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TAX SIMPLIFICATION BILLS

TUESDAY, SEPTEMBER 10, 1991

U.S. SENATE,
SUBCOMMITTEE ON TAXATION,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 2:11 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. David L. Boren

(chairman of the subcommittee) presiding.
Also present: Senators Moynihan, Baucus, and Symms.
[The press release announcing the hearing follows:]

(Press Release No. H-35, Aug. 2, 1991)

FiINANCE SUBCOMMITTEE SCHEDULES HEARING ON TaX SIMPLIFICATION BiLLs, OTHER
ProrosaLs WiLL BE DISCUSSED

WasHINGTON, DC—Senator David Boren, Chairman, announced Friday that the
Senate lFinance Subcommittee on Taxation will hold hearings on tax simplification
proposals.

The hearings will be at 2 g.m. on TuesdtB', September 10 and 2 p.m. on Thursday,
Segtember 12, 1991 in Room SD-215 of the Dirksen Senate Office Building.

oren (D., Oklahoma) said the hearing will focus on a range of tax simplification
Eroposals, including S. 1394, introdu by Senate Finance Committee Chairman
loyd Bentsen (D., Texas) and Senator Bob Packwood (R., Oregon), ranking Republi-
can on the Committee; the identical House companion, H.R. 2777, introduced by
House Ways and Means Committee Chairman Dan Rostenkowski (D., Illinois) and
Congressman Bill Archer (R., Texas), ranking Republican on Ways and Means; and
S. 1364, the pension simplification bill introduced by Senator David Pryor (D., Ar-
kansas) and Bentsen.
Witnesses may also discuss other tax simplification proposals, he said.
Boren also said the Subcommittee also is requesting written comments regarding

tax simplification.
“A number of proposals have been offered in an effort to streamline America’s

tax laws. The testimony at these hearings and the written comments we receive will
be very helpful as we examine those proposals more closely,” Boren said.

“We will also be interested in receiving testimony or written comments concern-
ing an(fr other tax simplification proposals that should be brought to our attention,”

he sai

OPENING STATEMENT OF HON. DAVID L. BOREN, A U.S. SENATOR
FROM OKLLAHOMA

Senator BoreN. We are meeting this afternoon to begin the first
day of the Subcommittee on Taxation’s hearing on Tax Simplifica-
tion Proposals. The main topic of discussion will be the provisions
of S. 1394, the Tax Simplification Act of 1991, which was intro-
duced by Chairman Bentsen and Senator Packwood.

Simplification, as we all know, means different things to differ-
ent people. However, I think almost everyone agrees the Tax Code
has hecome bogged down in complexity.

N
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In Oklahoma I hear the same message from wage earners, inde-
pendent businessmen, tax practitioners alike, the Code appears to
be out of control in regard to complexity.

The Bentsen/Packwood Bill represents a challenging attempt to
simplify some of the most complicated areas while remaining both
revenue and policy neutral. Specifically, the bill addresses prob—
lems in the areas of partnerships, foreign taxes, alternative mini-
mum tax calculation, Subchapter S corporations, long-term con-
tracts, and estate and gift taxation. The bill also directs the IRS to
develop a simplified tax form for individuals who itemize.

I strongly support this much needed provision and I want to com-
mend Chairman Bentsen and Senator Packwood for its inclusion.

Of particular interest to me are the partnership provisions in the
bill, especially as they affect the oil and gas industry. The oil and
gas industry is badly in need of outside capital and outside inves-
tors. I have heard from hundreds of small investors bitterly com-
plaining about the complexity of the K-1 partnership forms. The
paperwork burden alone threatens to make these sort of invest-
ments uncompetitive.

Fortunately, S. 1394 allows for simplified reporting requirements.
I commend the authors of the bill for this provision. But I am con-
cerned that certain parts of the bill may have unintended conse-
quences or affects on oil and gas investment.

For example, the bill may require investors to pay for simplifica-
tion by restricting their depletion deductions. The oil and gas in-
dustry faces a regressive punitive tax structure as it is. I believe
that further burdens on investment in our domestic oil and gas in-
dustry would be unnecessary and unwise.

I hope the committee will consider these matters carefully in
light of the testimony which we'll hear today.

One proposal that certainly meets my definition of simplification
but was not included in the bill is a ban on retroactive regulations.
The IRS practice of issuing retroactive regulations is confusing and
unfair and I've joined with Senators Pryor, Baucus and others m
introducing leglslatlon that would prohibit this practice.

I hope the committee will agree that we can do much for the
simplification effort by also adopting that provision when the com-
mittee considers all of these proposals.

I look forward to the hearing, the testimony on these issues and
others from the administration witnesses and our guests who bring
so much expertise to our Subcommittee hearing today.

We'll try to move as expeditiously as we can. Other members are
expected to come in and out during our proceedings.

Let me just mention that we will first hear from Kenneth
Gideon, Assistant Secretary of the Treasury for Tax Policy, who is
already before us at the witness desk; then from Fred T. Goldberg,
Commissioner of the Internal Revenue Service, from Commissioner
Goldberg; and then we will hear a panel which is specifically di-
rected at the issue of the provision on partnerships which is includ-

ed in this bill.
So, Mr. Gideon, we welcome you to the hearing today and we

would welcome your opening comments.
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STATEMENT OF HON. KENNETH W. GIDEON, ASSISTANT
SECRETARY OF THE TREASURY FOR TAX POLICY

Mr. GipeoN. Mr. Chairman, I am pleased to present the views of
the Administration on tax simplification proposals currently under
your consideration. My testimony today will address S. 1394, the
“Tax Simplification Act of 1991, and S. 1364, the “Employee Bene-
fits Simplification and Expansion Act of 1991.”

In addition, in accordance with your invitation to testify, I urge
your favorable consideration of other proposals not included in
these two bills, specifically in the area of payroll tax deposits, the
earned income tax credit and pension coverage and portability.

The Administration strongly supports simplification of our tax
laws within the fiscal constraints of last year’s budget agreement.
Properly conceived and executed simplification can reduce the
costs of tax compliance and administration, enhance both volun-
tary ?ompliance and tax enforcement efforts and improve taxpayer
morale. ~

When simplification efforts are successful, we believe there
should be efficiency gains as well. Simplification is not viable, how-
ever, as a revenue losing proposition.

I particular want to commend Chairman Bentsen and Senator
Packwood for their sponsorship and support for the bipartisan sim-
plification bill, S. 1394. That bill and its House counterpart, H.R.
27717, were produced through the cooperative efforts of the commit-
tee staffs which deal with tax matters, the Treasury Department
and the Internal Revenue Service.

We recognize that a number of modifications to the introduced
legislation have been suggested by commentators. While I have not

addressed these suggestions in my written testimony today, we will -

work with the committee and the staff to adopt meritorious sugges-
tions.

Before turning to S. 1394 and S. 1364 I would like to describe the
three additional proposals that we think will simplify and improve
the tax law while meeting with the constraint of revenue neutrali-

ty.

The Treasury Department shares your interest in simplifying
current employment tax deposits. We have previously indicated
that the payroll tax provisions of H.R. 2775 would achieve simplifi-
cation.

Senator Baucus has made a similar payroll tax simplification
proposal in S. 1610. That proposal, like H.R. 2775, would require
semi-weekly deposits. It would differ from H.R. 2775, however, in
that small employers would be required to make monthly rather
than quarterly deposits. The threshold treatment for treatment as
a small employer would be $18,000 of quarterly liability and the
lr)nuélz%l(l)xm amount of permitted safe harbor underpayments would

e dz2ol.

S. 1610, like H.R. 2775, would further the goal of simplification.
However, in its current form S. 1610 would result in significant
revenue loss over th * five-year budget period. These revenue losses
could, however, be offset under S. 1610 if the threshold for monthly
depositor status were lowered and the $250 safe harbor reduced for

monthly depositors.
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The Administration believes that S. 1610, if modified to make it
revenue neutral, and H.R. 2775 merit serious consideration.

Senator BoreN. What is the recommended revenue estimate now
in terms of revenue loss under S. 1610 as now written?

Mr. GipeoN. It is in our written statement, Mr. Chairman. Let
me see if I can find it and give it to you.

It’s at $2.2 billion as a loss if small employers are allowed to un-
derpay each monthly deposit by $250 or $.6 billion in revenue loss
if they're not allowed to use the $250 safe harbor.

But the point is, it is clear that by adjusting the threshold and
that amount you could get to a revenue neutral proposal.

Senator BoreN. Thank you.

Mr. GIDEON. Let me turn now to the earned income tax credit.
This credit is a refundable tax credit available to low income work-
ers with children. The EITC consists of a basic credit which is ad-
justed for family size, a health insurance credit, and a supplemen-
tal credit for workers with a child under the age of one, the so-
called “young child” or “wee tots” credit.

The 1990 Act increased the basic credit rate and added the
family size adjustment, the health credit and the young child
credit. Several interaction rules that are described in more detail
in my written statement prevent a taxpayer from receiving full
benefit of the health insurance credit or the young child credit or
other tax provisions.

We propose that the interaction rules that are described in the
testimony be repealed. To offset the revenue losses due to this
repeal the basic EITC ﬁercentage would be reduced by 5/100 of a
percentage point and the phase out rates would be reduced by 4/
100 of a percentage point.

To offset the revenue losses due to repeal we are proposing a
very small reduction in the basic credit rates. I think we have com-
puted that for any single individual the maximum loss of credit
would be about $3.71 or something thereabouts. So by this fairly
minor change we think we can reduce the complexity of the cur-
rent credit computation a great deal.

Finally, let me raise the issue of pension simplification coverage
and portability. We're pleased that the committee is seriously con-
sidering simplification of the tax laws relating to pensions. The Ad-
ministration has concluded that improvements in pension coverage
and pension portability can be achieved as part of the tax simplifi-
cation effort. We developed proposals to simply the law governing
retirement plans, to expand pension coverage and to increase pen-
sion portability within the constraint of revenue neutrality.

In total, our proposals do not lose revenue as the estimates at-
tached to my written statement demonstrate. The proposals in spe-
cific are described,in some detail in the statement.

Let me move now to a brief comment on S. 1394, There is a very
lengthy appendix attached to my testimony that goes through the
bill provision by provision and presents the views of the Adminis-
tration. We generally support the bill, although some adjustments
will be required to achieve revenue neutrality before enactment.

The Office of Tax Analysis estimates that in its current form the
bill is nearly revenue neutral. It loses $89 million in fiscal year-
1992 and $47 million over the 5-year budget period.
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Certain of the proposals in S. 1394 will achieve significant simpli-
fication, but with significant revenue cost. In these instances we’ve
q?faliﬁed our support as being subject to an acceptable revenue
offset.

Let me say just a word about the Senate bill in the pension area.
We are encouraged by the similarities in the Administration’s pen-
sion proposal and the other proposals that are before the commit-
tee. These proposals all target the same basic areas where simplifi-
gationdis needed and areas where increased coverage should be in-

icated.

Our review indicates, however, that S. 1364 in its current form
would lose significant revenue over the 5-year budget period. The
Administration must oppose pension legislation that would lose

revenue,

In addition, as noted in detail in our written statement, we have
substantive policy concerns about certain provisions of the bill. We
believe, however, that simplification of the employee benefit provi-
sions of the Code can be achieved within the parameters of the
budget agreement.

Mr. Chairman, that in summary form concludes my written
statement and I would be pleased to answer any specific questions
that you may have at this time.

Senator BoreN. Let me ask a question the partnership provision.
Many oil and gas partnerships have said that qualified or simpli-
fied reporting will not be helpful to them if they have to give up
percentage depletion to get it. This is a comment that we are get-
t;lng. I am sure you have probably gotten similar feedback from
them.

What is Treasury’s position on modifying the large partnership
* reporting proposal to allow electing oil and gas partnerships to con-
tinue to use percentage depletion?

Mr. GipEON. Well, the problem that we have is more basic be-
cause the structure of the Internal Revenue Code is that percent-
age depletion is an item computed outside the partnership. I think
that we are willing to study proposals that these groups might
submit. But I think that they should recognize as well the general
approach here, which was to come up with simplified internal com-
putations so that the partnership itself could make the computa-
tion as opposed to the partners.

If they think they have a way to do that that would be accepta-
ble to them on a kind of rough justice basis I think we would be
pleased to talk to them and see if we can work something out.

Senator BoreN. Well, I am glad to hear that because I think that
is a major problem here and a stumbling block, because the trade
off would be a very difficult one if there were a loss of some of the
depletion that people are now able to get.

Mr. GipeoN. Well, frankly, that is one of the reasons oil and gas
partnerships were excluded from the proposal-——we did not want to
be in the position of proposing that they had to give up something.
On the other hand, if they think it is worth coming up with a sim-
plified computation method of their own and they would like to put
it in, I think it is clear that we would like to talk to them about

what that might be.
Senator BoreN. Right.
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One of the other concerns I have heard about the proposed sim-
plified reporting system for widely-held partnerships arises from
the fact that net capital losses would not throw through the part-
ners, but would be suspended at the partnership level until they
could be applied in future years against the capital gains. In effect,
individual partners would lose the benefit of the rules allowing the
use of the $3,000 on net capital losses to reduce ordinary income
each year. I understand this was done to keep from having to add
two boxes to the new 1099-K Form.

Mr. GipeoN. Well, maybe six boxes.

Senator BoreN. I don’t know.

But do you think it is a good idea to give up the $3,000 offset to
avoid another box or two on the form? Is there a way we can do
this without having to suspend the capital loss?

Mr. GipeoN. I think I would certainly be a lot more interested in
something that would let us get to an acceptable result without in-
creasing the number of reporting items, because reducing the
number of reporting items is frankly what a good part of this is
about and what makes simplified reporting possible for these kinds
of entities.

Having said that, again, if people have specific suggestions about
how those modifications might be achieved within the parameters
of the simplified proposal we would obviously be interested in hear-
ing from them.

enator BorREN. What about the, I mentioned in my opening re-
marks, the proposal that Senator Baucus and Senator Pryor and
Senator Daschle and myself and others on the committee have
made that tax laws, the regulations would not have a retroactive
effect, but a perspective effect only? What is the administration’s
view on a bill of this kind?

Mr. GipeoN. Well, I think that we would like to know a lot more
about the specifics of it. But reacting to the proposal generically I
think we would oppose a provision of that sort.

The reason has to do with what is the effective date of the law.
So often a regulation is simply stating the interpretative detail, if
you will, of a law that has been enacted by the Congress. Are we
really going to place ourselves in a position so that your action,
when you enact the law, is not effective until we take some further

implementing action down line?
I think in general that is not a good idea and I think you would

not want a stricture of that sort.

Having said that, I think, Mr. Chairman, those who are familiar
with my record in my job will recognize that I do not like retroac-
tivity very much and we struggle mightily to avoid it whenever
possible. But I think adopting an iron clad rule that under no cir-
cumstances ever would you have it, I think the committee would
discover would lead to some fairly serious problems of revenue ad-

ministration.
Senator BoREN. What about revisions of regulations in terms of

retroactive affect?
Mr. GipeoN. Well, I think that, again, that is a case that really

ought to be judged case-by-case. I again would point to our record—
you know, we've been very chary with the use of that authority. I

think that, to be fair, we heard people here, we heard people on the
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outside, and I think that you can expect to see us be circumspect
on that front in the future.

Senator BoreNn. Well, I certainly think you have tried to be sensi-
tive in that area and I commend you for it.

I would hope maybe that you might take a look. This is not the
subject of today’s hearing, but to look at the proposal we have
made because the complaint that I get so often is that people
cannot make-—we are always saying we must have long-range in-
vestment planning in this country and that we are not long-range
enough in our thinking.

I think one of those elements of uncertainty that always causes
people sometimes to hang back from major investment decisions is
the fear that later retroactively there will be some change in the
tax law or in the way the tax laws are being interpreted by regula-
tion that will change something that is profitable into something
that is not profitable; and, therefore, people hold back because of
this uncertainty.

So I think if there’s a way of doing it—I understand what you
are saying. There may be some circumstance when it becomes nec-
essary from the point of view of justice and fairness. But any retro-
activity in itself I think by definition has some harmful affect by
creating this uncertainty in our society.

So we would welcome any suggestions you might have as ways in
which we might address this, other than just on a case-by-case
basis. Maybe there are certain categories of regulations and certain
kinds of affects that simply should not be retroactive as opposed to
the whole category.

Mr. GipeoN. Well, as I say, we have attempted to exercise our
authority, hopefully wisely and certainly sparingly.

Senator BoreN. Thank you very much, Mr. Gideon. I believe that
is all the questions I have. There may be some additional.

Mr. GipeoN. Thank you, Mr. Chairman.

Senator BoreN. We will put your entire statement and the ap-
pendix in the record; and there may be some additional questions
that members may want to address to you in writing. We will hold
the hearing record open for that purpose.

We thank you very much for taking time to be with us today.

Mr. GipeoN. Thank you.

_ [The prepared statement of Mr. Gideon appears in the appendix.]

Senator BoreN. Our next witness is Commissioner Fred T. Gold-
berg, Commissioner of the Internal Revenue Service.

Commissioner, we welcome you to the hearings and we would
value any comments that you might make about the pending legis-

lation.

STATEMENT OF HON. FRED T. GOLDBERG, COMMISSIONER,
INTERNAL REVENUE SERVICE

Commissioner GoLDBERG. Thank you, Mr. Chairman. It is a
pleasure to be here today. I would like to begin by commending you
and your colleagues for taking on this difficult, but all important
issue.

I am convinced that the greatest challenge our tax system faces
during the 1990’s is to reduce the burden of complying with our tax
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laws. The administration and transaction costs our system imposes
on the American public are simply unacceptable. We are needlessly
consuming billions of hours and dollars of our citizens’ time and
money maintaining records, preparing forms, structuring their
transactions and financial affairs, and dealing with government
agencies. Time and money that would be far better spent on
family, friends, and productive ventures.

I am equally convinced that the burden and complexity of our
tax system are eroding voluntary compliance. I fear that the combi-
nation of laws, rules and IRS procedures are pushing taxpayers to
the point where it may become too difficult, too expensive and too
time consuming for taxpayers to comply. When they stop comply-
ing they stop paying their fair share.

There are many causes for the burden and complexity faced by
taxpayers. I want to emphasize from the outset that many of these
factors have nothing to do with the tax laws as such. We cannot
hide behind the veil of blame it on Title 26. The IRS must step for-
ward and accept responsibility for making the system work better
for the American public.

We have endless opportunities to simplify tax administration and
reduce the burden on taxpayers, opportunities that do not require
substantive tax law changes. We can and should L 2 held accounta~
ble for our efforts.

At the same time, while we must shoulder a great deal of respon-
sibility, it is clear that existing tax laws are a major cause of need-
less complexity and burden. In my view, a long-term legislative
effort to simply compliance is essential to preserving the health of
our system.

I believe you and your colleagues are taking a meaningful first
step down this road. I applaud your foresight and your leadership.

Now before turning to pending legislation I would like to offer a
number of general observations. They are based on my experience
as a private practitioner and as Chief Counsel, as well as my cur-
rent role as Commissioner.

First, the common wisdom is that simplification requires hard
choices among competing policy agendas. While simplifying the law
is difficult, it requires great care and tough decisions. The alleged
hard choices are often illusory.

Some suggest that the price of simplification is a reduction in
revenue, others fear that simplification will be used as a cover for
tax increases. While it is clear that simplification can lose or raise
revenue, it is equally clear that meaningful simplification can be
achieved in ways that are revenue neutral.

Others suggest that the price of simplification is uncertainty. To
the contrary, simplification is the one true prerequisite for certain-
ty. The 1980s were devoted to a well meaning effort to provide cer-
tainty through detailed laws and regulations. With the benefit of
hindsight, I am convinced that the quest was doomed to failure.
Each new rule spawns its own measure of uncertainty, unintended
consequences, and the need for special exceptions. We have gener-
ated thousands of pages of laws, regulations and rulings over the
past 10 years and we have created a system that is rife with uncer-

tainty.
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Finally, the suggestion is made that the price of simplification is
greater inequity. I submit, Mr. Chairman, that the complexity im-
posed by current laws is hardly fair or equitable. Providing equity
for this particular taxpayer or that particular taxpayer through a
special provision may appear fair from that taxpayer’s perspective,
but the net result is to impose inequity on all other taxpayers who
must understand and deal with that provision.

No matter how careful, well intentioned and skillful we may be,
our efforts do fine tune rules to deal with special circumstances are
sure to visit unintended inequities, costs and burdens on other tax-
payers.

Now there is a suggestion that simplification is a nice rally and
cry, but that there is no true constituency. I think the common
wisdom is wrong. I am convinced that there is overwhelming sup-
port for genuine and broad-based simplification. All we have to do
1s open our ears beyond the Beltway. It starts with 120,000 IRS em-
ployees who day in and day out see a system that is too difficult
and too complicated to meet the needs of the American taxpayer. It
moves on to tens of thousands of practitioners and millions of tax-
payers who are frustrated beyond measure by a system that has
lost touch with the real world. These interest groups are not repre-
sented by high-priced lobbyists, but we ignore them at our peril.
Their disenchantment threatens our tax system and threatens
public confidence in the institutions of our government. }

Now in approaching legislative and regulatory simplification ef-
forts I think there are four points to keep in mind. First, it is a
long-term endeavor. There is no silver bullet, no magic solution to
achieve our end. We have to be patient. We have to accept small
progress. If we are diligent and we persevere the impact in the ag-
gregate can be dramatic.

Second, we must embrace rough justice and beware of the pur-
ists. By background and training so many of us tend to chase the
theoretically complete answer. We want to resolve every question,
address every loophole, deal fairly with every special circumstance.
We are sure to fail and leave the American public with an unwork-
able and unadministerable system.

Third, we must always remember that a primary cause for com-
plexity is constant change—124 public laws since 1977, thousands
of Sections have been amended, the Code has doubled in size. Now
the law wili change over time and should. The point is not to resist
all change, the point is to recognize that the very fact of a law
change imposes a burden on taxpayers, an accumulative effect of
incessant ‘“micro modifications” can make that burden unbearable.

Finally, simplification is always on the agenda. We cannot have
a simplification agenda today and then get on to high issues of
policy tomorrow. Whenever laws or regulations are adopted or re-
vised we should always pose questions, such as: What are the costs
of implementation and compliance? Are there less burdensome and
more administrable ways to achieve our overall rbjectives? We
must pursue these matters with as much intensit;’ and as much
real concern as the more traditional policy issues relating to
impact on economic incentives, competitiveness and horizontal and

vertical equity.
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Now I would like to comment briefly on a number of specific leg-
islative proposals. But rather than focus on the abstract, technical
.concepts, the aggregate revenue issues of the legislation itself that
have been covered by Assistani Secretary Gideon and will be cov-
ered by other witnesses today, : would like to approach the issue
from a somewhat different pers;.:ciive.

What are we trying to accor:slish? What are the real world im-
plications of the issues we .1« wrestling with? I believe that when
we look at the number=, «wi:u we look at the potential impact, we
will find that the road you have started down will have a truly pro-
found impact on the American taxpayer.

I am not going to comment on everything. I am going to limit
myself to a few proposals. I would like to take a minute to mention
the administration’s proposal on the earned income tax credit. I
am absolutely convinced that by eliminating the interactions we
will dramatically improve the administration of the earned income
tax credit and make that system infinitely more workable for the
intended beneficiaries.

I would like to mention first some administrative provisions, two
in particular. One permits us to enter into joint cooperative agree-
ments on a reimbursable basis with the States. It does not sound
like very much, but it is terribly important, whether you are a low
income individual filing a State return and a Federal return or a
multi-national company dealing with the Federal Government and
all 50 States. The issue is the same—the burden that the govern-
ments of this country are placing on your shoulders. And by per-
mitting us to enter into joint agreements we are confident we can
reduce that burden.

To give you two examples: one, we could permit the joint elec-
tronic filing of individual tax returns. The taxpayer would file
once, and pay one fee; we would distribute the data to the States
and be done with it. Another is a national wage reporting system.
The requirement to report repeatedly to the Federal Government
and to State agencies on the most fundamental issue of wages is
driving businesses up the way. The notion that we can combine
that into a single national wage reporting system where the gov-
ernment provides a single form that is filed once with the informa-
tion then distributed among government agencies would dramati-
cally reduce the burden on taxpayers.

The second provision is to allow payment of taxes by credit cards.
Some of us were skeptical at the outset. But it is clear that the tax-
payers and practitioners of the country are convinced it is a good
idea. It is how we pay bills in this country and it is time the IRS
signed up. It is absolutely necessary to make electronic filing work
for balance due taxpayers. It is a very effective way to deal with
certain types of accounts on an installment basis.

Now I would like to turn to the payroll tax deposit rules and I
would like to commend you, and I would like to commend your col-
leagues in the House for taking on this issue.

I believe you have in front of you an outline of my testimony. On
page 4 it sets out some data. The payroll tax deposit system in this
country accounts for 80 percent of all revenues collected. Approxi-
mately 5.1 million employers which we hope is every employer in
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the country, deposited close to $850 billion through this system
during 1990.

Now the current deposit rules you have are: daily—accumulate
$100,000 or more; eighth-monthly—accumulate $3,000 but less than
$100,000; monthly—accumulate $500, but less than $3,000; a quar-
terly accumulation of up to $500, 5 percent safe harbor for under
deposits; make up of shortfall required within 15-45 days; all with
no advance warning.

Now what are the net results of all those rules? [Laughter.]

Commissioner GOLDBERG. More than 1.5 million employers are
assessed penalties every year, so close to a third of the employers
in this country are penalized every year. Now, of course, 21 percent
of those penalties are abated and 61.6 percent of those dollars are
subsequently abated. But when you are penalizing a third—

Senator BoreN. What did you say? Could you say that last a
little more slowly? One-third are assessed a penalty?

Commissioner GOLDBERG. Pardon me, sir.

Senator BoreN. You said one-third are assessed ‘he penalty. How
much was abated?

Commissioner GOLDBERG. One-third are assessed penalties and
about 20 percent of those penalties are subsequently abated based
on reasonable cause or mistakes in recordkeeping.

Senator BoreN. Right.

Commissioner GoLDBERG. That does not mean taxpayers are
doing wrong. That does not mean we are doing wrong. It means we
have a system that flat out does not work.

Payroll tax deposit cases account for more than $30 billion of our
$100 billion accounts receivable inventory. That means more than
$30 billion are owed on trust fund cases. $13 billion of that amount
is viewed as not collectible.

Now there are lots of reasons for the problems with this system,
but we are absolutely convinced that uncertainty and complexity
are primary causes. We have not found, despite our diligent efforts,
any business in this country that thinks in eighth-monthly incre-
ments. Monthly, weekly, but not eighth-monthly.

The accumulation rules require you to keep track effectively on a
daily basis your account in terms of your lability. You can move
among the four systems. You can move among quarterly, eighth
monthly, monthly, during any given quarter with no advance

notice.

" Now the proposal in S. 1610 would retain the daily regime for
$100,000 depositors, would provide a Tuesday/Friday after payroll
date for taxﬂayers with over $18,000 per quarter; and a monthly
system for the rest, with effectively a safe harbor on a quarterly
basis for small businesses. It would also provide a three month lead
time before moving to more accelerated requirements and a 1l-year
look back rule.

Senator BoreN. Let me ask you a question there.

Commissioner GOLDBERG. Yes, sir.

Senator BoreN. We have had comments from a number of small
business groups expressing their concern about H.R. 2775, concern
that as many as 40 percent of them, small businesses that now de-
posit monthly might have to make payroll deposits now every pay-

roll.
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Commissioner GOLDBERG. Mr. Chairman, let me comment on
that; and hopefully this is a reasonable view of the new IRS. The
original proposal reflected in the House bill was a recommendation
that we had helped put together on the theory that it achieved
other benefits.

After looking at the proposal in S. 1610, which would have the
affect of moving taxpayers from an eighth-monthly or to a monthly
system, we believe the approach set forth in the Senate bill is pref-
erable, and would urge you to pursue that route. And it is a matter
of listening.

We have no IRS stake in this. Our role is to find that system
that works best for the American taxpayer. I am convinced that if
we go down this road we will reduce the number of penalties as-
serted; we will reduce the cost to the business community. If you
can imagine a world where the Internal Revenue Service is notify-
ing taxpayers of the need to change systems before the fact, rather
than penalizing them after the fact; if you can imagine a world
where the Internal Revenue Service is contacting a taxpayer who
may be behind within days or weeks with an offer to help, rather
than getting to that taxpayer years later when they are so far in
the ditch they’ll never get out; it is a very different world; and it is
a world that, with this legislation and a commitment by us to
change the way we do business, we can achieve.

With respect to pension simplification, very briefly, along with
private s: “ngs and Social Security, the pension system is essential
to providing for the well-being of our senior citizens. You look at
demographics, you look at life expectancies, and it is clearly a ter-
ribly important issue.

Data on page 6 of my outline sets forth statistics provided from a
number of sources that paint a picture. Only 18 percent of small
employers maintain pension plans. Less than 25 percent of those
employed by small businesses are covered. While a higher percent-
age of large employers maintain pension plans only two-thirds of
employees employed by those large employers are covered.

Among the legislative proposals is a provision to provide a truly
simplified plan for companies that employ fewer than 100 employ-
ees. Under this provision, well over 95 percent of the employers in
this country can elect a truly simplified system if they choose to.
One that is on short forms; does not require the continued cost of
actuaries, accountants, lawyers and other experts; and permits
meaningful tax-deferred savings for all involved. It is not a pana-
cea, but it is a terribly important step in the right direction.

There is another side to the pension system and that is the pen-
sion recipient—the tens of millions of individuals in this country
who are or will be receiving pension benefits. Now the outline sum-
marizes some of the current rules. Only lump sums can be rolled
over and funds must be distributed to the beneficiary to achieve
that rollover. Lump sum distributions are eligible for 5 and 10-year
averaging. There is a $5,000 death benefit exclusion. The computa-
tion of the taxable portion of pension distributions requires ten
pages of text, 65 pages of actuarial tables and 2 worksheets. About
15 percent of the W-2Ps sent to pensioners provides no helpful in-
formation in computing taxable income.
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The net results of these distribution rules in our opinion are
clear. There are terrible transaction costs, enumerable traps for
the unwary, savings disincentives, administrative difficulties and
widespread over- or underpa{ment of taxes by senior citizens.

Now a number of proposals pending before the Congress suggest
the repeal of the five and ten year averaging options; repeal of the
$5,000 death benefit exclusion; simplified basis recovery; permit the
rollover of periodic distributions and direct plan-to-plan rollcver
distributions.

Some are going to say that repealing those options is unfair. And
repealing that death benefit is a little bit unfair. But I submit, Mr.
Chairman, that a system that the people of this country cannot un-
derstand, and under which they cannot figure out what their tax
liability is to save their lives, is what unfairness is all about.

When they have to take that money out and then go find an-
other bank to put it in instead of simply saying “roll it over”, when
they have to figure out if I get periodic distributions I just blew my
chances to keep on saving, that is what is unfair. And a proposal
that makes the hard choices of eliminating some options, of going
to a rough justice regime, will indeed eliminate the traps for the
unwary. It will indeed provide additional savings incentives. It will
repeal illusory options, replace uncertain and complex rules with
simple and administrative provisions, will enable employers to pro-
vide 4.5 million senior citizens with the information necessary to
determine their tax liability, and it will replace 65 pages of tables,
12 pages of worksheets, and taxing examples with one-third of one
page of instructions.

On page 8 of my outline, there is a brief outline of the household
employer reporting rules. Right now if you have a household em-
gioyee and you pay them more than $50 a quarter, which may well

that kid cutting your grass, you are required to file five Federal
forms, make five pa{ments that do not coincide with any other:
payment or tax obligation, and probably do a corresponding
amount of filing and paying with the States.

Well, the proposal is real simple: attach a schedule to your 1040
and adjust your withholding or estimated tax payments, and you
are done. That is meaningful simplification for hundreds of thou-
sands of taxpayers. And coupled with the legislation that would

rmit us to enter into joint agreements with States, we can com-

ine that reporting and payment mechanism so it is simplified or
eliminated at the State level as well. Those of us who are accus-
tomed to receiving bills from our States in the average amount of
$2.78 a quarter will appreciate that this is meaningful simplifica-
tion and meaningful savings to State governments.

The large partnership rules, you mentioned those, they are cov-
ered on the outline at page 9. I think the numbers are what are
most revealing. There are 1.65 million partnerships in the country
and about 18 million partners or investment units; 3,000 of those
1.6 million have 250 or more partners. Those 3,000 partnerships
have more than 9 million investors. So you are talking about a uni-
verse of 3,000 partnerships that involve more than 50 percent of
the individual- partnership investments in the United States.

The problem is that current law subjects those large partner-
ships to all of the same reporting and audit rules as small partner-
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ships. The result is staggering and unworkable complexity for part-
ners, for partnerships and a system that is essentially unadminis-
terable from our perspective.

The proposal would permit in effect the replacing of partnership
returns that can be 10, 20, 30 pages long with a nine-line form and
§ermit the adjustment of any issues between the Internal Revenue

ervice and the partnership at the partnership level. This is truly
meaningful simplification for the taxpayers of this country.

Then there is the foreign tax credit. It doesn’t sound like a big
deal. But the amount of investment in foreign funds by individuals
and the number of individuals investing in foreign funds has grown
dramatically over the past decade. Those individuals are subject to
the same foreign tax rules in effect as multi-national companies.
They have their Forms 1116. They have their 32-line forms. They
have their pages of instructions.

The proposal simply says, if you have less than $200 of foreign
tax credit, take it. Life is too short to worry about anything else.

Now that is a big deal. There is 640,000 folks claiming foreign
tax credits. This proposal would help out 175,000 of them, more
than a fourth of them. The proposal is limited to those who will
receive a report and who have only passive investments. If you ap-
plied that $200 floor to all individuals with foreign tax credits more
than 375,000 taxpayers would be freed of that obligation.

One other proposal I would like to mention involves the expand-
ed access to simplified income tax returns. We absolutely concur in
your judgment that we must expand access. We are committed to
pursuing that avenue as aggressively as we can. Starting in 1988,
strategic initiatives in terms of distributing proofs of tax forms to
the public before going final, to focus groups, and town meetings to
solicit public input, have resulted in change.

The Form ]040A now permits senior citizens to use that form in-

stead of the more complex 1040. At the recommendation of our citi-
zens, separate booklets are now available for Form 1040-EZ filers.
In the last filing season, 15 million taxpayers used 1040As, 13 mil-
lion used 1040-EZs. We are experimenting with other initiatives.
The 1040-EZ-1 we tested in the State of Texas last year and are
testing more broadly this year allows those with the simplest forms
to provide a minimum amount of information and we compute the
rest. '
We are working actively with a number of groups, including the
staff of the Senate Finance Committee, on a 1040 Form that would
be simplified for the large number of individuals whose itemized
deductions are limited to home mortgage interest deduction,
income taxes and charitable contributions.

We believe we are vigorously pursuing all of these efforts and do
not believe that we need the statutory prod to continue. We urge
you to pursue vigorous oversight to be sure we are living up to the
promise of form simplification and maintain the close working rela-
tionships with your staffs.

One quick comment on effective dates. All of these changes have
to operate in the real world. I would urge you to be sensitive as I
think you were last year, to the time that is required to implement
whatever happens in terms of the printing of forms and instruc-
tions, to States that need to come into conformity, and to software
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houses that need to redesign their computer programs. And to the
extent you feel that some of these changes need to be implemented
for the 1992 filing season, particularly the earned income tax credit
chan%e, those changes really need to occur by the end of the
month.

That concludes my testimony. Again, I want to congratulate you
on the road you are going down and the effort you are making.

Thank you very much.

Senator BoreN. Thank you very much, Commissioner. We appre-
ciate your testimony. We will put your full statement into the

record.
[The prepared statement of Commissioner Goldberg appears in

the appendix.]

Senator BoreN. I appreciate also your comments in regard to
payroll tax deposits that you made earlier. Because I think the last
thing we want to do is push more people into this eight times per
month reporting period.

Let me just ask one brief question, and then I want to turn to
Chairman Bentsen. The bill, as you know, provides that under Sub-
chapter S, which I do not believe we have touched upon yet, that
the Subchapter S corporation is deemed to have a single class of
stock if it confers identical voting distribution liquidation rights on
its shareholders.

In other words, nonconforming distributions would not create an-
other class of stock if shareholders had the right to eventually have
the distribution made pro rata.

One of the earlier regulations that were issued last fall which in-
terpreted the single class of stock requirement in a very strict way
would have found more than one class of stock if there had been a
nonconforming distribution in the 3-month period.

Now I know those regulations are being reworked and have been
reworked. On August 8 we issued new proposed regulations which
would abandon this approach to some degree, but would continue
to leave room for the IRS to find certain arrangements might
create different voting liquidation and distribution rights.

I wonder if you have had a chance to look at the language of the
proposed statute here as compared with your latest action on regu-
lations. Do you find it in any way in conflict or do you interpret
them as being consistent with each other?

Commissioner GoOLDBERG. I believe they are consistent, Mr.
Chairman. I have learned that I must follow a certain script since I
am the Commissioner not the Assistant Secretary. But I note here
that Mr. Gideon supports your legislation and, therefore, I conclude
that they are compatible. [Laughter.]

Senator BoreN. Your logic is overwhelming. [Laughter.]

Senator BoreN. Well, Commissioner, I thank you for the com-
ments you have made, the enthusiasm that you are bringing to the
task and your obvious personal commitment to the cause of simpli-
fication.

I am going to turn now to the Chairman of the full Committee
who has joined us, and of course is the principal author of this leg-
islation and your comments of commendation to the Committee
and to the leadership of the Committee apply most directly to him
for his efforts. This has been a cause of his for a long time to try to
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simplify the Tax Code and bring relief not only to average taxpay-
ers, but especially to average taxpayers, but to others in order to
encourage investment in this country and orderly transaction of
our business.

I would turn to Chairman Bentsen for any comments that he
might like to make or any questions that he might like to ask.

OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SENATOR
FROM TEXAS, CHAIRMAN, SENATE FINANCE COMMITTEE

The CHAIRMAN. Thank you very much, Mr. Chairman.

Let me say to you, Commissioner, I have been really impressed
and delighted with the way you have moved on simplification on
regulations. I am very appreciative of that.

I think the need for simpler tax laws is self-evident. If they get
overly complicated it leads to disrespect for the law and, frankly,
we do not collect as much reserve.

The tax simplification proposals that you have seen in our legis-
lation, were introduced by myself and Senator Packwood. It was bi-
partisan. On the House side the tax simplification proposals were
introduced by Chairman Rostenkowski and Mr. Archer. Then we,
along with other staffs, worked with Treasury and with the IRS.
We are appreciative of their cooperation and support.

During these negotiations, however, I put these ground rules on
the staffs. They could not be making poiicy and changing policy.
They had to be budget neutral. But in spite of those limitations I
think you have seen some significant things proposed and I am
v}?ry pleased to hear the comments that you have made concerning
them.

I would also like to hear about any more simplification proposals
you think we can consider to get rid of some of the confusion and
some of the conflicts. Anything you can do in that regard would be
most helpful to us.

I must say, Commissioner, I helped write these tax laws and I
would not dare try to make out my own income tax return. I would
like to be able to achieve that at some point in the future. But I am
also pleased with the expanded access provision on simplified
income tax returns. And trying to do that and hearing your agree-
ment with it, it is essential to us that we continue to have the coop-
eration of your staff in that regard or we cannot accomplish what
has to be done in the way of further changes of the law.

So we are very pleased to have your contributions and your com-
ments. Please tell us additional simplifications we can make, apart
from the constraints of policy and neutrality. If your suggestions
cost us money we will try to figure out how to pay for them.

Commissioner GOLDBERG. Mr. Chairman, I think we can do so
much more than we recognize without costing any revenue. I ap-
preciate your comments.

I think that you personally have led a lot of us down the road we
need to go. This may be inappropriate, but I would like to take a
minute to say some thanks to Sam and Van, your staff, because I
think we can go as far as we want to go if we have the commit-

ment to do it.
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If making life work better for the American people is something
we always think about, and we understand that most of them out
there do not have lawyers and accountants and professionals and
that it has to work in the real world or it isn’t worth doing, if we
apply that notion and we think about that question every day,
there is no end to the progress we can make.

