouth),
Jonathan Skinner (UVA), Glenn Hubbard (Columbia), Richard Thaler (Cornell)),
and former Harvard economist Lawrence Summers, now the Deputy Treasury
Secretary. The IRA Is a proven savings vehicle that Is popular with Americans as
well as good for the economy. IRAs promote self-reliance by encouraging
Americans to prepare for retiement while at the same time providing the
economy with the Investment growth capital It needs.

EXTENSION OF RESEARCH TAX CREDIT

Another proposal which we support would extend the research tax credit.
The credit, which applies to amounts of quaified research In excess of a
company's base amount, has served to promote research that otherwise may
never have occurred. The buildup of 'knowledge captar is absolutely essential
to enhance the competitive position of the U.S. In Internotional markets-
especially In what some refer to as the "Information Age". Encouraging private
sector research work through a tax credit has the decided advantage of
keeping the government out of the business of picking specific winners or losers
In providing direct research Incentives. The USCIB recommends that Congress
work together with the Administration to extend the research tax credit on a
permanent basis.

PROVISION$ THAT SHOULD NOT BE ADOPTED

We set forth below our comments on certain specific tax Increase proposals In
the Adr.nKtritlon's budget.

FOREIGN OIL AND GAS INCOME

The USCIB's policy position on foreign source Income Is clear. We strongly
believe that a full, effective foreign tax credit should be restored and the
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complexities of current law, particularly the multiplicity of separate 'baskets,'
should be eliminated. Deferral of U.S. tax on Income earned by foreign
subsidiaries should not be further eroded.

The President's budget proposal dealing with foreign oll and gas Income
moves In the opposite direction by limiting use of the foreign tax credit and
repealing deferral of U.S. tax on foreign oil ond gas Income. This selective
attack on a single Industrys utilization of the foreign tax credit and deferral Is not
Justified. U.S. based oil companies are already at a competitive disadvantage
under current law since most of their foreign based competition pay little or no
home country tax on foreign onl and gas Income. The proposal Increases the risk
of foreign oil and gas Income becoming subjected to double taxation which will
severely handicap U.S. oil companies In the global oil and gas exploration,
production, refining and marketing arena.

CHANGE IN CARRYOVER / CARRYBACK PERIODS

Two of the Administration's proposals would decrease the time period for
caning back foreign tax credits (fTTCs') from 2 years to I year, and decrease
the net operating loss ("NOL'I carryback period from 3 years to I year. At the
same time, the FTC carryforward period would be extended from 5 to 7 years
while the NOL carryforward period would be Increased from 15 to 20 years.
Although these changes were arguably made to simplify tax administration,
they are clearly revenue raisers that will actually cause highly Inequitable results.

When companies Invest overseas, they often receive very favorable local
tax treatment from foreign governments, at least in the early years of operation.
For example, companies are often granted rapid depreciation write-offs, and
low or even zero tax rates, for a period of years until the new venture is up and
running. This results In a very low effective tax rate in those foreign countries for
those early years of operation. For U.S. tax purposes, however, those foreign
operations must utilize much slower capital recovery methods and rates, and
are still suAJecl to residual U.S. tax at 35 'percent. Thus, even though those
foreiqn operations may show very little profit from a local standpoint, they may
.,,*,e high inr4"-:mrwfal taxes to tl'sj U.S. lOVe r ,ment on repitriatioi ,; ci deemed
distributions to the U.S. parent. I ,,'vevr, once such opvuzi.lions are ongotir g for
some length of time, this tax disparity often turns around, with local tax
obligations exceeding residual U.S. taxes. At that point, the foreign operations
generate excess FTCs but without an adequate carryback period, those excess
FTCs will just linger and expire. Extending the carryforward period will not
alleviate the problem since the operation will likely continue to generate excess
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FTCs In comparison with the U.S. reskiual tax situation, resulting In additional FTCs
for eventual expiration.

The U.S. tax system Is based on the premise that FTCs alleviate double
taxation of foreign source Income. By granting taxpayers a credit against their
U.S. liability for taxes paid to local foreign governments, the U.S. government
allows its MNCs to compete more effectively in the International arena.
However, by Imposing limits on carrying back excess FTCs to earlier years, the
value of these FTCs diminish considerably (if not entirely, In many situations).
Thus, the threat of double taxation of foreign earnings becomes more likely. A
similar argument can be made for NOLs. If Congress truly Intends to allow
taxpayers to offset positive eamlng years with loss years, fewer limits should be
placed on the ability to utilize those NOLs.

REPEAL OF SECTION 863(b)

When products manufactured In the U.S. are sold abroad, §863(b)
enables the U.S. manufacturer to treat a substantial portion (usually one-half) of
the Income derived from those soles as foreign source Income, as long as title
posses outside the U.S. Since title on export sales to unrelated parties often
passes at the point of origin, this provision is more often applicable on export
sales to foreign affilrates. Additionally, unless a U.S. manufacturer has foreign
affiliates or subsidiaries, it will not generally benefit from generating additional
foreign source Income.

The Administration proposes to repeal Sec. 863(b) because It believes that
It gives-MNCs a competitive advantage over U.S. exporters that conduct all of

-thek business activities In the U.S. It also believes that replacing §863(b) with an
allocation based on actual economic activity will raise $7.5 billion over five
years.

The proposal hu. ,, ie glaring defect. To compete effectively in overseas
markets, most US. manufacturers find that they must corry on activities In those
forplqn markets to sell and service their products. Many find it necessary to
manufacture products spe,.kjll,' #esiged I c u foreign market in fht- curtry of

sale, although, Importantly, importing vital -,omponens of thu, ixoduct front

the U.S. Thus, the purported competitive advantage over a U.S. exporter with no
foreign assets or employees is unrealistic. There are many situations in which o

U.S. manufacturer with no foreign activities simply cannot compete effectively In

foreign markets.

6

BEST AVAILABLE COPY
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At present, the U.S. law has very limited tax Incentives for exporters. Given
our continuing trade deficit, It would be unwise to remove one of the few
remaining lax Incentives for MNCs to continue making export sales from the
United States. Ironically, this proposal could result In multinationals attempting to
use foreign manufacturing operations Instead of U.S. based operations to
produce export products. We encourage Congress not to adopt It.

LOWERINr; THE DIVIDEND RECEIVED DEDUCTION

The Administration proposes to both lower the corporate dividends
received deduction (DRD) from 70% to 50% for dividends received by
corporations that own less than 20 percent of a dividend paying corporation,
and to have taxpayers establish a separate and distinct 46 day holding period
In a stock before Its dividends qualify for the DRD. We believe that both of these
proposals will be making changes to the law that are 11 advised. Currently, the
U.S. Is the only major western Industrialized nation that subjects corporate
income to multiple levels of taxation. Over the years, the DRD has been
decreased from 100% for dMdends received from over 80 percent owned
corporations, to the current 70% for less than 20 percent owned corporations.
As a result. corporate earnings have become subject to multiple levels of
taxation, driving up the cost of doing business In the U.S. To further decrease the
DRD would continue a trend which heads In the wrong direction. _

Since the DRD Is Intended to ovoid multiple levels of corporate taxation,
the Imposition of any holding period in the stock cannot be justified. Again, over
time, the requisite holding period requirement has risen from 16 to 46 days. The
reason for the adoption of this rule was to stop taxpayers from purchasing the
stock Just prior to a dividend record date and selling the stock shortly thereafter,
resulting In both a tax-preferenced dvidend and a capital loss. However,
Imposing a separate holding period requirement for each dividend does not
enhance the rule and, In fact, Lust adds needless complexity.

MODIFI(-ATION OF THE SUBSTANTIAL UNf)ERSTATEMENTPENALTY

The Administration proposes to make any tax deficiency greater than $10
million substantialr for purpose of the penolty, rather than applying the existing
test that such tax deficiency must exceed 10% of the taxpayer's liability for the
year. Wlie to the IndMdual taxpayer or even a privately-held company, $10
million may be a substantial amount of money--to a publicly-held MNC such
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amount Is usually not "substantial:' Furthermore, a 90% accurate return, given
the agreed-upon complexities und ambiguities contained in our existing Internal
Revenue Code, should be deemed substantial compliance, with only additional
taxes and Interest due and owing. There Is no policy Justification to apply a
penalty to publicly-held mullnational companies which ore required to deal
with much greater complexities than are most other taxpayers.

The difficulty In this area is llustrated by the fact that the Secretary of the
Treasury has yet to comply with Section 6669(dJ(2)(D) of the IRC, which requires
the Secretary to publish a list of positions being taken for which the Secretary
believes there Is not substantial authority and which would affect a significant
number of taxpayers. The list Is to be revised not less frequently than annually.
Taxpayers still await the Secretary's FIRST list.

INCREASED PENALTIES FOR FAILURE TO FILE RETURNS

The Administration also proposes to Increase penalties for failure to file
Information returns, Including all standard 1099 forms. IRS statistics bear out the
fact that compliance levels for such returns are extremely high. Any failures to
file on a timely basis generally are due to the late riporling of year-end
Information or to other unavoidable problems. Under these circumstances, an
Increase In the penalty for failure to timely filed returns would be unfair and
woud fail to recognize the high level of existing compliance by the U.S. business
community.

EFFECTIVE DATES

The USCIB believes that It is unsound tax policy to effect significant tax
changes retroactively. Business should be able to rely on the tax rules In place
when making economic decisions, and to expect that those rules will not
change substantially while their investments are still ongoing. It is ill advised and
inequitable to encourage businesses to make economic decisions Dosed on a
certain set of rules, and chanoe those rules ofter the taxpayer has made
signFkcant irivestmqnts In reliance tt;ereon. Thu, whtuwwver poss,b,, we call on
Congress to assure that significant tax changes do not have retroactive
application.

CONCLUSION

The USCIB strongly urges Congress, when formulating its own proposals,
not to adopt the provisions Identified above, which, as noted, are based on
unsound tax policy. Conliress, In considering the Administration's budget, should
elevate sound and Justifiable tax policy over mere revenue needs. Revenue
can be generated consistent with sound tax policy. and that Is the approach
that should be followed as the budget process moves forward.
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Statement of the
Ad Hoc Coalition of Utilities For Capital Formation (the "Coalition')

on
The Administration's FY1998 Budget Proposal

To Deny Interest Deductions On Certain Debt Instruments

Submitted for the Record of the Hearing before the
Committee On Finance

on
April 17, 1997

The Administration's Fiscal Year 1998 Budget includes a proposal to deny
interest deductions on certain debt instruments that are widely used by the electric utility
industry and others.' The Coalition strongly opposes this proposal on the grounds that it
would increase the cost of capital to the industry, slowing investment and inhibiting
international competition. Moreover, the proposal would restrict the financing options
available to the electric utility industry at a time when this industry requires flexibility to
adjust to an increasingly deregulated and competitive global marketplace. The
Administration's proposal represents an arbitrary departure from established tax
principles, and inappropriately relies on non-tax accounting considerations to justify its
result. For these reasons, the proposal should be rejected to preserve the ability of
electric utilities and others to raise flexible low-cost capital.