I think that, as I said before, there is so much we as an agency
can and should do without changing the law. It is real easy to
blame the Congress, just like it is real easy to blame the IRS. We
can fix it. And we have to be pushed by you and your colleagues
through the oversight process to make us pay attention to what
matters to the American people.

In terms of specific legislative suggestions, I think that if you
look at the combination of proposals, if you can meaningfully fix
the payroll tax deposit system, including that for household em-
ployers; if you can meaningfully fix problems for large partner-
ships; if you can meaningfully simplify the pension rules for small
employers and for 30 million pension recipients; and if you can do
the other more targeted fixes that you are talking about doing, I
believe you will have accomplished far more in one legislative
effort than any of us dreamed possible.

It does not mean it is over, but I think it is a remarkable start. I,
again, express my respect for what you are doing.

The CHAIRMAN. Thank you very much.

Thank you, Mr. Chairman.

Senator BoreN. Thank you very much, Senator Bentsen.

Senator Baucus?

Senator Baucus. Thank you, Mr. Chairman.

C}c{)mmissioner, I apologize. I was not here when you earlier
spoke.

As I understand it, I think you made some reference to the pay-
roll tax deposit provisions in the bill I have introduced; and as I
furt‘};er understand it you referred to them favorably. Is that cor-
rect?

Commissioner GOLDBERG. Yes. I referred to it before as S. 1610. I
believe it is also known as the Baucus bill. [Laughter.]

But, yes, that is correct, Senator.

Senator BAaucus. You are a quick learner, Mr. Commissioner.
[Laughter.]

Commissioner GOLDBERG. Believe me.

As I said, the IRS should not have any stake in this. We want a
system that works best for the employers of the country. Our ini-
tial judgment was that the certainty we were providing and giving
more taxpayers the opportunity to go on a quarterly system was
going to be a better way to go. Having listened to taxpayers, having
looked at the legislation proposed, it is now clear to us that permit-
ting taxpayers to move to a monthly system, which is what S. 1610
does, is on balance a better way to proceed and that is the way we
would urge you to go.

Senator Baucus. Do you think there is a way to work with the
safe harbor provisions to not only protect the integrity of the
system, but also find a revenue neutral way of resolving?

Commissioner GOLDBERG. As Assistant Secretary Gideon testified,
it is clear that we can find appropriate thresholds that will move
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some number of taxpayers to a monthly system, and can achieve
the other structural changes that are so important in terms of cer-
tainty, such as look back rules instead of ‘“gottcha rules.” I am con-
fident that we can get to a place that will be of great benefit to the
small business community.

Senator Baucus. I appreciate that. As you well know, small busi-
nessmen just hate the present provisions; and I know the Service is
not enamored with them either.

Commissioner GOLDBERG. I think we share the loathing. Yes.

Senator Baucus. I hope we can find a solution. Because we are
doing a lot of people in this country a great service if we can.

Commissioner GOLDBERG. I agree.

Senator Baucus. Thank you.
Senator BoreN. Thank you very much, Commissioner. And

again, thank you for the attitude that you are bringing to the job
and the task. It is something that is widely appreciated on this
committee.

Commissioner GoLpBERG. Thank you for your support.

Senator BoreN. Thank you very much.

Our next witnesses consist of a panel. We will now particularly !
focus our attention on the issue of partnership taxation as covered
in this legislation.

John J. Flavio, Jr., executive vice president and chief financial
officer, TENERA, Berkeley, CA, on behalf of the Coalition of Pub-
licly Traded Partnerships; Mr. William Morris, Rogers & Wells, on
behalf of Investment Program Association, Washington, DC; Ms.
Denise Bode, president, Independent Petroleum Association of
America; Mr. Sean Brennan, director of taxes, Mesa Limited Part-
nership; and Mr. James Aughinbaugh, general tax manager of
Oryx Energy Company of Dallas.

We welcome all of you to this hearing and we will be interested
to hear your comments on the simplification provisions in regard
to the information that must be provided and then given by those
investing with limited partnerships, particularly also your assess-
ment of whether or not the provision as now written would require
the loss of the partnership of some of the present depletion allow-
ances and deductions.

I think what we will do is just go right down the line here and
begin with Mr. Flavio. Because of the size of the panel, I would ap-
preciate it if we could hold our comments. If you could summarize
your comments certainly to not more than 5 minutes, preferrably
to less than that, perhaps to 3 minutes, because I think we can
profit most from having an interchange and having you hit the
high points.

We will receive the full testimony of each of you and place your
full statements into the record.

Mr. Flavio?
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STATEMENT OF JOHN J. FLAVIO, JR., EXECUTIVE VICE PRESI-
DENT AND CHIEF FINANCIAL OFFICER, TENERA, L.P., BERKE-
LEY, CA, ON BEHALF OF THE COALITION OF PUBLICLY

TRADED PARTNERSHIPS

Mr. Fravio. Good afternoon, Mr. Chairman, and members of the
Subcommittee. My name is John Flavio and I am the executive
vice president and chief financial officer of TENERA, L.P., a pub-
licly traded partnership providing engineering and management
services to electric utilities and industrial clients.

I am testifying today as the Chairman of the Board of the Coali-
tion of Publicly Traded Partnerships, a trade association represent-
ing publicly traded partnerships or PTPs. The Coalition strongly
supports the efforts of this committee to simplify reporting for
large partnerships, eliminating what has been one of their greatest
problems in raising capital, the fear and loathing of the K-1 form
on the part of investors.

This has been a particular problem for PTPs as we attract small
investors who are less sophisticated than those investing in non-
traded partnerships and who are thus more deterred by complex-
ity.
The Coalition endorses S. 1894 overall. But there are some areas
that we believe need improvement or clarification. In addition, the
Coalition believes that the bill should address two areas of the Tax
Code that add unnecessary complexity by establishing different and
" inconsistent rules for PTPs.

Let me begin with those two provisions. They are the separate
passive loss rule of Section 469(k), which states that passive income
from a PTP can only be offset against passive loss from the same
PTP and vice versa, and the special UBIT rule in Section 512(cX2)
which states that tax exempt partner share of PTP income will be
treated as unrelated business income without the 512(b) exceptions
allowed other partnerships for income such as interest, dividends
and rents.

The Coalition was disappointed to find that the bill continues
these provisions without change. By treating PTPs differently from
other partnerships these provisions add unnecessary complexity to
the law. They discriminate not only against publicly traded part-
nerships, as opposed to non-traded partnerships, but also against
small investors, the very taxpayers this bill is trying to help, as op-
posed to wealthier investors.

PTPs attract small investors to a greater extent than non-traded
partnerships because the cost of the PTP units is lower than that
of interests in other partnerships and the liquidity of the units pro-
vides a ready means of retrieving their capital if necessary.

As explained further in my written statement, there is no policy
reason to justify this complexity and discrimination. The way a
partner’s share of PTP income is treated under these two rules is
not only diecriminatory but it is inconsistent.

Section 469(k) treats the PTP investor like a limited partner by
making him go through the passive loss regime; and if the calcula-
tions result in a net loss, suspending that loss. If the result is net
income, however, it then turns around and treats it as portfolio
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income, as if it were a corporate dividend. Is it any wonder that
PTP investors are confused?

Then in Section 512(c)(2) the Code does another turnabout and
says to tax exempt investors that the income is not portfolio
income after all. It is trade or business income from a partnership
and must be taxed as unrelated business income. There will, how-
ever, be no look through to the source of the income at the partner-
ship level to see if qualifies for an exception, as is done with other
partnerships.

There is no consistent theory unifying these methods of taxing
PTP income. Legislation that retains this sort of irrationality
cannot truly be termed simplification.

There are two ways that Congress could resolve the problems
posed by these provisions and bring consistency to the treatment of
PTP income. The first would be to treat PTPs the same as other
large partnerships by repealing Sections 469(k) and 512(cX2).

A strong argument can be made that once a PTP earns partner-
ship classification by meeting the income requirements of Section
7704 it should then be treated as a partnership for all purposes of
the Code, rather than have corporate-like treatment in some areas
and partnership treatment in other areas.

Alternatively, Congress could separate PTPs out from other part-
nerships on a congistent basis by treating the partner’s distributive
share of net ordinary income as dividend income for both purposes.
Under this alternative the PTP would net the income and loss
items included under paragraphs one and two of the new Section
T72(a), passive income and loss, and portfolio income and loss, but
not capital gain, and report the result to its partners.

If the result were a net loss, it would be suspended as it is now.
If net income resulted, it would be treated by the partner as divi-
dend income for passive loss and UBIT purposes. Distributions
would continue to be treated as tax deferred return of capital. The
result would be major simplification for PTP investors who would
no longer have to wade through the Form 8582 and its attendant
instructions and worksheets.

Tax exempt investors, including individuals investing through
IRAs, which are the bulk of tax exempt investments in PTPs,
would no longer need to be concerned about exceeding the $1,000
income threshold and filing the Form 990.

I would like to move on to the due date of furnishing informa-
tion. The due date for providing K-1s or whatever the new name
will be to partners is an item of great concern. Section 107 of the
bill requires large partnerships operating on a calendar year, as
most PTPs do, to provide information returns to the partners by
March 15 rather than the April 15 deadline.

No provision is made for late filing. This is a serious oversight
and we urge you to correct it.

The Coalition sympathizes with the drafter’'s desire to provide
partners with information well before they have to file their own
returns. We make every effort to do this. After all, our investors
can sell their units if they do not like the way we treat them.

I guess I am out of time. Thank you very much.

Senator BoreN. The bell seems louder than before the recess.

[Laughter.]
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[The prepared statement of Mr. Flavio appears in the appendix.]
Senator BoreN. Mr. Morris?

STATEMENT OF WILLIAM MORRIS, ROGERS & WELLS, ON
BEHALF OF INVESTMENT PROGRAMS ASSOCIATION, WASHING-

TON, DC

Mr. Morris. Thank you, Mr. Chairman. My name is William
Morris. I am with the law firm of Rogers & Wells. I appear here
today in my capacity as general counsel to the Investment Pro-
gram Association.

On behalf of the IPA, I would like to publicly commend Chair-
man Bentsen and Ranking Minority Member, Senator Packwood,
for their effort in initiating tax simplification legislation, along
with the Treasury and the Internal Revenue Service who have la-
bored long and hard on this issue. I especially want to thank you
and the other members of your Subcommittee for taking the time
to hold these hearings today. They are an extremely important
step in the legislative process.

I would like to pick up on the compelling statement made by
Commissioner Goldberg on behalf of tax simplification. While we
endorse the proposals that are incorporated in the bill, we think
that there is one very important additional simplification item that
needs to be added.

I believe you have before you a series of forms that indicate the
modifications and additional simplification that we would hope to
achieve. For investors who receive $1,000 or less from a particular

artnership, we propose that they be able to list that income on
hedule B just as they now list interest and dividends.

This woufd simplify their burden enormously. They would not
have to fill out a series of complicated schedules and attachments
they must now include with their tax return.

We also suggest that the capital gains and losses which each of
the investors may have from these partnerships be reported on
Schedule D. Credits of $300 or less could simply be shown, as we've
indicated, on the line for credits on the Form 1040, which on this
year’s form was line 44 under ‘“general credits.”

We suggest that losses of less than $1,000 be permitted to be sus-
pended at the partnership level, so that individual investors would
not have to go through the horrendous calculations that have to be
made in completing Form 8582, which you will see is the last form
attached to the package.

We also propose that the definition of Jarge partnership be set at
500 partners, as opposed to 250 partners; 500 partners is the level
generally used for securities purposes in establishing what is a
large publicly-offered partnership.

The Commissioner indicated that approximately 3,000 partner-
ships with over 9 million individual partners would be covered
under the proposal at the 250 partner level. We believe that at the
500 partner level, there would be about 2,500 partnerships and over
8 million individual partners covered, thereby still achieving signif-
icant simplification for many, many people; and hopefully eliminat-
ing some of the complexities and concerns that have been ex-
pressed by partnerships in that 250 to 500 partner range.
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We would also like to point out, one of the changes proposed in
S. 1394 is that tax exempt interest would lose its character unless a
partnership had more than 50 percent of its assets invested in tax
exempt obligations.

We think there is really no sound policy reason for pursuing that
approach. We think tax exempt interest should retain its character
as tax exempt interest. An example of a problem arises in the case
of a low income housing partnership that is required to maintain
reserves to ensure the maintenance of the property. In that case an
effort is made to invest those funds in tax exempt bonds because
the investors in those transactions clearly are not expecting to re-
ceive taxable income. We think there really is no policy reason not
to permit the flow through of tax exempt interest.

The next point that was just mcntioned by Mr. Flavio is the
issue of the due date for furnishing the 1099-K, or as we would
prefer to call it the K-99, so that it is not confused with 1099’s. A
problem arises for us in connection with a partnership that holds
interests in a series of other partnerships. For example, we have
seen at least one partnership holding interests in 80 operating
partnerships.

In order to make it possible for that partnership to provide
timely distribution of information it has to have some grace period
after the initial due date for the furnishing of information from the
first partnership. We think that a 10 or 15 day grace period would
help ensure timely distribution of accurate information.

Senator BoreN. Let me ask this question. Others of you might
want to address this. It has already been raised by our first wit-
ness, this whole question of the reporting date. Because I under-
stand really you're usually giving investment information earlier,
around this time anyway.

If we were to go a}\ead and change it to March 15, but allow
some grace period, and'also some reasonable provision in regard to
penalties for incorrect filing so that we stay at reasonable levels,
would that ease your feelings about changing that date somewhat
to March 157

Mr. Morris. Yes. If we had some additional grace period within
which to furnish the information. It is in our interest to furnish
that information as early as possible.

Senator BoreN. Yes. Right.

Mr. Morris. Most of our investors would love to have it by Janu-
ary 31.

Senator BOREN. Sure.
Mr. Morris. If we could get it to them by January 31 we would.

Our problem is that where we have large partnerships that have
interests in other partnerships, we just cannot get that information
out even though we press those partnerships for timely informa-
tion and try to get it out as early as possible.

Senator BoreN. Maybe there is room here for some compromise
between the April 15 and March 15 by allowing some reasonable
grace period and also making sure that any provision on penalties
for incorrect filing, inadvertent errors, are reasonable and not

penal.
Mr. Mogris. That is extremely——
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Senator BoreN. Excuse me. I took part of your time by getting
into the questioning. So why don’t you go ahead and complete what
you wanted to say.

Mr. Morris. Thank you, Mr, Chairman.

I just have three other points I would like to mention very quick-
ly. One is we strongly support the concept of reporting both capital
gains and losses to partners on an annual basis.

Scenator BoreN. Right.

Mr. Morris. And not suspending capital losses at the partnership
level. We also think that there is a need for change with respect to
adjustments that are made for partners for deficiencies for prior
periods. We strongly support the notion of passing adjustments
through in the current year as a major simplification.

However, we would like to ensure that interest and penalties are
also flowed through to the limited partners because the limited
partners and not the partnership are the tax paying entities. To
create a regime under which the partnership is a tax paying entity
creates severe problems. A partnership is a conduit.

The other item that we are concerned about is the case of a sig-
nificant deficiency, of let’s say $5,000 or more for 1nd1v1dual limited
partners. We think that there needs to be a special provision cover-
ing a situation where partnership units have been transferred and
the owner of the partnership interest in the year to which the defi-
ciency relates may not be the owner of that interest in the year in
which the adjustment is made.

We think that where the adjustment is significant there has to
be some protection for that successor investor and that we should
be able to go back to the investor who held the interest during the
year to which the adjustment relates. Otherwise, it will require an
act of Congress to provide relief in some horror case; and we think
there is some flexibility needed.

And lastly, we think that partnerships for which a principal ac-
tivity is the buying and selling of commodities (not held as invento-
ry), options, futures or forwards with respect to commodities should
be treated in the same fashion as large partnerships holding oil
and gas assets which are permitted to be excluded from the large
partnership rules. We believe the treatment is appropriate for com-
modity pools, because of the unique way in which their assets are
marked to market.

Thank you very much, Mr. Chairman.

Senator BoreN. Thank you very much.

[The prepared statement of Mr. Morris appears in the appendix.]

Senator BoREN. Mr. Brennan?

STATEMENT OF SEAN BRENNAN, DIRECTOR OF TAXES, MESA
LIMITED PARTNERSHIP, IRVING, TX

Mr. BRENNAN. Chairman Boren, and members of the Subcommit-
tee on Taxation, my name is Sean Brennan. I am the director of
taxes for MESA Limited Partnership of Dallas, TX.

By way of background, MESA is an independent producer of do-
mestic oil and gas. We converted to a publicly-traded partnership
in 1985. Upon conversion we recognized $250 million in taxable

income.
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Currently, MESA is one of the largest partnerships in the United
States, with in excess of 125,000 partners. ]

My remarks this afternoon focus primarily on an amendment
that MESA would like to see incorporated into the simplification
bill. This amendment would provide an election for large partner-
ships to report unrelated business income “UBI” and pay unrelated
business income tax on behalf of their tax exempt partners. We be-
lieve that this amendment would simplify and enhance compliance
and is in accordance with the criteria that we understand was used
when this legislation was drafted.

Under the current law, UBI reporting is troublesome for all in-
volved. IRAs and other custodial tax exempt accounts often invest
in widely-held partnerships. For example, MESA has approximate-
ly 24,000 tax exempt investors. Of that 24,000 in excess of 20,000
are IRAs and other custodial accounts.

Although generally unknown by these small tax exempt inves-
tors, investments in widely-held partnerships create unrelated busi-
ness income. Any investment which generates $1,000 of gross UBI
income, irrespective of whether or not there is net taxable UBI
income, requires that these accounts file an annual tax return,
Form 990-T with the IRS. In addition, to make that filing, these ac-
counts are required to apply for and receive an employer identifica-
tion number from the IRS, which otherwise is generally not needed
for these accounts.

On top of the complexities faced by IRA’s, the current UBTI
rules provide a significant disincentive for investment in PTPs by
large institutional tax exempt entities.

MESA'’s proposed amendment would provide a widely-held part-
nership, as defined under the bill, an election to file a single com-
posite UBI return on behalf of its tax exempt partners. Although
we are working with the tax writing staff on the details, our gener-
al suggestions are as follows:

The election would be made on an annual basis at the time the
partnership’s tax return is filed. The UBI attributable to the tax
- exempt partners would be calculated and included at the partner-
ship level in a single return.

The taxes would then be paid using a single rate, which would be
set so as to approximate the general effective tax rate under cur-
rent law. Since the partnership would be calculating and filing this
return, any adjustments to UBI, including additional tax, interest
and penalties would be payable by the partnership.

MESA believes that this proposal, if included, would create a sig-
nificant number of benefits to all the parties involved. First, IRAs
and other retirement accounts would no longer be subject to cur-
rent complicated administrative compliance requirements and spe-
cifically would no longer need to file an annual form.

Second, we believe the IRS would achieve a significant reduction
in the number of filings, as well as recognize enhanced compliance
with the current rules on top of a centralized audit system in
which to administer the current rules. In addition to the revenue
enhancement brought about by enhanced compliance, we believe
there would also be reduced IRS administrative costs.

Thirdly, the partnerships would generally benefit because signifi-
cant current barriers to institutional tax exempt investment would



25

be removed. We believe this ultimately would result in making ad-
ditional capital available to such critical industries as domestic real
estate and domestic energy.

Mr. Chairman, MESA and I thank you and the entire Subcom-
mittee for holding these hearings on Senate Bill 1394.

Senator BoRrEN. Let me ask you this one question. Under the cur-
rent law the tax exempt organization is allowed an annual $1,000
deduction against its unrelated business taxable income from all
sources.

I wonder how would you or any partnership know whether all
the partners would be entitled to take all or part of the $1,000 de-
duction in that they might have multiple investments in other
partnerships, other non-related business income? How would you
go about that problem?

Mr. BRENNAN. Mr. Chairman, I don’t believe the partnerships

really would be able to know. I would propose the use of some in-
termediate rate that reflects the current revenues being generated,
- or some other rate, lower than the maximum rate, which approxi-
mates the affect that multiple exemptions are available to the part-
ners.
This is something that in a similar situation MESA has done
with respect to non-resident partner reporting for various States.
We have a similar concept where we go in and file a single return
on behalf of our non-resident partners and pay a flat tax at an
agreed upon rate with the States.

Senator BoreN. So what would be the revenue offset of any possi-
ble loss from a multiple claim? That’s how you would do that?

Mr. BRENNAN. Well, right now we believe there is significant
non-compliance with the filing requirements altogether. To aggre-
gate and actually get the UBI being generated into a return and
taxed at virtually any rate we believe would enhance revenues.

Senator BoreN. Thank you very much.

i ['I]‘he prepared statement of Mr. Brennan appears in the appen-

ix.

Senator BoreN. Mr. Aughinbaugh?

STATEMENT OF JAMES R. AUGHINBAUGH, GENERAL TAX
MANAGER, ORYX ENERGY COMPANY, DALLAS, TX

Mr. AUGHINBAUGH. Mr. Chairman, thank you for the opportuni-
ty to appear before you today. My name is Jim Aughinbaugh and
I'm the general tax manager for Oryx Energy Co., which is the
managing general partner for Sun Energy Partners, limited part-
nership. Sun Energy is a large oil and gas partnership.

My testimony will address the large partnership audit proce-
dures and the matching provisions proposed in the Tax Simplifica-
tion Act of 1991.

Large partnership audit provisions: Oryx opposes these for three
reasons.

First, we believe that these provisions would be unfair to part-
ners. These provisions would transfer prior year’s tax liabilities to
current partners of the partnership, including partners who have
just joined the partnership. The current partners will be required
to pay the old tax liabilities directly out of their own pockets.
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Second, the proposed audit rules would decrease the marketabil-
ity of interest in large partnerships. A partnership interest could
carry with it a large but unknown tax liability. Potential investors
would not want to purchase these interests.

Third, the proposal would actually increase complexity. The pro-
posals create different audit procecf:lres for different partnerships
and for different partners. More rules and procedures mean great-
er complexity. This is not simplification.

We believe the current audit rules should be retained for all
partnerships. If additional change is necessary to facilitate admin-
istration of the tax laws by the IRS we suggest that consideration
be given to the possibility of eliminating partner participation in
large partnership audits so that any resolution of an issue at the
partnership level could automatically bind the partners. This
would allow the IRS to directly bill the persons who were partners
during the year subject to the adjustment.

Matching provisions: The Act includes two provisions that at-
tempt to facilitate matching of items reported on the tax return of
large partnerships with the items reported on the tax returns of its
partners.

These two provisions are the mandatory consistency requirement
and the magnetic media reporting requirement. Oryx opposes both
of these provisions because matching is not feasible in the case of
oil and gas partnerships and the proposals will require costly
systeim changes and administration without achieving the desired
results.

Mandatory consistency in filing: The Act would require a partner
of a large oil and gas partnership to file consistently with the part-
nership’'s return. Oil and gas par,?nerships are not subject to the
proposed simplified reporting rules'for large partnerships.

Therefore, they will continue to pass through as many as 30 or
40 items of income and expense to their separate parties. Many of\
these items will be treated differently at the partnership and the
partner level.

For example, a partnership’s tax return allocates intangible drill-
ing and development costs among the partners in accordance with
their sharing ratios. A partner that is an integrated oil company,
however, is permitted to deduct only 70 percent of the IDC passed
to him. The partnership’s tax return and the partner’s tax return
would not match in this case.

Other items that would be treated differently on the tax returns

of the oil and gas partnership and its partners include deprecia-
tion, passive income or loss subject to the passive activity rules,
and tax items calculated with reference to the tax basis of partner-
ship property when the partnership has made a Section 754 elec-
tion.
These examples illustrate ‘that a partner in many cases cannot
file consistently with the tax return of the partnership. Yet the
proposal requires a partner to do so or pay a penalty, even if to do
so would perpetuate a known error.

Currently law requires partners to file consistently with the
partnership’s tax return or notify the IRS of any inconsistency in
filing. We believe the current law should be retained in the case of
large oil and gas partnerships that are not subject to the simplified
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reporting rules. The notice of inconsistent treatment now required
is more than adequate to alert the IRS of any discrepancies.

Reporting on magnetic media: The Act authorizes the IRS to re-
quire all Jarge partnerships to file by magnetic media to permit the
IRS to match the tax returns of large partnerships with the tax
return of their partners. This provision, if adopted, would require
us to develop additional systems to allow us to report on magnetic
media. Developing and administering these systems would be
costly.

The only justification advanced by the IRS for this requirement
is the desire to facilitate matching. Yet as just discussed, matching
often is not possible in the case of oil and gas partnerships.

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

Senator BoreN. Thank you very much.

First let me say that we are appreciative to you and your staff
for working with the staff of the committee on many of the techni-
cal points that you have raised. I know we have been able to re-
solve some of them, and obviously not all of them from your testi-
mony. But your testimony will be very helpful to us as we go back
over some of these proposals in detail.

I would be curious to know your reaction to the proposal made
by Mr. Morris in his statement, that in terms of the liability,
you've talked about this problem in terms of the liability of part-
ners for previous years, those that have been partners only recent-
ly, let’s say. We might modify the current year’s partners maxi-
mum liability for some adjustment relating to prior tax years with
some sort of a cap on the amount of liability that would be
charged.

How do you respond to that suggestion?

Mr. AUGHINBAUGH. I think it is a step in the right direction.

Senator BorEN. But you would just like not to see any liability
whatever?

Mr. AuGHINBAUGH. I would like to see the original partner have
the liability.

Senator BoreN. Have the liability as opposed to those of the cur-
rent partners?

Mr. AUGHINBAUGH. Right.

Senator BoreN. Thank you very much. I appreciate your testimo-
ny.
Mr. AUGHINBAUGH. You are quite welcome.

Senator BoreN. We are pleased to welcome Denise Bode, Presi-
dent of the Independent Petroleum Association of America. I be-
lieve, is this your first appearance before the committee as the
President of the IPAA?

Ms. BobE. Yes, it is.
Senator BoREN. Is is a little hard for me to operate up here be-

cause she used to be back behind me here as a member of my staff
in the ancient past. But we welcome you and would value your

comments on behalf of IPAA.
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STATEMENT OF DENISE A. BODE, PRESIDENT, INDEPENDENT
PETROLEUM ASSOCIATION OF AMERICA, WASHINGTON, DC

Ms. Bope. Thank you very much. As I said, my name is Denise
Bode. I am president of the Independent Petroleum Association of
America. I welcome the opportunity to comment on behalf of our
National association which represents 5500 independent crude oil
and natural gas explorers and producers in 33 States with oil and
natural gas production.

The IPAA includes among its members a number of publicly-
traded master limited partnerships besides the significant number
of smaller partnerships in which our members maintain interests.

IPAA does support the concept of simplified reporting to the
extent that new requirements reduce the number of items required
to be separately reported to partners. Yet primarily because oil and
gas partnerships that elect the simplified reporting benefits under
the Act are subject to the loss of percentage depletion benefits, the
Act will significant reduce the attractiveness of oil and gas invest-
ments held in partnership form.

Minimum tax reform is also of paramount importance. Much of
the complexity that is prevalent in oil and gas partnerships has re-
sulted from the impact of the minimum tax laws. The oil and gas
industry is subject to numerous adjustments for purposes of the
minimum tax resulting from the treatment of drilling costs, per-
centage depletion and equipment depreciation.

The need to separately state these items would be eliminated for
the majority of investors if the different treatment of these items
was modified.

Domestic producers should be allowed to use their long estab-
lished, ordinary and necessary business deduction, such as drilling
costs, and the allowance for the depletion of the resource. We want
to be treated equally, just like any other small business.

At a time when investment in domestic petroleum resources in a
perilous decline due to problems with oil and natural gas price vol-
atility and a lack of capital, current tax law only serves to exacer-
bate the problem.

For instance, due to price volatility and the complexity of the
minimum tax, a potential investor may not know if he made a wise
decision to drill until almost a full year after the drilling date.
Given the risks an investor must undertake, he needs little addi-
tional aggravation in the form of punitive and regressive tax provi-
sions.

The IPAA feels that the Congress would best advance the goals
of tax simplification and wise energy policy by not penalizing these
legitimate business deductions under the minimum tax.

On simplified reporting and percentage depletion the simplifica-
tion bill provides that the simplified reporting requirements would
not apply to large oil and gas partnerships unless the partnership
makes an election to apply these requirements.

IPAA supports this elective treatment in view of the fact that
drilling costs and percentage depletion must often be separately
stated to comply with other provisions of the Internal Revenue
Code. However, a partnership electing the simplified reporting re-
quirements must forego the benefits of percentage depletion and
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can only deduct cost depletion. The loss of percentage depletion
benefits would severely reduce the attractiveness of oil and gas in-
vestments held in partnership form.

The IPAA recommends that there should be no limitations on
the allowance of percentage depletion deductions by large partner-
ships electing simplified reporting. In order to advance the goals of
simplified reporting, depletion could be computed at the partner-
ship level, except for those partners otherwise excluded from the
simplified provisions.

With regard to proposals affecting assessment of deficiencies
with respect to widely-held partnerships, the bill provides for a
number of changes in the audit procedures of widely-held partner-
ships apparently arising out of the recommendation in the Depart-
ment of Treasury study that audit procedures should be changed.

However, we question the need for changes in this area based on
the Treasury Department’s conclusion that a significant amount of
unreported partnership income exists from widely-held partner-
ships. The Treasury study is notable in that it offers no factual evi-
dence to back up this conclusion. However, the approach adopted
in the bill is a major policy change, would severely damage the
ability of partners to resell partnership interests and would impose
an unfair burden on portners by subjecting them to tax on income
they have never received.

The IPAA is opposed to the changes in the partnership audit pro-
cedures contained in the bill. If changes must be made, we recom-
mend that changes apply to publicly-traded partnerships only and
those partnerships that are not publicly-traded and were formed
for the purposes of conducting a single business venture must be
exempted from the new rules.

With regard to magnetic media filing and the advance of the due
date for furnishing information to partners, we have also furnished
written comments concerning the magnetic media filing require-
ment and the advance of the due date for furnishing information
returns to partners.

In brief, we recommend that only the oil and gas partnerships
that have elected the simplified reporting provisions should be sub-
ject to magnetic media reporting. In addition, we believe that more
flexibility should be provided to partnerships to extend the due
date for filing partnership returns and sending information returns
to partners if reasonable cause exists for a later filing.

We appreciate the opportunity to testify and I would be pleased
to answer any questions that you may have.

Senator BoreN. Thank you very much.

[The prepared statement of Ms. Bode appears in the appendix.)

Senator BoREN. Let me ask, would the rest of you concur with
what Ms. Bode has just said-in terms of the audit provisions as now
written or not, in terms of this problem of reliability?

Mr. Fravio. I would like to respond. I would say that we feel a
little bit differently about that, that we do not think it would put
partners at a significant dlsadvantage, just like a corporate securi-
ty owner who buys his security, who may have a tax problem down
the road. So we do not see that it would be at a disadvantage.

Senator BoreN. Do others of you want to comment?
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Mr. BRENNAN. | would like to comment in that with respect to
MESA it is a valid point, although an argument could be made
that a tax liability is no different than any other liability that a
partner would buy into currently.

Our biggest concerns right now with the audit and the adminis-
trative proposals is the fact that in terms of retaining current
policy, most of the significant limitations on utilizing current de-
ductions and, operating losses are retained under the proposal,
such as passive losses, basis limitations, at risk, et cetera.

However, when it comes to imposing interest and penalties, the
assumption is made that the deductions were utilized immediately

at a maximum rate.

Senator BorgN. Right.
Mr. BRENNAN. So our major concern is not so much the new

partner buying in as much as it is the mismatch that you are
paying interest on items of deductions——
enator BOREN. In terms of the assumption on the basis of penal-

ties.
Mr. BRENNAN [continuing]. That may not have been realized by

anyone.
enator BoreN. Would you all agree that is a problem?

Mr. Morris, did you want to add a comment on that?

Mr. Moreris. I guess our concern is that there is sort of a balanc-
ing of interest here. One of the difficulties that is faced currently is
going after thousands of limited partners for very small amounts of
additional tax; and under existing law you have to have a separate
procedure with respect to each individual.

Senator BOREN. Right.

Mr. Morris. So we felt that it really is a major step forward to
come up with some sort of a mechanism for making those adjust-
ments where there are small items.

Our concern is with a situation where an individual gets stuck
with a large deficiency that was never anticipated.

Senator BOREN. Right.
Mr. Morris. We think it is extremely rare that it would happen,

but we would hate to see a horror case occur where it would take
actually additional legislation to correct it.

Senator BoreN. That is the reason you want to see some sort of a
cap.
Mr. Morris. Right. We would like some sort of a protection in
there against a horror case.

Senator BoreN. Mr. Aughinbaugh, I gather you would agree with
what Ms. Bode said, go further than the cap from your previous
comments.

Mr. AUGHINBAUGH. Yes.
Senator BorReN. Ms. Bode, let me ask one last question on the po-

sition of the IPAA. If a way were found to allow for use of the sim-
plified procedures without the loss of percentage depletion, would

the IPAA then be in favor of the legislation?
Ms. Bope. Oh, definitely. In fact, that is what we have been

saying, is that we think that it can be fixed so that you can exclude
those partners who they are concerned about, who are, for exam-
ple, subject to the depletable quantity limitations.

Senator BoREN. Right.
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Ms. Bope. That you can exclude those folks and still allow those
people who are now appropriately able to use percentage depletion
to continue to use percentage depletion.

Senator BoreN. To continue to do so.

Ms. Bope. To continue to do so.
Senator BoreN. Well, I am very hopeful we can do that. Because

it would be a shame to deny and make it really uneconomic for
those who now get some benefit from percentage depletion, given
the economics of the oil and gas industry, strictly the independent
sector, to have to give up percentage depletion in order to have the
advantages of simplification.

I would turn to Senator Baucus. Any questions of this panel?

Senator Baucus. No questions, Mr. Chairman. Thank you.

Senator BorREN. Senator Moynihan has joined us.

Senator MoyNIHAN. No questions, Mr. Chairman.

Senator BoreN. Thank you very much.

Well, I thank the panel for being with us. There may be some
additional questions that we want to address to you and I assure
you we will put your full statements into the record as if presented
to us today.

Mr. Fravio. Thank you very much, Mr. Chairman.

Mr. BReENNAN. Thank you.

Senator BOREN. I apologize as I call up the next panel, Mr.
Robert Perlman, vice president, tax, customs and licensing, Intel
Corporation, Santa Clara, CA, on behalf of the Tax Executive Insti-
tute; Mr. Robert Mattson, Assistant Treasurer, IBM, on behalf of
National Association of Manufacturers; Mr. William Dakin, Senior
Tax Counsel, Mobil Corp., on behalf of the National Foreign Trade
Council; and Mr. Murray Scureman, Governmental Affairs of the
Amdahl Corp. on behalf of the Coalition on the PFIC Provisions.

Let me say that I apologize to the members of the panel. I have
to go now to chair another committee, another meeting, and let me
say also that I look forward to hearing the comments of our next
panel as well. Mr. Fred Corneel, Mr. Mike Roush, who I know has
worked with us on our proposal on retroactive regulations on
behalf of NFIB, Ellen Nissenbaum, and Lloyd Plaine on the estate
and gift tax provisions that are a long interest of mine.

But I want to assure you that I will read the testimony of each of
these two panels and I appreciate the fact that m% colleague, Sena-
tor Baucus, has agreed to help me because of these pressures of
schedules to complete the hearings.

We will proceed under the rule as we were just operating. And,
obviously, with so many to make comments, we would appreciate it
if you could summarize your testimony in 3 to 5 minutes, hitting
the high points in an informal way. We will put your full state-
ments into the record. Then that will enable us to focus on the

principal points that you wish to make.
"~ So we will begin with Mr. Perlman and I will turn the chair over

to my colleague, Senator Baucus.

Senator MoYNIHAN. Mr. Chairman, may I have a statement in
the record on the passive foreign investment company provisions
that Mr. Scureman will give testimony on?

Senator BorenN. Without objection, we will include your state-

ment in the record.
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Senator MoyNIHAN. Thank you.
[The prepared statement of Senator Moynihan appears in the ap-

pendix.]
Senator BorREN. Mr. Perlman.

STATEMENT OF ROBERT H. PERLMAN, VICE PRESIDENT, TAX,
CUSTOMS AND LICENSING, INTEL CORP., SANTA CLARA, CA, ON
BEHALF OF TAX EXECUTIVES INSTITUTE, INC.

Mr. PErLMAN. Thank you, Mr. Chairman. I am Bob Perlman,
vice president of tax, licensing and customs for Intel Corp. in Santa
Clara, CA. I am here today in my capacity as Senior Vice President
of the Tax Executives Institute.

TEI is a professional association of corporate tax specialists that
place special emphasis on the administrability of the tax law. Our
4,700 members do not interact with the tax laws as consultants or
advisors, but rather work in the tax departments of the 2,000 larg-
est companies in North America.

Our members deal with the Code’s complexity day-in-and day-out
and they are responsible for ensuring their company’s compliance
with the laws. They know first hand the hidden cost that complex-
ity imposes on international competitiveness. While U.S. companies
are becoming more efficient and productive their tax departments
are requesting additional resources to do such things as multiple
depreciation and inventory calculations and hundreds of separate
foreign tax credit basket computations. Senior management often
has a difficult time reconciling this need with other hard decisions
they are forced to make. TEI commends the Committee for recog-
nizing the need for simplicity. Wé believe the introduction of S.
1394 and the scheduling of these hearings are positive signs of Con-
gress’s commitment to simplification.

We recognize that the simplification process is an incremental
one, and that the bill cannot be all things to all people. Neverthe-
less, we would be less than candid if we did not express our disap-
pointment as to the overall scope and tenor of S. 1394.

TEI strongly urges the Committee to step back and view simplifi-
cation not only as an end unto itself, but as a necessary step to en-
suring the continued ability of U.S. companies to compete abroad.
It would be a mistake to consider issues strictly on revenue
grounds. It would also be a mistake to ignore problems caused by
the Tax Reform Act of 1986.

For example, S. 1394 does not address the overwhelming require-
ment of the 1986 Act that a separate foreign tax credit “basket” be
created for each so-called 10/50 company. There has, however, been
almost universal agreement, including that of the Treasury, that
something must be done to relieve taxpayers and the IRS of the
burden of dealing with potentially hundreds or thousands of sepa-
rate foreign tax credit calculations.

To side-step the problem, as the bill does, is to lose a golden op-
portunity for real simplification. Fortunately, S. 936—which was
introduced by Senator Baucus—would create a single basket for all
10/50 companies or at the taxpayer’s election a look-through rule
for such companies. We strongly support this provision.
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We also recommend that Congress deal forthrightly with the tre-
mendous unnecessary complexity spawned by the application of the
uniform capitalization rules to foreign corporations. Again, while S.
1394 ignores the problem, S. 936 would provide meaningful relief
from the administrative and compliance burdens placed on U.S.
companies operating abroad at minimal cost.

Mr. Chairman, there are two other foreign provisions I wish to
comment on. The first relates to the translation of foreign taxes.
The 1986 Act changes to this area were, quite frankly, unnecessary
and unworkable. As drafted, the bill would work no simplification
but would merely authorize the Treasury to issue regulations
which would provide at best modest relief.

TEI recommends that the Committee take up the issue directly
and provide a return to prior law or a statutory-year-of-accrual
rule. Such a rule is provided for in S. 936, and would make it possi-
ble for taxpayers to comply.with the law and for the IRS to audit
that compliance.

The other provision almost belies the title of the bill. The pro-
posed changes to the Code’s anti-deferral rules are anything but
simple. The passive foreign corporation or PFC proposal was
prompted by concern about the overlapping of three or four differ-
ent sets of rules, most notably the Subpart F and PFIC provisions.

The PFIC rules were originally intended to patch a perceived
hole in the Subpart F wall. Rather than acting as a repair, howev-
er, the PFIC rules have eclipsed Subpart F and established a more
onerous regime. The easiest, simplest way to address the problem
would be a single sentence in the PFIC rules: “These rules will not
apply to controlled foreign corporations subject to Subpart F.”

Regrettably, the bill does not take that approach—or the alterna-
tive approach of modifying or eliminating the assets or gross
income tests. Instead, this bill would create an entirely new struc-
ture layered on top of the existing provisions. The proposal is not
only complicated, but would further erode the Code’s time-honored
principal of deferring current tax on foreign earnings where no
abuse is involved.