Summary Of The Administration's Proposal

The Administration's proposal would reclassify debt as equity if the debt has a
term of more than I5 years, and is not shown as indebtedness on the separate balance
sheet of the issuer. The proposal would only apply to corporations that file annual
financial statements with the Securities and Exchange Commission ('SEC'), and the
relevant balance sheet is the balance sheet filed with the SEC. The proposed effective
date is for instruments issued on or after the date of first committee action.

I. The Administration's Proposal Would Affect Debt Instruments Widely Used By
Electric Utilities.

Electric utilities have issued debt instruments widely known as "Capital
Securities,' in the form of "Monthly Income Preferred Shares' ('MIPS'), -Quarterly
Income Preferred Shares' ('QUIPS'), and 'Trust Originated Preferred Securities'
('TOPrS'), to strengthen balance sheets and provide flexibility in meeting capital
requirements. While it is clear that Capital Securities meet all the requirements to be
classified as debt under current law the Administration's proposal would treat MIPS,

'See 'General Explanation of the Administration's Revenue Proposals,' (OGreen Book') Department of the
Treasury (February 1997) at page 36.
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QUIPs, and TOPrS as equity, with the result that issuers would be denied deductions for
interest payments on these instruments. The effect of denying deductions for corporate
earnings paid out to investors is to subject the payments to multiple levels of taxation
(once in the hands of the corporation and again when paid to the investor). In turn,
multiple taxation raises financing costs to the issuer.

A. Background: In View of Increasingly Competitive Markets, Electric
Utilities Require Maximum Flexibility In Financing Options.

1. Electric utilities are in the midst of a revolutionary process to transform a
government-regulated system to a competitive marketplace. In 1992, Federal legislation
(the Comprehensive National Energy Policy Act) opened the electric utility industry to
increased competition at the wholesale level by requiring electric utilities to share their
transmission lines with other utilities. The 1992 Federal law left authority over retail
competition to the states. At last count, 47 of the 50 states were considering some form
of deregulation of their electric utility industries. Even in advance of state action,
however, retail competition has been spurred by companies acting as brokers of interstate
electricity sales ('power marketers'). In 992, there were only eight power marketers;
today there are about 250. Further, many argue that additional Federal legislation may
be required to allow states to implement policies they enact (e.g., repeal of the Public
Utility Holding Company Act that governs utilities operating in more than one state). It
is clear that the electric utility industry is facing a fundamental change in the regulatory
system.

2. The electric utility industry must be afforded maximum flexibility to prepare
for handling the transition costs associated with deregulation In preparing for the
potential benefits of deregulation - increased customer choice and lower prices for
electricity - electric utilities will face costs associated with building new infrastructure,
developing new services, and reorganizing to meet competition. Further, there is an on-
going and public debate about the electric utility industry's ability to recover the stranded
costs of investments that were made to meet regulatory obligations, with the expectation
that regulation would provide an opportunity for full cost recovery. These stranded costs
represent a potential loss in asset value of investments that may become uneconomic as
the result of deregulation.

B. Electric Utilities Have Utilized Capital Securities to Help Issuers
Maintain Investment Grade Credit Ratings.

Typically, Capital Securities are issued to outside investors by a special purpose
entity. In the case of TOPrS, for example, a company utilizing these instruments issues
debt obligations to a trust that, in turn, issues trust securities (i.e., TOPrS) to investors.
The transaction is structured in this way to improve the attractiveness of the securities to
the public. The borrowing between the trust and the company is subordinated to the
company's other debt, has a stated maturity, and bears a market rate of interest that is

"Power Brokers," NATIONAL JOURNAL, 11/30/96, page 2594, at page 2595.
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equal to the return on the securities issued to the trust's outside investors. Although the
company usually has the option to defer interest payments for up to five years without
going into default, the company is unconditionally obligated to pay interest to the trust,
out of which the trust pays a return to the outside investors.

Capital Securities are characterized as "minority interest' (rather than debt) for
non-tax accounting purposes, although the status of the obligations as indebt dness is
clearly disclosed in a footnote to the company's balance sheet as debt. Also, for purposes
of determining its overall credit rating, the borrower receives more favorable treatment
from rating agencies then it wold for the issuance of senior debt. Very generally, the
favorable treatment by rating agencies is due to the relatively long term (usually 30 or 40
years), subordination, and the borrower's ability to defer interest payments for a period of
time. For Federal income tax purposes, however, it is clear that Capital Securities qualify
as debt, the interest on which is deductible.

H. The Administration's Proposal To Treat MIPS, QUIPS, And TOPrS as Equity
Represents A Radical Departure From Accepted Tax Policy.

A. The Internal Revenue Service ('IRS) has Reviewed and Approved the
Treatment of Capital Securities as Debt.

Under case law, as properly summarized by the IRS in Notice 94-47, the
characterization of an instrument as debt or equity depends on all surrounding facts and
circumstances; no particular factor is viewed as conclusive.' Notice 94-47, which adopts
the approach of the case law as a matter of policy, sets forth the following factors to be
considered in classifying a security as debt or equity:

" whether there is an unconditional promise to pay a sum certain at a fixed date that is
in the reasonably foreseeable future;

" whether the holders possess the right to enforce payment of principal and interest;

" whether the holders have the right to participate in management;

" whether the issuer is thinly capitalized;

" whether there is identity between holders of the instrument and stockholders of the
issuer;

" whether a label has been placed on the instrument by the parties; and

" whether the instruments are intended to be treated as debt or equity for non-tax
purposes.

'Notice 94-47, 1994-1 C.B. 357.
3
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Application of Treasury's test establishes that Capital Securities possess all the critical
attributes of debt. First, they all have definite terms of maturity. In cautioning against
unreasonably long maturities in Notice 94-47, the IRS indicated that the reasonableness
of an instrument's term (including that of a relending obligation or similar arrangement)
is determined under a facts-and-circumstances test, including the issuer's ability to satisfy
the instrument. In this regard, Capital Securities are typically issued by well-established
companies that are likely to remain in business throughout the term of the obligation.
Second, investors have full creditor rights upon default, and default can force an issuer
into bankruptcy or liquidation. Third, holders have no rights to participate in
management. Fourth, issuers are not thinly capitalized. Fifth, if interest is deferred,
investors must impute interest income as is the case with other debt instruments, but not

equity. Sixth, the markets price the instruments as debt instruments - giving investors a
debt return, not an equity return. Lastly, the instruments are senior to all preferred equity.

Significantly, Notice 94-47 was published in response to the issuance in
significant volume of the instruments now referred to as MIPS. Thus, the IRS
specifically reviewed instruments "that are designed to be treated as debt for federal
income tax purposes but as equity for regulatory, rating agency, or financial accounting

purposes.' Notice 94-47 simply gives notice that the status of instruments such as MIPS
will be scrutinized on audit. We believe that Notice 94-47 sets forth an appropriate
standard of review. Notably, Notice 94-47 did not identify the accounting treatment of

Capital Securities as a concern; rather, the IRS singled out only two 'equity features' of
'particular interest:* an unreasonably long maturity and an ability to repay principal with

the issuer's stock. Even in the case of an instrument with those two features, however,

the notice did not resort to a formalistic classification.

B. How Credit Rating Agencies or Accountants View a Security Should
Have no Bearing on its Classification for Federal Income Tax Purposes.

The concerns of credit rating agencies and the SEC are very different from those

of the IRS. Rating agencies and the SEC are focused on determining the likelihood of the

issuer defaulting, while the IRS normally concerns itself with distinguishing debt from an

equity security whose return represents a participation in the profits and risks of the

business enterprise. Given the different objectives of the IRS and rating agencies and the

SEC, the label attached by the latter should have no bearing on the tax classification.
Indeed, to illustrate the vagaries inherent in basing tax consequences on non-tax labels,

consider the fact that at least one national rating agency has announced that it will rate

Capital Securities as bonds, and not quasi-equity." Moreover, as noted above, in a

bankruptcy proceeding, Capital Securities are senior to equity.

Regarding the proposal's reliance on accounting practices to determine the tax

treatment of Capital Securities, it is interesting to note that the Administration took the

exact opposite approach in certain other provisions included in its FY1998 Budget.

'Fitch to Rate New Securities as Bonds,' Wall Street Journal (December 6, 1996)).
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Specifically, the Administration has proposed to repeal the 'lower of cost or market"
method of valuing inventory,' notwithstanding the fact that this method has been long.
accepted as a generally accepted accounting principle and has been allowed by Treasury
regulations since 1918.' The staff of the Joint Committee on Taxation's analysis of this
proposal correctly points out the often separate principles underlying tax and financial
accounting treatment.! Similarly, the Administration would repeal the components-of-
cost inventory accounting method,' despite the fact that this method *it accepted (and in
some cases, favored) under...OAAP....applicable to the prparation of financial
statements."'

Not only is the Administration's overall budget proposal internally inconsistent
with respect to the deference to be accorded to financial accounting treatment, in the case
of the proposal to deny interest deductions there is no reasoned tax policy basis for
referencing the financial accounting treatment of affected instruments.

IV. The Administration's Proposal Would Inhibit the International Competitiveness
of American Corporations.

By limiting the financing options of U.S. corporations, the Administration's
proposal would limit their ability to invest in new plant and equipment. A reduction in
investments would have an adverse impact on economic growth and the international
competitiveness of U.S. businesses. In this regard, it should be noted that no other major
industrialized country has adopted such restrictive and arbitrary limits on the deductibility
of interest. Ironically, if the Administration's proposal is enacted, foreign issuers would
remain free to access the U.S. capital markets using Capital Securities. Thus, U.S.
corporations would be generally disadvantaged vis-a-vis their foreign competitors. In the
case of electric utilities, which are just beginning to compete in the global market, any
proposal that raises the cost of capital will make it more difficult for the industry to
weather difficult financial times and more likely for the industry to be forced into radical
cost cutting measures.

CONCLUSION
The Administration's proposal to deny interest deductions on Capital Securities

represents an unjustifiable tax increase on businesses and investors, based on a
convenient but ill-advised reliance on non-tax accounting principles with no basis in tax
policy. Moreover, particularly in the case of electric utilities, the enactment of this
proposal would exacerbate competitive pressures already affecting U.S. businesses that
require flexibility to compete in the global marketplace.

See page 77 of the Green Book.
'See 'Descriptions and Analysis of Certain Revenue-Raising Provisions Contained In the President's Fiscal
Year 1998 Budget Proposals,' prepared by the staff of the Joint Committee On Taxation (march 11, 1997)
(JCX- 10-97) at page 72.
7Id.
'See page 78 of the Green Book.
'JCX-10-97 at page 75.
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Statement Of Washington Counsel, P.C., Attorneys-at-Law
on the

Administration's FY1998 Budget Proposal
To Require Gain Recognition On Certain Distributions Of Controlled

Corporation Stock (the "Morris Trust Proposal")
Submitted fdr the Record of the Hearing before the

Senate Committee on Finance
on April 17,1997

Washington C6-unsel, P.C. is a law firm based in the District of Columbia that
represents a variety of clients on tax legislative and policy issues.

The Morris Trust Proposal is seriously flawed and, if enacted as proposed, would
threaten major disruptions in legitimate corporate restructurings. The proposal would
effect a fundamental change in tax policy, based on anecdotal reports of a limited number
of transactions that are perceived by some as being abusive. In addition, the Morris Trust
Proposal is not necessarily consistent with the efforts underway in this Congress - viz., to.
reduce tax on capital gains, provide increased flexibility for the telecommunication,
entertainment, utility, and other industries to respond to the changing regulatory
environment, and lay the foundation for fundamental tax reform.

This statement also addresses the need to provide transition relief for taxpayers
who are complying with current law - failure to provide transition relief, should the
proposal move forward, would result in a retroactive tax increase on affected
corporations.

Summary of the Administration's Morris Trust Proposal

The Morris Trust Proposal would require taxable gain recognition for certain
Setion 355' transactions that take the form of"spin-offs" - i.e., pro rata distributions of
subsidiary stock where shareholder-distributees surrender no stock in the distributing
corporation. Based on the Administration's stated rationale that "corporate
nonrecognition under Section 355 should not apply to distributions that are effectively
dispositions of a business," the proposal would deny tax-free treatment to the distributing
corporation in a spin-off, unless its shareholders hold stock representing 50 percent of the
vote and value in both the distributing and the controlled subsidiary for a four-year period
beginning two years prior to the spin-off. Thus, tax-free treatment could be denied where

a spin-off is followed by the tax-free merger of the distributing corporation into another

corporation, even where the only consideration received by the shareholders is stock
representing a continuing proprietary interest in the distributing corporation. In this
example, the arbitrary 50-percent test under the proposal would allow tax-free treatment

Unless otherwise noted, references to a "Section" are to the Internal Revenue Code of 1986, as amended.
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only in the event of a subsequent merger party that is exactly equal in value to - or of
lesser value than - the distributing corporation.

1. Current Law Serves Its Intended Purpost Of Allowing Shareholders To
Rearrange Their Investments Without Triggering A Tax On The Appreciation
In Value Of A Business's Underlying Assets.

Like other tax-free reorganization provisions, Section 355 is premised on the
theory that a corporate restructuring is not an appropriate time to impose a tax, to the
extent that a taxpayer's investment remains in corporate solution, and a distribution of
stock represents merely a new form of participation in a continuing enterprise.'
Consistent with the theory of tax-free reorganizations, Section 355 permits a corporation
to distribute the stock in a controlled subsidiary to shareholders without triggering tax at
the shareholder or corporate level.

Section 355 transactions are better policed than other corporate reorganizations.
Under the statutory requirements applicable to a tax-free Section 355 spin-off, the
distributing corporation must distribute stock representing an 80-percent controlling
interest, and both the distributing corporation and the controlled subsidiary must be
engaged in an active five-year old business following the distribution. Moreover,
Treasury regulations condition the application of Section 355 on the distributing
corporation's ability to establish the existence of a valid business purpose for a spin-off.'
For over thirty years, both the courts and the Internal Revenue Service ("IRS') have
examined these transactions and permitted corporations to utilize tax-free spin-offs of an
unwanted business to facilitate the tax-free acquisition of either the distributing
corporation or the spun-off subsidiary '- referred to as a "Morris Trust" transaction after
the case (cited in note 4 below).

A Morris Trust transaction simply combines two tax-free reorganizations.
Consistent with the theory of the reorganization provisions, shareholders who receive
stock of a spun-off subsidiary and then participate in a second reorganization, retain
continuing proprietary interests via stock received in both transactions. As observed by
the court in the Morris Trust case, these transactions involve "no empty formalism, no
utilization of empty corporate structures, no attempt to recast a taxable transaction in
nontaxable form, and no withdrawal ofliquid assets (emphasis added)."

2See generally, Bittker And Eustice, Federal Income Taxation of Corporations and Shareholders, 12.0113]
regarding "General Theory for Tax-free Treatment"
ITreasury reg. see. 1.355-2(b).
4See Commissioner v. Morris Trust, 367 F. 2d 794 (4thCir. 1966) (subsequent reorganization involving
the distributing corporation); Rev. Rul. 68-603, 1968-2 C.B. 148 (where the Internal Revenue Servke
accepted the holding of the Morris Trust case); Rev. Rul 76-527, 1976-2 C.B. 103 ("blessing" a "reverse
Morris Trust" where the spun-off subsidiary was party to a subsequent reorganization); and Rev. Proc. 96
30 (issued on May 6, 1997, after the Administration first unveiled the proposal in question, and explicitly
recognizing the valid business purpose of a Morris Trust transaction).
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II. The Administration's Morris Trust Proposal is Fundamentally Flawed.

The Administration's Morris Trust Proposal is flawed, in that it is overly broad,
inconsistent with the movement toward fundamental tax reform and current efforts to
reduce the cost of capital and lower the capital gains tax rate, and would impose a "new"
capital gains tax on legitimate transactions. Moreover, in certain cases, the proposal
would tax the wrong capital gain.

A. The Morris Trust Proposal is Overly Broad.

The Morris Trust Proposal would impinge on the ability of corporations to effect

restructurings at a time when many businesses feel compelled to concentrate industries,
separate, or combine to remain competitive in changing market and regulatory
environments. As an unintended consequence of enacting the proposal, companies would

be forced to maintain inefficient business structures or incur additional tax. As explained

more fully below, any perceived problems can be addressed without penalizing all Morris
Trust transactions.

The Morris Trust Proposal goes far beyond the intended goal of preventing tax-

free disguised sales of businesses.' Reportedly, the Morris Trust proposal was prompted

by several widely publicized transactions in which a spin-off was combined with an

acquisitive, tax-free reorganization, and it appeared that newly incurred debt was used as

a device to pay a cash purchase price for the company acquired in the reorganization.
The concern raised by these transactions was highlighted by the use of a spin-off in the

disposition of Viacom Inc.'s cable business to TCI, with respect to which the IRS issued

a favorable Section 355 ruling in 1996. There, as reported by Newsweek and the April 3,

1996 edition of Tax Notes Today, a Viacom subsidiary holding a cable business incurred

$1.7 billion of new debt, spun off its non-cable business plu-s the cash proceeds of the

borrowing to its corporate parent, and was then effectively "acquired" by virtue of the

issuance of stock to TCI in exchange for cash. In short, it appears that liability for the

new debt was assumed by TCI, while the cash generated by the borrowing went to the

spun-off business that was retained by historic shareholders. The Viacom transaction was

followed by similar deals where the assumption of debt "overwhelmed" the value of the

stock that exchanged hands - e.g., El Paso's acquisition of a Tennoco subsidiary in

exchange for stock valued at about $914 million plus the assumption of $3.6 billion in

liabilities. The perceived abuse in these cases is that the combined spin-

off/reorganization constitutes a "disguised sale." Clearly, the Morris Trust Proposal goes

far beyond this type of transaction.

To the extent that the identified abuse motivating the Morris Trust proposal

involves the issuance of new debt that will be repaid by the acquirer, the solution offered

is not responsive to the real issue. The proposal goes far beyond what is needed to

' See Statement of Donald C. Lubick, Acting Assistant Secretary (Tax Policy), Department of the Treasury,

Before the House Ways and Means Committee (March 5, 1997).
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prevent the use of Section 355 to effect disguised sales, because the proposal would apply
even where a debt-free company is acquired. It must also be recognized that the
assumption of liabilities in the course of a spin-off is a commonplace transaction, and
care should be taken to distinguish cases where a corporation has normal business
borrowings that remain with the business that generated the need for the debt. Should
the Committee adopt a provision that targets cases where a spun-off subsidiary has
debt in excess of tax basic, as hs been proposed by others, we would urge the
inclusion of a safe harbor for debt that was incurred more than two years before the
spin-off. A two-year period applicable to debt would be consistent with the window
proposed by the Administration under the general rule to trigger gain recognition.

B. The Morris Trust Proposal is Antithetical to Fundamental Tax Reform, to
the Extent it Would Exacerbate Problems Associated With the Double
Taxation of Corporate Income.

One of the fundamental goals of Structural Tax Reform is to integrate the
corporate and individual tax systems - to prevent the imposition of "double tax" on
income earned by corporations. The effect of the Morris Trust proposal would be to
create a new potential for two levels of tax on a corporation's distribution of controlled
subsidiary stock - one tax based on the distributing corporation's gain and another based
on gain at the shareholder level.

Double taxation is particularly egregious when applied to appreciation in value of
a corporation's original capital. Current law appropriately avoids double taxation in the
case of an in-kind distribution of stock in a controlled subsidiary, where the distribution is
made to historic shareholders and the controlled subsidiary is engaged in an ongoing
business. Neither should taxation be required if shareholders maintain a continuing
equity interest in a combined enterprise that includes the capital originally invested in an
on-going business. The proposal, however, would trigger gain recognition by the
distributing corporation in a spin-off, where the distributee/shareholders maintain an
indirect ownership interest through stock received in a subsequent reorganization of the
spun-off subsidiary.

The existing "double tax" regime already places U.S. corporations at a
competitive disadvantage in worldwide capital markets. Multiple levels of taxation raise
the financing costs for corporations, and generally reduce incentives for capital formation.
Moreover, "double taxation" creates global competitiveness problems, because many of
our major trading partners (e.g., Germany, the United Kingdom, and Japan) have some
mechanism for integrating the corporate- and shareholder-level taxes. Thus, the Morris
Trust Proposal would undermine efforts to prevent our tax system from unduly burdening
U.S. companies competing in international markets.
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C. The Morris Trust Proposal is Clearly Inconsistent With Current Efforts

To Lower the Capital Gains Tax Rate.

The Mdrris Trust Proposal would impose a "new" capital gains tax on the

appreciation in value of underlying corporate assets, representing gain that may be largely

inflationary. This proposal is particularly questionable at a time when many in Congress

are looking for ways to eliminate the taxation of inflationary gains (e.g., by indexing the

basis of capital assets).

Moreover, at a time when Congress is considering a reduction in the capital gains

tax, it would be inconsistent and counterproductive to adopt a proposal that creates a
"new" capital gains tax. A "new" capital gains tax would be created because the proposal

would trigger recognition of gain that is untaxed under current law. The capital gains tax

resulting from application of the proposal would thus further interfere with the market's

allocation of capital.

D. The Morris Trust Proposal Would Apply Incorrectly to Tax the

Appreciation in Value of Assets Retained by Historic Shareholders.