We urge the Committee to carefully consider whether the PFC
rules can truly be squared with the goals of the simplification initi-
ative.

Mr. Chairman, I encourage the committee to seize the initiative
and to work expeditiously to effect real tax simplification in the
same vein as the Commissioner is taking the initiative on his part.

Enactment of a bill such as S. 936 will not only underscore Con-
gress’s commitment to the concept of simplification but will pay
dividends in terms of U.S. productivity and competitiveness far
beyond the five-year budget window).

I will- be happy to respond to your questions. Thank you.

Senator Baucus. Five minutes, bing. Wow! That timing is per-
fect. )

[The prepared statement of Mr. Perlman appears in the appen-
dix.]
Senator Baucus. Mr. Mattson?
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STATEMENT OF ROBERT N. MATTSON, ASSISTANT TREASURER,
IBM CORP., ARMONK, NY, ON BEHALF OF NATIONAL ASSOCIA-

. TION OF MANUFACTURERS

Mr. MATTsoN. My name is Bob Mattson. I am assistant treasurer
of the IBM Corp. responsible for the company’s worldwide tax oper-
ations. I appreciate the opportunity to be here today to present
NAM’s views on the pending legislation for simplifying the U.S.
Tax Code.

NAM commends Chairman Bentsen for his leadership in intro-
ducing a primary tax simplification bill, S. 1394. NAM also ap-
plauds S. 936 introduced by Senator Baucus which would substan-
tially simplify the rules governing international activity by U.S.
based companies without materially affecting their U.S. tax liabil-
ities. NAM urges the committee to include the provisions of S. 936
in the tax simplification bill.

The first goal of tax simplification should be to maintain the ex-
isting corporation tax rates. The U.S. corporate tax rate has result-
ed in substantial benefits to U.S. global companies. A major, reason
for this, and often overlooked, is that the benefit from a reduced
U.S. corporate tax rate is that it encouraged other countries to sig-
nificantly lower their tax rates.

The 1986 tax rate reduction, unquestionably the most positive
tax policy achievement of the last decade should under no circum-
stances be reversed.

A dramatic change in the 1986 Tax Reform Act was the layer
upon layer of complex rules that were directed at U.S. corpora-
tions’ activities outside the United States. Many of these provisions
did not raise revenue, but were enacted because of the fear that in
some way the lower U.S. rate operating in conjunction with the for-
eign tax credit had to be back stopped by a set of complex protec-
tive rules.

After examination of these rules, most experts agree that the
level of complexity is unwarranted. It is important to note that
similar costs are not borne in other countries by their taxpayers
and our competitors.

What was imposed on America’s global companies in the 1986
Tax Reform Act included nine multiple complex separate limita-
tion basket calculations of the foreign tax credit.

Furthermore, the “10/50” basket, which affects our joint ven-
tures that we have to deal with around the world, can result in
hundreds, if not thousands of separate limitation calculations, de-
pending on the form of joint venture operations abroad and it
interferes greatly with those operations.

It also requires complex allocations of numerous categories of do-
mestic expenses and burdensome translation of foreign taxes. The
member companies of NAM have experienced an increased burden
of the cost of data collection, an increase in the tax return prepara-
tion time, increased costs to deal with the dazzling maze of intri-
cate compliance steps in meeting the rules, and increased compli-
ance personnel requirements. -

I would like to refer to the chart on my left and I would visually
try to give you a picture of what is happening to show how much
complexity and burden there is. At first our company, as most
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multi-nationals and most global companies do, has to send a tax in-
struction package out to over 129 countries. Companies in those
countries and their personnel have to prepare all this information.
We have to try to explain to them the U.S. Tax Code so we can get

the information back.

This generates over—
Senator MoYNIHAN. That would mean companies overseas?

Mr. MarrsoN. Overseas. Personnel of companies overseas. Ger-
mans, French, Japanese, Ghanians, throughout the world.

This generates over 3,000 separate tax reports prepared by the

countries and sent back to the U.S. parent. There are 31 different
reports under the current tax law that a country entity has to pre-
pare.
Dividend analysis information is obtained from country entities,
with amounts remitted, dates of payment, exchange rates for cur-
rency translation, and withholding tax information. Each individ-
ual income tax payment by the foreign entity has to be converted
into U.S. dollars as of the tax payment date.

Tax reports received from the foreign entities must be examined,
cross checked—3,000 or more of these—and verified for accuracy.
These require time-consuming and extensive analyses. Data inputs
and calculations of earnings and profits adjustments are verified
prior to input, in our case we input it into a massive software pro-
gram which we acquire from Price Waterhouse, their international
tax management system, with numerous modules.

We have to develop in our company numerous Lotus software
models to calculate deemed foreign tax credits related to dividends
from each entity. Overall basket information is controlled by the
U.S. model, Lotus models, and then backed up by this Price Water-
house system. And this is a small fraction of the work that has to
be done.

This information has to be imputed into Form 1118’s, over 200
pages in our return. Hundreds of separate Form 5471’s, over 1,500
more pages have to be prepared. The company employs 25 tax pro-
fessionals, plus about 5 part-time college students, working over 8
months, often requiring overtime to accomplish the above tasks.

The Internal Revenue Service then comes in and spends 2 to 3
person years just skimming the surface of all of this work.

In conclusion, one of the most disturbing myths burdening Amer-
ican tax policy today is that tax simplification will result in lost
revenue. In many cases simplification will actually increase reve-
nue by reducing unnecessary costs of compliance.

This concludes my prepared statement and I would be glad to ad-
dress any questions.

Senator Baucus. Thank you, Mr. Mattson.

[’Iihe prepared statement of Mr. Mattson appears in the appen-
dix.
Senator Baucus. Mr. Dakin, you are next.

Mr. DakIN. Thank you.
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STATEMENT OF WILLIAM G. DAKIN, SENIOR TAX COUNSEL,
MOBIL CORPORATION, FAIRFAX, VA, ON BEHALF OF NATIONAL
FOREIGN TRADE COUNCIL, INC.

Mr. DAkIN. I am William Dakin. I am senior tax counsel to
Mobil Corp. and I am appearing on behalf of the National Foreign
Trade Council, which is a group of some 500 U.S. companies en-
gaged in international trade.

It is we who are the people who have to collect the data, keep
the records, and make the calculations required by the tax law.
Simplifying the foreign provisions of the Code is a high priority for
the NFTC and its member companies.

I would first like to give recognition to the professional staff for
the highly fine job that they have done in the technical prepara-
tion of this bill. It is clear that a lot of hours have been put in and
a lot of hard thought has been given.

Given the constraints of no revenue impact and no policy
changes, narrowly defined, it would be very difficult to come up
with substantial kinds of sxmphﬁcatlon

I am going to first discuss why it is that we feel that the propos-
als in S. 1394, while technically very well drafted, do not appear as
a practical matter to accomplish much simplification for many U.S.
multi-national taxpayers. One of the proposals would be quite help-
ful, another would be harmful.

Then I would like to discuss briefly S. 936, the Foreign Tax Sim-
plification Act of 1991, which we believe would reduce compliance
costs without much revenue impact. .

To simplify the written submission, the anti-deferral provisions
of the Code simply define when U.S. taxpayers are going to be
taxed on income that is earned by foreign corporations, either cur-
gentily as it is earned or later when it is distributed to them as divi-

ends.

Now what the bill does in this area is to try to simplify the over-
lapping provisions that now apply by essentially taking the rules
that apply to individual investors and applying them across the
board to all taxpayers, including very large foreign subsidiaries of
U.S. multi-nationals.

As Commissioner Goldberg pointed out in his testimony regard-
ing the foreign tax credit, it is not always readily apparent that
rules that are appropriate for small individual taxpayers are ap-
propriate for very, very large foreign corporations engaged in trade
or business.

We think that the drafters of Subtitle A deserve credit for doing
a good technical job of the task that they set for themselves and we
think that their proposals could well be helpful to individual inves-
tors and to closely-held businesses.

The reason that we do not think that they would be terribly
helpful to large publicly-traded U.S. multi-nationals is that many
of the rules that would be repealed or consolidated do not apply to
publicly traded companies and therefore since they already do not
apply repealing those rules does not appear to us to accomplish
much simplification for them.

We would all like to solve the PFIC problem. In our opinion, a
simpler way to do it, without adding new complexities and without
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adversely affecting competitiveness would be to exempt controlled
foreign corporations from the new PFIC rules because they are al-
ready adequately covered by the Subpart F rules.

An exemption for controlled foreign corporations would not solve
the problem for non-controlled foreign corporations, but it would be
a very constructive step. So we would recommend relying on Sub-
part F to tax the foreign subsidies of U.S. multi-nationals and use
the approach in the bill of combining the foreign personal holding
company rules and the PFIC rules to provide a simplified way of
taxing the non-business income of individuals.

We strongly support the proposal to extend Section 1248 of the
Code, which says that when you sell stock in a foreign corporation
the gain on that sale is treated as a dividend to the extent that it is
the equivalent of distributing that company’s retained earnings.
That is a helpful step which we strongly support.

We do not support the proposal to repeal Section 960(a)(8) of the
Code. That is a provision that if income has already been taxed to
a U.S. taxpayer under Subpart F, then when that income is subse-
quently distributed it is not taxed a second time; it is treated as a
distribution of previously taxed income. But if additional foreign
taxes have been paid on that income, the U.S. taxpayer is entitled
to claim them. We think that that is a sound provision and should
be retained. :

The National Foreign Trade Council, in common with many busi-
ness organizations, has submitted lots of recommendations on sim-
plification. Five of those generally supported ideas are incorporated
in S. 936 which-was introduced by Senator Baucus on April 25.

We commend S. 936 to the committee because it would provide
genuine simplification and workload reduction for U.S. companies
engaged in international trade. It addresses the compliance prob-
lems which U.S. companies actually face. The proposed solutions
seem to us to be practical. They enjoy very broad-based business
support and we would urge that they be incorporated in any sim-
plification bill which the Committee may report out.

Thank you very much for the opportunity to testify. I would be
happy to take questions later.

Senator Baucus. Thank you, Mr. Dakin.

[The prepared statement of Mr. Dakin appears in the appendix.]

Senator BAucus. Mr. Scureman?

STATEMENT OF MURRAY SCUREMAN, VICE PRESIDENT, GOVERN-
MENT AFFAIRS, AMDAHL CORP., SUNNYVALE, CA, ON BEHALF
OF THE COALITION ON THE PFIC PROVISIONS, ACCOMPANIED
BY THOMAS A. O'DONNELL, COUNSEL TO THE COALITION ON
THE PFIC PROVISIONS, BAKER & McKENZIE, WASHINGTON, DC

Mr. ScureMAN. Thank you, Mr. Chairman. My name is Murray
Scureman and I am vice president of government affairs for the
Amdahl Corp. I am here today representing a Coalition of 17 com-
panies to discuss the negative impact that we are all experiencing
as a result of the overbreadth of both the current and proposed

PFIC provisions.
Joining me here at the table is Tom O’Donnell, the counsel for

the Coalition.
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Amdahl is a $2.1 billion California-based high technology compa-
ny and was an entrepreneurial success story in the early 1970s
when our founder raised nearly $50 million to develop the indus-
try’s first large scale IBM compatible mainframe computer, ship-
ping that first machine to NASA in 1975.

In 1976 we had our first international sale and in 1978 we
opened a plant in Ireland to service the international business,
which by last year had grown to nearly 50 percent of our revenues.

Amdahl’s situation is typical of the PFIC problem. Although we
have been profitable from the beginning it was clear that the U.S.
market alone would not be sufficient to support both the operation-
al drains on investments and the cost of R&D investment necessary
to fund the development of future systems.

Aggressive expansion outside the U.S. then led to the building of
a plant within the EC in order to be competitive in that market-
place. Ireland was chosen as the plant site for a number of reasons,
obviously including favorable Irish tax treatment.

As an American high technology start-up company that was only
in its third year of profitable operation, building a plant in a high
tax country such as Germany was simply out of the question. The
economics of remaining competitive depended upon our ability to
generate substantial profits to be reinvested in our expansion
abroad.

The current PFIC provisions threaten these financial assump-
tions at a time when American companies are having their great-
est difficulty remaining competitive. With the advent of EC-92 we
could be facing even more competition from the Europeans and the
Japanese who are investing in the EC at a furious rate and are not
burdened by anything comparable to PFIC.

The distortion in this case is created by the “ASSET” test, which
states that a corporation is a PFIC if 50 percent or more of its
assets measured by value are passive. Much has already been said
about the mechanics of the ASSET test. Let me say here that we
strongly recommend that CFCs not be subject to the asset test as
proposed in the legislation introduced by Senators Moynihan and -
Packwood.

I would now like to share with you a few business examples
where the asset test forces companies in the Coalition to engage in
expensive and time-consuming activities to avoid accidental PFIC
status. ,

The first example is that compliance with PFIC demands that
each subsidiary in each foreign country conduct quarterly apprais-
als of the fair market value of all of their assets, including plant
equipment and all tangible assets supporting the operation.

If the results of that effort fall short of the 50 percent non-pas-
sive asset mark then expensive appraisals of the intangible assets
must be conducted evaluating such items as goodwill and technolo-
gy. In addition, this effort will undoubtedly result in lengthy and
costly disputes with the IRS because of the difficulty in agreeing on
the value of assets, particularly intangibles.

The second example is that companies must set up systems to
monitor asset status in advance of the quarter’s end, to ensure that
normal business activities, such as the receipt of accounts receiv-
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ables or the normal taking of deposits on orders, do not trigger
PFIC status.

The third example is a case where one of our Coalition members
decided against selling off an unprofitable division, for which he
had negotiated a fair price. The reason is that the sale would have
converted active assets into passive cash assets triggering PFIC
status, an ongoing situation he could not afford.

The last example is a case where another one of our members
lost business in Europe because the threat of PFIC prevented him
from establishing a financial subsidiary within the EC, whose
- assets would have been primarily passive.

I think the Subcommittee would agree that tax laws should not
restrict the options available to American businessmen trying to
compete in the international marketplace, particularly at a time in
history when the U.S. is having serious difficulty with foreign com-
petitors who do not face similar burdens.

We urge the Subcommittee to adopt S. 1654, the Moynihan/Pack-
wood proposal. Thank you. I would be pleased to answer any ques-
tions.

Senator Baucus. Thank you, Mr. Scureman.
d.[’Iihe prepared statement of Mr. Scureman appears in the appen-

ix.
Senator Baucus. I wonder if you could amplify a little bit on why
EC-92 might further complicate the American competitiveness, at
least from the point of view of the PFIC rules.

Mr. ScureMAN. Yes. One of the things that we are all looking at
is what kind of investments are going to be necessary, what do we
have to do to our plant in Ireland in 1992 to prepare for the addi-
tional competition that we are anticipating. The problem is that we
have been accumulating profits to be used for that purpose, rein-
vesting in our passive and active assets getting close to each other,
which will then, trigger PFIC status. If we become a PFIC, of
course, then there is substantial taxation that would be directed
away from EC-92.

Senator Baucus. But under American tax law currently, can
U.S. parent corporation, U.S. multi-national transfer certain pas-
sive assets quickly? Some accumulate passive assets, cash for exam-
ple, which may trigger PFIC with its adverse consequences. Is
there a way to get around that?

Mr. ScuremaN. Well, the problem you run into in our business,
we are speaking of in high technology now, is that it takes often
several years worth of profits from the Irish operation in order to
accumulate enough reserves to make possible a substantial invest-
ment in plant and equipment; or to open a leasing division, which
we are considering.

There are a number of different things you might want to do
with the cash. )

Mr. O'DoNNELL. Senator, if I may answer?

Senator Baucus. Sure.
Mr. O’DoNNELL. It is possible to avoid PFIC status through doing

some rather complicated restructuring. In particular, by taking a
company like the Irish company Amdahl has, dropping its operat-
ing assets into a second-tier subsidiary, which is a tax-free transac-
tion, and then leaving the so-called passive assets in an upper-tier
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company which is paying full tax under Subpart F, PFIC status
can be avoided for operational assets.

When the time comes to reinvest you can drop the cash back into
the operating company for reinvestment. The problem is that this
kind of restructuring includes complication and expense to comply
with foreign law. In the case of Ireland you have to set up a Ber-
muda company that operates as a branch in Ireland; you have to
issue all kinds of stock certificates. It is a very, very expensive
proposition to go through this little restructuring in order to avoid

the PFIC status.
This is the sort of compliance problem that we just do not think

makes any sense.

Senator BAucus. Mr. Perlman, do you want to add to that?

Mr. PERLMAN. Yes, Senator.

My company has a factory in Singapore that became a PFIC be-
cause it was saving its cash to increase capacity and do research in
future years.

Now if you look at the fact that we are competing with the Japa-
nese and other Far Eastern manufacturers, making the same prod-
uct right across the street from us; we are both in Singapore, we
are both in Malaysia, we are both in the Philippines. They get tax
sparing. We are not even asking for tax sparing; we are just asking
to leave us alone and do not take a factory and turn it into a pas-
sive company—which it is not—when it is accumulating its assets
for reinvestment.

So we are in effect at a double disadvantage with competitors
from other countries that have tax sparing arrangements.

Senator Baucus. I appreciate that. But help us who are champi-
oning these changes, if you could tell us now what some of the po-
tential abuses are that the earlier PFIC rules were designed to pre-
vent and why in your judgment we should not be concerned about
those potential abuses.

Mr. PerLMAN. I believe, Senator, that the original rationale for
PFIC was to close down offshore mutual funds that were structured
in such a way as to walk through the ownership requirements of
Subpart F so that true passive income would not be subject to Sub-
part F, and would end up in the big basket when it came home.

I do not recall any company rearing up and saying, please do not
close that loophole. That was one of these things that lasts until it
is found out and then it is dead. But in closing that loophole, in all
the active companies, such as factories and sales offices that
happen to have $200,000 in the bank, but lease their office space.
They become PFICs as well.

It was absolutely beyond the scope of the original intention of
;hedPFIC proposals, which was to close down offshore mutual

unds. .

Senator Baucus. Any other comments on that?

Mr. ScuremaAN. Yes. I would like to just add that from the very
beginning, all of our passive profits were fully taxed under Subpart
F because all of the members of our Coalition are controlled for-
ei%‘r; corporations.

hat has happened is that the PFIC provisions have now gone
way beyond passive income and now our active operations may be

endangered as well.
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Senator Baucus. Senator Moynihan, I know has a bill to help
remedy this and I think it is a good idea, frankly. Before I turn to
him, though, I have just a few seconds left.

I would like to ask your views, I guess, Mr. Perlman, you spoke
to this, on the 10/50 provisions. What is the rationale for the differ-
ent treatment between non-controlled corporations and the require-
ment that 10/50 companies have to set up these baskets and so
forth on the one hand and controlled that do not have to on the
other? What is the potential rationale for that difference?

Mr. PERLMAN. Senator, I would like to yield to Mr. Dakin who
has far more experience in that area than I.

Senator Baucus. Okay.

Mr. Dakin? :
Mr. DAkKIN. When an American business operates overseas

through a controlled foreign corporation, the fact that it has con-
trol over the foreign subsidiary generally enables it to get data and
information required to comply with the Internal Revenue Code.

But when a U.S. corporation has a minority position in a foreign
corporation it does not have control—the rationale for the 10/50
basket was that it may not have sufficient clout to get the kind of
data that it would be able to get if it controlled the foreign subsidi-
ary; and, therefore, they set up a separate basket, a separate limi-
tation on the foreign tax credit for each separate company in
which you owned less than 50 percent or which was not a con-
trolled foreign corporation because there were not other U.S. inves-
tors who owned enough to tip over the 50 percent mark.

In our experience, the kind of businesses that foreign companies
in which you own a minority stake do, are in no way different from
the kinds of business in which the companies that are controlled
foreign corporations are operating. There is no basis that we can
see for distinguishing between a dividend from a controlled corpo-
ration and a dividend from a non-controlled foreign corporation so
far as the quality of the income or the character of the income is
concerned.

If there were reasonable look through rules so that is]rou could put
that dividend in one of the appropriate remaining eight baskets we
would suggest that that ought to be close enough. If that kind of
position is not acceptable, if there has to be some sort of a separate
basket at all, then we would say, well, put them all just in one
basket, but not separate baskets—in the case of Mobil we have
some 275 of these. We have to calculate this for some 275 compa-
nies each year.

Senator Baucus. The essential point is that we expect the 10/50
companies, the quality and the character of the income is as good
as would be with a controlled foreign company.

Mr. Dakin. We own a 25 percent stock interest in a Japanese
corporation that operates a refinery in Japan. If we got a dividend
from that company we would put it in the general limitation
basket. We own a 50 percent interest in a shipping company in
Saudi Arabia. If we got a dividend from that company, we would
put it in the shipping basket. It is no different from the refinery
income or the shipping income or any other kind of income that
U.S. companies earn.

Mr. MartsoN. Could I comment, Senator?
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IBM until around 1985 only ran 100 percent owned foreign con-
trolled corporations. We did not want to get into joint ventures. We
find today that our survival is based on joint venture and alliances.
We are forming over 100 outside the United States every year. U.S.
tax laws, make these more punitive and more difficult to enter
into. The survival of American companies outside the United
States depends on getting technology that is being broadly based
outside from the Japanese, the Germans, and the Europeans. Even
as the Eastern Europe evolves we need joint venture and U.S. tax
law should not be more punitive. It should give us the flexibility to
operate.

These rules are more punitive and there are many areas in the
tax law that do not have the modernization of the way American
companies are operating in joint ventures. This whole area needs
to be looked at.

Senator Baucus. That is a very important point and I appreciate
that very much.

Senator Moynihan?

Senator MOYNIHAN. Yes.
Mr. Chairman, I would like to say that I need the help of my col-

leagues in this matter or I will spend even more time in purgator
than I have already got coming because this comes under the head-
ing of unanticipated consequences.

Back in 1986 by general agreement Senator Packwood—I was as-
signed the passive foreign investment company rules. That was de-
sigxied to improve my standing on Wall Street and it did. [Laugh-
ter.
Senator MoyNIHAN. But there were off-shore investment ar-
rangements which were allowing whole sectors of our citizenry to
hold mutual fund investments tax-free.

So we stopped that. And we ought to have done, and we did. But
we never intended to put factories into the mix with off-shore
mutual funds. And we certainly didn’t want to have to go through
the process that Mr. O’Donnell described of getting a blind pig in
the Cayman Islands and moving it up to Bermuda and slipping it
over and dropping it down. [Laughter.]

It is probably good for every one of the people at this table, but it
is not good for the economy. [Laughter.]

Senator MoyNiHAN. I think we have a very impressive set of
statements from Mr. Perlman, Mr. Dakin, Mr. Scureman about the
PFIC rules—Mr, Mattson you would not want to just join in with
solidarity from IBM?

Mr. MaTrsoN. Well, while we do not experience significant PFIC
issues you are absolutely right that an investment company and an
operating company-are two different animals. You put very restric-
tive rules on a manufacturing operation, a technology operation,
and a high service operation. We have a service ‘operation where
we had to retain certain pension funds in one of our major operat-
ing companies. We were very close to falling into a PFIC trap be-
cause of that. We had to devise some very unique activities to get
out of that and keep away from it.

This was our normal manufacturing and marketing activity in a
single country. So that the PFIC rules, as you said, were never in-
tended to hit controlled foreign corporations that are operating.
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And, in fact, all you have to do is have some operating capital wait-
ing to build a building or waiting to put it into research and devel-
opment and you are a PFIC and you are literally being injured in
competing outside the United States.

So operating companies, controlled foreign corporations, ought to
be clearly exempted from PFIC.

Senator MoyNIHAN. Or you give a big Christmas party and your
goodwill goes up and bang you go down and you are in PFICs.
[Laughter.]

I just think that is a sensible thing and we are dealing with
people who make things, which kind of helps, you know.

Sir, I have to be at a conference committee on the House side;
and so will excuse myself.

Thank you very much, gentlemen.

Mr. Marrson. Thank you, Senator.

Senator Baucus. Thank you very much, gentlemen.

One question back on PFICs. There are various ways to skin this
cat. One is change the assets test as suggested by Senator Moyni-
han. And I introduced a bill, as you all know, to change the 75 per-
cent gross income to gross receipts. There are other suggestions. I
am just curious as to balancing everything out here which proposal
or combination do you think makes the most sense here.

Mr. PerLMAN. If I might start, Senator. First, I would like to

commend both you and Senator Moynihan for introducing bills not
only in the PFIC area, but in many areas, that address the real
problems that are getting under the skin of American industry
today. I think I speak for the whole panel when I commend you for
that.
The PFIC problem, at least in my experience, has become more
of an issue to operating companies through the asset test rather
than the income test. It is the question that Mr. Mattson and
myself both referred to when you have income and you store it in
cash getting ready to rebuild, when in fact it is nothing but your
depreciation flow coming back in cash waiting to replace the assets
and ?g of a sudden you wake up one morning and find out you are
a PFIC.

I think your bill makes some progress in the area. I do not be-
lieve it goes far enough. I think to really resolve the PFIC problem
as it affects American multi-national companies we either need to
eliminate the asset test or to take the simplest way and just say
that PFIC does not apply to controlled foreign corporations covered
by Subpart F.

Senator Baucus. Okay. I appreciate that.

Thank you gentlemen, all, very much for your testimony. I have
no further questions. I very much appreciate what you have said,
what you have come up with and I think your testimony will go a
long way to help this Committee make these changes.

I must say, I do not know when we are going to have a tax bill,
whether this year or next. It is very fluid. But I for one think that
we should pass these provisions quickly and there will have to be
others on down the road, because I just think American competi-
tiveness or lack of competitiveness or at least the efforts to be more
competitive requires a stronger look and a more indepth look at



44

our foreign tax provision so that we have-at least a level playing

field.
Thank you very much.
Mr. MaTttsoN. Thank you, Senator.
Mr. PErLMAN. Thank you, Senator.
Mr. DakIN. Thank you, Senator.

Mr. ScureMAN. Thank you, Senator.
Senator Baucus. Our next panel is Mr. Fred Corneel, senior

partner of Sullivan and Worcester of Boston, MA, on behalf of Fi-
delity Investments; Mike Roush, director for Federal Government
relations, for the NFIB; Lloyd Plaine from Washington, D.C.; and
Ellen Nissenbaum, legislative director for the Center on Budget
and Policy Priorities in Washington, DC.

Fred, why don’t you begin.

STATEMENT OF FRED CORNEEL, SENIOR PARTNER, SULLIVAN &
WORCESTER, BOSTON, MA, ON BEHALF OF FIDELITY INVEST-

MENTS

Mr. CorNEEL. Thank you very much, Senator.

My name is Fred Corneel. I am an attorney in Boston. I make
my living advising family businesses and owners of family busi-
nesses and also organizations that function as trustees of family
businesses. I would like to submit two proposals that I think would
substantially simplify living with Subchapter S.

These companies are not Mobil Oil or IBM, but those that have
them love them. The first proposal is to permit discretionary
family trusts to own S Corporations. Right now that is just not per-
mitted. That prohibition against ownership of an S Corporation by
a discretionary trust makes it very difficult to do good estate plan-
ning for the owners of these businesses.

I would say the standard modern estate plan is that something
goes to the surviving spouse, if there is a surviving spouse, and the
balance goes to a family trust. The family trust is for the benefit of
the wife and the children, and the grandchildren, not only those
that are now born and maybe those that may come along later on,
and there is not a fixed percentage for each member of the family.
It is for the entire family group and it is left to the discretion of
the trustee to allocate income and allocate principal where it is
needed among the family members, having regard to their needs,
to their financial responsibility and to their other resources.

This kind of discretion in the trustee makes it possible to be
flexible and therefore to accommodate changing needs as they
come along. The way in which it works now when you work for
owners of an S corporation you do one estate plan for all of the
assets except the S stock and you provide that those assets go into
a discretionary family trust. For the S stock you have to do some-
thing different because that is not a permitted ownership and that
makes for complicated estate planning.

It also makes for bad estate planning because it may be that
when the plan is made the S Corporation stock is half the assets.
But by the time the owner dies it may be a quarter of the assets, it
may be 80 percent of the assets. And what made sense for 50/50
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division does not make sense when it changes. So people make all
kinds of complicated arrangements.

Now in my written testimony I refer to a letter ruling where one
individual set up 24 trusts under 17 separate trust instruments,
one of which had 8 separate shares, all in trying to accommodate
what is pretty normal estate planning to the prohibition of Sub-
chapter S.

This idea of permitting discretionary trusts to own shares in an S
corporation is not a new idea. Other people have made the same
proposal but it ran against the constraints that Senator Bentsen
mentioned. Either those proposals involve policy changes in Sub-
chapter S or they were not revenue neutral.

I have discussed this proposal with a good many accountants,
lawyers, clients, people in government and so on, trying to devise
something which really does live within the Subchapter S limita-
tions which the earlier proposals for trust ownership did not. Each
potential current beneficiary counts as a separate shareholder,
each one has to be a qualified shareholder under Subchapter S and
we make the trust that is going to be paying taxes on the income
allocated to it, pay taxes at the highest individual rates so that the
discretion cannot be used to channel income to a lower bracket tax-
payer. .

I honestly believe that Congress would make a substantial contri-
bution to simplifying the transfer of ownership of family businesses
from one generation to the next if it agreed to make these changes,
permitting ownership by a discretionary trust, but do it in such a
way that the principles of Subchapter S are safeguarded.

The second proposal is very simple. The Subchapter S simplifica-
tion bill that is now pending permits a Subchapter S corporation to
have a C corporation as a subsidiary. I think that is a useful pro-
posal. I would supplement it in one way. That is to say that if divi-
dends are paid by the C subsidiary to the S parent corporation that
they should not be subject to the penalty provisions which now
apply to excess passive investment income received by an S corpo-
ration.

So those are the two proposals. I would very much appreciate
your consideration.

Senator Baucus. Thank you, Mr. Corneel.

i [’Iihe prepared statement of Mr. Corneel appears in the appen-
ix.
Senator Baucus. Mr. Roush?

STATEMENT OF MICHAEL O. ROUSH, DIRECTOR FOR FEDERAL
GOVERNMENT RELATIONS, SENATE, NATIONAL FEDERATION
OF INDEPENDENT BUSINESS, WASHINGTON, DC

Mr. RousH. Thank you, Mr. Chairman. It is a pleasure to be here
today to be able to talk about the subject of simplifying the Tax
Code on behalf of the 550,000 small business owner members of the
National Federal of Independent Business. ‘

After tax reduction, tax simplification is probably the most often
heard rallying cry for small business owners in the public policy
arena. What for some people is merely an interesting administra- -
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tive, legal, or economic exercise in efficiency, it is for small busi-
ness owners a matter of vital and daily concern.

What do I owe the government? How do I figure it out? When do
I have to pay it? And what happens to me if I screw up? Are
among the practical and important questions that small business
owners ask themselves about their taxes.

But they also ask themselves more fundamental but related
questions about the tax laws. Are they understandable? Are they
consistently applied? Are they fair? And are they in at least some
sense simple?

When the answers to the practical questions are ambiguous and
the answers to the fundamental questions are negative or unclear,
is when we can most clearly see that the welfare of a country does
depend on its laws and on how well they are written. Because com-
pliance with and respect for the tax laws particularly, measureably
decline if they are not clear, fair and simple.

While there are a number of areas of the Tax Code, such as pen-
sion law, estate taxes and the definition of independent contrac-
tors, that I would urge the committee consider simplifying at some
point, today the one and perhaps most important area of the Tax
Code, because it affects every business owner in the country, that I
am urging the Senate to simplify is the Federal tax deposit system.

As you know, every employer is required to withhold their em-
ployee’s share of FICA and income taxes and to deposit those
amounts together with the employer’s -share of FICA in one of
15,000 financial institutions authorized to act as Federal deposi-
tories.

Mr. Chairman, the system for making these deposits is, so to
speak, where the rubber meets the road in our tax system. In 1988
5 million employers made of 73 million deposits, totaling $627 bil-
lion. It was at that time more than two-thirds of all Federal reve-
nues. This is where small business owners deal most often and
most directly with the Federal Government.

Unfortunatelg, these dealings have not been particularly happ
ones. About a third of all business owners in the country are penal-
ized each year for some error, usually a timing error, in dealing
with the Federal tax deposit system, amounting to $2.6 billion in
penalties in 1988.

We, and many others, including the GAO, the IRS, the Chairman
of the Ways and Means Committee, and yourself, I believe, are con-
vinced that the large number of penalties in this area are primari-
ly due to the complexity of the deposit rules themselves.

They are too complex to describe in any detail in my allotted
time this afternoon. Suffice it to say that there are four rules, four
deposit schedules and a number of exceptions to the rules. The
problem boils down simply to the fact that when and how often an
employer is supposed to deposit his withholdings changes with how
much money he has accumulated to deposit at any given point in
time, leading to situations where an employer does not know when
to deposit, consequently being penalized for missing a deposit date
that can occur as often as eight times in a month.

The solution to this is to simplify the deposit rules, reduce the
number of deposit schedules and allow the triggering mechanism,
in this case the accumulated withholdings, to be based.on some
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past period of time rather than ongoing accumulations, so as to
bring some certainty and continuity to the employer’s deposit
schedule.

Your bill, S. 1610, accomplishes the necessary simplification in
an eloquent and direct manner. We urge its adoption by the Con-
gress and we hope all of your colleagues will support it. I will- em-
phasize that the Federal tax deposit system affects every employer
in the country. Consequently, its simplification is what we are
urging at this time and I would be happy to answer any questions.

Senator Baucus. Thank you very much, Mike.

[The prepared statement of Michael Roush appears in the appen-

dix.]
Senator Baucus. Next, Lloyd Leva Plaine.

STATEMENT OF LLOYD LEVA PLAINE, WASHINGTON, DC

Ms. PraINe. Mr. Chairman, I appreciate the opportunity to
appear before the Subcommittee today. I am Lloyd Leva Plaine an
attorney practicing estate and gift tax law at the law firm of Suth-
erland, Asbill & Brennan. I am a partner in charge of the estate
planning practice at that firm.

I will address two provisions of the Tax Simplification Act, S.
1394 and H.R. 2777, dealing with estate and gift tax or income tax-
ation of estates and trusts.

The first one I would like to discuss is the treatment of revocable
trusts under Section 441. Revocable trusts, as you know, are very
broadly used in estate planning for legitimate nontax reasons.
They are valuable in case of future disability of the grantor to
avoid a court appointed guardianship or conservatorship. They are
valuable in case of death—to the extent that they are funded with
property at the time of death, that property can avoid a probate
administration and its inherent delay and costs.

They are not used for tax reasons because all of the income with
respect to the property in the revocable trusts is still included on
the income tax return of the grantor of the trust and all of the
property in the trust at the death of the grantor of the trust is still
included in the estate of that grantor.

Unfortunately, there are certain differences in tax treatment
during life between the outright ownership of property and proper-
ty that is owned in revocable trusts. There are differences in the
income tax treatment during life.

Secondly, there are differences after death in the income tax
treatment between property that is in an estate and property that
]i§f in a revocable trust, that is a trust that was revocable during
ife.
The goal, I believe, of Section 441 should be to achieve total tax
parity in the inter vivos situation between the outright ownership
of assets by an individual and ownership by a revocable trust. In
the post mortem situation there should be tax parity between prop-
erty owned in an estate and owned in a trust that was irevocable
during life.

The Section 441 is helpful, but I believe too narrow. It would
achieve parity only for certain revocable trusts under certain cir-
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cumstances. I do not really see any policy reason for not having
complete parity.

In the testimony are detailed suggested changes and two attach-
ments, one of which contains draft statutory language that was
submitted on June 5, 1991. These were prepared by individual
members of the Estate and Gift Tax Committee of the Tax Section
and Real Property, Probate and Trust Section of the ABA.

Several of those suggested changes are (1), I believe the Act
should cover revocable trusts where there is more than one creator
of the trust. That is common in community property States, such
as the State of Texas. It is also common in some non-community
property States. I believe it is important to be sure that these pro-
visi%ns to give tax parity also apply even if the grantor is incapaci-
tated.

There are a number of other provisions I think are important.
The parity should apply, inter vivos as well as post mortem. I be--
lieve if the approach taken in the bill is retained that it is impor-
tant to have cross references in other parts of the Code because the
provision as proposed as in Section 7701, the definitional provision.
If there are not cross references I am afraid people will be caught
unaware.

The second provision of the bill, Section 502, deals again with
lack of parity here in the estate tax between assets held in a trust
and assets held outright by an individual. Specifically, if an indi-
vidual owns assets outright and gives them away within three
years of death and does not retain any strings over those assets,
those assets will be out of that individual’s estate for purposes of
Federal Estate Tax.

On the other hand, if that individual had assets in a revocable
trust, for example, and. within three years of death gave those
assets away directly from the revocable trust, and retained no
strings over those assets, under present law those assets could be
brought back into the individual’s estate.

It is important in that area to also have tax parity and Section
502 does do this. It does correct the provision and we appreciate
that. I believe it needs some clarification and expansion. When I
say expansion I really mean clarifjcation because I think some of
the ways that we suggest that it should be expanded were items
that were intended to be covered.

Two other items that I would like to mention. One is in Title IV
of H.R. 2775, which is another simplification bill. There is a provi-
sion that overrules a decision in a case called Alexander dealing
with the marital deduction. I am in favor of that provision overrul-
ing Alexander. I would just like to raise the issue as to whether the
language in the provision goes farther than is necessary. I want to
be sure that normal pecuniary formula marital deduction bequests
are not caught by this provision.

There are other suggestions for tax simplification that start on
page 8 of the testimony. I will not go into those right now since the
time is limited, but I would appreciate it if those could be exam-
ined, because I think there are other areas that should be ad-
dressed at present in the estate and gift tax area and in the area of
income taxation of estates and trusts.

Thank you. I would be happy to answer any questions.
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Senator Baucus. Thank you very much.
[The prepared statement of Ms. Plaine appears in the appendix.]

Senator BAucus. Ms. Nissenbaum?

STATEMENT OF ELLEN NISSENBAUM, LEGISLATIVE DIRECTOR,
CENTER ON BUDGET AND POLICY PRIORITIES, WASHINGTON, DC

Ms. NisseNBAUM. Thank you, Senator. I am Ellen Nissenbaum,
the legislative director of the Center on Budget and Policy Prior-
ities. The center is a nonprofit organization that conducts research
and a wide range of issues affecting low and moderate income
Americans, including tax policy and the earned income credit. In
fact, the center now coordinates a nationwide public education
campaign on the earned income credit.

My testimony concerns the need to simplify the earned income
credit and to do so in the very immediate future as Commissioner
Goldberg testified today. In fact, we are delighted that the adminis-
tration highlighted simplifying the credit as one of the top prior-
ities for simplification.

I do not need to take much time before this committee to stress
the importance of the credit. This committee has been very helpful
in recent years in expanding and improving on that credit. The
earned income credit is pro-family, pro-work and help offset the re-
gressive effects of Social Security and Medicare payroll taxes on
low wage working families with children.

The Congress last year took landmark action to expand the
earned income credit, including the creation of a new health insur-
ance credit and a young child supplement. Unfortunately, however,
the outstanding work of this committee and the Congress is now in
severe jeopardy. Several technical aspects of last year’s EIC provi-
sions have complicated the credit much more than was realized at
the time.

So just when the support provided by the credit is set to expand
the earned income credit threatens to turn into something of a
nightmare for the 12 million low income families that now receive
it.
The complexities loom so large that many eligible families could
fail to complete the proper paperwork and could lose the benefits
they have earned if action is not taken in the immediate future.
The good news is the matter can be addressed and without increas-
ing the deficit.

Until now an eligible family simply needed to file a 1040 or 1040-
A to receive the credit. And, in fact, the IRS would even calculate
the credit for the family if they so chose. Starting with tax returns
for 1991 however eligible families will have to file a new Schedule
EIC for the first time. Those that do not file it may in fact lose
their benefits.

Unfortunately, the form has really turned into a maze. If, Sena-
tor, you turn to the back of the testimony you'll see the new form
released in draft form by the IRS in June. The form as you will see
is quite complicated and I am not sure that many of us even here
today could complete it without the help of a commercial preparer.