Upon a subsequent merger of the distributing corporation in a spin-off, the

Morris Trust Proposal would apply to treat stock in the controlled subsidiary as

"disqualified" consideration. Under Section 355(c), the distributing corporation's

recognized gain would be measured by the difference between the value of the stock in

the spun-off subsidiary and the basis in that stock. Thus, rather than taxing the

appreciation in value of the business viewed as disposed of, the proposal would result in a

tax on the business that is retained by historic shareholders. These issues clearly require

more thought and analysis before the Ways and Means Committee acts to tax ordinary

spin-off and merger activity.

IV. The Most Troubling Aspect of the Morris Trust Proposal Is Its Retroactive

Application To Taxpayers Who are Complying With Current Law.

In any event, Should a Morris Trust Proposal go forward, the Ways and Means

Committee should provide for prospective application. As proposed, the Morris Trust

Proposal would apply to a transaction that is completed before the date of enactment but

after the date of "first committee action." Notably, the proposed effective date is

arbitrary and capricious, in that taxpayers who entered into binding commitments before

the proposal was announced could be caught, while other taxpayers who have yet to make

commitments would be unaffected if they complete transactions before the date of first

committee action. In this regard, the Chairmen of both the Senate Finance Committee and

the House Ways and Means Committee have expressed concerns that tax changes not be

/S
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retroactive, and that proposed corporate tax changes be prospective to avoid disrupting
normal market activities during the period of deliberation.'

Failure to provide a prospective effective date, should this proposal move
forward, would result in a retroactive tax increase on affected corporations. The only
guidance now available to taxpayers caught in the midst of transactions that cannot be
completed before the "date of first committee action" are the transition rules proposed by
the Administration when the Morris Trust Proposal was first offered in the President's
FY1997 Budget. Recognizing the need for appropriate transition relief, the
Administration proposed grandfather rules for distributions meeting any one of the
following three tests:

(1) made pursuant to a written agreement in effect on the effective date;

(2) described in a ruling request filed with the IRS on or before that date; or

(3) described in a public announcement or filing with the Securities and Exchange
Commission on or before that date.

We urge the Committee to include, at a minimum, similar transition rules with a
"date of enactment" effective date. In view of the fact that Morris Trust transactions have
been accepted and approved by the courts and the IRS for over 30 years, it would be
inappropriate to impose a restrictive effective date with no transition relief- treatment
that is normally reserved for anti-abuse legislation. Taxpayers who have incurred
substantial transactional costs in reliance on current law should not be penalized by a
retroactive enactment.

The affected transactions often take months to consummate even after ther-iiing-
of binding commitments and required filings with vernment agencies. Similar to the
Administration's transition rule proposal in the FY1997 Budget, the parties to a contract
should be allowed to condition a written agreement on the buyer's performance of due
diligence, or on approval by the target corporation's Board of Directors or shareholders.
This result would be consistent with precedents for treating a contract as binding even if
subject to a condition, as long as the condition is not within the control of either party.!

' On March 29, 1996, after the Administration first announced the Morris Trust Proposal and other
corporate tax changes, Ways and Means Committee Chairman Bill Archer and Senate Finance Committee
Chairman William Roth issued joint statement to this effect.
I See page 352 of the General Explanation of the Tax Reform Act of 1986 - in the context of the General

Utilities repeal: "An acquisition of stock or assets will be considered made pursuant to a binding contract

even though the contract is subject to normal commercial due diligence or similar provisions and the final
terms of the acquisition may vary pursuant to such provisions."
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Notably, the transition rules proposed in the FY1997 Budget would not constitute

"limited tax benefits" subject to the Line Item Veto Act (Public Law 104-130).' The

statute excepts "binding contract" rules, and thus the proposal for "written agreements in

effect" should not implicate the Line Item Veto Act.' In the case of other transitional-

relief provisions, the number of beneficiaries that triggers veto authority is 10 or fewer.

Regarding the grounds for excluding the other two proposed rules (viz., an IRS ruling

request and public announcement) from application of the Line Item Veto Act, based on

our information and belief, there are many more than 10 transactions to which each of the

proposed transition rules would apply.

. We note that the Line Item Veto Act has been declared unconstitutional by a federal court, but include

this discussion in case that decision is reversed.
' Section 1026(9XC) of the Line Item Veto Act provides an exception for transitional relief provided with

respect to all binding contracts or other legally enforceable obligations in existence on a date

contemporaneous with congressional action specifying the date.
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WRTIEN TESTIMONY OF
WASHINGTON COUNSEL, P.C.

ON THE NEED TO
CLARIFY THAT SHORT-AGAINST-

THE-BOX LEGISLATION WILL NOT CREATE
UNRELATED BUSINESS TAXABLE INCOME

TO TAX EXEMPT ENTITIES

BEFORE THE COMMITTEE ON FINANCE

UNITED STATES SENATE

Submitted April 24, 1997

Committee on Finance Hearings on Revenue Raising Provisions
in the Administration's Fiscal Year 1998 Budget Proposal

April 17, 1997

This testimony is submitted for the purpose of seeking clarification of short-
against-the-box legislative proposals submitted by the Clinton Administration and by
Congresswoman Barbara Kennelly. Clarification is needed to ensure that the adoption of
such legislation not inadvertently result in unrelated business taxable income to tax-
exempt entities.

Background. On February 6, 1997, the Clinton Administration released
descriptions of proposed changes to federal income tax law in connection with its Fiscal
Year 1998 budget proposal. Among those provisions is a proposal to require a taxpayer
to recognize gain upon entering into a constructive sale of any appreciated position in
either stock, a debt instrument, or a partnership interest. This is the so-called "short-
against-the-box" proposal. On February 16,1997, Congresswoman Barbara Kennelly
introduced substantially similar legislation, H.R. 846.

This testimony is not offered for the purpose of commenting on the
appropriateness of the Administration and Kennelly proposals. Instead, this testimony is
offered for the more narrow purpose of requesting that in the event the Committee
decides to adopt short-against-the-box legislation, it clarify the reach of such legislation
with respect to the potential unrelated business taxable income of certain tax-exempt
entities.

Current Law. Under section 511 of the Internal Revenue Code, tax is imposed on
the unrelated business taxable income CUBTI") of certain tax-exempt entities. As
defined in section 513, UBTI consists generally of gross income from an "unrelated trade
or business" minus allowable deductions. Unrelated trade or business income includes
income from trade or business activities the conduct of which is not substantially related
to the performance by such organization of its charitable, educational, or other purpose on
which its exemption is based. Section 512(b) sets forth several types of income that are
generally not treated as giving rise to UBTI including dividends, interest, gains on
dispositions of property other than inventory, real property rent, and royalties. However,
as provided for in section 512(bX4) and defined in section 514, income from property
that is otherwise not taxable is treated as taxable UBTI to the extent that the property is
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debt-financed. Therefore, to the extent that a tax-exempt entity incurs debt with respect

to the ownership of property, any income from that property would be considered UBTI
to the tax-exempt entity notwithstanding the general rule that such income is not taxable.

This could present an issue in the case of short sales of property if the shares
borrowed are considered to create an obligation that would be considered an
indebtedness. This issue was clarified in Revenue Ruling 95-8, 1995-1 C.B. 107, where
the Internal Revenue Service (the "Service") ruled that income of a tax-exempt
organization from a short sale of publicly-traded stock is not income attributable to debt-

financed property under Section 514. Citing Deputy v. du Pont, 308 U.S. 488, 497-98
(1940), the Service reasoned that, although a short sale creates an obligation on the part
of the seller, it does not create indebtedness within the meaning of Section 514.

Thus, although this issue is clear in current law, without further clarification

questions could arise under the short-against-the-box legislation now under
consideration. We are concerned that under the current legislative proposals before

Congress, a tax-exempt entity could be deemed to have entered into a borrowing with

respect to short sales of property. As a result, transactions that are currently not
considered to be UBTI, and therefore are not subject to tax, would become taxable.

Clarification Sought. The policy objective behind the short-against-the-box
proposals is to require realization of gain where a taxpayer has disposed of the economic

risks and rewards of owning appreciated property. Should such legislation be adopted by

the Committee, we request clarification that it will be confined to this objective.

Specifically, we would like confirmation, similar to that provided in Revenue Ruling 95-

8, that a "constructive sale" of stock' for purposeg of gain realization will not result in a

deemed borrowing on the part of the tax-exempt entity for purposes of Section 514 and
the tax on UBTI.

This clarification would permit tax-exempt entities to continue to make

investments in the most efficient, profit-maximizing way possible. Tax-exempt entities,

such as educational institutions, pension funds, and charities, manage their investment

portfolios to limit their risk while maximizing return. In some cases this requires that

they engage in the type of short sales that could be affected by the short-against-the-box

legislative proposals now before Congress. Because these are tax-exempt entities, and

the income from short sales is not UBTI, these investments are obviously not undertaken

for tax avoidance purposes. There is no tax payable under current law on the short sales

of property by tax-exempt entities and there is no rationale for changing that treatment

under the pending proposals.

Because investments in assets which produce UBTI have a much lower rate of

return while creating increased administrative burden, tax-exempt entities avoid such

investments. To the extent the treatment of short sales is in-doubt, the tax-exempt

community is likely to avoid these investments altogether. Such uncertainty artificially

and unnecessarily reduces the investment opportunities otherwise available to these

organizations and inhibits their ability to generate funding for their tax-exempt purposes.

Surnyn. In the event that the Committee decides to adopt short-against-the-

box legislation which would require a taxpayer to recognize gain upon entering into

constructive sales of appreciated property, it should clarify that such constructive sales

will not result in a deemed borrowing for purposes of section 514 and the tax on UBTI.

This clarification would permit tax-exempt entities to continue to manage their

investments by the most efficient means without interfering with the intentions of

Congress in enacting short-against-the-box legislation. This clarification has broad

support within the tax-exempt community. We hope the Committee will carefully

consider this request as tax legislation moves through the Congress this year.

' The ruling did not address sales of debt or partnership interests, which are covered by the short-against-
the-box legislation.
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Statement Of Washington Counsel, P.C., Attorneys-at.Law
Submitted on Behalf of An AdHoc Group of U.S.-owned Foreign Finance and Credit

Companies
Relating to the Administration's FY1998 Budget Proposal

To Expand Subpart F Provisions Regarding Income From Notional Principal Contracts
and Stock Letding Transactions

Submitted for the Record of the Hearing before the
Committee on Finance

on
April 17, 1997

The President's FY1998 Budget proposes to expand the anti-deferral rules of Subpart F,' to create
a new category of Subpart F income from notional principal contracts. The President's proposal to amend
Subpart F presents the opportunity to address a serious inequity created by the application of Subpart F to
the U.S. financial services industry. The balance of this statement sets forth the analysis underlying the
proposal by an ad hoc group of U.S. Finance and Credit Companies' to amend Subpart F to restore deferral
for active financial services income.