Yet this is the schedule that 12 million low income families,
many with limited education, will have to file next year. I cannot
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overstate our concern about the consequences of the new schedule.
In fact, both the American Bar Association and the American Insti-
tute of CPAs testified during hearings on simplification on the
Ways and Means Committee on the need to simplity the earned
“income credit.

The complexities created by the new schedule could not come at
a worse time. Due to the recession the principal wage earner in
many families will be unemployed for part of 1991 and will have
an annual income that will qualify them for the earned income
credit. This is about $21,000. Yet, these families will now face diffi-
culties in obtaining their earned income credit.

I should note we have been working closely with the IRS on the
form and that the Service is doing its utmost to simplify the form
within the constraints of the law. But the real problem 1s with the
statute itself. It is hard to imagine there are many parts of the Tax
Code for which the need for simplification is really greater.

We believe that the earned income credit deserves priority con-
sideration when simplification is taken up. One remedy, in fact,
recommended by Assistant Gideon today would be to remove two
complex and unnecessary new provisions from the EIC provision of
the Code.

The first stipulates that a family may either choose the young
child supplement for a child under the age of one, or the dependent
care credit, but not both. That means that families would have to
figure out whether the dependent care credit or the young child
supplement would have greater value. Yet few families would be
able to do this themselves and the IRS will not make that calcula-
tion for the family.

There is no compelling reason for this restrictive rule since the
young child supplement and the young child credit serve very dif-
ferent purposes and few families will be eligible for both credits
anyway.

The Joint Tax Committee recently estimated the cost of repeal-
ing this restriction at just $41 million over 5 years and-the small
cost could easily be offset by changing the earned income credit
phase in-and-out rates by a small fraction as Mr. Gideon noted in
his testimony.

Similarly, the restrictive rule stating that a filer must choose be-
tween a health insurance credit a medical deduction should be
dropped. The number of families who itemize their deductions that
have medical expenses over 7.5 percent of AGI and who would also
qualify for the health insurance credit is really minuscule. So, too,
is the number who would qualify for both a self-employed medical
deduction and the health insurance credit.

Repealing these restrictions affect such a tiny number of filers
that the cost is just $38 million over five year. Yet all income
credit families filing the 1040 Form will be confronted with the ad-
ditional complexities as a result of the rule. Repealing these two
interactions would improve EIC administration and simplity the
filing process. There now appears to be a growing bipartisan accord
on the need to repeal these rules and to do so quickly. Over the
long run other reforms may be needed to simplify receipt of the

credit.
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Finally, in conclusion, I would like to emphasize the urgency of
addressing.this matter in time for the 1991 tax filing season. If this
is not done 12 million low income working families will face an ex-
tremely complex form next winter, with a likely result that many
may fail to receive the payments they have earned, while many
me\tz make errors on the new schedule.

e urge speedy consideration of this request and look forward to
working with you. Thank you.

Senator Baucus. Thank you, Ms. Nissenbaum.

['I:ilqe ]prepared statement of Ms. Nissenbaum appears in the ap-
pendix.

Senator Baucus. Listening to you just struck me that over the
years as the budget deficit increased, you know, the Congress has
imposed upon itself often a condition of revenue neutrality, when-
ever we enact any changes in the Tax Code it seems to me—it’s
true, we sit up here and mark up here and go to conference and as
we true to achieve equity and forge compromises we make the Code
more complex. Maybe we need some kind of a complexity neutral

standard.
Ms. NisseNBAUM. It would be a great litmus test for new tax re-

views.

Senator Baucus. Whatever it is we cannot make it more complex
than it presently is. It would at least have to be a start so then we
can start simplifying all of this.

Ms. NisseNBauM. There is a real concern, Senator, that a
number of families this year may in fact have to rely on commer-
cial preparers to do their earned income credit and it seems to us
unsound tax policy that we have set this up, and yet families will
have to rely on preparers to receive their earned income credit.

Senator Baucus. Well, there is no doubt about it, I remember
about 12, 14 years ago I was sitting at my kitchen table trying to
figure out my tax return and I gave up. I felt un-American. Here is
this person, law school graduate, that gave up. I just could not
figure out my own income tax return.

Ms. NisseNBaUM. And of course many of these families have a
real limited degree of education.

Senator Baucus. Exactly. This is wrong. It is too complex and
the fault is with the Congress because we do make the laws and we
do cause most of the complexity. The Service is partly at fault but I
think the Congress is mostly at fault. .

As I understand it your organization has distributed thousands of
pamphlets, I guess, explaining the EIC. Have you also done the
same with the health tax credit?

Ms. NisseNBAUM. Senator, the Center has for 3 years in a row
conducted a public education campaign that involves the national
Governors, the Catholic Bishops, and thousands of groups across
the country. That has primarily focused on families that are eligi-
ble for the credit but do not have to file. We want to let them know
they have to file to get the credit.

This year the campaign will distribute about 15,000 public educa-
tion kits around the country. We will have two focuses. One is to
make sure-alleligible earned income families know that it is a two-
step process this year, filling out the 1040 and then the new form.
The second part of the new aspect of the campaign will be to let
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families know about the health credit as well as the young child
supplement.

To that end, we have begun to contact organizations ranging
from employer-based groups, the children’s hospitals, the American
Academy of Pediatrics. We are reaching out to a broad based group
of organizations at the State and local level, doctors and others,
that can help inform families specifically about the health care
credit and how they can take advantage of it.

We are particularly interested, for example, in families where
the principal wage earner has a health policy, but it only covers
that employee. And yet the policy allows him to buy more coverage
for his children, his or her children. So the thought is that the
credit may help those families in particular broaden their health
insurance coverage to include their children.

Senator Baucus. I appreciate that and commend you for what
you are doing.

Mr. Corneel, as I understand it you propose a system whereby
the trust, I guess, the discretionary family trust basically——

Mr. CorNEEL. Yes, sir.

Senator BAaucus [continuing]. would treat income and losses from
Subchapter S investment separately from the trusts other income
or losses.

Mr. CorNEEL. That is quite correct, yes.

Senator Baucus. Now what happens when a Subchapter S in-
vestment is a loss and there is no other income to offset that loss?

Mr. CorNEEL. It just sits there.
Senator BAucus. Does that create any concerns that we should

be concerned with?

Mr. CorNEEL. Our feeling is that the need to simplify estate plan-
ning for owners of Subchapter S corporations by permitting flexible
trusts to own the stock is so important that people who want that
benefit ought to be willing to forego some of the income tax bene-
fits that they might have with other arrangements.

We consciously say, for instance, this stays in the trust and you
cannot combine the Subchapter S loss with the income of the indi-
vidual or you cannot combine the Subchapter S laws with the
income of the other portion of the trust that you referred to. It
may very well be that there are some taxpayers who will say, look,
that is too much of a price to pay. I do not want to have a discre-
tionary family trust.

But I think if you tried to accommodate all of the income tax
considerations together with a discretionary trust you would have
a great deal of complexity. We really feel that here we do have
simplicity by keeping it all in one basket.

When the time comes that the trust disposes of the Subchapter S
shares, then anything that is locked up in that portion of the trust
would pass over either to the other portion of the trust or to the
beneficiaries who would receive the distribution. But while it is
g.oing1 on we intentionally mean to keep it separate, to keep it
simple.

Senator Baucus. Mr. Roush, I appreciate your support basically
for payroll tax and deposit reform. Could you tell me whether
NFIB supports reduction of the safe haven threshold for deposits

below the current 5 percent? ,
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Mr. RousH. We do.

Senator Baucus. How far?
Mr. RousH. How far? Down to 2 percent or the greater of $250.

Part of the reason for that is revenue; and part of it is that we
think such & calculation is reasonable and a determination busi-
ness owners can make of their withholdings. Revenues are a big
concern and is the safe harbour level variable.

We think that for small businesses the dollar level is more im-
portant. That is, the $250. In fact, I would say in answer to the
Treasury’s concern about revenues that that 2 percent could go
down to 1 percent and we could raise some revenues there to help

make S. 1610 a neutral proposal.
Senator Baucus. But that’s a good offset for the other reforms

you think. I appreciate that.

Well, I want to thank all of the panelists very much for your tes-
timony. You have helped us very much. I hope we can get the sim-
- plification bill passed very quickly.

The hearing is adjourned. A
[Whereupon, the hearing was recessed to Thursday, September

12, 1991 at 2:00 p.m.]
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Room SD-215, Dirksen Senate Office Building, Hon. David L.
Boren (chairman of the subcommittee) presiding.

OPENING STATEMENT OF HON. DAVID L. BOREN, A U.S. SENATOR
FROM OKLAHOMA

Senator BoreN. We will commence. I apologize. We had another
meeting that lasted longer than it was supposed to, so it delayed
our beginning this afternoon.

This afternoon we will continue the Subcommittee on Taxation’s
hearings on tax simplification efforts. Today we will hear testimo-
ny from the General Accounting Office, independent professional
groups, and several business and industry representatives.

Today’s topics will include payroll taxes, look back contracts, and
alternative minimum tax calculation. I am especially interested in
the comments on simplification of the AMT calculation. The cur-
rent law requires two separate depreciation calculations for compa-
nies with AMT. This cumbersome procedure has placed a tremen-
dous burden on companies paying AMT, and the committee should
make every attempt to streamline the system.

I am also very interested in studying the negative effects of the
AMT on the ability of American companies to compete for invest-
ment capital in the global marketplace. There have been a number
of studies in this regard.

One of the areas that has concerned me most about the work of
our committee over the last decade or more has been our failure to
consider the impact of our own tax policy on our ability to compete
with others in the international marketplace. If it takes three
times as long to recover the cost of the capital investment in this
country as it does in another country, I do not know how in the
world we are going to compete. But thai is a whole other subject,
and I will not make my speech on that subject today since it is not
really within the bounds of this hearing. However, it is something
that our subcommittee intends to look at in the future: the impact
of the AMT on costs of capital in this country and on the recovery
through depreciation of capital investment costs.

It is estimated that 40 percent of large U.S. companies now fall
under the AMT, and there is strong evidence that this tax system

(55)
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is hampering U.S. corporations relative to their European and
Asian competitors. So we will revisit that question.

But in the meantime I think it is highly appropriate that we look
at ways in which we can at least try to simplify the procedure that
is now in place, the burden that is now in place.

So I look forward to hearing all of our witnesses today. We will,
as always, try to proceed with dispatch. We will put the full text of
the statements of all the witnesses into the record. I would appreci-
ate it if the witnesses could summarize their testimony within five
minutes, hitting the major points that they would like to empha-
size. Then we can pursue additional points in questioning.

Our first witness is Mr. Paul Posner. I would ask for him to come
forward. He is the Associate Director of Tax Policy and Adminis-
tration Issues of the General Accounting Office and is presenting
testimony on behalf of the GAO. We appreciate your being with vs
today, Mr. Posner. We welcome your comments. As I indicated, we
will receive your full statement for the record.

STATEMENT OF PAUL L. POSNER, ASSOCIATE DIRECTOR, TAX
POLICY AND ADMINISTRATION ISSUES, GENERAL ACCOUNTING
OFFICE, ACCOMPANIED BY RALPH BLOCK, PROJECT MANAG-
ER, AND MICHAEL BROSTEK, ASSISTANT DIRECTOR

Mr. PosNER. Thank you, Mr. Chairman. I want to introduce the
entleman on my left, Mike Brostek, is our Assistant Director; and
Ralph Block, here on my right is our Project Manager and the
person who has really spearheaded our work on payroll deposit
reform.

Senator BoreN. We are happy to have all of you.

Mr. PosNer. We are pleased to be here today to discuss the bills,
both the House bill, H.R. 2775, and the Senate Bill, S. 1610, which
would simplify the payroll tax deposit system.

Currently five rules determine when employers must deposit
their payroll taxes and in a report we issued in 1990 we said that
the deposit rules are difficult to understand and comply with. And,
moreover, we said that up to one-third of the Nation's employers
are penalized each year for failure to follow these complex rules.

Now we believe that changes to these rules are urgently needed
and that both the House bill and the Senate bill will ease the em-
ployer’s task of understanding and complying with their payroll
tax responsibilities. The proposal will also reduce the number. of de-
posits that some employers will have to make.

But we believe that S. 1610, the proposal introduced here, would
be the least burdensome to smaller employers. By way of back-
ground, the routine deposit of Federal payroll taxes is the lynch
pin of the Federal tax system. But the current system, which is
based on the voluntary compliance of over 5 million employers is
distinctly unfriendly to the employers who must make these depos-
its.
As I said, about a third of the nation’s employers are assessed a
penalty each year and total the penalty revenue amounted to $2.8
billion in 1989. And about 70 percent of these penalties are as-
sessed against small employers. We think that the complexity of
the rules is the major factor causing this problem.
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The deposit rules vary according to how much tax has been with-
held and how often the pay days occur. Under the current rules,
employers pay their taxes either quarterly, monthly or within
three banking days following the end of one of the deposit periods.

Further, a statutory deposit rule requires employers with
$100,000 or more in employment tax liabilities each pay day to de-
posit the next banking day. Now in our review of the system we
found that many employers were assessed penalties because they
had difficulty understanding these requirements. The rules specify
different dates, depending on the amount of undeposited withhold-
ing taxes that an employer has. When employers’ payrolls fluctu-
ate, (;nany employers struggle, trying to predict when their deposits
are due.

They do not know ahead of time when their deposits are due. In
other words, there is nothing saying at the beginning of a quarter
or a year that this is the rule I am going to go by. The rules change
based on how much accumulated deposits they have.

So the employers must constantly monitor the taxes that they
have on hand from pay day to pay day and determine which of
these rules are triggered. And 31 percent of the cases that we
looked at, employers were faced with at least one change in their
requirement during a given quarter.

In over half the cases, employers got caught who made timely de-
posits under the initial requirement, but were penalized when their
employment taxes went up but they did not realize it; thus trigger-
ing a penalty.

Perhaps an even more telling indicator of how confusing these
rules are is that IRS made errors 44 percent of the time when they
had to manually assess and determine the penalty for employers.

Now to address these problems we recommended in our report
that Treasury abandon the complicated eighth-monthly deposit
rule system and adopt a simplified single deposit rule for all em-
ployers not affected by the statutory 1-banking-day requirement, in
other words employers over $100,000.

We also suggested that the complex multi-tiered set of exemp-
tions be replaced with a simplified rule for smaller employers ex-
empting them from the deposit rules for the larger employers.

In addition, we recommended—regardless of any other changes
made, and this is the most important thing in our view—that a
look back rule be established, where employers would know with
certainty their deposit rules at the beginning of the quarter. We
believe again that this certainty would be the single most impor-
tant thing we could do, even if we did not change the other rules.
((i}ive employers certainty ahead of time when their payments are

ue.
Finally we said that the changes to the rule should include re-
pealing the safe haven provision which permits employers on the
eighth-monthly rule to delay depositing 5 percent of the taxes that
are due until the next month.

Now for some employers they have legitimate problems calculat-
ing their tax, but we think there are other ways to deal with that
and that the 5 percent safe haven for some employers represents a
maximum target rather than a legitimate exception to the rules.
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Now in assessing the reforms in both bills, we apply four criteria.
Would the burden experienced by employers, particularly smaller
employers, be reduced? Are the proposed requirements easy to un-
derstand? Would the IRS administrative burden be managecable?
And finally, would the cash flow to the government be maintained?

Based on our assessment, we believe both the House bill and the
Senate bill, S. 1610, represent commendable approaches to bring
fairness and predictability to the payroll tax system. We think that
both of them are easy to understand and that the bills would un-
doubtedly reduce the number of penalties plaguing the system.

Both bills would replace the current eighth-monthly system with
a system that just simply requires deposits to be made on Tuesday
or Friday, depending on when your pay day is. We think employers
should have little problem determining when to deposit their pay-
roll taxes under this system.

Now each bill also provides an exception to the Tuesday-Friday
rule for small employers so that they will not be burdened with
having to make deposits every pay day.

Under the House bill, the exception level applies to small em-
ployers with quarterly liabilities of $3,500 or less. An estimated 52
percent of the employers, about 2.3 million of them, would be al-
lowed to deposit quarterly under the House bill.

We think that the Senate bill provides a better exemption for
small employers. This bill would exempt employers with quarterly
liabilities of $18,000 or less, rather than $3,500 from filing Tues-
day/Thursday.

These employers—instead of the House bill which provides they
can file a deposit quarterly—these employers will be allowed to de-
posit on a monthly basis by the 15th of the following month. This
‘threshold would permit all employers currently paying monthly to
continue to do so. Plus, about 800,000 who now pay more frequent-
ly would be switched to a monthly system as well under this bill.

So the $18,000 level is a little higher than the current exemption
level for small employers and there will be more small employers
covered under this. Ia fact, $3.7 million employers, or about 83 per-
cent of all employers, would be exempted from making deposits
after the pay day on a Tuesday/Friday basis under the Senate bill.

Now, of course, the problem with increasing the exemptions is
you get a concern about what affect this would have on the Federal
cash flow if you slow down deposits for a large number of employ-
ers. We think that S. 1610 will nevertheless increase Federal reve-
nues, although not as much as the House bill.

On the basis of data we developed from the first quarter of 1989,
the H.R. 2775 would probably raise about $1 billion or over $1 bil-
lion in the initial year. This would result from accelerating pay-
ments of employers with over $3,500 in quarterly deposits who now
pay monthly to a Tuesday/Friday system.

S. 1610 nevertheless will also, we think, raise several hundred
million in the initial year. Although more employers would pay
less frequently than they do now, we think the revenue affect will
be positive because the Tuesday/Friday rule would accelerate pay-
ments for many employers above $18,000 in quarterly tax liabil-

ities.
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Now we understand that the Treasury the other day estimated a
$2.2 billion revenue loss for the Senate bill, principally due to the
extension of the safe haven for small employers. As I will discuss -
later, we do not feel that such haven provisions are advisable, par-
ticularly for small employers.

And as Treasury acknowledges, if the safe haven provision were
deleted from the Senate bill, the bill could achieve revenue neutral-
ity with slight changes in the small employer threshold. If the pro-
vision were retained, however, we still do not feel this would cause

the overall bill to lose revenue.
One other advantage of the Senate bill is you have a monthly

payment.
enator BOREN. Let me stop you at that point. You say even if
the safe haven is retained in the Baucus bill, which is at a 2 per-

cent level, I believe—

Mr. PosNER. Right.

Senator BoreN.—reduced from the 5 percent level—

Mr. PosNER. Right.

Senator BoreEN.—there would be a net gain of revenue, because
there would be a pick up in terms of the number of employees that
will be paying in the Tuesday/Friday period?

Mr. PosNERr. That is right.

Senator BoreN. Do you have an estimate of what you think the
net would be?

Mr. PosNER. We think about $300 million now.

Basically, the safe haven under current law is used very, very
seldomly. About 19,000 employers out of 5.1 million use it right
now. We have no reason to think that employers who are deposit-
ing monthly would even need the safe haven. They have enough
time to get their accounting together and that kind of thing.

As I said earlier, one of the best features of both bills is that they
both include this look back provision, where employers will know
ahead of time what their obligations are. Under the House bill, em-
ployers would qualify for the exemption, the $3500 or less, if they
hag this level of deposits in each of eight preceding quarters; and
employers would have to make this eight quarter determination
prior to every quarter.

An employer who exceeds this $3500 threshold per quarter in
any one quarter in the prior eight would have to go on a Tuesday/
Friday system and again built eight consecutive quarters of liabil-
ity under $3500 before again being qualified to be exempted.

S. 1610 we think has a much simpler and improved look back
provision. Under S. 1610 before each quarter employers would only
use the prior four quarters rather than the eight quarters of liabil-
ity to determine if they can be exempted from the Tuesday/Friday
speed up rule. We believe that seasonable variations in business
taxes can be captured just as well with a four quarter as with an
eight quarter period, with less burden to employers.

Now we think business paperwork requirements could be less-
ened even more if a look back rule were determined just once in a
year rather than at the beginning of every quarter.

Getting to the safe haven provision, as I said currently Treasury
does have an exemption to deposit rules for only employers on the
eighth-monthly system. These are the larger employers above
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$9,000 per quarter. It allows the employers who make these depos-
its to deposit 95 percent of their accumulated taxes within three
banking days. The remaining 5 percent can be deposited in the fol-
lowing month.

The current provision exists to benefit large employers who could
not determine their actual employment liability in time. Maybe
they have dispersed locations or what have you. In our report we
recommended the 95 percent safe haven be eliminated.

IRS studies show that less, as I said, than one-half of 1 percent of
the nation’s employers use it. Furthermore, studies by IRS and the
Railroad Retirement Board indicate that some employers use a safe
haven not because they have legitimate payment problems, but
rather to delay depositing their full tax liability.

For example, one IRS study showed that 25 percent of the busi-
nesses that use a safe haven consistently deposited exactly 95 per-
cent of their tax liability. For these employers, a safe haven repre-
sents a maximum payment target, rather than a means to ease le-

‘gitimate payment calculation problems.

Now both bills do provide a statutory safe haven. Under the
House bill it is 2 percent or §150; in the Senate bill it is 2 percent
or $250. We understand the bills can be interpreted to extend the
safe haven under the current law to all depositors, not just the
larger ones covered under the speed up, but those under the
eighth-monthly period or the Tuesday/Friday period too.

We do not think that this extension is warranted. Under the bill,
for example the Senate bill, small employers are given at least two
weeks at the end of the month to pay their taxes. This should be
more than enough time for them to get their records together.
They do not currently enjoy that safe haven now. We do not see
any reason why that should be extended to them.

In general, we think, of course, both bills provide 2 percent in-
stead of the 5 percent, so they are preferable to the way it is now.
But we think that other administrative procedures, less prone to
abuse, could be established in lieu of the safe haven, that would
provide the needed flexibility to accommodate genuine hardship
cases, but without the abuse.

We think IRS, for example, could grant waivers for depositing
the liability to employers who submit evidence that they are
having problems.

In conclusion, we think that both bills, the House and the Senate
bill, would achieve a major simplification of tax rules for our Na-
tion’s employers. They would lessen the burden, particularly expe-
rienced by small employers, be simpler to understand, would not
reduce the Federal Government’s cash flow compared to current
rules and should result in fewer penalties in the system.

Now we support the basic frame work in both, but we believe
that S. 1610 would improve the frame work by further reducing the
burden’s experienced by the small business community.

That concludes my statement.

Senator BoreN. Thank you very much, Mr. Posner.

[The prepared statement of Mr. Posner appears in the appendix.]

Senator BorReN. On the question of the safe haven, I am sure you
know there will be other witnesses today. I have read over the tes-
timony of some of those who will be appearing—the U.S, Chamber

]
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of Commerce and others—that indicates that they feel that any re-
duction in the safe haven, below the 5 percent, even down to the 2
percent level, would make it very difficult for the larger firms to
have the flexibility they need.

Now you have indicated that a very small percentage use the
safe haven. I forget. What was the percentage you indicated?

Mr. PosNERr. It was 19,000 employers out of about 5.1 million.

Senator BorgN. All right.

Would nearly all of those be larger employers?

Mr. PosNER. They would have to be those that qualify currentl
to deposit on the eighth-monthly system. So it would be those witg
liabilities exceeding $9,000 per quarter.

I don’t know. Do we have any data about that?

Mr. Brock. Around 1500 of them have quarterly liabilities of $1
million or more.

Senator BoREN. So do you think there is any justification for
keeping the safe haven for those that have a very large problem in
terms of the magnitude of the payment, or would you still argue
that that would not be necessary?

I understand your argument about not extending it to those com-
panies that do not now have it, especially since you are going to be
moving a significant number from eight payments per month into

monthly payment.

Mr. PosNER. Right.
Senator BoreN. Do you think we should at least consider the pos-

sibility that some of the larger firms that have to prepare the eight
monthly reports should continue doing so?

Mr. PosNeEr. Well, we are not arguing that they may not have
some legitimate problems. But we think those problems can be
dealt with through basically a waiver process. When they submit
their quarterly tax return, their 941, where they have to check now
that they want to claim the safe have. We think that they would
have kind of a reasonable cause explanation they would give as to
why they are doing so, that could be reviewed by IRS, rather than
just an automatic kind of grant, where we think it is really subject
to abuse.

So I think we would still adhere to our position.

Senator BoreN. We know that there are some very small busi-
nesses that are now paying quarterly that I believe under S. 1610
will be brought under a monthly schedule.

Mr. PosNER. Right.
Senator BorReN. While certainly there is a positive shift in the

large number of those that are paying eight times a month that
would come into a monthly picture, there are some that would be
disadvantaged by having to move from a quarterly into a monthly
process.

Do you think there is any merit in our schedule keeping a
system that has both monthly and quarterly so that we do not
move those very small employers into a monthly payment period?

Mr. PosNER. This has been a tough one for us to wrestle with. I
think ideally we would like one exception for all small employers.
The problem is that these people with under $500 have less than
the equivalent of one-half employee.

Senator BoreN. Right.
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Mr. PosNeEr. You know, we can just imagine the kinds of busi-
nesses that they are and I think realistically we could understand
keeping that quarterly exemption for them. They are not even in
the deposit system. They send their payments with their tax return

at the end of the quarter.
Senator BoRreN. Yes.
Mr. PosNER. So they would now have to get started with dealing

with banks and deposit slips and coupons.

Senator BorReN. I am not even sure that would not create in-
creasing complexity for the government.
., Mr. PosNER. It would create about—
- Mr. Brock. It would definitely increase the cost because those
businesses right now who are not making any deposits now would
be making around 7 million deposits a year. Okay? And the IRS
gets charged around 35 cents per deposits.

Senator BoreN. Right.
Would there be any revenue impact if we continued the quarter-

ly system? I am sure there is some because you would get a little
bit more cash flow on a monthly basis than you would by allowing
those that are quarterly now to stay quarterly. On the other hand,
as you have indicated, there will be some additional costs to the

government in speeding that up.

Is there any way of quantifying?

Mr. Brock. It is about $2 million a year.

Senator BoreN. How much?

Mr. Brock. $2 million.

Senator BoreN. $2 million a year?

Mr. Brock. Yes, it would be that much.

Senator BoreN. And you say that even if we kept the bill, even
with the safe haven at 2 percent, you still think it is a net of prob-

ably $300 million.

Mr. Brock. Yes.
Senator BoreN. Well, that is something that I would hope we

would really consider. You say these firms average one-half of an
employee?

Mr. Brock. Less.

Senator BOREN. Less than one- half of an employee?

Mr. BLock. Yes.
Senator BoreN. Well, I think that if we are talking about simpli-

fication and trying not to put additional burdens on a firm that
really has a part-time situation that is essentially a sole proprietor-
ship that solution is something that we really ought to try to ac-

complish. .

I understand it loses a little of its symmetry. But in terms of the
practical effect it would seem to me we ought to give some serious
consideration to taking the other provisions of the bill, but leaving
for these very small people that quarterly possibility.

Mr. PosNer. One thing that we were thinking that you might
also want to consider is possiblv requiring Treasury to look at this
population, keeping them on the quarterly system, but do a market
survey and figure out who these people are and whether they
really would experience problems going to a deposit system.

Senator BoreN. Right.
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Well, thank you very much. The testimony has been very helpful
and certainly we appreciate the work which has been done by GAO
and giving us advice and the staff advice as we proceeded on this
matter.

Mr. PosNEr. Thank you.

Senator BoreN. Thank you very much for taking the time to be
with us.

Mr. BrosTek. Thank you.
Senator BoreN. Our next panel consists of Mr. Albert O’Neill,

chair-elect of the American Bar Association, Section on Taxation;
and Mr. Robert M. Brown, chairman of the Tax Simplification .
Committee of the American Institute of Certified Public Account-
ants in Washington.

We always have felt that we help keep the professions in busi-
ness by keeping things as complicated as possible. [Laughter.]

So it is refreshing to have two representatives of the learned pro-
fessions here to advocate simplitication today.

As I indicated, we do have other panels that will follow, so if you
can summarize your testimony for us and hit the high points in ap-
proximately five minutes, I would appreciate it. Then we will open

up for some questions.
Do you have a preference as to which one? We will proceed with

Mr. O’Neill then.

STATEMENT OI;‘ ALBERT O’NEILL, CHAIR-ELECT, AMERICAN BAR
ASSOCIATION, SECTION ON TAXATION, WASHINGTON, DC

Mr. O’NEeiLL. Thank you.
I am Albert O’Neill, chair-elect of the Section on Taxation of the

American Bar Association. I speak here today on behalf of the
American Bar Associatiocn, which is strongly on record in favor of
tax law simplification. The Association applauds the committee for
taking up this topic in this careful and deliberate manner.

As you may know, the section of taxation has more than 24,000
members throughout the country. I would dare guess that the de-
sirability of tax law simplification may be one of the only items on
which you could get anywhere near unanimity among the mem-
bers. We certainly unqualifiedly support the concept of simplifica-
tion. Indeed, we go further and support most of the specific provi-
sions that are in the various bills before you.

We would like to particularly applaud the approach that is being
taken here and hope that it will be a model for future action.
Frankly, we look forward to the day when simplifications bills can
become routine, continue to be staffed in advance, considered in a
deliberative fashion by the committees and with a chance for
public comment.

We recognize that if the process is to work, the bills will need to
be kept free of extraneous provisions and the public will need to
understand, as I am sure you do, that sometimes complex provi-
sions in and of themselves can produce a lot of simplicity in oper-
ation. We will certainly do our best to advance these positions.
rning to some specifics, we are particularly pleased with the
provisions dealing with Subchapter S corporations. The removal of
some of the traps for unwary, such as in the one class of stock

AN
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area, and the removal of some of the restrictions that frankly do
not seem to have any basis in policy, for example the current re-
quirement that S corporations cannot generally be members of an
affiliated group, are all great steps forward. We think that these
and other changes that are being proposed will certainly benefit
the many small businesses that rely so heavily on the S corpora-
tion format.

Section 441 of S. 1394, which attempts to conform the treatment
of revocable trusts more closely to that of descedents’ estates, is
certainly a step in the right direction. ‘

In the foreign area, the changes in the Section 1248 rules are a
very good improvement. The attempt to unify the anti-deferral
rules, which are now scattered throughout the Code, is in most re-
spects a very good first step. In general, in the foreign area as a
whole, the changes that are being proposed are well crafted, par-
ticularly when one accepts the premise of attempting to simply ex-
isting laws without changing policy.

I think I should note here, however, that based on some past
studies the Section of Taxation has done and the American Law In-
stitute has done, we believe that the foreign area is one where
there can be further simplification and rationalization, particularly
if a few minor policy changes could be accomplished. We also be-
lieve that in the S corporation area and the revocable trust area
there could be some further steps taken.

We are not intending to criticize here by these comments. But we
believe so strongly in the simplification principle that we would
hope that in its deliberations, the committee could come up with
some type of informal procedure whereby the members could at
least discuss some relatively minor policy changes and give some
guidance for further simplification.

We believe the individual area, involving individual taxpayers,
and particularly low-income taxpayers, provides fertile grounds for
further simplification. We recognize that some of the leading candi-
dates here for simplification, such as the deductibility of non-busi-
ness interests, the “kiddie tax”, the earned income credit and other
provisions that affect low income taxpayers, to fully provide true
simplification, may need some policy changes.

The low income taxpayers frankly do not have the ability to go
out and hire a lot of experts to help them get through some of the
complexities that exist today. So if they are going to get help, it
needs to be here in this room. -

In conclusion, I would note that the experts that compose the
various committees of the Tax Section have been and are now
working on detailed technical analyses and technical comments.
These comments will be soon forwarded to you for your review.
Our members are prepared to meet with you and members of the
staff to go over the comments. Indeed, we stand ready to do any-
thing that we can to keep this process moving forward and to help
achieve the success we all seek.

Thank you.

Senator BoreN. Thank you very much, Mr. O’'Neill.

So there will be some other specific proposals that you will be
making to us in terms of other areas where we can achieve simpli-

fication?
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Mr. O’'NEiLL. That is correct. As I say, we are looking to our com-
mittees, which really know these areas, to come up with detailed
comments and analyses; and you will be getting those in the very
near future.

Senator BorgN. I appreciate that very much. And as you know
Chairman Bentsen, the Chairman of the full committee, has really
been the captain of our effort in regard to tax simplification. He is
very strongly committed to it. I know that he would welcome these
additional suggestions from you as soon as you can get them to us
and to the staff.™

Mr. O'NEILL. Certainly.

Senator BoreN. I assure you they will be very seriously consid-

ered.
[The information appears in the appendix.]
[The prepared statement of Mr. O’Neill appears in the appendix.]

Senator BoreN. Mr. Brown?

STATEMENT OF ROBERT M. BROWN, CHAIRMAN, TAX SIMPLIFI-
CATION COMMITTEE, AMERICAN INSTITUTE OF CERTIFIED
PUBLIC ACCOUNTANTS, WASHINGTON, DC

Mr. BrownN. Thank you, Mr. Chairman, for the opportunity to
testify today on this very important subject. I am Robert M. Brown,
chairman of the tax simplification committee of the American In-
stitute of Certified Public Accountants. I am also a partner in the
Washington national tax practice of the international accounting
firm of KPMG Peat Marwick.

We:'commend Chairman Bentsen for introducing S. 1394 and you,
Mr. Chairman, for having this hearing here today. We strongly be-
lieve that this bill is an impertant step in an ongoing, orderly proc-
ess to simplify the tax law. The AICPA urges that tax simplifica-
tion be made a legislative priority. We have made the need to
simply the tax law a priority for the past three years.

Complexity in the tax law has reached a point at which many
tax practitioners and taxpayers believe that it is undermining our
system of voluntary compliance. Taxpayers and tax practitioners
are increasingly frustrated with the burden of trying to understand
and comply with the tax laws.

The Internal Revenue Service is finding it increasingly more dif-
ficult to administer the tax law. Frequent change, the current leg-
islative process, and the increasing complexity and magnitude of
the Internal Revenue Code are serious concerns to us.

The cornerstone of tax administration in the United States is our
voluntary compliance system. Voluntary compliance depends both
on the ability and the willingness of taxpayers to comply. Complex-
ity threatens to erode the system, because full compliance in many
cases requires an unreasonable outlay of effort and resources.

The complexity leads some taxpayers to believe that the IRS will
be incapable of discovering any noncompliance. Some have even de-
veloped the impression that understanding the tax laws serves only
to increase the amount of taxes that they must pay. Some taxpay-
ers even believe it is to their advantage to use less knowledgeable
tax preparers to reduce their tax liability.



66

To maintain a voluntary tax system it is imperative that simpli-
fication be given a very high priority in all stages of the tax proc-
ess, along with policy and revenue objectives. Defining what consti-
tutes simplification is not easy. We have defined simplification in
‘our work in terms of increasing the understandability and work-
ability of the tax law. S. 1394 being considered here today accom-
plishes this.

The AICPA strongly endorses S. 1394. We encourage the Con-
gress to enact it. We support most of the provisions of the bill,
which we have detailed in our prepared statement.

In addition to the provisions in the bill in S. 1394, we recommend
that the Senate Finance Committee give very serious consideration
to simplifying the earned income credit. This credit, which.is aimed
at the group of taxpayers that are least equipped and least able to
comply with complexity or deal with complexity, has always been
far from simple.

The earned income credit now is composed of three separate
credits. With respect to two of them, taxpayers must elect one after
determining which is more beneficial. While we take no position on
whether it is good tax or social policy to have these three separate
credits, we believe something needs to be done to simplify this area
of the law.

At a minimum we believe that the interactions should be elimi-
nated. We welcome the opportunity to work with the committee
and provide assistance as this bill is refined. Further, we would
like to see additional areas which affect a large number of individ-
ual taxpayers considered for simplification.

We also will be submitting additional simplification provisions
and suggestions to the committee in the near future.

Mr. BrRowN. Let me add, since you have asked for specific com-
ments in the alternative minimum tax, it happens to be an area
that I spend a lot of time in. There are two provisions in S. 1394
that would simplify the alternative minimum tax. We strongly en-
dorse both of those provisions. Currently corporations are subject
to three separate systems—the regular system, the AMT, and the
adjusted current earning system. We encourage the committee to
look at ways of contracting at least the adjusted current earnings
and the AMT systems together.

One of the two provisions addresses changes in ownership, which
is probably the most complex part of the adjusted current earnings
system of AMT. The bill would repeal the provision that requires,
in certain cases where there is a change in ownership, corporations
to revalue their whole balance sheet and have a whole separate
system of calculating depreciation, gain and loss, inventories, et
cetera. We recommend that this requirement be repealed retroac-
tively. It has only been in existence since the beginning of 1990 and
it is a particular burden to affected taxpayers.

The timing of this discussion is very appropriate, given that Sep-
tember 16, on Monday, is the extended due date for corporations to
file their tax returns for 1990. This is the first year the adjusted
current earnings provision is in efféct and our phones have rung
off the hook over the last two weeks with last minute questions
and problems.

Thank you very much for this opportunity.
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Senator BoRreN. I appreciate those comments very much and cer-
tainly will share them with my colleagues on the committee; I am
in agreement with you.

[The prepared statement of Mr. Brown appears in the appendix.]

Senator BoreN. I have just a couple of questions, first for Mr.
O’Neill. I know that previously you sent us a proposal that would
allow taxpayers to combine their personal investment interest and
would allow a deduction to the extent of a taxpayer’s investment
income, plus a prescribed additional amount.

You have talked about the low and moderate income problem of
simplification. How would you respond to complaints from low and
moderate income taxpayers who do not have investment income
and therefore would not benefit from that proposal?

Mr. O’NEeiLL. Well, I think that in part of that proposal, there
was a first category that would permit continuing the policy we
have today of allowing deductions for interest that is incurred on
indebtedness securing principal or secondary residentces. So I be-
lieve that the taxpayers, to the extent they owned a residence,
would be able to take advantage of some of those provisions.

Also, you cannot do everything with any single provision. One of
our biggest concerns with the structure of the interest deductions
today, as we pointed out in that submission, is that you have so
many pots that a significant tracing problem is created. I would
think—fortunately I do not have to prepare the returns—but I
would think the current provisions drive return preparers “batty’”
because of the complexity and the tracings.

What we were trying to do was to come up with some system
that would prevent having to do as much tracing that would other-
wise simplify the operation of the system.

Senator BoreN. Do you know if it would result in any revenue
loss, that proposal?

Mr. O’NEILL. No, sir. We did not—

Senator BoreN. You haven’t sought revenue estimates on it?

Mr. O'NEILL. Right.

One of the things we did mention is that possibly some of the
lim(ilts on the residential interest deduction could be slightly low-
ered.

Senator BoreN. Adjusted a little bit, or make it revenue neutrsl.

Mr. O'NEILL. To make it revenue mutual. But we defer to the ex-
perts on those areas.

Senator BoreN. Thank you very much.

I notice, Mr. Brown, on the AICPA statement that there is some
misgiving about moving the date for furnishing the partnership in-
formation from April 15 to March 15. We heard something about
this in our opening day of hearings as-well. We get it from both
sides, obviously.

There are others on the receiving end of this information who
say we want it earlier because often we do not get it until the day
gurhown tax returns are due. And I can understand the concerns of

oth.
Is there some fair compromise that we might reach between this
April 15 and March 15 proposal that might be workable and might
at least prevent some people from ending up not getting the infor-
mation until the day their own taxes are due?
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Mr. BROwWN. In most cases, Mr. Chairman, the partners do re-
ceive informal information from the partnership so they can make
their extension requests by April 15.

We think there is sufficient pressure now by partners on part-
nerships to provide information as early as possible. By mandating
a March 15 deadline it would actually increase the burden on pre-
parers far beyond what is necessary.

We suggest approaching it from a different side. In the case of
many taxpayers involved in multiple partnerships, they typically
extend their return anyway. They will not be filing on April 15.
They will be filing on August 15, or, more likely, on October 15.

So our suggestion is to mandate that the K-1s be provided at
least no later than September 15. That should give the partner-
ships plenty of time to get this out.

"~ Our concern is if you mandate a March 15 deadline there will be
too many occasions when the partnerships will have to amend
their K-1s after they have been sent out..

Senator BoreN. Thank you very much.

Thank both of you very much for taking time to appear. We will,
as I say, receive your full statements into the record. Also, we will
look forward to receiving additional specific proposals that you
may have on behalf of the organizations. Thank you very much.

Mr. BrowN. Thank you, again, for your efforts as well.

Mr. O'NEiLL. Thank you.

Senator BoreN. Thank you. A
Our next panel consists of Mr. Glenn Graff, chief financial officer

and executive vice president of Linbeck Construction Company,
Houston, Texas, on behalf of the Associated General Contractors of
America; and Mr. Richard Shavell, C.P.A., construction tax manag-
er, with Zelenkofske, Axelrod and Company, Ltd., Pennsylvania, on
behalf of Associated Builders and Contractors.

We appreciate both of you being here with us today.

Mr. SHAVELL. Excuse me. Mr. Deviney is unable to attend. He is
caught in a travel problem.

Senator BOoREN. Right.

We thank both of you for being here. As I have indicated to our
earlier panelists, we will receive your full statements for the record
and would appreciate your highlighting your major areas of con-
cern so that we can focus on those in an abbreviated period of time.

Mr. Graff, would you like to commence? -

STATEMENT OF GLENN GRAFF, CHIEF FINANCIAL OFFICER AND
EXECUTIVE VICE PRESIDENT, LINBECK CONSTRUCTION CORP.,
HOUSTON, TX, ON BEHALF OF THE ASSOCIATED GENERAL

CONTRACTORS OF AMERICA

Mr. Grarr. Thank you, Mr. Chairman. Mr. Chairman, the Asso-
ciated General Contractors of America is pleased-to participate in
this hearing on the Tax Simplification Act of 1991. AGC is a na-
tional trade association of more than 33,000 firms, including 8,000
of America’s leading general contracting firms.

We want to express our appreciation to you, Mr. Chairman, to
Senator Bentsen and to the committee for their commitment to tax
simplification. The need to simplify the Tax Code is compelling.
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Compliance today imposes prohibitive administrative costs and im-
poses an unmanageable paperwork burden.

Pervasive uncertainty about what rules mean and how to imple-
ment them undermines compliance. Lack of regulatory guidance is
compounded by the backlog of new regulation projects. And lack of
stability in the tax statutes and regulations thwarts long-range
business planning.

It is no secret that tax compliance for small business is histori-
cally low, primarily because taxpayers simply cannot understand
how to apply the perplexing maze of Federal tax rules.

As IRS Commissioner Goldberg told Congress recently, most non-
compliance is unintentional. Much of it is due to the complexity of
the tax laws.

The 1986 Act added a new provision in accounting for long-term
contracts, the look back provision. The underlying premise for the
look back provision is a mistaken assumption that construction
contractors defer income from their long-term contracts. Contrary
to this assumption, construction firms must recognize, not defer
income, in order to satisfy banking and bonding relationships.

Construction is a highly competitive business with profit margins
often of 1 to 2 percent. A construction firm cannot successfully bid
on new work without adequate surety credit. Construction contrac-
tors must accelerate, not defer recognition of income in order to ac-
cunc‘iulate working capital and maintain access to maximum surety
credit.

The look back provision has also been justified as a deterrent
against the reporting of income. However, Internal Revenue Code
Section 6662 already has stiff penalties for underpayment of
income tax. There is no exception for underpayments attributable
to the under reporting of profit on long-term contracts.

Mr. Chairman, we believe that every contractor not currently
exempt from the look back provision will benefit from the proposed
10 percent look back tolerance factor and the creation of an annual
interest rate. Even though a contractor would still be required to
apply the first step of the look back calculation, the 10 percent de
minimis rule and the change from a quarterly to an annual inter-
est rate will reduce compliance costs.

Our own company recently completed an analysis of the post
completion costs tor all of our contracts over the past ten years to
which look back would have applied had it been in effect. Of the
116 contracts which had post-completion costs, 70 of the contracts
hadrposbcompletion costs of less than 10 percent of the contract
profit.

During this same 10 year period there were only three contracts
with post-completion revenues. The experience of our company and
many others indicates that the look back rules result in more in-
- terest refunds to taxpayers than in interest payments to the gov-
ernment. One AGC member recently filed for a look back interest
retund of $257,000.

The simplification bill also modifies current statutes and pro-
posed regulations of S corporations by clarifying that a corporation
is treated as having only one class of stock if all the outstanding
shares of the corporation confer identical rights to distribution and

liquidation proceeds.



70

The proposed clarification would essentially refute recent pro-
posed IRS regulations that would determine that an S corporation
has a second class of stock if distributions to shareholders differ in
timing or amount. The penalty for finding a second class of stock is
termination of the S election.

The simplification bill extends the authority of the Internal Rev-
enue Service to waive the effect of an inadvertent S corporation
termination and to also waive the effect of an invalid election
caused by an inadvertent failure to qualify as a small business cor-
poration or to obtain the required shareholder consents.

Under current law a small business must elect S corporation
status no later than the fifteenth day of the third month of the tax-
able year for which the election is effective. The IRS cannot vali-
date a late election. But the consequences of an inadvertent late
election can be enormous to the taxpayer.

Rules affecting S corporations are of great importance to the con-
struction industry. Surveys have indicated that two-thirds of AGC
members are S corporations.

AGC is pleased to support the Tax Simplification Act of 1991 and
we hope that our comments have been of value to the committee in

its review of tax simplification.

Thank you.
Senator BoreN. Thank you very much, Mr. Graff.
[The prepared statement of Mr. Graff appears in the appendix.]

Senator BoreN. Mr. Shavell?

STATEMENT OF RICHARD R. SHAVELL, C.P.A., CCNSTRUCTION
TAX MANAGER, ZELENKOFSKE, AXELROD & COMPANY, LTD.,
JENKINTOWN, PA, ON BEHALF OF ASSOCIATED BUILDERS AND

CONTRACTORS, INC.

Mr. SHAVELL. Good afternoon Mr. Chairman, and members of the
~committee. My name is Richard Shavell and I am pleased to be
here today on behalf of the Associated Builders and Contractors
and the Associated Specialty Contractors, Inc. I am a construction
tax manager with Zelenkofske, Axelrod and Company, Ltd. in Jen-
kintown, Pennsylvania.

Mr. Chairman, we commend the committee on its efforts to ad-
dress the complexities of the Internal Revenue Code and we sup-
port S. 1394 and other needed simplification legislation.

What I would like to discuss is a provision in the Tax Code that
imposes a complex and costly administrative burden on small con-
struction contractors without any benefit to the contractor or the
government because the provision is revenue neutral.

This same provision causes contractors to perform thousands of
computations which in some cases the result is a zero liability.
Typically, the contractor pays more in compliance costs than result
under this provision. 'Of course I am speaking of the same look
back method that Mr. Graff just spoke of, which is found under
Section 460(b) of the Internal Revenue Code. i

And although Section 411 of this proposed bill will provide relief
for larger contractors by establishing a 10 percent de minimis rule,
this proposed 10 percent de minimis rule alone will not reduce look
backs complexity for small contractors.
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We hope that our proposal to exempt small contractors from look
back can be considered by this committee, if not in this bill, then in
the context of tax policy at the earliest opportunity.

Let me briefly explain how the small contractor falls into look
back compliance and reasons why a small contractor exemption is
justified. Under the 1986 Tax Act, small contractors, those contrac-
tors with average annual gross receipts of under $10 million, were
exempt from look back because they could use the completed con-
tract method, the cash method, or any method they wanted for reg-
ular tax purposes.

Look back compliance was only for the larger contractors who re-
ported under the percentage of completion method. However,
under the alternative minimum tax all contractors must use the
percentage of completion method. Because they must use percent-
age of completion for AMT purposes contractors must also perform
the look back computations for alternative minimum tax. This is a

double hit.

Senator BoreN. Right.
Mr. SHAVELL. Supporting our recommendations to exempt the

smal) contractor from the look back method are the following facts:
First, the administrative burden is immense to the small contrac-
tor. For example, complex computations must be performed annu-
ally for AMT purposes even though there may be no result, no li-
ability, and no refund. The current de minimis rules and the pro-
posed 10 percent de minimis rules provide insufficient relief to the
small contractor.

Also, simplified methods that are currently available provide
limited, if any, relief to the small contractor. Included in our writ-
ten comments is a detailed memo that was prepared at the request
of the Treasury Department that amplifies this point.

Senator BOREN. So you are saying that virtually all of these
small firms are going ahead and making this computation even
though they do not fall under the minimum tax?

Mr. SHAVELL. That is correct. The rules read that they have to do
these computations.

Second, the look back method is not a “watch dog” on the con-
struction industry as intended. The look back method was original-
ly implemented to prevent manipulation of the estimates required
under the percentage of completion method. Most small contractors
do not fully understand the look back method, and if they do not
fully understand it, it is not going to affect how they develop their
estimates when they are computing percentage of completion
income.

The true ‘“watch dog” on the construction industry are the
surety and banking requirements imposed on the small construc-
tion contractors that force them to. aggressively report higher
income, thus accelerating their tax liabilities not deferring it as
was originally believed by the tax writers.

Third, there is no abuse by small contractors in reporting under
the percentage of completion method as evidenced by the fact that
the look back method has not resulted in a windfall to the Treas-
ury. In fact, the IRS acknowledges that the look back method is

revenue neutral.
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Fourth, the small contractor is now forced to face not one, but
two acceleration mechanisms in the Tax Code. Both the alternative
minimum tax and the look back method are accelerations of tax
and interest that will reverse in the following year or years.

And fifth, this exemption that we are asking for will not cause a
major change in the alternative minimum tax system. We are not
asking to exempt small contractors from the percentage of comple-
tion under AMT. All we are asking for is that they not be subjected
to look back in addition to alternative minimum tax.

In conclusion, we are pleased that the committee recognizes the
burdens of the look back method and has addressed this issue in
the tax simplification bill. It is the hope of small construction con-
tractors that relief can be provided that is relevant to their way of
doing business. A small contractor exemption from the look back
method is sound policy and fair because it has no positive impact
for either the taxpayer or the government. This exemption is not
just warranted, but desperately needed.

We thank you.

Senator BoreN. Thank you very much.

[The prepared statement of Mr. Shavell appears in the appendix.]

Senator BoreN. Mr. Graff, you have indicated that in your com- _
pany you thought that the simplification changes in the look-back
provision would save 15 to 20 percent in administrative costs.

Mr. Grarr. That is correct. o

Senator BoreN. Do you think that the other companies would be
in a similar situation? Would your situation be fairly typical in
terms of administrative cost savings?

Mr. GraFF. I believe we would be fairly typical for the companies
in excess of the $10 million limit.

Senator BoreN. Yes.

Mr. GRAFF. Yes.
Senator BoreN. You have heard Mr. Shavell’s proposal on behalf

of Associated Builders and Contractors to exempt the small con-
tractors from the look back rule on the minimum tax. Do you have
any comment on that proposal?

Mr. Grarr. Of course, I agree very much with what he has said.
It was our understanding that that was probably not an appropri-
ate topic for these hesirings so we have not commented on it. But in
order to put it in perspective, when you are talking about a $10
million contractor, and we have subsidiaries that are in that range,
you are talking about a company that may have a manager, two
estimators and two people in the office. -

Senator BoReN. Yes.

Mr. GraFr. And when they have to comply with these burden-
some rules it is a tremendous burden on them.

Senator BoreN. Thank you very much.

Mr. Shavell, I gather from your testimony that you believe that
providing this exemption on look back would be revenue neutral
and that there may be some IRS data that might support that con-

clusion.
Can you go into that a little more? Why do you think it would be

revenue neutral?
Mr. SHAVELL. The data I referred to was in August of last year at

the hearings for the regulations under the look back method. The
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IRS at' that time stated that the look-back method was revenue
neutral.

Additionally supporting neutrality are various surveys that indi-
cate that the amounts refunded to and paid by taxpayers are i-sig-
nificant. We have also computed and supplied charts to the [‘reas-
ury Department that shows different levels of revenue, difteirent
levels of misestimation becauce that is basically what we are talk-
ing about, and different profit levels and what the resultant impact
is. The impact is insignificant in relationship to the revenue and
the tax at the lower levels of revenue.

In the case of small contractors, of course, we are only talking
about AMT. AMT is a reversal mechanism which is basically an ac-
celeration of tax. If you pay tax this year under AMT you are going
to get it back in the future. The same thing with look back inter-
est. All that is being done under look back is—and I guess to get
into this, it would be better if I just stepped back and explained the
three steps under the look back method.

There are three steps. The first step requires the contractor go
through computations, contract by contract by contract, and rede-
termine the percentage of completion based on final facts as com-
pared to the estimates that were used in the prior year or years
when that contract was undergoing. As a result of the accumula-
tion of all this information under step one the contractor has deter-
mined how much income was under or over reported in a prior
year under the percentage of completion method.

Keeping it a simple situation, by definition the contractor has
infact paid all the tax under the percentage of completion method.
The only question is when. So if I under reported last year I had to
over report this year. When I go through the computation of the
tax, what happens is that if I over reported tax last year I under
reported tax this year. What happens with the interest? The exact
same thing.

So it is merely a reversal and that is why the results have to be
revenue neutral. Over a period of time the results will constantly
come up to zero. If you looked at a five-year period or a three- year
period at those contracts opened and closed in the period, there
must be a zero result.

Senator BoreN. Thank you very much.

I appreciate both of you being with us today; we will share your
full testimony with the entire committee, and we appreciate the
support that you are giving to our efforts for tax simplification:

Thank you both for being with us.

Mr. GRAFF. Thank you, Mr. Chairman.

Mr. SHAVELL. Thank you very much.
Senator BoReN. Our next panel consists of Matthew P. Fin,

senior vice president and general counsel for the Investment Com-
pany Institute of Washington; Mr. James Mack, vice president for
government affairs, the National Machine Tool Builders Associa-
tion, on behalf of the Invest to Compete Alliance; and Mr. Benson
Goldstein, manager, Tax Policy Center, U.S. Chamber of Com-
merce. We welcome all of you here.

Again, I would ask if you could to summarize your testimony and
hit those major areas of concern, particularly in the areas of
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change or addition that you think should be made to this pending

legislative proposal.
Mr. Fink, we will begin with you.

MATTHEW P. FINK, SENIOR VICE PRESIDENT AND GENERAL
COUNSEL, INVESTMENT COMPANY INSTITUTE, WASHINGTON, DC

Mr. Fink. Thank you, Mr. Chairman. I am Matthew Fink, senior
vice president and general counsel of the Investment Company In-
stitute, which is a national association of the mutual fund industry.
We greatly appreciate the opportunity to testify today in very
strong support of the portions of S. 530 which would simplify and
modernize the taxation of mutual funds by repealing the so-called
30 percent test.

That test requires that a mutual fund seeking to be taxed as a
regulated investment company under Subchapter M of the Internal
Revenue Code receive less than 30 percent of its gross income from
the sale or other disposition of securities held for less than 3
months.

While this restriction may have been consistent with a prudent
investment philosophy in 1936, 55 years ago when the provision
was put into law, the securities markets of today are very different
than the securities markets of 1936. What may have been prudent
55 years ago in 1936 may not be prudent today. And repeal of the
30 percent test would advance the goal of tax simplification in
three very important ways.

First, if the provision is repealed the people who run mutual
fund portfolios would not be forced to engage in tax motivated
transactions which are inconsistent with the best interests of fund
shareholders.

Just to give you two examples: today, with the 30 percent test in
effect, in times of heavy market volatility, a surge in stock prices
might make the sale of certain securities advisable. But if the secu-
rities have not been held for 3 months, the 30 percent test could
prevent the fund from selling them.

Additionally, a fund manager might today receive a very attrac-
tive tender offer to buy some securities held by the fund but would
have to turn down the tender offer because following it would lead .
the fund to breach the 30 percent, test.

In short, today the costs associated with tax motivated transac-
tions are borne by millions of mutual fund shareholders.

A second reason we support S. 530 is that, repeal of the test
would provide the typical mutual fund shareholder, who is of mod-
erate income, with the same tax treatment that our law provides to
wealthy direct investors who are not subject to the 30 percent test.
Repeal will also provide comparable tax treatment for mutual fund
investors with investors in other pooled investment funds like bank
common trust funds, bank collective investment funds, insurance
company separate accounts, et cetera, none of which are subject to
the 30 percent test.

And finally, the legal complexities and administrative burdens
that are imposed on funds today would be reduced if the 30 percent
test was repealed because they would no longer have to do record-
keeping and compliance monitoring.

\
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In short, we think the test should be repealed and we applaud S.
530. I would be happy to respond to any questions.

Thank you.

Senator BoreN. Thank you, Mr. Fink.

[The prepared statement of Mr. Fink appears in the appendix.]

Senator BoreN. Mr. Mack?

STATEMENT OF JAMES H. MACK, VICE PRESIDENT FOR GOVERN-
MENT AFFAIRS, NATIONAL MACHINE TOOL BUILDERS ASSO-
CIATION-THE ASSOCIATION FOR MANUFACTURING TECHNOLO-
GY, ON BEHALF OF THE INVEST TO COMPETE ALLIANCE,

WASHINGTON, DC

Mr. Mack. Thank you, Mr. Chairman. We appreciate the oppor-
tunity to support the simplification of the corporate alternative
minimum tax or, as it is affectionately known around this table,
the AMT.

The complex depreciation calculations that the current AMT re-
quires of American business, both large and small, are a complicat-
ed and time consuming administrative burden not carried by our
foreign competitors. Our written testimony outlines this complex
process which must be conducted by all taxpayers, whether they
end up under the AMT or not.

In 1989 House legislation was introduced that would have simpli-
fied the corporate AMT and would have corrected several structur-
al defects related to the depreciation of capital equipment. That
legislation would have collapsed the two-tiered AMTI and adjusted
current earnings or ACE structure into one calculation and it
would have eliminated the costly retroactivity problem associated
with the 1990 switehover to ACE. Additionally, the bill eliminated
the arbitrary and burdensome book income depreciation limitation.

Because the bill's revenue loss could not be accommodated in the
context of budget reconciliation that year, the final legislation was
approved with just one element of simplification, the removal of
the book backstop. However, the complicated AMTI-ACE two-step
remained and went into effect last year.

The current proposal in S. 1394 focuses on the complexity of de-
preciation calculations. The framework of this proposal is excellent
and it would change an extremely complex calculation into a rela-
tively simple one. Because the bill is drafted to achieve simplifica-
tion, rather than economic relief, there are no so-called ‘‘winners”
nor ‘“losers.”

While we strongly support and endorse this initiative, this pro-
posal alone will not achieve true simplification. Because the effec-
tive date of the simplification proposed in S. 1394 is for tax years
beginning after 1990, property placed in service in 1990 will still be
subject to the complicated double calculation that the proposed
simplification amendment seeks to replace for years after 1990.

Our written testimony outlines several alternatives that could be
adopted to eliminate the need to deal with property placed in serv-
ice in 1990 under a separate formula. With this important change,
we would strongly, even more strongly than we already support,

the AMT simplification proposal in S. 13%4.
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In 1989 House testimony, I called for a ‘“kinder, gentler AMT.”
Revenue constraints prohibited gentleness in 1989, but if kindness
" can be equated with simplicity, you have certainly provided kind-
ness in 1991. [Laughter.]

Mr. Mack. And if you can do something about the unkind sepa-
rate set of books that are required for 1990 property, we would be
even more grateful.

Finally, we urge you to study, not in the context of this bill, but
to study the impact of the AMT on America’s productivity. The
AMT increases the cost of capital relative to our foreign competi-
tor’s cost. It drives merger and acquisition activity and in these re-
cessionary times when we should be encouraging capital invest-
ment, to bring about renewed economic growth. The AMT in its
current form actually discourages important investments in our
Nation’s future.

The need, Mr. Chairman, for simplification is urgent and we
hope that the committee can act soon in refining and approving

the proposal before you.

Thank you, Mr. Chairman.
Senator BoreN. Thank you very much, Mr. Mack. I certainly

agree with the comments you have made and read with interest
some of the recent studies, one from an economist at the Universi-
ty of Maryland indicating, for example, that a U.S. producer of
engine blocks within the first 5 years of purchasing those blocks,
will recover something like 35 percent of the cost of the invest-
" ment; and in Japan and Germany, it is in the 70 to 80 percent
range; in Korea, it was as high as 88 percent. I do not know how in
the world we can continue to write our tax laws in this country in
a vacuum without considering the impact that they have on our
ability to compete.

Speaking as one of those who did not vote for the provisions that
are now in current law, I will certainly try to take your message of
kinder and gentler changes to those who are controlling the policy.
I think it is extremely important we make these changes.

[The prepared statement of Mr. Mack appears in the appendix.]

Senator BoreN. Let me ask one question on the retroactivity. As
you know, in general, I am not very much an advocate of retroac-
tive changes in the Tax Code. Do you think it would create any
complication in this case to make that provision apply back to
1990, rather than to 1991? Will there be any down-side problem to
it, or will the benefit achieved be so great that it will be worth it in
your opinion?

Mr. Mack. I think a lot of folks share your concern about retro-
activity. As I mentioned, the AMT itself imposes some retroactive

problems.
Senator BoreN. Exactly.
Mr. Mack. But, no. We suggested in our written testimony a

number of ways you could accommodate our proposal. One would
be more complicated, perhaps, for the taxpayer than the other two.
The revenue loss should be negligible. The proposal that appears in
S. 1394 was before the Congress in 1990. It was intended over in
the other body to go into effect in 1990. It is something that should
have been taken care of last year. For reasons beyond everyone’s
control, it did not make it through the reconciliation conference.
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I think that there is considerable justification for not requiring
folks to continue to handle 1990 property for as long as it is being
depreciated for AMT purposes dlfferently than the reform that you
are putting in place in the bill.

Senator BoreN. Thank you very much.

Mr. Goldstein?

STATEMENT OF BENSON S. GOLDSTEIN, MANAGER, TAX POLICY
CENTER, U.S. CHAMBER OF COMMERCE, WASHINGTON, DC

Mr. GorpsTEIN. Thank you, Mr. Chairman. We thank you very
much for holding these very important hearings. My name is
Benson Goldstein, Manager for Tax Policy for the U.S. Chamber of
Commerce.

The U.S. Chamber is pleased to provide testimony on S. 1394, the
Tax Simplification Act of 1991. The Chamber supports the Senate
Fineince Committee’s efforts to rationalize and simplify the current
tax law.

The business community views simplification in the foreign pro-
visions of the Internal Revenue Code as a high priority. In order to
achieve meaningful simplification in the foreign area a review of
complex sourcing and allocation rules is necessary. Basic simplifi-
cation also necessitates a review of the underlying complexities of
the foreign tax credit basket and limitation rules as well as an
analysis of the complicated rules governing deferral.

Although some of the foreign provisions of the bill may indicate
a modicum of simplification, the provisions generally do not appear
to provide much simplification in practice and appear to be almost
as complicated as current law. At a time when Congress and the
nation are concerned about the competitiveness of U.S. industry in
world markets there is a fear among the business community that
the foreign provisions of the Act may actually worsen to a degree
the competitive provision of American corporations and interna-
tional markets and increase the tax burden of U.S. multi-national
corporations.

The Chamber does support the provisions of S. 1394 which ex-
tends Code Section 1248 to the sale of stock and lower-tier con-
trolled foreign corporations. By extending Section 1248 to sales of
stock and lower-tier corporations as the bill proposes Congress
would accomplish true simplification. This would eliminate an
aspect of the Tax Code which serves no legitimate economic or tax
policy rationale.

The Chamber also recommends that the Committee give careful
consideration to S. 936, foreign simplification legislation introduced
by Senator Max Baucus. This bill includes meaningful simplifica-
tion provisions which are designed to improve the competitive
standing of U.S. corporations and world markets.

Simplification of the payroll tax deposit system is very important
to small business. The current system is unnecessarily complex and
warrants overhaul. A large percentage of IRS and taxpayer dis-
putes over payroll tax deposits are as a result of the unnecessary
complex system for determining the due dates of deposits.

In this regard the Chamber supports the small depositor rules of
S. 1610, a payroll tax simplification measure also introduced by
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Senator Baucus. This bill would increase the currently monthly
small deposit threshold from $3,000 to $6,000.

Unlike the Senator’s proposal, the small deposit rules of H.R.
2775 are clearly in acceleration of tax payments for certain small
businesses. The Chamber is opposed to this acceleration in tax pay-
ments for small businesses under the House bill.

The current regulations provide a 5 percent safe harbor regard-
ing the deposit shortfall of employers with monthly payroll tax ac-
cumulations of $3,000 or more. Any attempt to reduce the current
b percent safe harbor should be opposed.

Businesses, particularly those with multiple payrolls in a chang-
ing work force, encounter significant problems in accurately deter-
mining their withholding liability on a next-day basis. Many find it
impossible. The 5 percent safe harbor provides employers with a
modicum of flexibility.

S. 1394 includes a provision regarding the interest rate on large
corporate underpayments. This provision represents true simplifi-
cation and thus should be supported by the committee. Moreover,
the S corporation provisions of the bill represent a step forward for
an important segment of the business community.

Mr. Chairman, with respect to the alternative minimum tax I
would like to address that as well. The simplification act eliminates
the depreciation calculation under the adjusted current earnings or
ACE calculation of the corporate AMT, but maintains the deprecia-
tion calculation for AMT purposes.

While this proposal is a good first step forward, the Chamber
continues to be concerned that the large depreciation preference of
the AMT system overstates economic income and therefore results
in overpayment of tax by low profit, capital intensive firms.

As in the foreign area, the committee should review the underly-
ing policy rationale of the AMT in a broader context of simplifica-
tion.

Thank you, Mr. Chairman.

Senator BoreN. Thank you very much, Mr. Goldstein.
d.[’Iihe prepared statement of Mr. Goldstein appears in the appen-

ix.
Senator BoreN. Let me bring you back to the question of the 5
percent safe haven on the payroll question. You obviously heard
the earlier testimony from the General Accounting Office. Were.
you here when the General Accounting Office testified?

Mr. GoLDSTEIN. Yes.

Senator BoreN. They, of course, asserted that it was unneces-
sary, that there are very few firms that utilized it, and that a
waiver procedure would be sufficient to take care of it without
either a 5 percent or 2 percent safe haven provision in the legisla-

tion.
What is your response to that argument from the General Ac-

counting Office?

Mr. GoLpsTEIN. Well, I think two things. First of all, the discus-
sion was with large depositors, particularly with $100,000 or more
per pay period. They already deposit on a next day basis. I think
that that was in a sense a speed up that was done in the 1989 and

1990 Acts. '
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I think that that should in some ways take care of some of these
so-called concerns that have been addressed by GAO. But more par-
ticularly to a waiver process with respect to the IRS I am not sure
that too many taxpayers would agree with that kind of notion. Be-
cause what happens often within IRS waiver procedure, the IRS
has the authority to do it but grants it in very limited and prob-
ably in very few circumstances.

Senator BoreN. They are not known for over using their discre-
tionary authority in this area?

Mr. GoLpsTEIN. Exactly.

Senator BoreN. Thank you very much.

Just one last question to Mr. Fink. You were talking about the
differences in the market, the way securities are traded now as op-
posed to 1936 when the 30 percent rule was adopted. Could you
elaborate on that just a little bit?

Mr. Fink. Well, I think the markets were much less volatile
then.

Senator BoreN. Yes.
Mr. FiNk. We did a study of volatility and volume on the New

York stock exchange. I do not recall the numbers now, but I think
a million or two million shares were traded a day then.
— Senator BoreN. Right.

Mr. FINK. And today the exchange can trade 100 million shares
each day. That volume just makes market swings much greater
and requires professional money managers to move in the market
on behalf of their clients. Pension fund managers, banks, and in-
surance companies can move in and out of the market as they see
fit. The only managers (on behalf of their shareholders) that cannot
move freely in the market are mutual fund managers.

nator BoreN. Right.
/Mr. FINK. I think that is the main reason, Senator.
* Senator BoreN. Thank you very much.

Mr. Fink. Thank you.
Senator BoreN. Well, again, I appreciate the testimony that all

three of you have given and thank you for taking the time to come
and share your views with the committee. We appreciate it very
much and regard the suggestions you have made as very good and
constructive ones.

Thank you for being with us.

Mr. MAck. Thank you.

Senator BoreN. The hearings will stand in recess.

[Whereupon, the hearing recessed at 3:38 p.m.]
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ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT OF DENISE BODE

My name is Denise Bode. I am President of the Independent Petroleum Association of
America (IPAA). I welcome the opportunity to comment on the behalf of our national
association which represents some 5,500 independent crude oil and natural gas explorers/
producers in all 33 states with oil and natural gas production. The IPAA includes among its
members a number of publicly traded master limited partnerships, besides the significant
number of smailer partnerships in which our members maintain interests. -

Overview:

Partnerships have long been used by the oil and gas industry as a means of raising
investment capital. The use of partnerships as an investment vehicle is now less attractive,
due in part to the tax provisions enacted in the Tax Reform Act of 1986. However, a recent
survey indicated that 21 percent of independent producers have raised venture capital through
the use of limited partnerships, indicating the ongoing importance of partnerships to the
industry. The Independent Petroleum Association of America (IPAA) also includes among
its members a number of publicly traded master limited partnerships, besides the significant
number of smaller partnershins in which our members maintain interests.

The Department of the Treasury and the Coalition of Publicly Traded Partnerships have each
submitted studies to Congress on compliance and administrative issues associated with widely
held partnerships. We are concerned that these studies paid little attention to the problems
and concerns that are raised by oil and gas investments held in partnership form.

IPAA does support the concept of simplified reporting to the extent that new requirements
reduce the number of items required to be separately reported to partners. Yet, primarily
because oil and gas partnerships that elect the simplified reporting benefits under the Act are
subject 1o the loss of percentage depletion benefits, the Act will significantly reduce the
attractiveriess of oil and gas investments held in partnership form. Other changes in the Act,
primarily those that relate to changes in partnership audit procedures, are also of significant
concern to the industry.

Minimum Tax Reform is of Paramount Importance:

Much of (e complexity that is prevalent in oil and gas partnerships has resulted from the
impact of the minimum tax laws. The oil and gas industry is perhaps the most heavily
affected by the impact of the alternative minimum tax, with an estimated 75 percent of
producers subject to this tax, on an annual basis. The oil and gas industry is subject to
numerous adjustments for purposes of the minimum tax, resulting from the treatment of
intangible drilling costs, percentage depletion, and equipment depreciation. The need to
separately state these items would be eliminated for *1c majority of investors if the disparate
treatment of these items was modified.

(81
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Domestic producers should be allowed to use their long established ordinary and business
deductions such as drilling costs and the allowance for depletion of the resource. At a time
when investment in domestic petroleum resources is in a perilous decline due to problems
with oil and natural gas price volatility and lack of capital, current tax law only serves to

exacerbate the problem.

For instance, due to price volatility and the complexities of the minimum tax, a potential
investor may not know if he made a wise decision to drill until almost a full year after the
- drilling date. Given the risks an investor must undertake, he needs little additional
aggravation in the form of punitive and regressive tax provisions. The [PAA feels that
Congress would best advance the goals of tax simplification and wis: energy policy by not
penalizing these legitimate business deductions under the minimum tax.

Simplified Reporting and Percentage Depletion:

Act Section 210 would add a new section 775 to the Internal Revenue Code, which provides
that the simplified reporting requirements would not apply to large oil and gas partnerships, .
unless the partnership makes an election to apply these requirements. However, a
partnership electing the simplified reporting requirements must forego the benefits of
percentage depletion and can only deduct cost depletion.

IPAA supports the elective treatment of oil and gas partnerships (0 be included within the
reporting provisions. This elective treatment should be preserved in the legislation in view
of the many items that are normally separately stated as a result of other oil and gas
provisions in the Internal Revenue Code (especially the treatment of intangible drilling costs

and percentage depletion).

However, we can see no valid reason why large partnerships Should not be entitled to
compute percentage depletion on behalf of their partners, if they elect to have the simplified
reporting provisions apply. Although percentage depletion now must be separately reported
to partners, there is little reason why this computation could not occur at the partnership
level. Under the existing bill, partners with a greater than five percent capital interest in the
partnership and integrated oil companies are treated as exciuded partners. If there is concern
that partnership level treatment would allow depletion to the companies affected by depletable
quantity limitations, these concerns can be easily alleviated by requiring these partners 1o be
treated as excluded partners. Becaiise substantially all of the remaining partners would be
individuals that likely would not be subject to the 65 percent of overall net income limitation,
there would seem to be negligible revenue loss that would result from the allowance of

percentage depletion computed at the partnership level.

Denial of percentage depletion benefits as a condition of obtaining simplified reporting runs
counter to the tax policy decisions made in enacting the oil and gas provisions in the Revenue
Reconciliation Act of 1990, which expanded the availability of percentage depletion benefits
in order to improve the economic viability of production from marginal properties.

Percentage depletion femains an important deduction to investors in oil and gas partnerships,
as it acts to "level the playing field" with investments in nondepletable assets by recognizing
that oil and gas assets have no residual value, and that replacement costs for oil and gas
assets is significantly greater than assets in nondepleting industries.

The IPAA recommends that there should be no limitations on the allowance of percentage
depletion deductions by large partnerships, if the partnership elects to apply the simplified
reporting provisions. In order to advance the goals of simplified reporting, depletion could
be computed at the partnership level, except for those partners otherwise excluded from the
simplified provisions.

We also note that a clarification needs to be made to the exclusion for il and gas
partnerships from the definition of a "large partnership.® "Many oil'iid gas"Partrierships do
not directly hold working interests in oil and gas properties, and often hold these interests



83

through other operating partnerships. The Act should be clarified to provided that the
exclusion applies if SO percent or more (by value) of the assets of the partnership (including

assets held indirectly thorough other pass- through entities) are oil and gas properties.
Magnetic Media Flling and Oll and Gas Partnerships:

Act section 203 amends section 6011(¢)(2) of the Internal Revenue Code to provide that the
L.LR.S. may require large partnerships with more than 250 partners to file their tax returns
and copies of the schedules sent to each partner on magnetic media. However, oil and gas
partnerships that are not subject to simplified reporting may pass out as many as twenty
different items to partners. Often, these items do not fit into any kind of standardized
category and are simply listed separately and referred to in the line items described as "other
items of income or loss” on the I.R.S. form K-1, reporting the partner’s distributive share of
the partnership’s taxable items. It would be extremely difficult to fit these items into the
simplified reporting categories that would be necessary for magnetic media reporting.

It appears that the purpose of the magnetic media filing requirements is to facilitate matching
of the information reported by a large partnership to its partnership returns. Matching
requires consistent treatment of partnership items on both the partnership and partner’s
returns. However, it is unlikely that items that do not fit into a standardized reporting
category (e.g. those items described as other deductions on form K-1) would be correctly
picked up correctly and accounted for through any kind of mechanized procedure. In
addition, correct matching could not occur relative to those items for which the partner may
make a separate election (e.g. the section 59(e) election, relating to an optional election to
capitalize and amortize intangible drilling costs), or that are subject to partner level
limitations (e.g. percentage depletion, pursuant to section 613A(d)(1)). Thus, comparison of
the magnetic media filing would be difficult, if not impossible, and would most likely require
partners to spend a large amount of time and money to reconcile differences if matching was
attempted. For these reasons, the I[PAA feels that only those oil and gas partnerships that
have elected simplified reporting should be subject to magnetic media reporting.

Proposals Affecting Assessent of Deflciencies With Respect to Widely Held
Partonerships:

Act section 202 provides for a number of changes in the audit procedures of widely held
partnerships, apparently arising out of the Treasury study’s recommendation that audit
procedures should be changed. However, we question the need for changes in this area
based upon the Treasury Department’s conclusion that a significant amount of unreported
partnership income exists from widely held partnerships. The Treasury study is notable in
that it offers no factual evidence to back up this conclusion. However, the approach adopted
in Act section 202 would severely damage the ability of partners to resell partnership
interests and would impose an unfair burden on partners by subjecting them to tax on income
they may have never received,

Certainly the Treasury study is correct in noting that the current TEFRA audit system is not
ideal for large partnerships. For instance, giving each individual partner the right to
parti¢ipate in negotiations with the Service and in court proceedings may result in a
cumbersome process. In addition, the requirement that the I.R.S. must give notice of the
beginning of partnership-level administrative proceedings and the resulting administrative
adjustments is also cumbersome. However, the proposed system represents a radical
departure form existing partnership tax principles, and would appear to violate the pnncnples
and stated criteria on which the simplification bill is based.

“

We note that most large partnerships and all publicly traded partnerships are subject to
independent audits by certified public accountants. In addition, the Service has audited many
“tax-shelter® type nonpublicly traded partnerships. Yet, despite the fact that these
partnerships are routinely audited, the Treasury study suggests that the Service is unable to
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audit these partnerships under current law. We are not aware of any circumstances where
the Service has even attempted to audit a large publicly traded partnership in the oil and gas
industry. However, if relatively minor changes in the notification requirements are made,
the Service should be able to audit most large partnerships using the system that is generally
applicable under current law.

We also believe that most partners report the taxable income that is passed through to them
by the partnership, and that most partnerships take reasonable positions based on existing tax
law in preparing partnership returns. Most partnerships have little reason to take aggressive
positions on their returns, as a public relations debacle would result with investor partners if
significant changes were made arising out of a partnership audit.

Act section 202 specifically adopts the approach recommended by the Treasury Department
study that would provide that an item of a partnership shortfall in a prior year would be
treated as a current item of income in the year in which a final determination of the
adjustment is made, and would provide for the collection of interest and penalties with
respect to the shortfall directly from the partnership. This approach represents a significant
departure from usual partnership principles. The Treasury department proposal
acknowledges that the approach would give a "windfall® to the partner in the year income
was understated and would impose an unfair burden on the partner buying into the tax
liability. The Treasury report minimizes this problem, stating that the “detriment to a
partner who buys into a tax liability of a widely held partnership under the current
assessment approach would be less than the detriment to a shareholder who buys into a
corporation with a similar tax liability.”

This statement is erroneous as to its application to the approach adopted in the Act. For
example, a partner that becomes subject to a partnership adjustment may have reportable
income on which he must pay tax. But yet, the partnership may have otherwise have
incurred a loss for the year such that the partner receives no cash with which to pay the tax.
This is different from the corporate situation, where the corporadon (and not the partner) is
liable to pay the tax. However, we are not advocating that the partnership pay (on a
nonelective basis) the tax liability on behalf of the partner. We feel, consistent with current
law, that the tax liability is best collected from the partner that was in the panncrshxp at the

time the underpayment of tax arose.

The new audit provisions would have the effect of severely decreasing the marketability and
resale of partnership interests, Few partners would wish to purchase partnership interests
with respect to which they couid be-purchasing contingent tax liabilities. The problem is
especially acute in those partnerships that were formed for a singular purpose (i.e. an
exploratory well drilling program), rather than those parinerships which operate ongoing
businesses. For example, those partnerships formed for a single business venture often incur
losses in the early years of partnership formation and realize income in later years. The
earlier loss years are most susceptible to change upon partnership audit. Few investors
would be willing to purchase partnership interests knowing that audit adjustments arising out

of the loss years would be passed through to them.

The Treasury study also indicates that this approach may present serious liquidity problems
for existing partnerships. This is a valid concern. In many audits, by the time the audit is
settled, the collection of interest and penalties associated with a tax deficiency may be as
large as the deficiency itself. Collection of interest and penalties from the partnership itself
could easily cause partnerships with insufficient cash reserveso sell assets or liquidate in
order to satisfy the interest and penalties. Such a threat would further depress the value of

partnership interests.

Again, we believe that the proposed changes in the partnership audit provisions are

unwarranted. If significant changes must be made, we recommend that the changes apply to
~publicly traded partnerships only and those partnerships that are not publicly traded and were

formed for purposes of conducting a single business venture be exempted from the new

nules.
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Advance of Due Date for Furnishing Information to Partners:

Section 107 of the Act would amend section 6031(b) of the Internal Revenue Code to provide
that a partnership must supply information returns to partners by the 15th date of the third
month following a close of a partnership’s taxable year, in order to better facilitate the
partner's return preparation. Most partnerships are sensitive to the needs of their investor
partners to file their returns, and most partnerships work extremely diligently in getting this
information out to partners on a timely basis. Indeed, many partnership agreements provide
that this information must be furnished to partners by March 15 after the end of the calendar

year.