While deferral of current U.S. taxation is the general rule for foreign-source business income
earned by controlled foreign corporations, the Tax Reform Act of 1986 ended deferral for financial
services income derived from the active conduct of a securities, insurance, banking, financing, or similar
business. The growing interdep-ndence and integration of world financial markets, coupled with the
international expansion of U.S.-based financial services entities, warrants a reexamination of whether the
foreign activities of the financial services industry should be eligible for deferral on terms comparable to
that of manufacturing and other non-financial businesses. Much of the recent debate has focused on the
activities of banking, insurance, and securities firms. This statement is submitted on behalf of an adhoc
group of leading finance and credit companies whose activities fall outside of these specific categories but
within the catch-all concept of a "financing or similar business."

The ad hoc group of finance and credit companies includes entities providing a full range of
financing, leasing, and credit services to consumers and other unrelated businesses, including the financing
of third-party purchases of products manufactured by affiliates (collectively referred to as "Finance and
Credit Companies"). The treatment of Finance and Credit Companies under the current U.S. international
tax regime raises the very same tax policy concern that has been identified by other sectors of the financial
services industry- viz., U.S. tax rules that hinder international competitiveness by, inappropriately,
subjecting actihv financial services businesses to anti-deferral rules that were originally enacted to reach
passive investment funds.

Thliistament sets forth the analysis underlying the proposal by the adhoc group of Finance and
Credit Companies'to amend Subpart F to restore deferral for active financial services income. Specifically,
the statement highlights the particular concerns of Finance and Credit Companies, describes the ordinary
business transactions conducted by these entities, provides information regarding the unique role these
companies play in expanding U.S. international trade, and explains how the current U.S. tax rules hinder
the ability of Finance and Credit Companies to compete effectively with their foreign counterparts.

I. Finance and Credit Companies Conduct Active Financial Servkes Businesses.

'"Subpart F" consists of Sections 951 through 964 of the Internal Revenue Code of 1986, as amended;
except as noted, all references to "Sections" herein are to the Internal Revenue Code.
I The ad hoc group on behalf of which this statement is submitted consists of: AT&T Capital, Ford Motor
Credit, and GE Capital.
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Finance and Credit Companies are fmincial intermediaries that borrow to engi-ge in all the

activities in which banks customarily engage when issuing and servicing a loan or entering into other
financial transactions. Indeed, many countries (e.g., Germany, Austria, and France) actually require that

such a company be chartered as a regulated bank. For example, one member of the adhoc group has a
European Finance and Credit Company that is regulated by the Bank of England and, under the European
Union ("EU") Second Banking Coordination Directive, operates in branch form in Austria, France, and a

number of other EU jurisdictions. The principal difference between a typical bank and a Finance and

Credit Company is that banks normally borrow through retail or other forms of regulated deposits, while

Finance and Credit Companies borrow from the public market through commercial paper or other publicly

issued debt instruments. In some cases, Finance and Credit Corapanies operating as regulated banks are

required to take deposits, although they may not rely on sucii deposits as a primary source of funding. In

every important respect, Finance and Credit Companies compete directly with banks to provide loan and

lease financing to retail and wholesale consumers.

A. A Finance and Credit Company's Activities Include A Full Range Of Financial Services.

The active financial services income derived by a Finance and Credit Company includes income

from financing purchases from third parties; entering into leases; making personal, mortgage, industrial or

other loans; factoring; providing credit card services; and hedging interest rate and currency risks with

respect to active financial services income. These activities include a full range of financial services across

a broad customer base and can be summarized as follows:

* Specialized Financing
Loans and leases for major capital assets, including aircraft, industrial facilities and equipment and

energy-related facilities; commercial and residential real estate loans and investments; loans to and

investments in management buyouts and corporate recapitalizations.

; Consumer Services
Private label and bank credit card loans; time sales and revolving credit and inventory financing

for retail merchants; auto leasing and lending and inventory financing; and mortgage servicing.

L Equipment Management
Leases, loans and asset management services for portfolios of commercial and transportation

equipment, including aircraft, trailers, auto fleets, modular space units, railroad rolling stock, data

processing equipment, telecommunications equipment, ocean-going containers, and satellites.

* Mid-Market Financing
Loans and financing and operating leases for middle-market customers, including manufacturers,

vendors, distributors, and end-users, for a variety of equipment such as computers, data

processing equipment, medical and diagnostic equipment, and equipment used in construction,

manufacturing, office applications, and telecommunications activities.

Each of the financial services described above is widely and routinely offered by foreign-owned finance

companies in direct competition with Finance and Credit Companies.

Finance and Credit Companies finance wholesale and retail sales of products by manufacturers to

unrelated customers. In some cases, the Finance and Credit Company is an affiliate of the product

manufacturer, and in other cases, the Finance and Credit Company is unrelated to the manufacturer. By

way of example, Finance and Credit Companies affiliated with a U.S. auto maker provide wholesale

financing and capital loans to franchised dealers and other dealers associated with such franchisees,

purchase retail installment sales contracts and retail leases from these dealers, and make loans to vehicle
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leasing companies (the majority of which are affiliated with such dealers). A Finance and Credit Company
affiliated with the same U.S. auto maker is actively engaged in non-affiliate product financing.

As another example, a Finance and Credit Company is a leading provider of financial services to
automotive customers worldwide; offering retail financing to consumers, inventory financing to dealers,
and private label programs to manufacturers. In 1995, the U S. Parent of this Finance and Credit Company
acquired the finance arn (a private label credit business) of the largest retailer in Australia. The same U.S.
parent acquired the French finance company that supports Peugeot Citroen throughout Europe and owns
one of Hong Kong's leading installment sales finance companies.

Further, as a third example, a Finance and Credit Company provides financing and servicing
support to unrelated multinational equipment manufacturers as these companies expand their sales efforts
around the globe. In order to provide local financing capabilities in the international markets in which
these manufacturers sell their products, this U.S.-based company has established an extensive network of
Finance and Credit Companies through which local financing support is provided.

As an alternative to traditional lending, leasing has developed into a common means of financing
acquisitions of fixed assets, and is growing at double digit rates in international markets. Consistent with
this trend, a Finance and Credit Company acquired a leading provider of vendor leasing services in the
United Kingdom, and one of the Finance and Credit Company's affiliates provides a full range of aircraft
financing products and related services to more than 150 airlines around the globe, including operating
leases, spare pits, and maintenance support.

B. Finance and Credit Companies Are Located In The Major Markets In Which They
Conduct Business And Compete Head-on Against "Name Brand" Local Competitors.

Finance and Credit Companies provide services to foreign customers or U.S. customers
conducting business in foreign markets. The customer base for Finance and Credit Companies is widely
dispersed; indeed, a large Finance and Credit Company may have a single customer that itself operates in
numerous jurisdictions. As explained more fully below, rather than operating out of regional, financial
centers (such as London or Hong Kong), Finance and Credit Companies must operate in a large number of
countries to compete effectively for international business and provide local financing support for foreign
offices of U.S. multinational vendors. Finance and Credit Company affiliated with a U.S auto maker, for
example, provide services to customers in Australia, India, Korea, Germany, the U.K., France, Italy,
Belgium, China, Japan, Indonesia, Mexico, and Brazil, among other countries. Another member of the ad
hoc group conducts business through Finance and Credit Companies in virtually all the major European
countries, in addition to maintaining headquarters in Hong Kong, Europe, India, Japan, and Mexico. Yet
another member of the ad hoc group currently has offices that provide local leasing and financing products
in 22 countries.

Finance and Credit Companies are legally established, capitalized, operated, and managed locally,
as either branches or separate entities, for the business, regulatory, and legal reasons outlined below:

I. Marketing and supervlsing loans and leases generally require a localpresence. The
provision of financial services to foreign consumers requires a Finance and Credit Company to have a
substantial local presence - to establish and maintain a"brand name," develop a marketing network, and
provide pe-market and after-market services to customers. A Finance and Credit Company must be close
to its customers to keep abreast of local business conditions and competitive practices. Finance and Credit
Companies analyze the creditworthiness of potential customers, administer and collect loans, process
payments, and borrow money to fund loans. Inevitably, some customers have trouble meeting obligations.
Such cases demand a local presence to work with customers to ensure payment and, where necessary, to
terminate the contract and repossess the as securing the obligation. These active function require local
employees to insure the proper execution of the Finance and Credit Company's core business activities-
indeed, a single member of the ad hoc group has approximately 15,000 employees in Europe. From a
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business perspective, it would be almost impossible to perform these functions outside a country of
operation and still generate a reasonable return on the investment. "Paper companies" acting through
computer networks would not serve these local business requirements.

In certain cases, a business operation and the employees whose efforts support that operation may
be in separate, same-country affiliates for local business or regulatory reasons. For example, in some Latin
American jurisdictions where profit sharing is mandatory, servicing operations and financing operations
may be conducted through separate entities. Even in these situations, the active businesses of the Finance
and Credit Companies are conducted by local employees.

2. Like other financial services entities, a Finance and Credit Conmpany requires access to the
debt markets to fiAance Its lending activities, and borrowing in local markets often affords a lower cost
offund. Small Finance and Credit Companies, in particular, may borrow a substantial percentage of their
funding requirements from local banks. Funding in a local currency reduces the risk of economic loss due
to exchange rate fluctuations, and often mitigates the imposition of foreign withholding taxes on interest
paid across borders.

Alternatively, a Finance and Credit Company may access a capital market in a third foreign
country, because of limited available capital in the local market - Australian dollar borrowings are often
done outside Australia for this reason. The latter mode of borrowing might also be used in a country
whose government is running a large deficit, thus "soaking up" available local investment.

A Finance and Credit Company may also rely for funding on its U.S. parent company, which

issues debt and on-lends to affiliates (with hedging to address foreign exchange risks). Byviay of example,

one member of the adhoc group uses the world's capital markets to finance its operations, balancing costs

and availability in conducting its funding. Short-term funds are raised in six different markets, for
example: A Canadian affiliate issues commercial paper sold through all major dealers; its European
commercial paper program is one of that market's largest; and an Indian affiliate participates in the Indian

rupee inter-corporate deposit market, in which short-term funds are raised directly from major Indian

corporate investors. This company uses interest rate and currency derivatives (primarily swaps) to reduce

interest rate and currency risk - all such transactions are related to specific business transactions.

3. In many cases, consumer protection laws require a local presence. Finance and Credit

Companies must have access to credit records that are maintained locally. Many countries, however,

prohibit the transmission of consumer lending information across national borders. Additionally, under

"door-step selling directives," other countries preclude direct marketing of loans unless the lender has a

legal presence.