It is important that legislators understand the amount of work that must be accomplished
within an extremely small window of time after the end of a partnership’s taxable year. The
partnership must first close its books and records for the taxable year. After the books and
records are closed, the partnerships are often audited by independent certified public
accountants. Partnerships that have units held by brokers in street name must collect and
process the information necessary pertaining to the beneficial owners of these interests.
After the audit (if one occurs), the income tax workpapers are prepared and are often
reviewed by independent tax counsel. After the workpapers have been prepared, the retum
is usually completed with the assistance of an outside computer services and processing
company, The completion of the finished return requires a tremendous amount of
coordination between staff of the partnership, independent auditors, tax counsel, and
computer services personnel. This work must be completed at a time of year when the
workloads of all parties involved are exceptionally heavy, placing them under significant

pressure.

A few of the largest partnerships, because of their size and complexity, are unable to get
information returns to partners by the 15th day of the third month following the close of their
taxable year. This partnerships may not be able to meet the new information reporting
requirement in any event. Given the choice of mandatory compliance with the new due date,
the partnerships may have to either close their books one month earlier in order to have
adequate time to prepare the return, or may take "shortcuts” that would minimize propes
review of the return and would increase the chance for errors. In any event, the chances for
an incorrect filing would be dramatically increased.

In addition, many partnerships that are experiencing financial difficulties are not able to file
their returns on a timely basis. These partnerships may not be able to afford to hire in-house
personnel that are usually necessary to prepare such returns. In addition, the costs of hiring
outside personnel to prepare the returns (usually from C.P.A. firms) is often prohibitive
during the initial months of the year because of their significant workloads and higher fees
during the tax season. These partnerships will often file their returns during the summer
months in order to save money on preparation fees. Although inconvenient for partners, the
burden of waiting until the summer months for return preparation may be preferable to the
loss in their investment from the payment of increased fees.

We believe that partnerships should be aliowed to extend the due date for filing their
partnership returns (and sending information returns to partners) if reasonable cause for the
extension exists. Accordingly, if a duz date of two and a half months after year end is used
for partner information returns, we believe that this date should be allowed to be extended if
reasonable cause for a later filing exists. If it is important that the information returns be
provided to partners by an earlier due date, we recommend that the partnerships be given the
opportunity to elect instead to have an earlier year end (such as a November 30 year end).
This year end would allow more time for return preparation, but would minimize any
opportunity for deferral of partnership income.
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INTRODUCTION

This document,! prepared by the staff of the Joint Committee on
Taxation, provides a technical explanation of the “Tax Simplifica-
tion Act of 1991” (H.R. 2777 and S. 1394). H.R. 2777 (Representa-
tives Rostenkowski and Archer) and S. 1394 (Senators Bentsen and
Packwood) were introduced on June 26, 1991.

The Tax Simplification Act of 1991 includes seven titles:

Title I—Individual Tax Provisions;

Title II—Treatment of Large Partnerships;

Title III-—Foreign Provisions;

Title IV—Other Income Tax Provisions;

Title V—Provisions Relating to Estate and Gift Taxation;
Title VI—Excise Tax Provisions; and

Title VII—Administrative Provisions.

! This document may be cited as follows: Technical Explanation of the Tax Simplification Act
of 1991 (H.R. 2277 and S. 1894) (JCS-10-91), June 28, 1991.

Xy
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TECHNICAL EXPLANATION OF THE BILL
TITLE L.—INDIVIDUAL TAX PROVISIONS

1. Rollover of gain on sale of principal residence (sec. 101 of the
bill and sec. 1034 of the Code)

Present Law

No gain is recognized on the sale of a principal residence if a
new residence at least equal in cost to the sales price of the old res-
idence is purchased and usedek:fr the taxpayer as his or her princi-
pal residence within a specified period of time (sec. 1034). This re-
placement period generally begins two years before and ends two
years after the date of sale of the old residence. The basis of the
replacement residence is reduced by the amount of any gain not
igg?ignized on the sale of the old residence by reason of section

In general, nonrecognition treatment is available only once
during any two-year period. In addition, if the taxpayer purchases
more than one residence during the replacement period and such
residences are each used as the taxpayer’'s principal residence
within two years after the date of sale of the old residence, only
éhe last residence so used is treated as the new replacement resi-

ence.

Special rules apply, however, if residences are sold in order to re-
locate for employment reasons. First, the number of times nonrec-
ognition treatment is available during a two-year period is not lim-
ited. Second, if a residence is sold within two years after the sale of
the old residence, the residence sold is treated as the last residence
used by the taxpayer and thus as the only replacement residence.

Reasons for Simplification

The rollover provision governing the sale of a principal residence
is unnecessarily complex, in part due to the ditferent set of rules
that applies depending on whether the sale is work related, The
bill simplifies the rollover provision by applying only one set of
rules to the sale of a principal residence regardless of whether the

sale is work related.
Explanation of Provision

Under the bill, gain is rolled over from one residence to another
residence in the order the residences are purchased and used, re-
§ardless of the taxpayer’s reasons for the sale of the old residence.

n addition, gain may be rolled over more than once within a two-
year lperiod. hus, the rules that formerly applied only if a taxpay-
er sold his residence in order to relocate for employment purposes
will apply in all cases.

0))]
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- As under present law, the basis ¢f each succeeding residence is
reduced by the amount of gain not recognized on the sale of the

prior residence.
Effective Date

The provision applies to sales of old residences (within the mean-
ing of section 1034) after the date of enactment.

2. Due dates for estimated tax payments of individuals (sec. 102 of
the bill and sec. 6654 of the Code)

Present Law

In order to avoid an addition to tax, estimated tax payments of
individuals generally are due on April 15th, June 15th, and Sep-
tember 15th of the taxable year for which the payment relates, and
January 15th of the following taxable year. The amount of the esti-
mated tax payments generally must be based on 90 percent of the
tax shown on the return for the taxable year or 100 percent of the

tax shown on the return for the preceding taxable dyear.
The due date for the tax return of an individual generally is

April 15th of year following the taxable year to which the return
relates. The due date may be automatically extended to August

16th.
Reason for Simplification

Delaying the due date of the second estimated tax installment
would allow for a more accurate determination of the amount of
the required payment if the payment is based on the tax shown on
the return for the current year or if the payment is based on the
tax shown on the return for the preceding year and the due date of
the return for the preceding year has been extended.

Explanation of Provision

Under the bill, the due date for the second estimated tax pay-
ment of individuals is July 15th of the taxable year for which the

payment relates.
Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1991.

3. Permit payment of taxes by credit card (sec. 103 of the bill and
sec. 6311 of the Code)

Present Law

Payment of taxes may be made by checks or money orders, to
the extent and under the conditions provided by regulations.

Reasons for Simplification

Credit cards are a commonly used and reliable form of payment.
Some taxpayers may find paying taxes by credit card more conven-
ient than paying by check or money order.
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Explanation of Provision

The bill permits payment of taxes by credit card, to the extent
and under the conditions provided by regulations.

Effective Date

The provision is effective on the date of enactment.

4. Election by parent to claim unearned income of certain chil-
dren on parent’s return (sec. 104 of the bill and secs. 1(g)(7)
and 57(j)(1) of the Code)

Present Law

The net unearned income of a child under 14 years of age is
taxed to the child at the top rate of the parents. Net unearned
income means unearned income less the sum of $500 and the great-
er of: (1) $500 of the standard deduction or $500 of itemized deduc-
tions or (2) the amount of allowable deductions directly connected
with the production of the unearned income. The dollar amounts
are adjusted for inflation.

In certain circumstances, a parent may elect to include a child’s
unearned income on the parent’s income tax return if the child’s
income is less than $5,000. A parent making this election must in-
clude the gross income of the child in excess of $1,000 in income for
the taxable year. In addition, the Farent must report an additional
tax liabilitg e%tlxal to the lesser of (1) $75 or. (2) 15 percent of the
excess of the child’'s income over $500. The-dollar amounts for the
election are not adjusted for inflation. .

A person claimed as a dependant canngt claim a standard deduc-
tion exceeding the greater of $500 or such person’s earned income.
For alternative minimum tax Yurposes, the exemption of a child
under 14 years of age generally cannot exceed the sum of such
child’s earned income plus $1,000. The $500 amount is adjusted fof
inflation but the $1,000 amount is not.

Reasons for Simplification

The election by a parent to include a child’s unearned income on
a return is intended to eliminate the need to file a separate return
for a child without reducing the family's total tax liability. Index-
ation of the underlying dollar amounts simplifies return prepara-
tion by making the election availgble to more taxpayers.

The restriction upon the exemption alégWed to a child for alter-
native minimum tax purposes is intended to treat the family the
same as if the child’s income had been included on the parent’s
return. Indexation of this exemption amount achieves this goal and
simplifies transfers by removing a tax consideration influencing
the ownership of property within the family.

Explanation of Provision

The bill adjusts for inflation the dollar amounts involved in the
election to claim unearned income on thé parent's return. It like-
wise indexes the $1,000 amount used in computing the child’s alter-
native minimum tax. .
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Effective Date

Thggprovision applies to taxable years beginning after December
31, 1991.

5. Simplified foreign tax credit limitation for individuals (sec. 105
of the bill and sec. 904 of the Code)

Present Law

In order to compute the foreign tax credit, a taxpayer computes
foreign source taxable income, and foreign taxes paid, in each of
the applicable separate foreign tax credit limitation categories. In
the case of an individual, this requires the filing of IRS Form 1116,
designed to elicit sufficient information to perform the necessary
calculations.

In many cases, individual taxpayers who are eligible to credit
foreign taxes may have only a modest amount of foreign source
gross income, all of which is income from investments (e.g., divi-
dends from a foreign corporation subject to foreign withholding
taxes, or dividends from a domestic mutual fund that can pass
through its foreign texes to the shareholder (see sec. 853)). Taxable
income of this type ordinarily is subject to the single foreign tax
credit limitation category known as passive income. However,
under certain circumstances, the e treats investment-type
income =~.g., dividends and interest) as income in several other sep-
arate limitation categories (e.g., high withholding tax interest
income, general limitation income) designed to accomplish certain
policy objectives or forestall certain abuses. For this reason, any
taxpayer with foreign source gross income is required to provide
sufficient detail on form 1116 to ensure that foreign source taxable
income from investments, as well as all other foreign source tax-
able income, is allocated to the correct limitation category.

Reasons for Simplification

It is believed that a significant number of individuals are enti-
tled to credit relatively small amounts of foreign tax, imposed at
modest effective tax rates on foreign source investment income. For
taxpayers in this class, it is believed that applicable foreign tax
credit limitations typically exceed the amounts of taxes paid.
Therefore, it is believed that relieving these taxpayers from appli-
cation of the full panoply of foreign tax credit rules may achieve
significant reduction in the complexity of the tax law without sig-
nificantly altering actual tax liabilities. At the same time, however,
it is believed that the benefits of simplified treatment should be
limited to cover those cases where the taxpayer is receiving a
payee statement showing the amount of the foreign source income

and the foreign tax.
Explanation of Provision

The bill allows individuals with no more than $200 of creditable
foreign taxes, and no foreign source income other than income
which is in the passive basket, to elect a simplified foreign tax
credit limitation equal to the lesser of 25 percent of the individual’s
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foreign source gross income or the amount of the creditable foreign
taxes paid or accrued by the individual during the taxable year. (It
is intended that an individual electing this simplified limitation
calculation not be required to file Form 1116 in order to obtain the
benefit of the credit.) A person who elects the simplified foreigu tax
credit limitation is not allowed a credit for any foreign tax not
shown on a payee statement (as that term is defined in sec.
6724(dX2)) furnished to him or her. Nor is the person entitled to
treat any excess credits for a taxable year to which the election ap-
plied as a carryover to another taxable year. Because the limita-
tion for a taxable year to which the election applies can be no more
than the creditable foreign taxes actually paid for the taxable year,
it is also the case under the bill that no excess credits from another
yea;'. can be carried over to the taxable year to which the election
applies.

For purposes of the simplified limitation, passive income general-
ly is defined to include all types of income that would be foreign
personal holding income under the subpart F rules, plus income in-
clusions from passive foreign corporations (as-defined above by the
bill), so long as the income is shown on a payee statement fur-
nished to the individual. Thus, for purposes of the simplified limita-
tion, passive income includes all dividends, interest (and income
equivalent to interest), royalties, rents, and annuities, and net
gains from dispositions of property giving rise to such income, from
certain commodities transactions, and from foreign currency trans-
actions that give rise to foreign currency gains and losses as de-
fined in section 988. The statutory exceptions to treating these
types of income as passive for foreign tax credit limitation pur-

ses, such as the exceptions for high-taxed income and high with-

olding tax interest, are not applicable in determining eligibility to
use the simplified limitation.

Although an estate or trust generally computes taxable income
and credits in the same manner as in the case of an individual
(Code sec. 641(b); Treas. Reg. sec. 1.641(b)-1), the simplified limita-
tion does not apply to an estate or trust.

Effective Date

31Ti1§9;1)rovision applies to taxable years beginning after December

6. Personal transactions by individuals in foreign currency (sec.
106 of the bill and sec. 988 of the Code)

Present Law

When a U.S. taxpayer with a dollar functional currency makes a
payment in a foreign currency, gain or loss (referred to as ‘‘ex-
change gain or loss”) arises from any change in the value of the
foreign currency relative to the U.S. dollar between the time the
currency was acquired (or the obligation to pay was incurred) and
the time that the payment is made. Gain or loss results because
foreign currency, unlike the U.S. dollar, is treated as property for

Federal income tax purposes.
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Exchange gain or loss can arise in the course of a trade or busi-
ness or in connection with an investment transaction. Exchange
gain or loss can also arise where foreign currency was acquired for
personal use. For example, the IRS has ruled that a taxpayer who
converts U.S. dollars to a foreign currency for personal use—while
traveling abroad—realizes exchange gain or loss on reconversion of
gpgr«i%isaated or depreciated foreign currency (Rev. Rul. 74-7, 1974-1

Prior to the Tax Reform Act of 1986 (the ‘1986 Act’’), most of the
rules for determining the Federal income tax consequences of for-
eign currency transactions were embodied in a series of court cases
and revenue rulings issued by the Internal Revenue Service
(“TRS”). Additional rules of limited application were provided by
Treasury regulations and, in a few instances, statutory provisions.
Pre-1986 law was believed to be unclear regarding the character,
the timing of recognition, and the source of gain or loss due to fluc-
tuations in the exchange rate of foreign currency. The result of
prior law was uncertainty of tax treatment for many legitimate
transactions, as well as opportunities for tax-motivated transac-
tions. Therefore, in 1986 Congress determined that a comprehen-
sive set of rules should be provided fpr the U.S. tax treatment of
transactions involving “nonfunctional currencies;” that is, curren-
cies other than the taxpayer’s “functional currency.”

However, the 1986 Act provisions designed to clarify the treat-
ment of currency transactions, primarily found in section 988,
apply to transactions entered into by an individual only to the
extent that expenses attributable to such transactions would be de-
ductible under section 162 (as a trade or business expense) or sec-
tion 212 (as an expense of producing income, other than expenses
incurred in connection with the determination, collection, or
refund of taxes). Therefore, the principles of pre-1986 law continue
to apply to personal currency transactions.?

Reasons for Simplification

An individual who lives or travels abroad generally cannot use
U.S. dollars to make all of the purchases incident to ordinary dail
life. Instead, the local currency must often be used, yet the individ-
ual will not be treated for tax pur{)oses as having changed his or
her functional currency to the local currency. If it were necessary
to treat foreign currency in this instance as property giving rise to
U.S. dollar income or loss every time it was, in effect, “‘bartered”
for goods or services, the U.S. individual living in or visiting a for-
eign country would have a significant administrative burden that
may besr little or no relation to whether U.S.-dollar measured
income has increased or decreased. An analogous issue arises for a
corporation that has a qualified business unit (“QBU”) in a foreign
country but nevertheless uses the U.S. dollar as its functional cur-
rency pursuant to section 986(bX3). Complexity concerns aside, Con-
gress could have required in that case that gain or loss be comput-

? See, e.g., Rev. Rul. 90-79, 1990-2 C.B. 26 (where the taxpayer purchased a house in a fqreign
country, financed by a foreign currency loan, and the currency appreciates before the house is
sold and the loan is repaid, the taxpayer's exchange loss on repayment of the loan is not deduct.
ible under sec. 988 and does not offset taxable gain on the sale of the house).
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ed on each transaction carried out in the local currency. Instead,
however, Congress directed the Treasury to adopt a method of
translation of the QBU’s results that merely approximates the re-
sults of determining exchange gain or loss on a transaction-by-
transaction basis.® It is believed that individuals also should be
given relief from the requirement to keep track of gains on an
actual transaction-by-transaction basis in certain cases.

Explanation of Provision

In a case where an individual acquires nonfunctional currency
and then disposes of it in a personal transaction, and where ex-
change rates have changed in the intervening period, the bill pro-
vides for nonrecognition of an individual's resulting exchange gains
not exceeding $200. The bill does not change the treatment of re-
sulting exchange losses. It is understood that under other Code pro-
visions, such losses typically are not deductible by individuals (e.g.,

sec. 165(c)).
Effective Date

BIT?gq?rovision applies to taxable years beginning after December

7. Advance due date for furnishing information to partners (sec.
107 of the bill and sec. 6031(b) of the Code)

Present Law

A partnership required to file an income tax return with the IRS
must also furnish an information return to each of its partners on
or before the day on which the income tax return for the year is
required to be filed, including extensions. Under regulations, a
partnership must file its income tax return on or before the fif-
teenth day of the fourth month following the end of the partner-
ship’s taxable year (on or before April 15, for calendar year part-
nerships). This is the same deadline by which most individual part-
ners must file their tax returns.

Reasons for Simplification

Information returns that are received on or shortly before April
15 (or later) are difficult for individuals to use in preparing their
tax returns (or in computing their payments) that are due on that

date. -
Explanation of Provision

The bill provides that a large partnership must furnish informa-
tion returns to partners by the 15th day of the third month follow-
ing the close of the partnership’s taxable year. A lar?e partnership
is any partnership with 250 or more partners, as well as any part-
nership subject to the simplified reporting rules for large partner-
ships (contained in sec. 201 of this bill, described below).

3 See Staff of the Joint Committee on Taxation, 100th Cong.. 18t Sess., General Explanation of
the Tax Reform Act of 1986 at 1096 (1987); Treas. Reo. sec. 1.985-3,
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Effective Date

The provision is effective for taxable years ending on or after De-
cember 31, 1992.

8. Make income tax withholding rules parallel to rules for exclu-
sion from income for combat pay (sec. 108 of the bill and sec.

3401(a)(1) of the Code)
Present Law

Exclusion for combat pay

Gross income does not include certain combat pay of members of
the Armed Forces (sec. 112). If enlisted personnel serve in a combat
zone during any part of any month, military pay for that month is
excluded from gross income (special rules apply if enlisted person-
nel are hospitalized as a result of injuries, wounds, or disease in-
curred in a combat zone). In the case of commissioned officers,
these exclusions from income are limited to $500 per month of mili-

tary pay.
Income tax withholding

There is no income tax withholding with respect to military pay
for a month in which a member of the Armed Forces of the United
States is entitled to the benefits of section 112 (sec. 3401(a)2)). With
respect to enlisted personnel, this income tax withholding rule par-
allels the exclusion from income under section 112: there is total
exemption from income tax withholding and total exclasion from
income. With respect to officers, however, the withholding rule is
not parallel: there is total exemption from income tax withholding,
although the exclusion from income is limited to $5600 per month.

Reasons for Simplification

In most instances, the wage withholding rules closely parallel
the inclusion in income rules. Consequently, most individuals
whose income is subject to withholding may rely on withholding to
fulfill their tax obligations. The differences between the withhold-
ing rules and the exclusion rules with respect to combat pay could
cause affected taxpayers (primarily officers) to be surprised at the
size of their additional tax liability at the time of filing their tax
returns as a result of underwithholding. Paying the additional tax
liability with their tax returns could lead to greater financial hard-
ship than would withholding that is parallel to the exclusion rules.

’ Explanation of Provision

The bill makes the income tax withholding exemption rules par-
allel to the rules providing an exclusion from income for combat

pay.
Effective Date
The provision is effective as of January 1, 1992,
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9, Exll‘)arl;tiiﬁ? access to simplified income tax returns (sec. 109 of
the .

Present Law

There are three principal tax forms that are utilized by individ-
ual taxpayers: Form 1040EZ, Form 1040A, and Form 1040.

Reasons for Simplification
Many individual taxpayers find the tax forms to be complex.

Explanation of Provision

The bill provides that the Secretary of the Treasury (or his dele-
gate) shall take such actions as may be appropriate to expand
access to simplified individual income tax forms and to otherwise
simﬁlifg the individual income tax returns.

The bill also requires that the Secretary submit a report to the
Congress on the actions undertaken pursuant to this provision, to-
gether with any recommendations he may deem advisable.

Effective Date

The report is due no later than one year after the date of enact-
ment.

10. Simplification of tax treatment of rural letter carriers’ vehicle
expenses (sec. 110 of the bill and sec. 162 of the Code)

Present Law

A taxpayer who uses his or her automobile for business purposes
may deduct the business portion of the actual operation and main-
tenance expenses of the vehicle, plus depreciation (subject to the
limitations of sec. 280F). If the taxpayer is an employee and these
expenses are not reimbursed, the deduction is subject to the 2-per-
cent floor on miscellaneous itemized deductions. Alternatively, the
taxpayer may elect to utilize a standard mileage rate in computing
the deduction allowable for business use of an automobile that has
not been fully depreciated. Under this election, the taxpayer’s de-
duction equals the applicable rate multiplied by the number of
miles driven for business purposes, and is taken in lieu of deduc-
tions for depreciation and actual operation and maintenance ex-
penses.

An employee of the U.S. Postal Service may compute his or her
deduction for business use of an automobile in performing services
involving the collection and delivéry of mail on a rural route by
using, for all business use mileaée, 150-percent of the standard

mileage rate.
Reasons for Simplification

The filing of tax returns by rural letter carriers can be complex.
Under present law, those who are reimbursed at more than the 150-
percent rate must report their reimbursement as income, and
deduct their expenses as miscellaneous itemized deductions (subject
to the 2-percent floor). Permitting the income and expenses to
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wash, so that neither will have to be reported on the rural letter
carrier's tax return, will simplify these tax returns.

Explanation of Provision

The bill repeals the special reimbursement rate of 150 percent of
the standard mileage rate. In its place, the bill provides that the
rate of reimbursement provided by the Postal Service to rural
letter carriers is considered to be equivalent to their expenses. The
rate of reimbursement that is considered io be equivalent to their
expenses is the current rate of reimburseinent contained in the
1991 collective bargaining agreement, which may in the future be
increased by no more than the rate of inflation.

Effective Date
The provision is effective for taxable years beginning after De-

cember 31, 1991,

11. Exemption from luxury excise tax for certain equipment in-
stalled on passenger vehicles for use by disabled individuals
(sec. 111 of the bill and sec. 4004(b)(3) of the Code)

Present Law

. The Code imposes a 10-percent excise tax on the portion of the
retail price of a passenger vehicle that exceeds $30,000. The tax
also applies to separate purchases of component parts and accesso-
riea occurring within six months of the date the vehicle is placed in

service.
Reasons for Simplification
It is appropriate to reduce the compliance burdens on handi-
capped persons.
Explanation of Provision

The bill provides that the luxury excise tax does not apply to a
part or accessory installed on a passenger vehicle to enable or
assist an individual with a disability to operate the vehicle, or to
enter or exit the vehicle, by compensating for the effect of the dis-

ability.
Effective Date
The provision is effective for purchases after December 31, 1990.
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Title Il.—Treatment of Large Partnerships
A. General Provisions

1. Simplified flow-through for large partnerships (sec. 201 of the
bill and new secs. 771-777 of the Code)

Present Law

Treatment of partnerships in general

A partnership generally is treated as a conduit for Federal
income tax purposes. Each partner takes into account separately
his distributive share of the partnership’s items of income, gain,
loss, deduction or credit. The character of an item is the same as if
it had been directly realized or incurred by the partner. Limita-
tions affecting the computation of taxable income generally apply
at the partner level.

The taxable income of a partnership is computed in the same
manner as that of an individual except that no deduction is permit-
ted for personal exemptions, foreign taxes, charitable contributions,
net operating losses, certain itemized deductions, or depletion. Elec-
tions affecting the computation of taxable income derived from a
partnership are made by the partnership, except for certain elec-
tions such as those relating to discharge of indebtedness income

and the foreign tax credit.

Capital gains

The net capital gain of an individual is taxed generally at the
same rates applicable to ordinary income, subject to a maximum
marginal rate of 28 percent. Net capital gain 1s the excess of net
long-term capital gain over net short-term capital loss. Individuals
with a net capital loss generally may deduct up to $3,000 of the loss
each year against ordinary income. Net capital losses in excess of
the $3,000 limit may be carried forward indefinitely.

A special rule applies to gains and losses on the sale, exchange or
involuntary conversion of certain trade or business assets (sec.
1231). In general, net gains from such assets are treated as long-
term capital gains but net losses are treated as ordinary losses.

A partner's share of a partnership's net short-term capital gain
or loss and net long-term capital gain or loss from portfolio invest-
ments is separately reported to the partner. A partner's share of a
partnership’s net gain or loss under section 1231 generally is also

separately reported to the partner.

Deductions

Miscellaneous itemized deductions (e.g., certain investment ex-
penses) are deductible as an itemized deduction, but only to the

an
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extent that, in the aggregate, they exceed two percent of the indi-
vidual's adjusted gross income.

In general, taxpayers are allowed a deduction for charitable con-
tributions, subject to certain limitations. In the case of an individ-
ual, the deduction cannot exceed 50 percent of the individual’s con-
tribution base (generally, the individual's adjusted gross income)
for the taxable year. In the case of a corporation, the deduction
cannot exceed 10 percent of the corporation’s taxable income (com-

uted with certain modifications). Excess contributions are carried
orward for five years.

A partner’s distributive share of a partnership’s miscellaneous
itemized deductions and charitable contributions are separately re-

ported to the partner.

Credits in general

Each partner is allowed his distributive share of credits against
his taxable income. A refundable credit for gasoline used for
exempt purposes is allowed. Nonrefundable credits for clinical test-
ing expenses for certain drugs for rare diseases, for producing fuel
from nonconventional sources, and for the general business credit
are also allowed. The general business credit includes the invest-
ment credit (which in turn includes the rehabilitation credit), the
targeted jobs credit, the alcohol fuels credit, the research credit,
and the low-income housing credit.

The credits for clinical testing expenses and for fuel from non-
conventional sources are limited to the excess of regular tax over
tentative minimum tvax. Excess credits generally cannot be carried
torward. The amount of general business credit allowable in a tax-
able year is limited to the excess of a partner’s net income over the
greater of (1) the tentative minimum tax for the year or (2) 25 ge -
cent of the taxpayer’s net regular tax liability in excess of $25,000.
The general business credit in excess of this amount is carried back
three years and forward 15 years.

The benefit of the investment credit and the low-income housing
credit is recaptured if, within a specified time period, the partner
transfers his partnership interest or the partnership converts or
transfers the property for which the credit was allowed.

Foreign tax credit

The foreign tax credit generally allows U.S. taxpayers to reduce
U.S. income tax on foreign income by the amount of foreign income
taxes paid with respect to that income. In lieu of electing the for-
eign tax credit, a taxpayer may deduct foreign taxes from adjusted
gross income.

The total amount of the credit may not exceed the same propor-
tion of the taxpayer's U.S. tax which the taxpayer’'s foreign source
taxable income bears to the taxpayer's worldwide taxable income
for the taxable year. In addition, the foreign tax credit limitation is
calculated separately for various categories of income, generally re-
ferred to as ‘‘separate limitaticn categories.”” That is, the total
amount of the credit for foreign taxes on income in each category
may not exceed the same propartion of the taxpayer’s U.S. tax
which the taxpayer's foreign source taxable income 1n that catego-
ry bears to the taxpayer’s worldwide taxable income for the tax-
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able year. A partner generally reports his share of partnership
income from each category. A special rule, however, treats the dis-
tributive share of a limited partner owning less than ten percent of
a partnership as fer se in the passive category.

e amount of creditable taxes paid or accrued in any taxable
ear which exceeds the foreign tax credit limitation may be carried
ack to the two immediately preceding taxable years and carried

forward to the first five succeeding taxable years and credited to
the extent that the taxpayer otherwise has excess foreign tax
credit limitations for the appropriate separate limitation category

for those years.

Unrelated business taxable income

Tax-exempt organizations are subject to tax on income from un-
related businesses. Certain types of income (such as dividends, in-
terest and certain rental income) are not treated as unrelated busi-
ness taxable income. Thus, for a partner that is an exempt organi-
zation, whether partnership income is unrelated business taxable
income depends on the character of the underlying income. Income
from a publicly traded partnership, however, is treated as unrelat-
ed business taxable income regardless of the character of the un-

derlying income.

Passive losses

The passive loss rules generally disallow deductions and credits
from passive activities to the extent they exceed income from pas-
sive activities. Losses not allowed in a taxable year are suspended
and treated as current deductions from passive activities in the
next taxable year. These losses are allowed in full when a taxpayer
disposes of the entire interest in the passive activity to an unrelat-

rson in a taxable transaction. Passive activities include trade
or business activities in which the taxpayer does not materially
participate. (Limited partners generally do not materially partici-
pate in the activities of a partnership.) Passive activities also in-
clude rental activities (regardless of the taxpayer's material partici-
pation).* Portfolio income (such as interest and dividends), and ex-
?enses allocable to such income, are not treated as income or loss
rom a passive activity.

A partnership’s operations may be treated as multiple activities
for purposes of the passive loss rules. In such case, the partnershi
must separately report items of income and deductions from eac
of its activities.

Income from a publicly traded partnership is treated as portfolio
income under the passive loss rules. In addition, loss from such a
partnership is treated as separate from income and loss from any

4 An individual who actively participates in a rental real estate activity and holds at least a
10-percent interest may deduct up to $25,000 of passive losses. The $25,000 amount phases out as
the individual's income increases from $100,000 to $150,000.

The $26,000 allowance also rag lies to low-income housing and rehabilitation credits (on a de-
duction-equivalent basis), regardless of whether the taxpayer claiming the credit actively partici-
pates in the rental real estate activity generating the credit. In addition, the income phaseout
range for the $25,000 allowance for these credits is $200,000 to $260,000 (rather than $100,000 to
$160,000). For interests acquired after December 31, 1989 in partnerships holding‘groperty
rlamd in service after that date, the $25,000 deduction-equivalent allowance is permitted for the

ey han fionpr it fthrcab g o ol b bh g LI ]
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other publicly traded partnership, and also as separate from any
incornc or loss from passive activities.

REMICs

A tax is imposed on partnerships holding a residual interest in a
real estate mortgage investment conduit (%REMIC). The amount of
the tux is the amount of excess inclusions aliocable to partnership
interests owned by certain tax-exempt organizations (‘‘disqualified
organizations’’) multiplied by the highest corporate tax rate.

Contribution of property to a partnership

In general, a partner recognizes no gain or loss upon the contri-
bution of property to a partnership. However, income, gain, loss
and deduction with respect to property contributed to a partner-
ship by a partner must be allocated among the partners so as to
take into account the difference between the basis of the property
to the partnership and its fair market value at the time of contri-
hution. In addition, the contributing partner must recognize gain
or loss equal to such difference if the property is distributed to an-
other partner within five years of its contribution (sec. 704(c)).
Under regulations, the amount of depreciation and gain or loss
that is allocated under these rules is limited to the depreciation al-
lowable to, or gain or loss recognized by, the partnership for tax
purposes with respect to the contributed property (the ‘“ceiling

rule”).

Election of optional basis adjustments

In general, the transfer of a partnership interest or a distribu-
tion of partnership property does not affect the basis of partnership
assets, A partnership, however, may elect to make certain adjust-
ments in the basis of partnership property (sec. 7564). Under a sec-
tion 754 election, the transfer of a partnership interest generally
results in an adjustment in the partnership’s basis in its property
for the benefit of the transferee partner only, to reflect the differ-
ence between that partner’s basis for his interest and his propor-
tionate share of the adjusted basis of partnership property (sec.
743(b)). Also under the election, a distribution of property to a part-
ner in certain cases results in an adjustment in the basis of other

partnership property (sec. 734(b)).

Terminations

A partnership terminates if either (1) all partners cease carrying
on the business, financial operation or venture of the partnership,
or (2) within a 12-month Xeriod 50 percent or more of the total
partnership interests is sold or exchanged (sec. 708).

Reasons for Simplification

The requirement that each partner take into account separately
his distributive share of a partnership’s items of income, gain, loss,
deduction and credit can result in the reporting of a large number
of items to each partner. The Schedule K-1, on which such items

are reported, contains space for more than 40 items. Reporting so
m ny . r vat ly gtat 1 it ma ‘a hi'rd n nm  fer individn | inv
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tors with relatively small, passive interests in large partnerships.
In many respects such investments are indistinguishable from
those made in corporate stock or mutual funds, which do not re-
quire reporting of numerous separate items.

In addition, the number of items reported under the current
regime makes it difficult for the Internal Revenue Service to match
items reported on the K-1 against the partner’s income tax return.
Matching is also difficult because items on the K-1 are often modi-
fied or limited at the partner level before appearing on the part-
ner’s tax return,

By significantly reducing the number of items that must be sepa-
rately reported to partners, the provision eases the reporting
burden of partners and facilitates matching k% the IRS. Moreover,
it is understood that the Internal Revenue Service is considering
restricting the use of substitute reporting forms by large partner-
ships. uction of the number of items makes possible a short
standardized form.

In addition, the rules governing allocations with respect to prop-
erty contributed to a partnership and the rules regarding partner-
ship terminations are ill-suited to large partnerships, whose inter-
ests are commonly transferred. By adopting a deferred sale ap-
proach for property contributions and by reducing the possibility of
partnership terminations, the provision improves the administra-
tion of the tax rules governing large partnerships.

Explanation of Provisions

In general

The bill modifies the tax treatment of a large partnership (gener-
allfr, a partnership with at least 250 partners) and its partners. The
bill provides that each partner takes into account separately the
partner's distributive share of the following items, which are deter-
mined at the partnership level: (1) taxable income or loss from pas-
sive loss limitation activities; (2) taxable income or loss from other
activities (e.g., portfolio income or loss); (3) net capital gain to the
extent allocable to passive loss limitation activities and other ac-
tivities; (4) net alternative minimum tax adjustment separately
computed for passive loss limitation activities and other activities;
(5) general credits; (6) low-income housing credit; (7) rehabilitation
credit; (8) for certain partnerships, tax-exempt interest; and (9) for
certain partnerships, foreign taxes paid and foreign source partner-
ship items.®

nder the bill, the taxable income of a large partnership is com-
puted in the same manner as that of an individual, except that the
items described above are separately stated and certain modifica-
tions are made. These modifications include disallowing the deduc-
tion for personal exemptions, the net operating loss deduction and
certain itemized deductions.® All limitations and other provisions

§In dewrmininf the amounts required to be separately taken into account by a partner, those
provisions of the large partnership rules governing computations of taxable income are applied
separately with respect to that partner by taking into account that partner's distributive share
of the partnership’s items of income, %ain. loss, deduction or credit. This rule permits partner-
ships to make otherwise valid special allocations of partnership items to partners.

o A large partnership is allowed a deduction under section 212 for expenses incurred for the

. production of income, subject to 70-percent disallowance, as described below.
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affecting the computation of taxable income or any credit (except
for the at risk, passive loss and section 68 itemized deduction limi-
tations, and any other provision specified in regulations) are ap-
plied at the partnership (and not the partner) level. Thus, for ex-
ample, any investment interest of the partnership is limited at the
partnership level, and any carryover is made at that level.

All elections affecting the computation of taxable income or any

credit are made by the partnership.

Capital gains

Under the bill, netting of capital gains and losses occurs at the
partnership level. A J)artner in a large partnership takes into ac-
count separately his distributive share of the partnership’s net cap-
ital gain.” Any excess of capital losses over capital gains, however,
is not separately reported to partners; rather, such excess is carried
over at the partnership level. The partnership cannot offset any
portion of capital losses against ordinary income.

A partner's distributive share of the Yartnership’s net capital
gain is allocated between passive loss limitation activities and
other activities. The net capital gain is allocated to passive loss lim-
itation activities to the extent of net capital gain from sales and
exchanges of property used in connection with such activities, and
any excess is allocated to other activities.

~Any gains and losses of the lpm't;nership under section 1231 are
netted at the partnership level. Net gain is treated as long-term
capital gain and is subject to the rules described above. Net loss is
treated as ordinary loss and consolidated with the partnership’s

other taxable income.

Deductions

The bill contains two special rules for deductions. First, miscella-
neous itemized deductions are not separately reported to partners.
Instead, 70 percent of the amount of such deductions is disallowed
at the partnership level; 8 the remaining 30 percent is allowed at
the partnership level in determining taxable income, and is not
subject to the two-percent floor at the partner level.

Second, charitable contributions are not separately reported to
partners under the bill. Instead, the charitable contribution deduc-
tion is allowed at the partnership level in determining taxable
income, subject to the limitations that apply to corporate donors.

Credits in general

Under the bill, general credits are separately reported to part-
ners as a single item. General credits are any credits other than
the low-inco.ne housing credit and the rehabilitation credit. A part-
ner’s distributive share of general credits is taken into account as a
current year general business credit. Thus, for example, the credits
for clinical testing expenses and the production of fuel from non-
conventional sources are subject to the present law limitations on

T Any excees of net short-term capital gain over net long-term capital loss is consolidated with
the ership’s other taxable income and is not reported.
s “70 percunt” figure is intended to te umoumno; of such deductions that

would be at the parther level as a result of the two-percent
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the general business credit. The refundable credit for gasoline used
for exempt purposes is allowed to the partnership, and thus is not
separately reported to partners. L

In recognition of their special treatment undeg, the passive loss
rules, the low-income housing and rehabilitation ‘credits are sepa-
rately reported.® o

The bill imposes credit recapture at the partnership level and de-
termines the amount of recapture by assuming that the credit fully
reduced taxes. Such recapture is applied figst to reduce the part-
nership’s current year credit, if any; the partnership is liable for
any excess over that amount. Under the bill, the transfer of an in-
terest in a large partnership does not trigger recapture.

Foreign tax credit

Elections, computations and limitations regarding the foreign tax
credit generally are made at the partnership level «without regard
to a partner's other foreign source income or foreign taxes paid.
For purposes of determining fore(iign tax credit limitations, the
partnershig} is treated as an individual subject to tax at a 25-per-
cent rate. Excess credits can be carried forward at the partnership
level but cannot be carried back. The foreign tax credit is reported
to the partner as a general credit. The partner’s distributive share
of all items of income, gain, loss or deduction are treated as derived
from sources within the United States.

A different rule applies if either the partnership elects, or 25 per-
cent or more of the gross income of the partnership is derived from
sources outside the United States. In such case, elections, computa-
tions and limitations are made by the partner, as under present
law. The partnership reports to the partner creditable foreign taxes
and the source of any income, gain, loss or deduction taken into ac-
count by the partnership. As under present law, such income is
generally treated as passive for separate limitation purposes.

Tax-exempt interest

Under the bill, interest on a State or local bond is treated as tax-
able (and thus not separately reported) unless at the end of each
quarter of the taxable year at least 50 percent of the value of part-
nership assets consists of State or local bonds the interest on which

is exempt from taxation.

Unrelated business taxable income

The bill retains presen!-law treatment of unrelated business tax-
able income. Thus, a wax-exempt partner’s distributive share of
partnership items is taken into account separately to the extent
necessary to comply with the rules governing such income. Under
the bill, all income from a publicly traded partnership continues to
be treated as unrelated business taxable income.

%It is intended that the rehabilitation and low-income housing credits which are subject to
the same passive loes rules (i.e., in the case of the low-income housing credit, where the partner-
ship interest was acquired or the property was placed in service before 1990) could be reported

together on the same line.
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Passive losses

Under the bill, a partner in a large tpartnership takes into ac-
count separately his distributive share of the partnership’s taxable
income or loss from passive loss limitation activities. The term
“‘passive loss limitation activity’” means any activity which involves
the conduct of a trade or business (including any activity treated as
a trade or business under sec. 469(cX5) or (6)) and any rental activi-
ty. A partner’s share of a large partnership’s taxable income or loss
from passive loss limitation activities is treated as an item of
income or loss from the conduct of a trade or business which is a
single passive activity, as defined in the passive loss rules. Thus, a
lar?e partnership is nct required to separately report items from
multiple activities.

A partner in a large partnership also takes into account sepa-
rately his distributive share of the partnership’s taxable income or
loss from activities other than passive loss limitation activities.
Such distributive share is treated as an item of income or expense
with respect to property held for investment. Thus, portfolio
income (e.g., interest and dividends) is reported separately and is
reduced by portfolio deductions and allocable investment interest
expense.

nder the bill, income from a publicly traded partnership contin-
ues to be treated as portfolio income.

Alternative minimum tax

Under the bill, alternative minimum tax adjustments and prefer-
ences are combined at the partnership level. A large partnership
would report to partners a net AMT adjustment separately comput-
ed for passive loss limitation activities and other activities. In de-
termining a partner’s alternative minimum taxable income, a part-
ner’s distributive share of any net AMT adjustment is taken into
account instead of making separate AMT adjustments with respect
to partnership items. Except as provided in regulations, the net
AMT adjustment is determined by using the adjustments applica-
ble to individuals, and is treated as a deferral preference for pur-
poses of the section 53 minimum tax credit.

REMICs

For purposes of the tax on partnerships holding residual inter-
ests in REMICs, all interests in a large partnership are treated as
held by disqualified organizations. Thus, a large partnership hold-
ing a residual interest in a REMIC is subject to a tax equal to the
excess inclusions multiplied by the highest corporate rate.

Deferred sale treatment for contributed property

In general

For all partners contributing property to a large partnershif (in-
cluding partners otherwise excluded from application of the large
rtnership rules, as described below), the bill replaces section
04(c) with a “deferred sale” approach. Under the bill, a large part-
nership is treated as if it had purchased the property from the con-
tributing partner for its then fair market value, thus taking a fair
market value basis in the pronerty, The contrihntine r rin r's &cin
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or loss on the contribution (the “precontribution gain or loss”) 10 is
deferred until the occurrence of specified recognition events. In
general, the character of the precontribution gain or loss is the
same as if the property had been sold to the partnership by the
artner at the time of contribution. The contributing partner’s
asis in his partnership interest is adjusted for precontribution
amounts recognized under the provision. These adjustments gener-
ally are made immediately before the recognition event.

e provision effectively repeals the ceiling rule for large part-
nerships, i.e., the amount of precontribution gain or loss recognized
by the contributing partner under the provision is not limited to
the overall gain or loss from the contributed property recognized
bg the partnership. In addition, the amount of depreciation allow-
able to the partnership is not limited to the contributing partner’s

basis in the property.

Recognition events

Certain events occurring at either the partnership or partner
level cause recognition of precontribution gain or loss. Loss is not
recognized, however, by reason of a disposition to a person related
(within the meaning of sec. 267(b)) to the contributing partner.

Transactions at partnership level.—The contributing partner rec-
ognizes precontribution gain or loss as the partnership claims an
amortization, depreciation, or depletion deduction with respect to
the property. The amount of gain (or loss) recognized equals the in-
crease (or decrease) in the deduction attributable to changes in
basis of the property occurring by reason of its contribution. Any
gain or loss 8o recognized is treated as ordinary.

The contributing partner also recognizes precontribution gain or
loss if the partnership disposes of the contributed property to a
person other than the contributing partner. If such property is dis-
tributed to the contributing partner, its basis in the hands of the
contributing partner equals its basis immediately before the contri-
bution, adg“usted for any gain or loss previously recognized on ac-
count of the deferred sale. No adjustment is made to the basis of
undistributed partnership property on account of a distribution to
the contributing partner.!?

Transactions at partner level.—A contributing partner recognizes
precontribution gain or loss to the extent that he disposes of his
partnership interest other than at death.!2 Such partner also rec-
ognizes precontribution gain or loss to the extent that the cash and
fair market value of property (other than the contributed property)
distributed to him exceeds the ad(,);usted basis of his partnership in-
terest immediately before the distribution (determined without
regard to any basis adjustment under the deemed sale rules result-

ing from the distribution).

w—

10 Precontribution gain is the excess of the fair market value of the contributed property at
the time of contribution over the adjusted basis of such property immediately before such contri-
bution. Precontribution loss is the excess of the adjusted basis of such property over its fair

market value. . . i
11 Amounts recognized by reason of these ition events are taken into account in the

partner's taxable year in which or with which ends the partnership taxable year of the deduc-

tion or disposition.
131t is intended that a deceased partner’s successor in interest would not recognize any re-

m inine nrecontribution yain or losa.
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Election of optional basis adjustments

Under the bill, a large partnership may still elect to adjust the
basis of partnership assets with respect to transferee partners. The
computation of a large partnership’s taxable income is made with-
out regard to the section 743(b) adjustment. As under present law,
the section 743(b) adjustment is made only with respect to the
transferee partner. In addition, a large partnership is permitted to
adjust the basis of partnership property under section 734(b) if
property is distributed to a partner, as under present law.

Terminations

The bill provides that a large partnership does not terminate for
tax ptgiposes solely because 50 percent of its interests is sold or ex-
changed within a 12-month period.

Partnerships and partners subject to large partnership rules

Definition of large partnership

A “large partnership” is any partnership if the number of per-
sons who were partners in such partnership in a taxable year was
at least 2560.13 Any partnership treated as a large partnership for a
taxable year is so treated for all succeeding years, even if the
number of partners falls below 250. Regulations may provide, how-
ever, that if the number of persons who are partners in any tax-
able year falls below 100, the partnership is not treated as a large
partnership. Partnerships with at least 100 partners can elect to be
treated as if they had 250 partners. The election applies to the year
for which made and all subsequent years and cannot be revoked
without the Secretary’s consent.

A large partnership does not include any partnership if substan-
tially all of its activities involve the performance of personal serv-
ices by individuals owning, directly or indirectly, interests in the
partnership, or if 50 percent or more of the value of the partner-
ship’s assets consists of oil or gas properties.

Treatment of excluded partners

In general, the large partnership rules do not apply to an ex-
cluded partner's distributive share of partnership items. An ex-
cluded partner is any partner (1) owning more than a five percent
partnership interest at any time during the taxable year, or (2) ma-
terially participating in the partnership’s activities during the year
and holding any interest which is not a limited partnership inter-
est. Any partner treated as an excluded partner for a taxable year
is s0 treated for all succeeding years. In determining whether a
partner is an excluded partner, the treatment on the large partner-
ship's tax return binds the partnership and the partner, but not

the Secretary.

13 The number of partners is determined by counting only persons directly holding partner-
ship interests in the taxable year; persons holding indirectly (e.zas.bthrowh another partnership)
are not counted. It is not necessary for a partnership to have or more partners at any one
time in a taxable vear for the partnar hintarsa 3itut 1 r ¢ wr - i
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Treatment of partnerships holding oil or gas pmperties

As described above, the large partnership rules do not apply to a
partnership if at least 50 percent of the value of its assets consists
of oil or gas properties.!* In addition, the rules do not apply to any
item attributable to any partnership oil or gas property. However,
oil or gas partnerships can elect to be treated as large partner-
ships. In addition, partnerships owning oil or gas properties but
which otherwise qualify as large partnerships (i.e., because less
than 50 percent of their assets consists of oil or gas properties) can
elect to apply the large partnership rules to items attributable to
their oil or gas properties. If either type of partnership makes the
election, (1) depletion is computed without regard to percentage de-
pletion, (2) any partner who ig an integrated oil company is treated
as an excluded partner, and (3) any partner who holds a working
interest in an oil or %as property (either directly or through an
entity which does not limit the partner’s liability) is treated as an
excluded partner with respect to such interest. The election applies
to the year for which made and all subsequent years, and cannot
be revoked without the Secretary’s consent.

Regulatory authority

The Secretary of the Treasury is granted authority to prescribe
such regulations as may be appropriate to carry out the purposes
of the provisions.

Effective Date

The provisions generally apply to partnership taxable years
ending on or after December 31, 1992. The deferred sale provision
applies to any contribution of property (other than cash) made on
or after January 1, 1992, to a partnership which is, or is reasonably

expected to become, a large partnership. ~

2. Simplified audit procedures for large partnerships (sec. 202 of
the bill and secs. 6240, 6241, 6242, 6245, 6246, 6247, 6249, 6251,

6252, 6255, and 6256 of the Code)
Present Law

In general

Prior to 1982, a partnership (regardless of its size) was audited
only by auditing each partner individually. Because a large part-
nership sometimes had many partners located in different audit
districts, adjustments to items of income, gains, losses, deductions,
or credits of the partnership had to be made in numerous actions
in several jurisdictions, sometimes with conflicting outcomes,

The Tax Equity and Fiscal Responsibility Act of 1982 (“TEFRA")
established unified audit rules applicable to all but certain small
(10 or fewer partners) partnerships. These rules require the deter-
mination of all “partnership items” at the partnership, rather than
the partner, level. Partnership items are those items that are more

4 For this purpose, oil or gas ﬁrogertiee means the mineral interests in oil or gas which are
of a character with respect to which a ceduction for depletion is allowable under section 611,
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appropriately determined at the partnership level than at the part-
ner level, as provided by reguiations.

Administrative proceedings

Under the TEFRA rules, a partner must report all partnership
items consistently with the partnership return or must notify the
IRS of any inconsistency. If a partner fails to report any partner-
ship item consistently with the partnership return, the IRS ma
make a computational adjustment and immediately assess any ad-
ditional tax that results.

The IRS may challenge the reporting position of a partnership by
conducting a single administrative proceeding to resolve the issue
with respect to all partners. But the IRS must still assess any re-
sulting deficiency against each of the taxpayers who were partners
in the year in which the understatement of tax liability arose.

Any partner of a partnership can request an administrative ad-
justment or a refund for his own separate tax liability. Any part-
ner also has the right to participate in partnership-level adminis-
trative proceedings. A settlement agreement with respect to part-
nership items binds all parties to the settlement.

Tax Matters Partner

The TEFRA rules establish the ‘“Tax Matters Partner” as the

rimary representative of a partnership in dealings with the IRS.

he Tax Matters Partner is a general partner designated by the
partnership or, in the absence of designation, the general partner
with the largest profits interest at the close of the taxable year. If
no Tax Matters Partner is designated, and it is impractical to
apply the largest profits interest rule, the IRS may select any part-
ner as the Tax Matters Partner.

Notice requirements

The IRS generally is required to give notice of the beginning of
partnership-level administrative proceedings and any resulting ad-
ministrative adjustment to all partners whose names and addresses
are furnished to the IRS. For partnerships with more than 100
partners, however, the IRS generally is not required to give notice
to partners whose profits interest is less than one percent.

Adjudication of disputes concerning partnership items

After the IRS makes an administrative adjustment, the Tax Mat-
ters Partner (and, in limited circumstances, certain other partners)
may file a petition for readjustment of partnership items in the
Tax Court, the district court in which the partnership’s principal
place of business is located, or the Claims Court.

Statute of limitations

The IRS generally cannot adjust a partnership item for a part-
nership taxable year if more than 3 years have elapsed since the
later of the filing of the partnership return or the last day for the

filing of the partnership return.
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Reasons for Simplification

Present audit procedures for large partnerships are inefficient
and more complex than those for other large entities. The IRS
must assess any deficiency arising from a partnership audit against
a large number of partners, many of whom cannot easily be located
(some may no longer be partners). In addition, audit procedures are
cumbersome and can be complicated further by the intervention of

partners acting individually.
Explanation of Provision

In gencral

The bill creates a new audit system for large partnerships. The
bill defines “large partnership” the same way for audit and report-
ing purposes (generally partnerships with at least 250 partners)
except that certain oil and gas partnerships are large partnerships
for the audit rules that are not subject to the large partnership re-
porting requirements,!3

As under present law, large partnerships and their partners are
subjected to unified audit rules. Partnership items are determined
at the partnership, rather than the partner, level. The term “part-
nership items” is defined as under present law.

Unlike present law, however, partnership adjustments generally
will flow through to the partners for the year in which the adjust-
ment takes effect. Thus, the current-year partners will adjust their
current-year share of partnership items of income, gains, losses, de-
ductions, or credits to reflect partnership adjustments that take
effect in that year. The adjustments generally will not affect prior
year returns of any partners (except in the case of changes to any
partner’s distributive shares).

In lieu of flowing an adjustment through to its partners, the
partnership may elect to pay an imputed underpayment. The im-
puted underpayment generally is calculated by netting the adjust-
ments to the income and loss items of the partnership and multi-
plying that amount bf/ the highest individual or corporate tax rate.
A partner may not file a claim for credit or refund of his allocable
share of the payment.

Regardless of whether a partnership adjustment flows through to
the partners, an adjustment must be offset if it requires another
adjustment in a year after the adjusted year and before the year
the offsetted adjustment takes effect. For example, if a partnership
expensed a $1,000 item in year 1, and it was determined in yesr 4
that the item should have been capitalized and amortized ratably
over 10 years, the adjustment in year 4 would be $600, apart from
any interest or penalty. (The $1,000 adjustment for the improper
deduction is offset by $400 of adjustments for amortization deduc-
tions.) The year 4 partners would be required ratably to include an
additional $600 in income for that year.

15 The bill also excludes from the audit provisions partners who are excluded from the report.
ing rules. Such a partner who is excluded from the audit rules, however, is excluded only to the
extent his or her interest in the partnership in the year in which an adjustment took effect does
not exceed his or her interest in the partnership taxable year to which the adjustment related.
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In addition, the partnership, rather than the partners individual-
+ ly, generally is liable for any interest and penalties that result
from a partnership adjustment. Interest is computed for the period
beginning on the return due date for the adg"usted year and ending
on the earlier of the return due date for the partnership taxable
year in which the adjustment takes effect or the date the partner-
ship pays the imputed undergayment. Thus, in the above example,
the partnership would be liable for 4 years worth of interest (on a
declining principal amount).

Ponalties (such as the accuracy and fraud penalties) are deter-
mined on a year-by-year basis (without offsets) based on an imput-
ed underpayment. All accuracy penalty criteria and waiver criteria
(such as reasonable cause, substantial authority, etc.) are deter-
mined as if the partnership were a taxable individual. Accuracy
and fraud fenalties are assessed and accrue interest in the same
manner as if asserted against a taxable individual.

If a partnership ceases to exist before a partnership adjustment
takes effect, the former partners are required to take the adjust-
ment into account, as provided by regulations. Regulations are also
authorized to the extent necessary to prevent abuse and to enforce
efficiently the audit rules in circumstances that present special en-
forcement considerations (such as partnership bankruptcy).

Administrative proceedings )

Under the large partnership audit rules, a partner is not permit-
ted to report any partnership items inconsistently with the part-
nership return, even if the partner notifies the IRS of the inconsist-
ency. The IRS could treat a partnership item that was reported in-
consistently by a partner as a mathematical or clerical error and
immediately assess any additional tax against that partner.

As under present law, the IRS could challenge the reporting posi-
tion of a partnership by conducting a single administrative pro-
ceeding to resolve the issue with respect to all partners. Unlike
present law, however, partners will have no right individually to
participate in settlement conferences or to request. a refund.

Partnership representative

The bill requires each iarge partnership to designate a partner or
other person to act on its behalf. If a large partnership fails to des-
ignate such a person, the IRS is permitted to designate any one of
the partners as the person authorized to act on the partnership’s
behalf. After the IRS’ designation, a large partnership could still
designate a replacement for the IRS-designated partner.

Notice requirements

Unlike present law, the IRS is not required to give notice to indi-
vidual partners of the commencement of an administrative pro-
ceeding or of a final adjustment. Instead, the IRS is authorized to
send notice of a partnershi;l) a’ﬁ\ustment to the partnership itself by
certified or registered mail. The IRS could give proper notice by
mailing the notice to the last known address of the partnership,
even if the partnership had terminated its existence.
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Adjudication of disputes concerning partnership items

As under present law, an administrative adjustinent could be
challenged in the Tax Court, the district court in which the part-
nership’s principal place of business is located, or the Claims Court.
However, only the partnership, and not partners individually, can
petition for a readjustment of partnership items.

Statute of limitations

Absent an agreement to extend the statute of limitations, the
IRS generally could not adjust a partnership item of a large part-
nership more than 3 years after the later of the filing of the part-
nership return or the last day for the filing of the partnership
return, Special rules apply to false or fraudulent returns, a sub-
stantial omission of income, or the failure to file a return. The IRS
would assess and collect any deficiency of a partner that arises
from any adjustment to a partnership itern subject to the limita-
tions period on assessments and collection apéwlicable to the year
the adjustment takes effect (secs. 6248, 6501 and 6502).

Effective Date

The provision applies to pdrtnership taxable years ending on or
after December 81, 1992,

3. Partnership returns on magnetic media (sec. 203 of the bill and
sec. 6011 of the Code)

Presenat Law

Partnerships are permitted, but not required, to provide the tax
return of the partnership (Form 1065), as well as copies of the
schedules sent to each partner (Form K-1), to the Internal Revenue

Service on magnetic media.
Reasons for Simplification

Most entities that file large numbers of documents with the In-
ternal Revenue Service must do so on magnetic media. Conforming
the reporting provisions for large partnerships to the generally ap-
plicable information reporting rules will facilitate integration of
partnership information into already existing data systems.

Explanation of Provision

The bill authorizes the Internal Revenue Service to require large
partnerships, and other partnerships with 250 or more partners, to
provide the tax return of the partnership (Form 1065), as well as
copies of the schedules sent to each partner (Form K-1), to the In-
ternal Revenue Service on magnetic media.

Effective Date

The provision applies to partnership taxable years ending on or
after December 31, 1992.
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B. Partnership Proceedings Under TEFRA '¢

1. Clarify the treatment of partnership items in deficiency pro-
ceedings (sec. 211 of the bill and sec. 6234 of the Code)

Present Law

TEFRA partnership proceedings must be kept separate from defi-
ciency proceedings involving the partners in their individual capac-
ities. Prior to the Tax Court’s opinion in Munro v. Commissioner,
92 T.C. 71 (1989), the IRS computed deficiencies by assuming that
all items that were subject to the TEFRA partnership procedures
were correctly reported on the taxpayer’s return. However, where
the losses claimed from TEFRA partnerships were so large that
they offset any proposed adjustments to nonpartnership items, no
deficiency could arise from a non-TEFRA proceeding and if the
partnership losses were subsequently disallowed in a fartnership
proceeding, the non-TEFRA adjustments might be uncollectible be-
cause of the expiration of the statute of limitations with respect to
nonpartnership items.

Faced with this situation in Munro, the IRS issued a notice of de-
ficiency to the taxpaier that presumptively disallowed the taxpay-
er's TEFRA partnership losses for com,gutational purposes only. Al-
though the Tax Court ruled that a deficiency existed and that the
court had jurisdiction to hear the case, the court disapproved of the
methodology used by the IRS to compute the deficiency. Specifical-
ly, the court held that partnership items (whether income, loss, de-

uction, or credit) included on a taxpayer’'s return must be com-
pletely ignored in determining whether a deficiency exists that is
attributable to nonpartnership items. )

Reasons for Simplification

The opinion in Munro creates problems for both taxpayers and
the IRS. For example, a taxpayer would be harmed in the case
where he has invested in a TEFRA partnership and is also subject
to the deficiency procedures with respect to nonpartnership item
adjustments, since computing the tax liability without regard to
partnership items will have the same effect as if the partnership
items were disallowed. If the partnership items were losses, the
effect will be a greatly increased deficiency for the nonpartnership
items. If, when the partnership proceeding is completed, the tax-
payer is ultimately allowed any part of the losses, the taxpayer will
receive part of the increased deficiency back in the form of an over-
payment. However, in the interim, the taxsafyer will have been
subject to assessment and collection of a deficiency inflated by
items still in dispute in the partnership proceeding. In essence, a
taxﬁayer in such a case would be deprived of a preg‘ayment forum
with respect to the partnership item adjustments. The IRS would
be harmed if a taxpayer's income is primarily from a TEFRA part-
nership, since the IRS may be unable to adjust nonpartnership
items such as medical expense deductions, home mortgage interest
deductions or charitable contribution deductions because there

1¢ Tax Equity and Fiscal Responsibility Act of 1982.
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would be no deficiency since, under Munro, the income must be ig-
nored.

Explanation of Provision

The bill is intended to overrule Munro and allow the IRS to
return to its prior practice of computing deficiencies by assuming
that all TEFRA items whose treatment has not been finally deter-
mined had been correctly reported on the taxpayer's return. This
will eliminate the need to do special computations that involve the
removal of TEFRA items from a taxpayer’s return, and will restore
to taxpayers a prepayment forum with respect to the TEFRA
items. In addition, the bill provides a special rule to address the
factual situation presented in Munro.

Specifically, the bill provides a declaratory judgment procedure
in the Tax Court for adjustments to an oversheltered return. An
oversheltered return is a return that shows no taxable income and
a net loss from TEFRA partnerships. In such a case, the IRS is au-
thorized to issue a notice of adjustment with respect to non-TEFRA
items, notwithstanding that no deficiency would result from the ad-
justment. However, the IRS may only issue such a notice if a defi-
ciency would have arisen in the absence of the net loss from
TEFRA partnerships.

The Tax Court would be granted jurisdiction to determine the
correctness of such an adjustment. No tax would be due upon such
a determination, but a decision of the Tax Court would be treated
as a final decision, permitting an appeal of the decision by either
the taxpayer or the IRS. An adjustment determined to be correct
would thus have the effect of increasing the taxable income that
would be deemed to have been reported on the taxpayer's return. If
the taxpayer's partnership items were then adjusted in a subse-
quent proceeding, the IRS would have preserved its ability to col-
lect tax on any increased deficiency attributable to the nonpartner-
ship items.

Alternatively, if the taxpayer chooses not to contest the notice of
adjustment within the 90-day period, the bill provides that when
the taxpayer's partnership items are finally determined, the tax-

ayer has the right to file a refund claim for tax attributable to the
items adjusted by the earlier notice of adjustment for the taxable
year. Although a refund claim is not generally permitted with re-
spect to a deficiency arising from a TEFRA proceeding, such a rule
is appropriate with respect to a defaulted notice of as,iustment be-
cause taxpayers may not challenge such a notice when issued since
it does not require the payment of additional tax.

In addition, the bill incorporates a number of provisions intended
to clarify the coordination between TEFRA audit proceedings and
individual deficiency proceedings. Under these provisions, any ad-
justment with respect to a non-partnership item that caused an in-
crease in tax liability with respect to a partnership item would be
treated as a computational adjustment and assessed after the con-
clusion of the TEFRA proceeding. Accordingly, deﬁciency groce-
dures would not apply with respect to this increase in tax liability,
and the statute of limitations applicable to TEFRA proceedings

would be controlling.



121
28

Effective Date

The provision is effective for partnership taxable years ending
after the date of the enactment of this Act.

2. Permit the IRS to rely on partnership returns to determine the
proper audit procedures (sec. 212 of the bill and sec. 6231 of

the Code)
Present Law

TEFRA established unified audit rules applicable to all partner-
ships, except for partnerships with 10 or fewer partners, each of
whom is a natural person (other than a nonresident alien) or an
estate, and for which each partner’s share of each partnership
items is the same as that partner’s share of every other partner-
ship item. Partners in the exempted partnerships are subject to
regular deficiency procedures.

Reasons for Simplification

The IRS often finds it difficult to determine whether to follow
the TEFRA partnership procedures or the regular deficiency proce-
dures. If the IRS determines that there were fewer than 10 part-
ners in the partnership but was unaware that one of the partners
was a nonresident alien or that there was a special allocation made
during the year, the IRS might inadvertently apply the wrong pro-
cedures and possibly 'eopardxze any assessment. Permitting the IRS
to rely on a-partnership's return would simplify the IRS’ task.

Explanation of Provision

The bill germits the IRS to apply the TEFRA audit procedures if,
based on the partnership’s return for the year, the IRS reasonabl
determines that those procedures should apply. Similarly, the bill
permits the IRS to apply the normal deficiency procedures if, based
on the partnership’s return for the year, the IRS reasonably deter-
mines that those procedures should apply.

Effective Date

The provision is effective for partnership taxable years ending
after the date of the enactment of this Act.

3. Suspend statute of limitations during bankruptcy proceedings
(sec. 213 of the bill and sec. 6229 of the Code)

Present Law

The ;feriod for assessing tax with respect to partnership items
generally is the longer of the periods provided by section 6229 or
section 6501. For Sartnership items that convert to nonpartnership
items, section 6229(f) provides that the period for assessing tax
shall not expire before the date which is 1 year after the date that
the items become nonpartnership items. tion 6503(h) provides
for the suspension of the limitations period during the pendency of
a bankruptcy proceeding. However, this provision onBIg applies to
the limitations periods provided in sections 6501 and 6502.
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Under present law, because the suspension provision in section
6503(h) applies only to the limitations periods provided in section
6501 and 6502, some uncertainty exists as to whether section
6503(h) applies to suspend the limitations period pertaining to con-
verted items provided in section 6229(f) when a petition naming a
partner as a debtor in a bankruptcy proceeding is filed. As a result,
the limitations period provided in section 6229(f) may continue to
run during the pendency of the bankruptcy proceeding, notwith-
standing that the IRS is prohibited from making an assessment
against the debtor because of the automatic stay provisions of the

Bankruptcy Code.
Reasons for Simplification

The ambiguity in present law makes it difficult for the IRS to
adjust partnership items that convert to nonpartnership items by
reason of a partner going into bankruptcy. In addition, any uncer-
tainty may result in increased requests for the bankruptcy court to
lift the automatic stay to permit the IRS to make an assessment

with respect to the converted items.
Explanation of Provision

The bill clarifies that the statute of limitations is suspended for a
partner who is named in a bankruptcy petition. The suspension
geriod is for the entire period during which the IRS is prohibited

y reason of the bankruptcy proceeding from making an assess-
ment, and for 60 days thereafter. The provision is not intended to
create any inference as to the proper interpretation of present law.

Effective Date

The provision shall take effect as if included in the amendments
Zxadefb)éggection 402 of the Tax Equity and Fiscal Responsibility
ct of 1982. '

4. Expand small partnership exception from TEFRA (sec. 214 of
the bill and sec. 6231 of the Code)

Present Law

TEFRA established unified audit rules applicable to all partner-
ships, except for partnerships with 10 or fewer partners, each of
whom is a natural person (other than a nonresident alien) or an
estate, and for which each Partner’s share of each partnership item
is the same as that partner’s share of every other partnership item.
Partners in the exempted partnerships are subject to regular defi-

ciency procedures.
Reasons for Simplification

The mere existence of a C corporation as a partner or of a special
allocation does not warrant subjecting the partnership and its part-
ners of an otherwise small partnership to the TEFRA procedures.
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Explanation of Provision

The bill permits a small partnership to have a C corporation as a
partner or to specially allocate items without jeopardizing its ex-
ception from the TEFRA rules. However, the bii)l retains the prohi-
bition of present law against having a flow-through entity (other
than an estate of a deceased partner) as a partner for purposes of

qualifying for the small partnership exception.
Effective Date

The provision is effective for partnership taxable years ending
after the date of the enactment of this Act.

5. Exclude partial settlements from 1-year assessment rule (sec.
215 of the bill and sec. 6229(f) of the Code)

Present Law

The period for assessing tax with respect to partnership items
generally is the longer of the periods provided by section 6229 or
section 6501. For partnership items that convert to nonpartnership
items, section 6229(f) provides that the period for assessing tax
shall not expire before the date which is 1 year after the date that
the items become nonpartnership items. Section 6231(bX1XC) pro-
vides that the partnership items of a partner for a partnership tax-
able year become nonpartnership items as of the date the partner
enters into a settlement agreement with the IRS with respect to

such items.
Reasons for Simplification

When a partial settlement agreement is entered into, the assess-
ment period for the items covered by the agreement may be differ-
ent than the assessment period for the remaining items. This frac-
tured statute of limitations poses a significant tracking problem for
the IRS and necessitates multiple computations of tax with respect
to each partner’s investment in the partnership for the taxable

year.
Explanation of Provision

The bill provides that if a partner and the IRS enter into a set-
tlement agreement with respect to some but not all of the partner-
ship items in dispute for a partnership taxable year and other part-
nership items remain in dispute, the period for assessing any tax
attributable to the settled items would be determined as if such
agreement had not been entered into. Consequently, the limitations
period that is applicable to the last item to be resolved for the part-
nership taxable year shall be controlling with respect to all disput-
ed partnership items for the partnership taxable year. The provi-
sion is not intended to create any inference as to the proper inter-

pretation of present law.
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Effective Date

The provision is effective for partnership taxable years ending
after the date of ti..: enactment of this Act.

6. Extend time for filirg a request for administrative adjustment
(sec. 216 of the bill and sec. 6227 of the Code)

Present Law

The non-TEFRA statute of limitations provides that if a statute
extension agreement is entered into, that agreement also extends
the statute of limitations for filing refund claims (sec. 6511(c)).
There is no comparable provision for extending the time for filing
refund claims with respect’ to partnership items subject to the

TEFRA partnership rules.
Reasons for Simplification

The absence of an extension for filing refund claims in TEFRA
proceedings hinders taxpayers that may want to agree to extend
the TEFRA statute of limitations but want to preserve their option
to file a refund claim later.

Explanation of Provision

The bill provides that if a TEFRA statute extension agreement is
entered into, that agreement also extends the statute of limitations
for filing refund claims until 6 months after the expiration of the
limitations period for assessments.

Effective Date )

The provision is effective as if included in the amendments made
by section 402 of the Tax Equity and Fiscal Responsibility Act of
1082

7. PProvide innocent spouse relief for TEFRA proceedings (sec. 217
of the bill and sec. 6230 of the Code)

Present Law

In general, an innocent spouse may be relieved of liability for
tax, penalties and interest if certain conditions are met (sec.
6013(e)). However, existing law does not provide the spouse of a
partner in a TEFRA partnership with a judicial forum to raise the
innocent spouse defense with respect to any tax or interest that re-
lates to an investment in a TEFRA partnership.

Reasons for Simplification

Providing a forum in which to raise the innocent spouse defense
with respect to liabilities dttributable to adjustments to partner-
ship items (including penalties, additions to tax and additional
amounts) would make the innocent spouse rules more uniform.
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Explanation of Provision

The bill prbvides both a prepayment forum and a refund forum
for raising the innocent spouse defense in TEFRA. cases.

Effective Date

The provision is effective as if included in the amendments made
by section 402 of the Tax Equity and Fiscal Responsibility Act of

1982.

8. Determine penalties at the partnership level (sec. 218 of the bill
and sec. 6221 of the Code)

Present Law

Partnership items include only items that are required to be
taken into account under the income tax subtitle. Penalties are not
partnership items since they are contained in the procedure and
administration subtitle. As a result, penalties may only be asserted
against a partner through the application of the deficiency proce-
dures following the completion of the partnership-level proceeding.

Reasons for Simplification

Many penalties are based upon the conduct of the taxpayer.
With respect to partnerships, the relevant conduct often occurs at
the Fartnership level. In addition, applying penalties at the partner
level through the deficiency procedures following the conclusion of
the unified proceeding at thﬁspartnership level increases the ad-
ministrative burden on the IRS and can significantly increase the

Tax Court’s inventory.
' Explanation of Provision

The bill provides that the partnership level proceeding is to in-
clude a determination of the applicability of penalties at the part-
nership level. However, the bill allows partners to raise any part-
ner-level defenses in a refund forum.

Effective Date

The provision is effective for partnership taxable years ending
after December 31, 1991.

9. Clarify jurisdiction of the Tax Court (sec. 219 of the bill and
secs. 6225 and 6226 of the Code)

Present Law

Improper assessment and collection activities by the IRS during
the 150-day period for ﬁling a petition or during the pendency of
any Tax Court proceeding, “may be enjoined in the proper court.”
Present law may be unclear as to whether this includes the Tax

Court.
For a partner other than the Tax Matters Partner to be eligible

to file a petition for redetermination of partnership items in any
court or to participate in an existing case, the period for assessing
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any tax attributable to the partnership items of that partner must
not have expired. Since such a partner would only be treated as a
party to the action if the statute of limitations with respect to
them was still open, the law is unclear whether the partner would
have standing to assert that the statute of limitations had expired

with respect to them.
Reasons for Simplification

Clarifying the Tax Court’s jurisdiction simplifies the resolution of
tax cases.

Explanation of Provision

The bill clarifies that an action to enjoin premature assessments
of deficiencies attributable to partnership items may be brought in
the Tax Court. The bill also permits a party to appear before a
court for the sole purpose of asserting that the period of limitations
for assessing any tax attributable to partnership items has expired

for that person.
Effective Date

The provision is effective for partnership taxable years ending
after the date of the enactment of this Act.

10. Treatment of premature petitions filed by certain partners
(sec, 220 of the bill and sec. 6226 of the Code)

Present Law

The Tax Matters Partner is given the exclusive right to file a pe-
tition for a readjustment of partnership items within the 90-day
period after the issuance of the notice of a final partnership admin-
istrative adjustment (FPAA). If the Tax Matters Partner does not
file a petition within the 90-day period, certain other partners are
permitted to file a petition within the 60-day period after the close
of the 90-day period. There are ordering rules for determining
which action goes forward and for dismissing other actions.

Reasons for Simplification

A petition that is filed within the 90-day period by a person who
is not the Tax Matters Partner is dismissed. Thus, if the Tax Mat-
ters Partner does not file a petition within the 90-day period and
no timely and valid petition is filed during the succeeding 60-day
period, judicial review of the adjustments set forth in the notice of
FPAA is foreclosed and the adjustments are deemed to be correct.

Explanation of Provision

The bill treats premature petitions filed by certain partners
within the 90-day period will be treated as being filed on the last
day of the following 60-day period under specified circumstances,
thus affording the partnership with an opportunity for judicial
~review that is not available under present law.
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Effective Date

The bill is effective with respect to petitions filed after the date
of the enactment of this Act.

11. Clarify bond requirement for appeals from TEFRA proceed-
ings (sec. 221 of the bill and sec, 7485 of the Code)

Present Law

A bond must be filed to stay the collection of deficiencies pending
the appeal of the Tax Court’s decision in a TEFRA proceeding. The
amount of the bond must be based on the court’s estimate of the
aggregate deficiencies of the partners.

Reasons for Simplification

The Tax Court cannot easily determine the aggregate changes in
tax liability of all of the partners in a partnership who will be af-
fected by the Court’s decision in the proceeding. Clarifying the cal-
culation of the bond amount would simplify the Tax Court’s task.

Explanation of Provision

The bill clarifies that the amount of the bond should be based on
the Tax Court’s estimate of the aggregate liability of the parties to
the action (and not all of the partners in the partnership).

Effective Date

The provision is effective as if included in the amendments made
ll)gggection 402 of the Tax Equity and Fiscal Responsibility Act of

12. Suspend interest where there is a delay in computational ad-
justment resulting from TEFRA settlements (sec. 222 of the
bill and sec. 6601 of the Code)

Present Law

Interest on a deficiency generally is suspended when a taxpayer
executes a settlement agreement with the IRS and waives the re-
strictions on assessments and collections and the IRS does not issue
a notice and demand for payment of such deficiency within 30
days. Interest on a deficiency that results from an adjustment of
pgrtnership items in TEFRA proceedings, however, is not suspend-
ed.

Reasons for Simplification

Processing settlement agreements and assessing the tax due
takes a substantial amount of time in TEFRA cases. A taxpayer is
not afforded any relief from interest during this period.

Explanation of Provision

The bill suspends interest where there is a delay in a computa-
tional adjustment resulting from TEFRA settlements.

Effective Date

The provision is effective with respect to settlements entered into
after December 31, 1991.
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Title I11.— Foreign Provisions

1. Deferral of tax on income earned through foreign corporations
and exceptions to deferral (secs. 301-304 of the bill and secs.
453, 532, 535, 542, 543, 551-558, 563, 954, 1246-1247, and 1291.
1297 of the Code)

Present Law

U.S. citizens and residents and U.S. corporations (collectively,
“U.S. persons”) are taxed currently by the United States on their
worldwide income, subject to a credit against U.S. tax on foreign
income based on foreign income taxes paid with respect to such
income. Income =arned 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 that
income by payment to its U.S. stockholders. The U.S. stockholders
are subject to U.S tax on the re{mtriated income at that time. For-
eign tax credits may reduce the U.S. tax.

Since 1937, the Code has set forth one or more regimes providin
exceptions to the general rule deferring U.S. tax on income earne
indirectly through a foreign corporation. These regimes currently
include the controlled foreign corporation (or subpart F) rules (secs.
951-964); the foreign personal holding company rules (secs. 551-558);
passive foreign investment company (PFIC) rules (secs. 1291-1297);
the personal holding company rules (secs. 541-547); the accumulat-
ed earnings tax (secs. 531-537); and rules for foreign investment
companies (sec. 1246) and electing foreign investment companies
(sec. 1247). These regimes have multiple and overlapping applica-
tion to foreign corporations owned in whole or in part by U.g. per-

sons.
Reasons for Simplification

Some of the different anti-deferral regimes were enacted or modi-
fied at different times and reflect historically different Congres-
sional policies. Different regimes provide different thresholds
(either by type of income or asset at the foreign corporation level,
or of U.S. stock ownership at the shareholder level) to their appli-
cation. They provide for different mechanisms by which U.S. stock-
holders are denied the benefits of deferral. Some of the regimes
have features directed at policy goals applicable to foreign corpora-
tions owned by U.S. corporations (e.g., the allowance of indirect for-
eign tax credits); others have features primarily directed at issues
applicable to foreign corporations owned by U.S. individuals (e.g.,
the basis of property acquired from a decedent). Some regimes pre-
serve the character of the income earned in the hands of a foreign
corporation while others do not. Some provide for movement of
losses between years of a single foreign corporation or between

(36)
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multiple corporations while others do not. While a consistent
theme of these regimes is to provide current taxation for certain
types of interest, dividend, rental, royalty, and other similar
income, the different regimes apply different criteria to these items
of income to determine their current inclusion or noninclusion. Dif-
ferent regimes have different ordering rules for determining which
dividends from foreign corporations subject to the regimes are sub-
ject to tax on repatriation and which are simply distributions of
previously taxed income.

Simply because of the differences among the various anti-defer-
ral regimes, U.S. taxpayers frequently are faced with the need to
consult multiple sets of anti-deferral rules when they hold stock in
a foreign corporation.

Moreover, the interactions of the rules cause additional complex-
ity. There is significant overlap among the several regimes. This
overlap requires the Code to provide specific rules of priority for
income inclusions among the regimes, as well as additional coordi-
nation provisions pertaining to other operational differences among
the several regimes. The overlapping or multiple application of
anti-deferral regimes to a single corporation can result in signifi-
cant additional complexity with little or no ultimate tax conse-
quences.

Consolidation of the several anti-deferral regimes can achieve
two major types of simfplification. First, b% reducing the number of
separate definitions of entities among the anti-deferral regimes,
taxpayers can be spared the burden of understanding and comply-
ing with a multiplicity of separate anti-deferral regimes with sepa-
rate definitions and requirements. )

Second, from an operational perspective, the number of anti-de-
ferral regimes that can aggly to any one shareholder in a foreign
corporation can be reduced to one. As discussed above, the oper-
ational differences, including the overlapping applicability of the
six present-law anti-deferral regimes, is a source of complexity.
Under a consolidated regime, however, deferral can be denied for
many corporations (whether in full or in part) solely through the
provisions of subpart F. In the case of a controlled foreign co?ora-
tion, for example, being subject to the rules for full denial of defer-
ral (such as the PFIC or foreign personal holding company provi-
sions under present law) can result in no additional compliance
burdens or administrative or operational complexity.

Another source of complexity under present law is the need for
shareholders of controlled foreign corporations to make ‘‘protec-
tive” current-inclusion elections in order to avoid adverse future
consequences under the interest-charge method should the con-
trolled foreign corporation also prove to be a PFIC.!” By replacing
elective current-inclusion treatment for PFICs that are also con-
trolled foreign corporations by mandatory current inclusion
through subpart F for passive foreign corporations that are also
controlled foreign corporations, a consolidated regime can elimi-
nate both the burdens of making protective elections and the risks

of failing to do so.