4. Banking or currency regulations may also dictate a local presence. Finance and Credit

Companies must have the ability to process local payments and - where necessary - take appropriate action

to collect a loan or reposss collateral. Foreign regulation or laws regarding secured transactions often

require U.S. companies to conduct business through local companies with an active presence. For

example, as noted above, French law generally compels entities extending credit to conduct their

operations through a regulated "banque" approved by the French central bank. Other jurisdictions, such as

Spain and Portugal, require retail lending to be performed by a regulated entity, but it need not be a full-

fledged bank.

In addition, various central banks preclude movements of their local currencies across borders. In

such cases, a Finance and Credit Company's local presence (in the form of either a branch or a separate

entity) is necessary to the execution of its core activities of lending, collecting, and funding.

As noted above, EU directives allow a regulated bank headquartered in one EU jurisdiction to

have branch offices in another EU jurisdiction, with the "home" country exercising the majority of the

bank regulation. Thus, for example, one Finance and Credit Company in Europe operates in branch form,
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engaging in cross-jurisdictional business in the economically integrated countries that comprise the EU.
The purpose of this branch structure is to consolidate European assets into one corporation to achieve
increased borrowing power within the EU, as well as limit the number of governmental agencies with
primary regulatory authority over the business.

II. Finance and Credit Companies Play A Critical Role In Supporting International Trade
Opportunities.

As U.S. manufacturers and distributors expand their sales activities and operations around the
world, it is critical that U.S. tax policy be coordinated with U.S. trade objectives, to allow U.S. companies
in developed markets to operate on a level playing field with their foreign competitors. In emerging
markets where competition in the financing business may be less fierce, U.S. tax policy should not hamper
efforts to provide financing support for product sales. Significantly, U.S.-based multinationals currently
account for only 22% of the world's output, roughly the same percentage as at the start of the 1980's.' In
this regard, one of the important tools available to U.S. manufacturers and distributors in seeking to expand
foreign sales is the support of Finance and Credit Companies providing international leasing and financing
services.

U.S. manufacturers, in particular, include the availability of financing services offered by Finance
and Credit Companies as an integral component of the manufacturer's sales promotion in foreign markets.
For related manufacturing or other businesses to compete effectively, Finance and Credit Companies
establish local country financial operations to support the business. As an example, the Finance and Credit
Company affiliate of a U.S. auto maker establishes its operations where the parent company's sales
operations are located, in order to provide marketing support.

In supporting the international sales growth of U.S. manufacturers and distributors in developed
markets, Finance and Credit Companies are themselves forced into competition with foreign-owned
companies offering the same or similar leasing and financing services. In addition to U.S. trade policy (as
explained below in Section III of this statement) the U.S. tax regime plays an important role in the ability
of Finance and Credit Companies to participate fully in the opportunities available in these markets. To the
extent Finance and Credit Companies are competitively disadvantaged by U.S. tax policy, U.S.
manufacturers and distributors either are prevented from competing with their counterparts or must seek
leasing and financing support from foreign-owned companies operating outside the United States.

In emerging markets, U.S. tax policy should not unduly burden a Finance and Credit Company
attempting to support affiliate sales. For example, where a local financing industry is incapable of
supporting sales -such as in India, Indonesia, or Russia- Finance and Credit Company affiliates of U.S.
auto makers sometimes accompany or precede the manufacturing or sales affiliate, to provide retail and
wholesale financing of vehicle sales. Often, Finance and Credit Companies affiliated with the auto
industry are the lenders of last resort (at non-usurious rates) to dealers selling an affiliate's cars.

Il. The Imposition Of A Current US. Tax On A Finance and Credit Company's Undistributed
Active Filunclal Services Income Has An Anti-Competitive Effect

As an exception to the general rule of deferral, the Congress enacted the anti-deferral rules of
Subpart F of the Code in 1962,' to limit deferral to cases where the taxpayer is engaged in bonafide
business activities. As originally enacted and as justified in subsequent amendments, Subpart F is aimed at

' See the summary of a National Bureau of Economic Research working paper published in Business Week
(October 14, 1996) page 30 (citing economists, Robert E. Lipsey, Magnus Blomstrom, and Eric D.
Ramstetter).
" Excepted as noted, all references to the "Code" are to the Internal Revenue Code of 1986, as amended,
and all references to "Sections" are to sections therein.
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"mobile" or "tax haven inc me - Le., income that can easily be shifted to low-tax jrisdictions where the
taxpayer has no significant business presence. Passive income is targeted because it is mobile and in
certain cases can just as easily be earned in the United States. In this regard, the post- 1962 legislative

history of Subpart F affirms the long-standing tax policy goal of striking a reasonable balance between the

need to guard against the potential for abuse and the ability of U.S. businesses to compete abroad. As

explained more fully below, however, the current version of Subpart F upsets the balance that was reached

in 1962 by discriminating against income earned by Finance and Credit Companies in the active conduct of

a financial services business.

A. The Active Financial Services Income Derived By Finance and Credit Companies Is

Inappropriately Treated In The Same Manner As Passive, Investment Income.

There is no tax policy reason for treating active financial services income earned by a Finance and

Credit Company differently from income earned by manufacturers. Although a Finance and Credit

Company earns "interest" and "rent" through the conduct of an active financial services business, its

income is treated as passive and subjected to the anti-deferral rules of Subpart F:

* All interest income, including that arising from finance leases, conditional sales, and straight loans, is

treated as Subpart F income, subject to two limited exceptions.'

* Rentual income earned on true, operating, leases is similarly taxable under Subpft F, subject to the

limited "active rent" exception of Section 954(cX2XA). Under regulations interpreting the "active

rent" exception to Subpart F, the availability of deferral often turns on whether a Finance and Credit

Company happens to come within a safe harbor that requires active leasing expenses (exclusive of

rent, depreciation and similar deductions that would be allowed to a domestic corporation by a Section

other than Section 162) to be at least equal to 25% of leasing profits. Generally speaking, an efficient

Finance and Credit Company leasing operation will fail to meet the limited safe harbor. The 25% safe

harbor may be available in the start-up phase of a leasing business but as efficiencies are realized the

25% safe harbor becomes more difficult to attain. In addition, the 70% full inclusion rule of Section

954(bX3XB) often trumps the "active rent" exception.

I. The "High Tax" exception to Subpart Ffal to serve the Intended function of providing

relief to business transactions that were not undertaken for the purpose of deferring U.S. tax. Finance

and Credit Companies receive little relief under the Subpart F exception for passive income that has been

subject to an effective foreign tax rate greater than 90 percent of the maximum U.S. corporate tax rate.

Although a large part of the earnings of international leasing and financing companies are earned in high-

tax jurisdictions, much of this income may not be subject to a high foreign tax rate on a current basis, due

to tax accounting and other differences between the U.S. and foreign tax systems.

By way of example, many countries (such as Germany) provide tax incentives for capital

investment, such as accelerated depreciation. In such a country, a leasing transaction entered into by a

Finance and Credit Company may receive U.S. tax accounting treatment (slower depreciation and therefore

higher earnings and profits than "home country" taxable income) that differs substantially from the

treatment in the foreign taxing jurisdiction. As a result of timing differences between the amount of

income repotted for U.S. and foreign purposes, the "high tax" exception often will not provide relief from

current taxation of a Finance and Credit Company's profits. Consequently, the Finance and Credit

Company is placed at a competitive pricing disadvantage, because it is effectively denied the benefit of

local accelerated depreciation made available to foreign competitors.

The exceptions are for export financing interest from banking activities and interest paid by a related

corporation, organized in the same foreign country as the recipient.
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2. In additon to the application of Subpart F, Finance and Credit Companies are subject to the
fegimeforipassiveforeign Investment companies (NPFICs'). The PFIC rules were enacted for the stated
purpose of curtailing the use of foreign mutual funds to obtain deferral, but they can apply to any Finance
and Credit Company whose active business assets (such as accounts receivable generated by consumer
loans) necessarily generate the kind of income that is currently treated as passive. The PFIC rules are even
more onerous than those of Subpart F because they impose a current U.S. tax on oil of a PFIC's income,
regardless of whether the income is passive in nature. Thus, for example, even if a Finance and Credit
Company qualifies an item of income under the "active rent" exception to Subpart F, the PFIC rules can
still eliminate deferral.

The PFIC rules unfairly discriminate against Finance and Credit Companies because they do not
clearly provide a net operating loss (" NOL") regime similar to the "active deficit" rules found in Subpart
F. If a Finance and Credit Company has a deficit in its earnings for the year, it generally will be unable to
carry the loss forward to future years, even though its U.S. -owned banking competitors are entitled to use
the Subpart F deficit regime to offset Subpart F earnings in future years. The rationale for the absence of
an NOL rule under the PFIC regime - viz., the intended impact on "incorporated pocketbooks" in tax
havens and foreign mutual funds - does not apply to the very active operations maintained by Finance and
Credit Companies.

The PFIC rules were amended in 1993 to add the securities industry to a list of exceptions that
already included banks and insurance companies. Thus, while the Congress has explicitly recognized the
active nature of banking, insurance, and broker-dealer securities firms, Finance and Credit Companies
remain outside of the PFIC exceptions for no apparent tax policy reason. In addition to the restoration of
deferral for Finance and Credit Companies (discussed in detail in Section IV of this statement, below),
current law should be amended to end the disparate treatment of banks and non-banking entities
conducting substantially similar businesses, by providing an exception from the PFIC rules for Finance and
Credit Companies.

3. Concerns regarding the mobilityy" ofpassive income should be addressed without Impairing
the International competitiveness of legitimate business operations. The legitimate business transactions
executed by Finance and Credit Companies are plainly distinguishable from the type of tax-motivated
incorporations that prompted the Congress to expand Subpart F and enact the PFIC rules in the Tax Reform
Act of 1986. As explained by the staff of the Joint Committee on Taxation, the Congress acted on the
belief that "the lending of money is an activity that can often be located in any convenient jurisdiction,
simply by incorporating an entity in that jurisdiction and booking loans through that entity, even if the -
source of the funds, the use of the funds, and substantial activities connected with the loans are located
elsewhere.'

The active financial services income derived by Finance and Credit Companies is not susceptible
to the kind of manipulation described as the basis for the 1986 amendments. Rather, as described above,
Finance and Credit Companies are established, capitalized, operated, and managed locally for business,
regulatory, and legal reasons. The cross-jurisdictional business that does occur (eg., one Finance and
Credit Company owned by an auto maker has branch activity within the economically integrated regions of
the EU) is not dictated by U.S. tax costs. Finance and Credit Companies establish active operations in
foreign countries in order to service their clients. These operations involve substantial investments and
numbers of employees, and are not "movable" to take advantage of tax havens.

4. A Finance and Credit Company's active financial services business qualifies as an active
trade or businessfor every otherpurpose of the Code. Statutory requirements for the "active conduct of a
trade or business" are found both in Section 355 (providing tax-free treatment for certain reorganizations
involving the division of one or more active trades or businesses) and Section 367 (providing tax-free
treatment for incorporations and reorganizations involving foreign corporations). In general, outside of

6 General Explanation of the Tar Reform Act of 1986 (May 4, 1987) at page 966.
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Subpart F, a corporation is treated as engaged in an active trade or business if its officers and employees
carry out substantial managerial and operational activities. As descnbed above (in section I.B. I of this
statement), Finance and Credit Companies perform active and substantial management and operations
functions that constitute "active" businesses under both Section 355 and Section 367.

5. Current law already provides a starting poinifor defining the activefinancial services
Income derived by Finance and Credit Companies. In 1993 testimony before a House Ways and Means
Subcommittee regarding the PFIC exclusions for certain financial services entities that earn interest income
by virtue of the nature of their business activities, the (then) Assistant Treasury Secretary for Tax Policy
cited "major administrative problems" as the basis for distinguishing between the entities excepted from

the PFIC rules and other sectors of the financial services industry. Both the Congress and the Internal
Revenue Service have defined financial services entities to include Finance and Credit Companies, for
purposes of the separate foreign tax credit (FTC") limitation on financial services income. The
Conference Report on the Tax Reform Act of 1986 provided a general definition of a financial services
entity as one that is predominately engaged in the active conduct of a banking, insurance, financing or
similar busine.' In turn, the Internal Revenue Service ("IRS") prescribed a bright-line test, defining a

financial services entity as one that derives 80% or more of its gross income from active financing income.'
This test may require some adjustment for Finance and Credit Company purposes. One situation where an
adjustment would be appropriate is where a Finance and Credit Company does not qualify as a financial
services entity because it conducts a substantial business in operating leases! In that case, the operating
lease business that precludes financial services entity status is clearly not passive." This active financing

business should not fall outside the scope of any legislative solution directed toward Finance and Credit

Companies. The same definition formulated to exempt a Finance and Credit Company's active financing

income from Subpart F should also apply to provide an exception from the PFIC rules.

B. Deferral Is Necessary To Allow Finance and Credit Companies To Compete Effectively
In Foreign Financial Centers.

Deferral would advance competitiveness by insuring that Finance and Credit Companies engaged

in business in a foreign country are taxed in a manner consistent with their foreign counterparts. Countries

in which the parent companies of major financial institutions are organized generally refrain from taxing

the active financing income earned by foreign subsidiaries. Thus, the lack of deferral places Finance and

Credit Companies at a significant competitive disadvantage in any third country having a lower effective

tax rate (or a narrower current tax base) than the United States (because the Finance and Credit Company

will pay a residual U.S. tax in addition to the foreign income tax).

The lack of deferral hinders the ability of a Finance and Credit Company to bid competitively

against its foreign counterparts. As explained more fully above, timing differences between the calculation

of U.S. income and income taxable by a foreign country often result in Finance and Credit Companies

being subject to residual U.S. tax on Subpart F income that represents a tremendous cash flow

disadvantage. These disadvantages weaken a Finance and Credit Company's competitiveness, because - in

view of the relatively low profit margins in the international financing markets - these tax costs must be

passed on to customers in the form of higher financing rates. Obviously, foreign customers can avoid

higher financing costs by obtaining financing from a foreign-controlled finance company that is not

burdened by current home-country taxation, or - in the case of Finance and Credit Companies financing

third-party purchases of an affiliate's product- purchasing the product from a foreign manufacturer

offering a lower all-in cost.

'at 11-571.

'Treas. Reg. Section 1.904-4(eX3Xi).

See Treas. Reg. Section l.904-4(eX2XiXV).
Treas. Reg. section 1.904-4(bX2Xi).
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IV. The Ad Hoe Group Of Finance and Credit Companies Urges The Reinstatement Of An "Active
Financing" Exception To Subpart F.

The ad hc group of Finance and Credit Companies seeks legislation to address the anomalous
treatment of the financial services industry under Subpart F, and the inexplicable omission of Finance and
Credit Companies from the list of financial services entities that are currently exempted from the PFIC
rules. This proposal can be appropriately implemented as a stand-alone amendment to the U.S.
international tax regime (e.g., in the tax title of a Budget Reconciliation bill that includes other
amendments to Subpart F) or as part of a more comprehensive reform package (such as H.PL 1690 and S.
2086. the International Tax Simplifications bills that were introduced in the House and Senate,
respectively, during the last Congress).

Concerns about the use of controlled foreign corporations to route income through tax haven
countries can be addressed by a limitation such as the provision that was included in S. 2086; that bill
would provide an exception from Subpart F for active financing income, but only in the case of a
corporation "predominantly engaged in the active conduct" of a financing business. For purposes of this
rule, the definition of "predominantly engaged" would require the corporation to derive more than 70
percent of its gross income from transactions with unrelated persons, and more than 20 percent from
unrelated persons located within the corporation's home country. Of course, other approaches are possible,
consistent with the goal of developing reasonable rules that distinguish between a Finance and Credit
Company that has an active business presence in its home country and a case where profits are merely
isolated in a low-tax juriMiction. In any case, particularly in view of the business reasons for using branch
operations within the EU, it would be appropriate to allow for the use of branches that generate active
financing income by providing an exception for qualified branches of Finance and Credit Companies.

The statutory limitation proposed in S. 2086 would allow for the case where a portion of a
Finance and Credit Company's active financial services income is derived (through a branch or a separate
entity) from transactions with unrelated persons within the same economic region, such as the European
Union - such a limited exception would be consistent with provisions of Subpart F that reflect concerns
about income shifting to low-tax countries. The "same country exception" to Subpart F applies to
dividends and interest received by a controlled foreign corporation from a related person organized and
engaged in a trade or business in the same foreign country- this is a circumstance where the U.S. tax
would have been deferred on the active income out of which the dividends and interest are paid in any
event. Similarly, income from services performed in a controlled foreign corporation's home country is
excepted from Subpart F.' In addition, the current taxation of foreign base company sales income is
subject to exceptions where a controlled foreign corporation manufacturers or constructs the property sold,
or the goods are intended for use or disposition in the home country. In the case of a financial
intermediation business such as that conducted by a Finance and Credit Company, a similar exception
should apply where the Finance and Credit Company originates a financial transaction in its own right.

The ad hoc group of Finance and Credit Companies urges the Senate Committee On Finance to
remedy the current categorization of a Finance and Credit Company's income as passive for Subpart F
purposes, and to address the current unfairness in the PFIC rule that discriminates between "licensed"
financial institutions (such as banks) and Finance and Credit Companies. The members of the adhoc
group would be happy to work with the Committee On Finance to accomplish this important legislative
goal.

" See Section 954(eXi XB).
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Statement Of Washington Counsel, P.C., Attorneys-at-Law
on the

Administration's FY1998 Budget Proposal

To Require Gain Recognition On Certain Distributions Of Controlled

Corporation Stock (the "Morris Trust Proposal")
Submitted for the Record of the Hearing before the

Senate Committee on Finance
on April 17, 1997

Washington Counsel, P.C. is a law firm based in the District of Columbia that

represents a variety of clients on tax legislative and policy issues.

The Morris Trust Proposal is seriously flawed and, if enacted as proposed, would

threaten major disruptions in legitimate corporate restructurings. The proposal would

effect a fundamental change in tax policy, based on anecdotal reports of a limited number

of transactions that are perceived by some as being abusive. In addition, the Morris Trust

Proposal is not necessarily consistent with the efforts underway in this Congress - viz., to

reduce tax on capital gains, provide increased flexibility for the telecommunication,

entertainment, utility, and other industries to respond to the changing regulatory

environment, and lay the foundation for fundamental tax reform.

This statement also addresses the need to provide transition relief for taxpayers

who are complying with current law - failure to provide transition relief, should the

proposal move forward, would result in a retroactive tax increase on affected

corporations. 6

Summary of the Administration's Morris Trust Proposal

The Morris Trust Proposal would require taxable gain recognition for certain

Section 355' transactions that take the form of "spin-offs" - i.e., pro rata distributions of

subsidiary stock where shareholder-distributees surrender no stock in the distributing

corporation. Based on the Administration's stated rationale that "corporate

nonrecognition under Section 355 should not apply to distributions that are effectively

dispositions of a business," the proposal would deny tax-free treatment to the distributing

corporation in a spin-off, unless its shareholders hold stock representing 50 percent of the

vote and value in both the distributing and the controlled subsidiary for a four-year period

beginning two years prior to the spin-off. Thus, tax-free treatment could be denied where

a spin-off is followed by the tax-free merger of the distributing corporation into another

corporation, even where the only consideration received by the shareholders is stock

representing a continuing proprietary interest in the distributing corporation. In this

example, the arbitrary 50-percent test under the proposal would allow tax-free treatment

'Unless otherwise noted, references to a "Section" are to the Internal Revenue Code of 1986, as amended.
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only in the event of a subsequent merger party that is exactly equal in value to - or of
lesser value than - the distributing corporation.

1. Current Law Serves Its Intended Purpose Of Allowing Shareholders To
Rearrange Their Investments Without Triggering A Tax On The Appreciation
In Value Of A Business's Underlying Assets.

Like other tax-free reorganization provisions, Section 355 is premised on the
theory that a corporate restructuring is not an appropriate time to impose a tax, to the
extent that a taxpayer's investment remains in corporate solution, and a distribution of
stock represents merely a new form of participation in a continuing enterprise.'
Consistent with the theory of tax-free reorganizations, Section 355 permits a corporation
to distribute the stock in a controlled subsidiary to shareholders without triggering tax at
the shareholder or corporate level.

Section 355 transactions are better policed than other corporate reorganizations.
Under the statutory requirements applicable to a tax-free Section 355 spin-off, the
distributing corporation must distribute stock representing an 80-perc.nt controlling
interest, and both the distributing corporation and the controlled subsidiary must be
engaged in an active five-year old business following the distribution. Moreover,
Treasury regulations condition the application of Section 355 on the distributing
corporation's ability to establish the existence of a valid business purpose for a spin-off.
For over thirty years, both the courts and the Internal Revenue Service C'IRS") have
examined these transactions and permitted corporations to utilize tax-free spin-offs of an
unwanted business to facilitate the tax-free acquisition of either the distributing
corporation or the spun-off subsidiary '- referred to as a "Morris Trust" transaction after
the case (cited in note 4 below).

A Morris Trust transaction simply combines two tax-free reorganizations.
Consistent with the theory of the reorganization provisions, shareholders who receive
stock of a spun-off subsidiary and then participate in a second reorganization, retain
continuing proprietary interests via stock received in both transactions. As observed by
the court in the Morris Trust case, these transactions involve "no empty formalism, no

utilization of empty corporate structures, no attempt to recast a taxable transaction in
nontaxable form, and no withdrawal of liquid assets (emphasis added)."

I See generally, Bittker And Eustice, Federal Income Tarxation of Corporations and Shareholders, 12.01[31
regarding "General Theory for Tax-free Treatment."

Treasury reg. sec. 1.355-2(b).
'See Commissioner v. Morris Trust, 367 F. 2d 794 (4th Cir. 1966) (subsequent reorganization involving

the distributing corporation); Rev. Rul. 68-603, 1968-2 C.B. 148 (where the Internal Revenue Service

accepted the holding of the Morris Trust case); Rev. Rul 76-527, 1976-2 C.B. 103 ("blessing" a "reverse

Morris Trust" where the spun-off subsidiary was party to a subsequent reorganization); and Rev. Proc. 96-

30 (issued on May 6, 1997, afer the Administration first unveiled the proposal in question, and explicitly
recognizing the valid business purpose of a Morris Trust transaction).
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U. The Admlnistration't Morris Trust Proposal is Fundamentally Flawed.

The Administration's Morris Trust Proposal is flawed, in that it is overly broad,

inconsistent with the movement toward fundamental tax reform and current efforts to

reduce the cost of capital and lower the capital gains tax rate, and would impose a "new"

capital gains tax on legitimate transactions. Moreover, in certain cases, the proposal

would tax the wrong capital gain.

A. The Morris Trust Proposal is Overly Broad.

The Morris Trust Proposal would impinge on the ability of corporations to effect

restructurings at a time when many businesses feel compelled to concentrate industries,

separate, or combine to remain competitive in changing market and regulatory

environments. As an unintended consequence of enacting the proposal, companies would

be forced to maintain inefficient business structures or incur additional tax. As explained

more fully below, any perceived problems can be addressed without penalizing all Morris

Trust transactions.

The Morris Trust Proposal goes far beyond the intended goal. of preventing tax-

free disguised sales of businesses. Reportedly, the Morris Trust proposal was prompted

by several widely publicized transactions in which a spin-off wr combinedd with an

acquisitive, tax-free reorganization, and it appeared that newly incurred debt was used as

a device to pay a cash purchase price for the company acquired in the reorganization.

The concern raised by these transactions was highlighted by-the use of a spin-off in the

disposition of Viacom Inc.'s cable business to TCI, with respect to which the IRS issued

a favorable Section 355 ruling in 1996. There, as reported by Newsweek and the April 3,

1996 edition of Tax Notes Today, a Viacom subsidiary holding a cable business incurred

$1.7 billion of new debt, spun off its non-cable business I the cash proceeds of the

borrowing to its corporate parent, and was then effectively "acquired" by virtue of the

issuance of stock to TCI in exchange for cash. In short, it appears that liability for the

new debt was assumed by TCI, while the cash generated by the borrowing went to the

spun-off business that was retained by historic shareholders. The Viacom transaction was

followed by similar deals where the assumption of debt "overwhelmed" the value of the

stock that exchanged hands - e.g., El Paso's acquisition of a Tennoco subsidiary in

exchange for stock valued at about $914 million plus the assumption of $3.6 billion in

liabilities. The perceived abuse in these cases is that the combined spin-

off/reorganization constitutes a "disguised sale." Clearly, the Morris Trust Proposal goes

far beyond this type of transaction.

To the extent that the identified abuse motivating the Morris Trust proposal

involves the issuance of new debt that will be repaid by the acquiher, the solution offered

is not responsive to the real issue. The proposal goes far beyond vhhat is needed to

'See Statement of Donald C. Lubick, Acting Assistant Secretary (Tax Policy), Department of the Treasury.

Before the House Ways and Means Committee (March 5,1997).
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prevent the use of Section 355 to effect disguised sales, because the proposal would apply
even where a debt-free company is acquired. It must also be recognized that the
assumption of liabilities in the course of a spin-off is a commonplace transaction, and
care should be taken to distinguish cases where a corporation has normal business
borrowings that remain with the business that generated the need for the debt. Should
the Committee adopt a provision that targets cases where a spun-off subsidiary has
debt in excess of tax basis, as has been proposed by others, we would urge the
inclusion of a safe harbor for debt that was incurred more than two years before the
spin-off. A two-year period applicable to debt would be consistent with the window
proposed by the Administration under the general rule to trigger gain recognition.

B. The Morris Trust Proposal is Antithetical to Fundamental Tax Reform, to
the Extent it Would Exacerbate Problems Associated With the Double
Taxation of Corporate Income.

One of the fundamental goals of Structural Tax Reform is to integrate the
corporate and individual tax systems - to prevent the imposition of "double tax" on
income earned by corporations. The effect of the Morris Trust proposal would be to.
create a new potential for two !evels of tax on a corporation's distribution of controlled
subsidiary stock - one tax based on the distributing corporation's gain and another based
on gain at the shareholder 1h.vel.

Double taxation is particularly egregious when applied to appreciation in value of
a corporation's original capital. Current law appropriately avoids double taxation in the
case of an in-kind distribution of .ock in a controlled subsidiary, where the distribution is
made to historic shareholders and the controlled subsidiary is engaged in an ongoing
business. Neither should taxation be required if shareholders maintain a continuing
equity interest in a combined enterprise that includes the capital originally invested in an
on-going business. The proposal, however, would trigger gain recognition by the
distributing corporation in a spin-off, where the distributee/shareholders maintain an
indirect ownership interest through stock received in a subsequent reorganization of the
spun-off subsidiary.

The existing "double tax" regime already places U.S. corporations at a
competitive disadvantage in worldwide capital markets. Multiple levels of taxation raise
the financing costs for corporations, and generally reduce incentives for capital formation.
Moreover, "double taxation" creates global competitiveness problems, because many of
our major trading partners (e.g., Germany, the United Kingdom, and Japan) have some
mechanism for integrating the corpcrate- and shareholder-level taxes. Thus, the Morris
Trust Proposal would undermine efforts to prevent eiur tax system from unduly burdening
U.S. companies competing in international markets.
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C. The Morris Trust Proposal is Clearly Inconsistent With Current Efforts

To Lower the Capital Gains Tax Rate.

The Morris Trust Proposal would impose a "new" capital gains tax on the

appreciation in value of underlying corporate assets, representing gain that may be largely

inflationary. This proposal is particularly questionable at a time when many in Congress

are looking for ways to eliminate the taxation of inflationary gains (e.g., by indexing the

basis of capital assets).

Moreover, at a time when Congress is considering a reduction in the capital gains

tax, it would be inconsistent and counterproductive to adopt a proposal that creates a
"new" capital gains tax. A "new" capital gains tax would be created because the proposal

would trigger recognition of gain that is untaxed under current law. The capital gains tax

resulting from application of the proposal would thus further interfere with the market's

allocation of capital.

D. The Morris Trust Proposal Would Apply Incorrectly to Tax the

Appreciation in Value of Assets Retained by Historic Shareholders.

Upon a subsequent merger of the distributing corporation in a spin-off, the

Morris Trust Proposal would apply to treat stock in the controlled subsidiary as

"disqualified" consideration. Under Section 355(c), the distributing corporation's

recognized gain would be measured by the difference between the'value of the stock in

the spun-off subsidiary and the basis in that stock. Thus, rather than taxing the

appreciation in value of the business viewed as disposed of, the proposal would result in a

tax on the business that is retained by historic shareholders. These issues clearly require

more thought and analysis before the Ways and Means Committee acts to tax ordinary

spin-off and merger activity.

IV. The Most Troubling Aspect of the Morris Trust Proposal Is Its Retroactive

Application To Taxpayers Who are Complying With Current Law.

In any event, Should a Morris Trust Proposal go forward, the Ways and Means

Committee should provide for prospective application. As proposed, the Morris Trust

Proposal would apply to a transaction that is completed before the date of enactment but

after the date of "first committee action." Notably, the proposed effective date is

arbitrary and capricious, in that taxpayers who entered into binding commitments before

the proposal was announced could be caught, while other taxpayers who have yet to make

commitments would be unaffected if they complete transactions before the date of first

committee action. In this regard, the Chairmen of both the Senate Finance Committee and

the House Ways and Means Committee have expressed concerns that tax changes not be
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retroactive, and that proposed corporate tax changes be prospective to avoid disrupting
normal market activities during the period of deliberation.'

Failure to provide a prospective effective date, should this proposal move
forward, would result in a retroactive tax increase on affected corporations. The only
guidance now available to taxpayers caught in the midst of transactions that cannot be
completed before the "date of first committee action" are the transition rules proposed by
the Administration when the Morris Trust Proposal was first offered in the President's
FY1997 Budget. Recognizing the need for appropriate transition relief, the
Administration proposed grandfather rules for distributions meeting any one of the
following three tests:

(1) made pursuant to a written agreement in effect on the effective date;

(2) described in a ruling request filed with the IRS on or before that date; or

(3) described in a public announcement or filing with the Securities and Exchange
Commission on or before that date.

We urge the Committee to include, at a minimum, similar transition rules with a
"date of enactment" effective date. In view of the fact that Morris Trust transactions have
been accepted and approved by the courts and the IRS for over 30 years, it would be
inappropriate to impose a restrictive effective date with no transition relief- treatment
that is normally reserved for anti-abuse legislation. Taxpayers who have incurred
substantial transactional costs in reliance on current law should not be penalized by a
retroactive enactment.

The affected transactions often take months to consummate even after the signing
of binding commitments and required filings with government agencies. Similar to the
Administration's transition rule proposal in the FY1997 Budget, the parties to a contract
should be allowed to condition a written agreement on the buyer's performance of due
diligence, or on approval by the target corporation's Board of Directors or shareholders.
This result would be consistent with precedents for treating a contract 4s binding even if
subject to a condition, as long as the condition is not within the control of there r party.!

'On March 29,1996, after the Administration first announced the MAorris Trust Proposal and other
corporate tax changes, Ways and Means Committee Chairman Bill Archer and Senate Finance Committee
Chairman William Roth issued a joint statement to this effect.
'See page 352 of the General Explanation of the Tax Reform Act of 1986- in the context of the General
Utilities repeal: "An acquisition of stock or assets will be considered made pursuant to a binding contract
even though the contract is subject to normal commercial due diligence or similar provisions and the final
terms of the acquisition may vary pursuant to such provisions."
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Notably, the transition rules proposed in the FY1997 Budget would not constitute

"limited tax benefits" subject to the Line Item Veto Act (Public Law 104-130).' The

statute excepts "binding contract" rules, and thus the proposal for "written agreements in

effect" should not implicate the Line Item Veto Act.' In the case of other transitional-

relief provisions, the number of beneficiaries that triggers veto authority is 10 or fewer.

Regarding the grounds for excluding the other two proposed rules (viz., an IRS ruling

request and public announcement) from application of the Line Item Veto Act, based on

our information and belief, there are many more than 10 transactions to which each of the

proposed transition rules would apply.

. We note that the Line Item Veto Act has been declared unconstitutional by a federal coin, but include

this discussion in case that decision is reversed.
'Section 1026(9XC) of the Line Item Veto Act provides an exception for transitional relief provided with

respect to all binding contracts or other legally enforceable obligations in existence on a date

contemporaneous with congressional action specifying the date.
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