17 For example, the “once a PFIC always a PFIC"” rule of sec. 1297(bX1) does not apply to
sharcholders that make current-inclusion elections.



130
38

It is understood that the interest-charge method of the present-
law PFIC rules is a significant source of complexity both separately
and in its interaction with other provisions of the Code. Even with-
out eliminating the interest-charge method, significant simplifica-
tion can be achieved by minimizing the number of taxpayers that
may be subject to the method and by making certain modifications
that may reduce the complexity engendered by the interest-charge

method.
Explanation of Provision

In general

The bill replaces the separate anti-deferral regimes of present
law with a unified set of rules providing for either partial or full
elimination of deferral depending on the circumstances. The bill
preserves the present-law approach under which partial current
taxation is a function of the type of income earned by the foreign
corporation and a level of U.S. ownership in the corporation ex-
ceeding some threshold (as currently embodied in subpart F). The
bill also preserves the present-law approach under which full cur-
rent taxation is a function of a type of income or assets of the cor-
poration exceeding some threshold (as currently embodied in sub-
part F, the PFIC rules, and the foreign personal holding company
rules). The bill eliminates regimes that are redundant or marginal-
ly applicable, and ensures that no more than one set of rules will
ever apply to a shareholder’s interest in any one corporation in
ané one year.

enerally, the bill retains the subpart F rules as the foundation
of its unified anti-deferral regime (with certain modifications de-
scribed below and also in item 2., following, describing secs. 311-313
of the bill). It includes a modified version of the PFIC rules while
eliminating the other regimes as redundant to one or the other.
The bill’s unified anti-deferral regime sets forth various thresholds
for subjecting U.S. persons to full or partial inclusions of corporate
income. In addition, where deferral is eliminated by U.S. share-
holder inclusions of foreign corporate-level income, the bill applies
a single set of rules (the subpart F rules) for basis adjustments,
characterization of actual distributions, foreign tax credits, and
similar issues. As under present law, the bill in some cases affords
U.S. persons owning stock in foreign corporations a choice of tech-
nique for recognizing income from the elimination of deferral.
However, in a greater number of cases than under present law, the
bill provides only one method of eliminating deferral.

Replacement of current law regimes for full elimination of deferral

The bill creates a single definition of a passive foreign corpora-
tion (PFC) that will unify and replace the foreign personal holding
company and PFIC definitions. The rules applicable to PFCs repre-
sent a hybrid of characteristics of the foreign personal holding com-
pany rules, the PFIC rules, and the controlled foreign corporation
rules (subpart F), plus a new mark-to-market regime, as well as a
variety of simplifying or technical changes to rules under the exist-
ing systems. The following discussion explains the differences be-

L]
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tween the PFIC provisions of present law and the PFC provisions
that will be applicable under the bill.

A PFC is any foreign corporation if (1) 60 percent or more of its
gross income is passive income, (2) 50 percent or more of its assets
(on average during the year, measured by value) produce passive
income or are held for the production of passive income, or (8) it is
registered under the Investment Company Act of 1940 (as amend-
ed) either as a management company or as a unit investment
trust.!® As under the PFIC rules, the foreign corporation is permit-
ted to elect to measure its assets based on their adjusted basis
rather than their value.

As under present law, passive income for this purpose is defined
in the bill generally as any income of a kind which would be for-
eign personal holding company income as defined in section 954(c),
subject to the current law exceptions for banking and insurance
income and the current look-through rules for certain payments
from related persons (current sec. 1296(bX2)).!? In addition, the bill
provides two clarifications to present law. First, the bill clarifies
that, as indicated in the legislative history of the 1988 Act, the
same-country exceptions from the definition of foreign personal
holding company income in section 954(c) are disregarded.2°
Second, the bill clarifies that any foreign trade income of a foreign
sales corporation does not constitute passive income for purposes of
the PFIC definition (cf. sec. 951(e)).

The bill modifies the present law application of the asset test by
treatin? certain leased Kro rty as assets held by the foreign corpo-
ration for purposes of the PFC asset test. This rule applies to tangi-
ble personal property with respect to which the foreign corporation
is the lessee under a lease with a term of at least 12 months.

The bill also modifies the present law rules that provide an ex-
ception from the definition of a PFIC in the case of a company
changing businesses. Under the bill, if a foreign corporation holds
25 percent or more of the stock of a second corporation that quali-
fies for the change-of-business exception (current sec. 1297(bX3)),
then in applying the look-though rules (current sec. 1296(c)), the
first corporation may treat otherwise passive assets or income of
the second corporation as active.2?

The bill fgeneradly retains those grovisions of current law the ap-
plication of which depends upon whether a foreign corporation was
a PFIC for years after 1986 (e.g., current sec. 1291(d)), but modifies
these provisions to test whether the foreign corporation was a PFC

'8 [t is understood that a mutual insurance compan¥ could be treated under the bill and
under present law as a passive foreign corporation, notwithstanding the fact that such a compa-
ny does not actually issue "stock.”

1% Thus, the bill retains the exception for income derived in the active conduct of an insur-
ance business by a corporation which is predominantly engaged in an insurance business and
which would be subject to tax under subchapter L if it were a domestic corporation. It is intend.
ed that in determining whether a corporation is “predominantly engaged" for this purpose, the
Secretary may require a higher standard or threshold than the definition of an insurance com-

panoy under Treasury lations section 1.801.3(a).
Se:a %5‘(%&)1*10. 100-795, 100th Cong., 2d Sess. 272 (1988); S. Rep. No. 100-445, 100th Cong., 2d

2! The bill retains the present law rules that provide an exception from the definition of a
PFIC in the case of a start-up company (current sec. 1297(bX2)). Under the bill, the start-up com-
pany exception is intended to be applied, where necessary to carry out the purposes of the PFC
rules, by treating as one corporation all related foreign corporations that transferred assets to

the start-up company.
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for years after 1986. As a transitional definition, the bill provides
that a foreign corporation that was treated as a PFIC for any tax-
able year beginning before the introduction of the bill is treated as
having been a PFC for each such year.

The bill provides a new election that will allow certain passive
foreign corporations to be treated as domestic corporations. A for-
eign corporation is eligible to make this election if (1) it would
qualify for treatment as a regulated investment company (RIC)
under the relevant provisions of the Code if it actuall% were a do-
mestic corporation, (2) it meets such requirements as the Secretary
may Yrescribe to ensure the collection of taxes imposed by the In-
ternal Revenue Code on the passive foreign corporation, and (3) the
electing passive foreign corporation waives all benefits which are
granted by the United States under any treaty (including treaties
other than tax treaties) and to which the corporation is otherwise
entitled by reason of being a resident of another country. The rules
governing such an election will be similar to those applicable to the
election by a foreign insurance company to be treated as a domes-
tic corporation under section 953(d).

The bill provides a special rule regarding the application of the
PFC rules to tax-exemgt organizations that own stock in passive
foreign corporations. The passive foreign corporation rules, under
the bill, have no agglication at all to any organization exempt from
tax under section 501, unless the organization is subject to unrelat-
ed business income taxation on its investment income under sec-
tion 512(aX3) of the Code. In the case of a tax-exempt organization
that is subject to tax on its investment income, the PFC rules apply
with respect to amounts taken into account in computing unrelated
business taxable income in the same manner as if the organization

were fully taxable.

Tax treatment under full elimination of deferral

The benefits of deferral are eliminated with respect to the
income of a PFC under three alternative methods: current inclu-
sion, mark-to-market, or interest charge on excess distributions.

Current inclusion method

Mandatory current inclusion.—If a passive foreign corporation is
U.S. controlled, the bill will subject every U.S. person owning (di-
rectly or indirectly) stock in the PFC to income inclusions under a
modified version of the controlled foreign corporation rules. If a
PFC is not U.S. controlled, every U.S. person owning (directly or
indirec%y) 25 percent or more of the vote or value of the stock of
the PFC will be subject to the same rules. Under the bill, the
entire gross income of the passive foreign corporation (subject to
applicable deductions) is treated as foreign personal holding compa-
ny income, and thus is included (net of appropriate deductions) on
a pro rata basis in the income of each U. (.xferson directly or indi-
rectly owning stock in the PFC, under a modified application of the
rules of sections 951 and 961. Actual distributions of earnings by
such a PFC are treated similarly to distributions of previousl
taxed income under sections 959 and 961. These rules supersede all
aprlication of the present-law rules applicable to foreign personal
holding companies, under which earnings are deemed distributed
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and then contributed to the capital of the foreign personal holding
company.,

In applying the subpart F inclusion rules to PFC inclusions, the
bill departs from subpart F in that foreign personal holding compa-
ny income is included in the income of U.S. persons without regard
to otherwise applicable reductions pursuant to the high-tax excep-
tion (under sec. 954(bX4)) or the export trade corporation rules
(secs. 970 and 971). This modification to the application of the con-
trolled foreign corporation rules preserves present law in that no
hign-tax exception generally is available to PFICs or foreign per-
sonal holding companies, and that the PFIC provisions apply in full
force to export trade corporations.

A passive foreign corporation is treated under the bill as U.S.
controlled for this purpose either if it would be treated as a con-
trolled foreign corporation under the rules of subpart F, or if, at
any time during the taxable year, more than 50 percent of the vote
or value of the corporation’s stock were owned directly or indirect-
ly by five or fewer U.S. persons (including but not limited to indi-
viduals, and including all U.S. citizens regardless of their resi-
dence). Indirect stock ownership under the bill generally refers to
stock ownership through foreign entities within the meaning of sec-
tion 958(a)2). In addition, for the {)urpose of determining whether a
foreign corporation is U.S. controlled by virtue of the ownership of
more than 50 percent of its stock by five or fewer U.S. persons, the
constructive ownership principles of the present-law foreign per-
sonal holding company rules apply.

Elective current inclusion.—A U.S. person not subject to the
above mandatory current inclusion rules—that is, a U.S. person
owning less than 25 percent of the stock in a PFC that is not U.S.
controlled—may elect application of those rules. As under current
law, the PFC is characterized as a ‘‘qualified electing fund” with
respect to such a U.S. person. In the application of the elective cur-
rent-inclusion rules, the passive foreign corporation is treated as a
controlled foreign corporation with respect to the taxpayer, and the
taxpayer is treated as a U.S. shareholder of the corporation. For
foreign tax credit purposes, amounts included in the taxpayer's
gross income under this modified application of the controlled for-
eign corporation rules are treated as dividends received from a for-
eign corporation which is not a controlled foreign corporation.

The application and operation of the shareholder-level election
for treatment as a qualified electing fund generally are the same as
under the present-law PFIC rules. It is intended that, in the case of
PFC stock owned through a foreign partnership, a partner-level
election for treatment as a qualified electing fund will be permitted
(except in the case of a foreign partnership that is subject to the
simplified reporting rules available to certain large partnerships

under title II of the bill).

Mark-to-market method

Less-than-25-percent shareholders of passive foreign corporations
that are not U.S.-controlled, and who do not elect current inclusion
(“nonelecting shareholders’), are subject under the bill to one of
two methods for taxing the economic equivalent of the PFC’s cur-
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remf:h ggcome: the mark-to-market method or the interest-charge
method.

Under the bill, nonelecting shareholders of a PFC with market-
able stock are required to mark their PFC shares to market annu-
ally. Under the mark-to-market method, the U.S. person is re-
quired to include in gross income each taxable year an amount
equal to the excess (if any) of the fair market value of the PFC
stock as of the close of the taxable year over the adjusted basis of
the stock. In the event the adjusted basis of the stock exceeds its
fair market value, the U.S. person is allowed a deduction for the
taxable year equal to the lesser of the amount of the excess or the
‘“unreversed inclusions’” with respect to the stock. The bill defines
the term ‘“unreversed inclusions” to mean, with respect to any
stock in a passive foreign corporation, the excess (if any) of the
total amount of mark-to-market gains with respect to the stock in-
cluded by the taxpayer for prior taxable years, over the amount of
mark-to-market losses with respect to such stock that were allowed
as deductions for prior taxable years.

The adjusted basis of stock in a passive foreign corporation is in-
creased by the amount of mark-to-market gain included in gross
income, and is decreased by the amount of mark-to-market losses
allowed as deductions with resd)ect to such stock. In the case of
stock owned indirectly by the U.S. person, such as through a for-
ei%n partnership, foreign estate or foreign trust (as di
below), the basis adjustments for maik-to-market gains and losses
apply to the basis of the PFC stock in the hands of the interme-
diary owner, but only for purposes of the subsequent agplication of
the PFC rules to the tax treatment of the indirect U.S. owner. In
addition, similar basis adjustments are made to the adjusted basis
of the groperty actually held by the U.S. person by reason of which
the U.S. person is treated as owning PFC stock.

All amounts of mark-to-market gain on PFC stock, as well as
gain on the actual sale or distribution of PFC stock, are treated as
ordinary income. Similarly, ordinary loss treatment applies to the
deductible portion of any mark-to-market loss on PKFC stock, as
well as to any loss realized on the actual sale or other disposition
of PFC stock to the extent that the amount of such loss does not
exceed the unreversed inclusions with respect to that stock. These
loss deductions are treated as deductions allowable in computing
adjusted gross income. .

e source of any amount of mark-to-market gain on PFC stock
is determined in the same manner as if the amount of income were
actual gain from the sale of stock in the passive foreign corpora-
tion. Similarly, the source of any amount allowed as a deduction
for mark-to-market loss on PFIC stock is determined in the same
manner as if that amount were an actual loss incurred on the sale
of stock in the passive foreiin corporation.

The mark-to-market method under the bill only applies to pas-
sive foreign corporations the stock of which iz “marketable.” PFC
stock is treated as marketable if it is regularly traded on a quali-
fied exchange, whether inside or outside the United States. An ex-
change qualifies for this treatment if it is a national securities ex-
change which is registered with the Securities and Exchange Com-
mission or the national market system established pursuant to sec-
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tion 11A of the Securities and Exchange Act of 1934, or if the Sec-
retary is satisfied that the requirements for trading on that ex-
change ensure that the market price on that exchange represents a
legitimate and sound fair market value for the stock. It is intended
that the Secretary may adopt a definition of the term “regularly
traded” that differs from definitions provided for other purposes
under the Code. Further, it is intended that the Secretary not be
bound by definitions applied for purposes of enforcing other laws,
including Federal securities laws. Similarly, in identifying qualified
foreign exchanges for these purposes, it is intended that the Secre-
tary not be required to include exchanges that satisfy standards es-
tablished under Federal securities laws and regulations. PFC stock
is also treated as marketable, to the extent provided in Treasu
regulations, if the PFC continuously offers for sale or has outstand-
ing any stock (of which it is the issuer) that is redeemable at its net
asset value in a manner comparable to a U.S. regulated investment
company (RIC).

In addition, the bill treats as marketable any stock in a passive
foreign corporation that is owned by a RIC that continuously offers
for sale or has outstanding any stock (of which it is the issuer) that
is redeemable at its net asset value. It is believed that the RIC's
determination of PFC stock value for this non-tax purpose would
ensure a sufficiently accurate determination of the fair market
value of PFC stock owned by the RIC. The bill also treats as mar-
ketable any stock in a passive foreign corporation that is held by
any other RIC, except to the extent provided in regulations. It is
believed that even for RICs that do not make a market in their
own stock, but that do regularly report their net asset values in
compliance with the securities laws, inaccurate valuations may
bring exposure to legal liabilities, and this exposure may ensure
the reliability of the values such RICs assign to the stock they hold
in PFCs. However, it is intended that Treasury lations will dis-
allow mark-to-market treatment for nonmarketable stock held by
any RIC that is not required to perform such a net asset valuation
at the close of each taxable year, that does not publish such a valu-
ation, or that otherwise does not S)rovide what the Secretary re-
gards as sufficient indicia of the reliability of its valuations under
the relevant circumstances.

The bill coordinates the application of the mark-to-market
method with the tax rules generally applicable to RICs. The bill
treats mark-to-market gain on PFC stock as a dividend for pur-

of both the 90-percent investment income test of section
3?%(‘3% and the 80-percent short-short limitation of section

The mark-to-market method does not apply to""fﬁe stock of a U.S.
person in any PFC that is U.S. controlled (as discussed above), to
the stock of a person choosing qualified electing fund treatment, or
to stock of a U.S. person who is a 25-percent shareholder (as de-
fined above).

In the case of a controlled foreign corporation (including a pas-
sive foreign corporation that is treated under the bill as a con-
trolled foreign corporation) that owns or is treated as owning stock
in a passive foreign corporation, the mark-to-market method gener-
ally i1s applied as if the controlled foreign corporation were a U.S.
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person. For purposes of the apﬁlication of subpart F to the con-
trolled foreign corporation, mark-to-market gains are treated as if
they were foreign personal holding company income of the charac-
ter of dividends, interest, royalties, rents or annuities, and allow-
able deductions for mark-to-market losses are treated as deductions
allocable to that category of foreign personal holding company
income. The source of such income or loss, however, is determin
by reference to the actual (foreign) residence of the controlled for-
eign corporation.

or purpgses of the mark-to-market method, any stock in a pas-
give foreign corporation that is owned, directly or indirectly, by or
for a foreign partnership or foreign trust or foreign estate is treat-
ed as if it were owned proportionately by its partners or benefici-
aries.?? Stock in a passive foreign corporation that is thus treated
as owned by a person is treated as actually owned by that person
for the purpose of applying the constructive ownership rule at an-
other level. In the case of a U.S. person who is treated as owning
stock in a passive foreign corporation by application of this con-
structive ownership rule, any disposition by the U.S. person or by
any other person that results in the U.S. person being treated as
no longer owning the stock in the passive foreign corporation, as
well as any disposition by the person actually owning the stock of
the passive foreign corporation, is treated under the bill as a dispo-
sition by the U.S. person of stock in the passive foreign corpora-

tion.

Interest-charge method

Nonelecting shareholders 23 of a PFC with stock that is not mar-
ketable are subject to the interest-charge method, based on the
PFIC interest-charge method that is currently provided in Code
section 1291, with certain modifications.

First, although allowable foreign tax credits may reduce a U.S.
person’s net U.S, tax liability on an excess distribution, the interest
charge computed on that excess distribution is computed, under the
bill, without regard to reductions in net U.S. tax liability on ac-
count of direct foreign tax credits.

The PFIC provisions of present law, to the extent provided in
rtiglulations, impose recognition of gain in the case of a transfer of
PFIC stock in a transaction that would otherwise qualify for the
nonrecognition provisions of the Code. The bill im that result
as a general rule, except as otherwise provided in Treasury regula-
tions. In addition, the bill reqtl)xiree that proper adjustment be made
to the basis of property, held by the U.S. person, through which the
U.S. person is treated as owning stock in the passive foreign corpo-
ration.

The PFIC provisions of present law apply rules for the attribu-
tion of ownershxl? of PFIC stock to U.S. persons, including a rule
that attributes PFIC stock owned by a corporation to any person
who owns, directly or indirectly, 50 percent or more of the value of

2 For this purpose, it is intended that dmorfoniomw mersiﬁp will take into account any
special or discretionary allocations of the butions or gains with respect to stock in the pas-

ve foreign corporation.
13 All citizens (and residents) of the United States are included, irrespective of residence in a

U.S. commonwealth or possession.
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tke stock of, the corporation. Under the bill, the 50-parcent thresh-
old applies not dhly tn stock owned directly or indirectly, but also
to stock iraated as owned by application of the family attribution
rules of the personal holding company provisions (sec. 544 (¢cX2)).

The PFIC provisions of present law provide special rule: for the
aprlication of the interest-charge method in the case of PF!7 stock
held by a U.S. person through an intermediary entity. Thess vules
describe the dispositions that arc treatecd as dispositions cf PFIC
stock by the U.S. person, and include rules to eliminate the possi-
bility of double taxation (sec. 1297(bX5)). The bill clarifies that these
rules apply to any transaction that results in the U.S. person being
treated as no longer owning the PFC stock, as well as an% disposi-
tion of the PFC stock by the entity actually owning the PFC stoci:.
These rules apply regardless of whether the transaction involves a
disposition of the PFC stock, and regardless of whether the parties
to the transaction include the U.S. person, the entity actually
owning the PFC stock, or some other entity. For example, these
rules apply to the issuance of additional stock by an intermediary
corporation to an unrelated party in a case where, by increasing
the total outstanding stock of the intermediary corporation, the
transaction causes the U.S. person to fall below the ownership
threshold for indirect ownership of the PFC stock. The bill also
clarifies that an income inclusion under the interest-charge method
takes precedence over an income inclusion under subpart F resuit-
ing from the same disposition. The second clarification ensures that
the interest charge is imposed without regard to the structure of
the transaction.

Under the bill, the interest-charge method applies to any stock in
a passive foreign corporation unless either the stock is marketable
(and therefore the mark-to-market method applies) as of the time
of the distribution or disposition involved, or the stock in the pas-
sive foreign corporation was subject to the current inclusion
method (under the bill or under prior law) for each taxable year
beginning after December 31, 1986 which includes any portion of
the taxpayer’s holding period in the PFC stock. In the event that
PFC stock, not subject to the current inclusion method, becomes
marketable during the taxpa(mr’s holding period, the interest-
charge method agplies to any distributions and dispositions during
the year in which the stock becomes marketable, as well as to the
mark-to-market gain (if any) as of the close of that year. In the
event that PFC stock was initially marketable, and later becomes
unmarketable and subject to the interest-charge method, the tax-
payer's holding period in the PFC stock for purposes of the inter-
est-charge method is treated as beginning on the first day of the
first taxable year beginni;ng after the last taxable year for which
tl};acmark-to-market method applies to the taxpayer’s stock in the

Under the bill, as under the present-law PFIC rules, stock in a
foreign corporation generally is treated as PFC stock if, at any
time during the taxpayer’s holding period of that stock, the foreign

corporation (or any predecessor) is a passive foreigg ration

n co
subject to the interest-charge method (current sec. 1297(bX1)). (This
rule is sometimes referred to as the “once-a-PFIC-always-a-PFIC”
rule.) Under present law this rule generally does not affect a tax-

BEST AVAILABLE COPY |
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payer holling stock in a foreign corporation if ai all times during
the holding period of the taxpayer with respect to the stock when
the foreign corporation (or any predecessor) is a PFIC. qualified
electing f‘und treatment applies with respect to the taxpayer.
Under .he bill, the similar once-a-PFC-always-a-PFC rule does not
apply ‘ during the taxpayer’s entire holding period with respect to
the swck when the foreigr: corporation (or anf' predecessor) is a
P, either (a) mark-to-market treatment applies, (b) mandatory
current inclusion of income applies (either because the corporation
it U.S. controlled or because the taxpayer is a 25-percent share-
holder!, or (c) elective current inclusion of income applies. Thus, for
example, a shareholder of a controlled foreign corporation is sub-
ject to current inclusion with respect to all the corporation’s
1ucemie in any year for which the corporation is a PFC, but is sub-
ject to current inclusion only to the extent provided under subpart
I;‘};g any year for which the controlled foreign corporation is not a
The bill also provides for full basis adjustment for partnerships
and S corporations that own stock in a passive foreign corporation
subject to the interest-charge method. Although tax is imposed on
a distribution or disposition under the interest-charge method with-
out includinﬁ the distribution or disposition in gross income, thus
precluding the natural basis adjustments for amounts included in
gross income, the bill grants regulatory authority for appropriate

asis adjustments to partnerships and S corporations based on the
amount of income subject to tax under the interest-charge method
and thereby excluded from gross income.

The bill also includes a special rule to coordinate the application
of the interest-charge method to nonelecting shareholders of a pas-
sive foreign corporation who are or were residents of Puerto Rico.
Under the bill, no interest charge is applicable to amounts of an
axcess distribution that, were the amounts actually earned in the
year to which they are treated as earned under the interest-charge
method, would have been eligible for the exclusion under section
933 (for income derived by residents of Puerto Rico from sources
within Puerto Rico).

The bill includes a broad grant of regulatory authority, as does
the present-law PFIC statute. However, the bill specifies that nec-
essary or appropriate regulations under the PFC rules may include
regulations providing that gross income should be determined with-
out regard to the operation of the interest-~charge method for such

urposes as may be specified in the regulations. This permits the

retary to relieve pressure on many aspects of the Code that
result from the operation of the interest-charge method otr - than
through gross income. In addition, the bill specifies that ==  ssary
or appropriate PFC regulations may include regulation. dealing
‘with changes in residence status by shareholders in passive foreign
corporations (e.g., a resident alien becoming a nonresident, or a
U.S. citizen becoming a resident of Puerto Rico).

Modification or repeal of other antideferral regimes

While the bill includes in the passive foreign corporation rules
most of the provisions that it preserves from the present-law PFIC,

foreign personal holding company, and foreign investment compa-
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ny regimes, the bill modifies subpart F in one respect to reflect a
present-law provision of the foreign personal holding company
rules (sec. 563(aX5)). The bill treats as foreign personal holding
company income for subpart F purposes an amount received under
a personal service contract if a person other than the corporation
has the right to designate (by name or by description) the individ-
ual who is to perform the services, or if the individual who is to
perform the services is designated (by name or by description) in
the contract. The bill similarly treats as foreign personal holding
company income for subpart F purposes any amount received from
the sale or distribution or disposition of such a contract. This rule
applies only if at some time during the taxable year 25 percent or
more of the value of the corporation’s stock is owned (directly, indi-
rectly, or constructively) by or for the individual who may be desig-
nated to perform the services.?* Income from such personal service
contracts is not, however, treated as passive for foreign tax credit

pu .

‘i;ﬁe bill repeals the foreign personal holding company provisions,
the PFIC provisions (except as modified and preserved as the pas-
sive foreign corporation provisions), and the foreign investment
company provisions. The bill also excludes all foreign cozporations
from the application of the accumulated earnings tax and the per-
sonal holding company tax. It is understood that the purposes of all
the anti-deferral regimes are adequately served tﬁr the passive for-
eign corporation provisions as set forth in the bill, in conjunction
with the controlled foreign corporation provisions as modified by

the bill.
In addition, the bill denies installment sales treatment for any

installment obligation arising out of a sale of stock in a passive for-
eign corporation. This will prevent shareholders in passive foreign
corporations from avoidin\lg the interest charge by means of an in-
stallment sale of their PFC stock.

Effective Date

The bill generally is effective for taxable years of U.S. persons
beginning after December 31, 1991, and taxable years of foreign
corporations ending with or within such taxable years of U.S. per-
sons.

The denial of installment sales treatment is effective for sales or
dispositions after December 31, 1991.

The bill does not affect the determination of the basis of stock in

a PFIC that was acquired from a decedent in a taxable year begin-

ning before January 1, 1991.

34 This rule was included in the definition of foreign personal holding company income for
purposes of subpart F prior to the amendments included in the 1986 Act.
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2. Modifications to provisions affecting controlled foreign corpo-
rations (secs. 311, 312, and 313 of the bill and secs. 951, 952,

959, 960, 961, 964, and 1248 of the Code)
Present Law
Treatment of controlled foreign corporation earnings

In general

A U.S. shareholder generally treats dividends from a controlled
foreign corﬁoration as ordinary income from foreign sources that
carries both direct and indirect foreign tax credits. Under look-
through rules, the income and credits are subject to those foreign
tax credit limitations which are consistent with the character of
the income of the foreign corporation.

Several Code provisions result in similar tax treatment of a 1J.S,
shareholder if it either disposes of the controlled foreign corpora-
tion stock, or the controlled foreign corporation realizes certain
types of income (including income with respect to lower-tier con-
trolled foreign corporations). First, under section 1248, gain result-
ing from the disposition by a U.S. person of stock in a foreign cor-
poration that was a controlled foreign corporation with respect to
which the U.S. person was a U.S. shareholder in the grevious five
years is treated as a dividend to the extent of allocable earnings.

Second, a controlled foreign corporation has subpart F income
when it realizes gam on disposition of stock and, ordinarily, when
it receives a dividend. Under sections 951 and 960, such subpart F
income may result in taxation to the U.S. shareholder similar (but
not identical) to that on a dividend from the controlled foreign cor-
poration. In addition to provisions for characterizing income and
credits in these situations, the Code also provides certain rules that
adjust basis, or otherwise result in modifying the tax consequences
of subsequent income, to account for these and other subpart F
income inclusions.

Third, when in exchange for ?roperty any corporation (including
a controlled foreign corporation) acquires stock in another corpora-
tion (including a controlled foreign corporation) controlled by the
same persons that control the acquiring corporation, earnings of
the acquiring corporation (and Jmesibly the acquired corporation)
may be treated under section 304 as having been distributed as'a
dividend to the seller.

Lower-tier controlled foreign corporations

For purposes of applying the separate foreign tax credit limita-
tions, receipt of a diw%end from a Yower-tier controlled foreign cor-

ration by an upper-tier controlled foreign corporation may result
in a subpart F income inclusion for the U.S. shareholder that is
treated as income in the same limitation category as the income of
the lower-tier controlled foreign corporation. The income inclusion
of the U.S. shareholder may carry deemed-paid credits for forei
taxes paid by the lower-tier controlled foreign corporation, and the
basis of the U.S. shareholder in the stock of the first-tier controlled
foreégn corporation is increased by the amount of the inclusion. If,
on the other hand, the upper-tier controlled foreign corporation
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sells stock of a lower-tier controlled foreign corporation, then the
gain is also included in the income of the U.S. shareholder as sub-
art F income and the U.S. shareholder’s basis in the stock of the
irst-tier controlled foreign corporation is increased to account for
the inclusion, but the inclusion is not treated for foreign tax credit
limitation purposes by reference to the nature of the income of the
lower-tier controlled foreign corporation. Instead it generally is
treated as passive income.

If subpart F income of a lower-tier controlled foreign corporation
is included in the gross income of a U.S. shareholder, there is no
provision that adjusts the basis of the upper-tier controlled foreign
corporation’s stock of the lower-tier controlled foreign corporation.

Subpart F inclusions in year of disposition

The subpart F income earned by a foreign corporation during its
taxable year is taxed to the persons who are U.S. shareholders of
the corporation on the last day, in that year, on which the corpora-
tion is a controlled foreign corporation. In the case of a U.S. share-
holder who acquired stock in a controlled foreign corporation in
the middle of the year, such inclusions are reduced by all or a por-
tion of the amount of dividends paid in that year by the foreign
corporation to any person besides the acquirer with respect to that
stock. The reduction is determined by multiplyix:jg the subpart F
income for the {xear by the proportion of the year during which the
acquiring shareholder did not own the stock.

Distributions of previously taxed income

If in a year after the year of a subpart F income inclusion, a U.S.
shareholder in the controlled foreign corporation receives a distri-
bution from the corporation, the distribution may be deemed to
come first out of the corporation’s previously taxed income and,
therefore, may be excluded from the U.S. shareholder’s income.
However, a distribution by a foreign corporation to a domestic cor-
poration of earnings and profits previously taxed under subpart F
18 treated as an actual dividend, solely for purposes of determining
the indirect foreign tax credit available to the domestic corporation
(sec. 960(aX3)). Thus, a portion of the foreign taxes paid or accrued
by the foreign corporation and not previously deemed paid by the
domestic corporation are treated as paid by the domestic corpora-
tion under the principles of section 902 even though the domestic
corporation recognizes no income in the current taxable year with
respect to the distribution.

In addition, the domestic corporation is permitted to increase its
foreign tax credit limitation in the year of the distribution of previ-
ouslg taxed earnings and profits in an amount equal to the excess
of the amount by which its foreign tax credit limitation for the
year of the subpart F inclusion was increased as a result of that
inclusion, over the amount of foreign taxes which were allowable
as a credit in that year and which would not have been so allow-
able but for the su F inclusion (sec. 960(b)). The increase in
the foreign tax it limitation may not, however, exceedl the
amount of the foreign taxes taken into account under this provi-
sion with respect to the distribution of previously taxed earnings
and profits. In order for this rule to apply, the domestic corporation
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either must have elected to credit foreign taxes in the year of the
subpart F inclusion or must not have paid or accrued any forei
taxes in such year, and it must elect the foreign tax cred);t in the
year of the distribution of previously taxed earnings and profits.

Treatment of United States source income earned by a controlled
foreign corporation

As a general rule, subpart F income does not include income
earned from sources within the United States if the income is effec-
tively connected with the conduct of a U.S. trade or business by the
controlled foreign corporation. This general rule does not apply,
however, if the income is exempt from, or subject to a reduced rate
of, U.S. tax pursuant to a provision of a U.S. treaty. _

Reasons for Simplification

It is believed that complexities have been caused by uncertainties
and gaEe in the statutory schemes for taxing gains on dispositions
of stock in controlled foreign corporations as dividend income or
subpart F income. These uncertainties and gaps may prompt tax-
payers to refrain from behavior that would otherwise be the result
of rational business decisions, for fear of excessive tax—for exam-
ple, double corporate-level taxation of income. In many cases, con-
cerns about excessive taxation can be allayed, but only at the cost
of avoiding the simpler and more rational economic behavior in
favor of tax-motivated planning.

It is understood that, es a general matter, other aspects of the
tax system may have interfered with rational economic decision
making by prompting taxpayers to engage in tax-motivated plan-
ning in order to eliminate taxation in cases where income is in fact
earned. Some such characteristics of the tax system have in the
past been altered by Congress in order to reduce excessive interfer-
ence by the tax system in labor, investment, and consumption deci-
sions of taxpayers.?® It is believed that in the context of this sim-
plification bill, it generally is appropriate to reduce complexities
caused by aspects of the rules lgovermng controlled foreign corpora-
tions that provide for nonuniform tax results from dividends, on
the one hand, and stock disposition proceeds to the extent earnings
and proﬁts underlie those proceeds, on the other.

It 18 understood that the present-law provisions which permit an
indirect foreign tax credit and an increased foreign tax credit limi-
tati:(x‘l to be cl%imed in thﬁa e(e;vfent of a distrilt)ution of;):}rtevx"sus%y
tax i y a contro oreign corporation are icularly
difficult to asrninister. This difficulty arises because taxpayers are
required to compute and keep track of excess foreign tax credit
limitation accounts with respect to subpart F income inclusions on
a foreign corporation bgl foreign corporation basis, as well as on a
year by year basis. Additional complexities arise as taxpayers are
required, as a result of distributions, to trace earnings and profits
up chains of foreign corporations. It is believed that retention of
these rules may not be worth the system-wide recordkeeping and

%4 See, 0.8, Staff of the Joint Committee on Taxation, 100th Cong., 1st Sess. General Explana-
tion of the Reform Act of 1986 at 6 et seq. (1987) (“General Reasons For The Act”).



143
51

computations involved. It is believed that the combination of for-
eign income tax rates on the foreign income of U.S. persons and
their controlled foreign corporations, and the U.S. rules for taxing
such income, will result in few cases where the effort will be re-
warded by substantial tax savings. Moreover, it is believed that
taxpayers who might be adversely affected may be able to plan
around those adverse effects at less cost than the complexity cost
that is engendered by the present system.

Explanation of Provisions

In general

The bill makes a number of modifications in the treatment of
income derived from the disposition of stock in a controlled foreign
corporation. The bill provides deemed dividend treatment for gains
on dispositions of lower-tier controlled foreign corporations. Where
the lower-tier controlled foreign corporation previously earned sub-
part F income, the bill permits the amount of gain taxed to the
U.S. shareholder to be adjusted for previous income inclusions.
Where proceeds from the sale of stock to a controlled foreign corpo-
ration that previously has earned subpart F income would be treat-
ed as a dividend under the principles of section 304, the bill ex-
pressly permits exclusion of the deemed section 304 dividend from
taxation to the extent of the previously taxed earnings and profits
of the controlled foreign corporation from which the property was
deemed to be distributed. (Appropriate basis adjustments also are
permitted to be made.) Where a controlled foreign corporation
(whether or not it is a lower-tier controlled foreign corporation)
earns subpart F income in a year in which a U.S. shareholder sells
its stock, in a transaction that does not result in the foreign corpo-
ration ceasing to be a controlled foreign corporation, the bill con-
tains statutory language providing for a groportional reduction in
the taxation of the subpart F income in that year to the acquiring
U.S. shareholder.

The bill contains two additional provisions related to controlled
foreign corporations. I'irst, the bill repeals the provision that cur-
rently permits an indirect foreign tax credit and an increased for-
eign tax credit limitation to be claimed upon certain distributions
by controlled foreign corporations of previously taxed earnings and
profits. Second, the bill clarifies the effect of a treaty exemption or
reduction of the branch profits tax on the determination of subpart

F income.
Lower-tier controlled foreign corporations

Characterization of gain on stock disposition

The bill provides that if a controlled foreign corporation is treat-
ed as having gain from the sale or exchange of stock in a foreign
corporation, the gain is treated as a dividend to the same extent
that it would have been so treated under section 1248 if the con-
trolled foreign corporation were a U.S. person. However, this rule
does not affect the determination of whether the second corpora-

tion was a controlled foreign corporation.
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Thus, for example, if a U.S. corporation owns 100 percent of the
stock a foreign corporation, which owns 100 percent of the stock of
a second foreign corporation, then under the bill, any gain of the
first corporation upon a sale of stock of the second corporation is
treated as a dividend for purposes of subpart F income inclusions
to the U.S. shareholder, to the extent of earnings and profits of the
second corporation attributable to periods in which the first foreign
corporation owned the stock of the second foreign corporation
while the latter was a controlled foreign corporation with respect
to the U.S. shareholder. As another example, assume that the U.S,
corporation has always owned 51 percent of the stock of a forei
corporation, which has always owned 51 percent of the stock of a
second foreign corporation. All the other stock of the foreign corpo-
rations has always been owned by other foreign individuals unre-
lated to the U.S. corporation. In this case, the second foreign corpo-
ration has never been a controlled foreign corporation. Therefore,
none of the gain of the first corporation upon a sale of stock of the
second corporation is treated as a dividend.

Gain on disposition of stock in a related corporation created or
organized under the laws of, and having substantial part of its
assets in a trade or business in, the same foreign country as the
gain recipient, even if recharacterized as a dividend under the bill,
18 not therefore excluded from foreign personal holding company
income under the same-country exception that applies to actual

dividends.

Adjustments to basis of stock

The bill also provides that when a lower-tier controlled foreign
corporation earns subpart F income, and stock in that corporation
is later sold by an upper-tier controlled foreign corporation, the re-
sulting income inclusion of the U.S. shareholders are, under regu-
lations, adjusted to account for previous inclusions, in a manner
similar to the adjustments now provided to the basis of stock in a
first-tier controlled foreign corporation. Thus, just as the basis of a
U.S. shareholder in a first-tier controlled foreign corporation rises
when subpart F income is earned and falls when previously taxed
income is distributed, so as to avoid double taxation of the income
on a later sale, it is intended that by regulation the subpart F
income from gain on the sale of a lower-tier controlled foreign cor-
poration generally would be reduced by income inclusions of earn-
ings that were not subsequently distributed by the lower-tier con-
trolled foreign corporation. It 18 intended that the Secretary will
have sufficient flexibility in promulgating regulations under this
provision to ﬁermit adjustments only in those cases where, by
virtue of the historical ownership structure of the corporations in-
volved, the Secretary . is satisfied that the inclusions for which ad-
justments can be made can be clearly identified.

Subpart F inclusions in year of disposition

Where a U.S. shareholder acquires the stock of a controlled for-
eign corporation from another U.S. shareholder during the middle
of a year in which the controlled foreign corporation earns subpart

F income, the bill reduces the acquirer’s subpart F inclusion for
that year by a portion of the amount of the dividend deemed
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(under sec. 1248) to be received by the transferor. The portion by
which the inclusion is reduced would (as is currently the case
where a dividend was paid to the previous owner of the stock) not
exceed the subpart F inclusion for that year times the proportion
of the year for which the acquirer did not own the stock.

Avolding double inclusions in other cases

The bill clarifies the appropriate scope of regulatory authority
with respect to the treatment of cross-chain section 304 dividends
out of the earnings of con‘rolled foreign corporations that were
previously included in the income of a U.S. shareholder under sub-

rt F. The bill contemplaies that in such a case, the Secretary in

is discretion mey by regulation treat such dividends as distribu-
tions of previously taxed income, with appropriate basis adjust-
‘ments. It is also anticipated that other occasions may arise where
the exercise of sinuiar regulatory authority may be appropriate to
avoid double incorue inclusions, or an inclusion or exclusion of
income without a corresponding basis adjustment. Therefore, the
bill states that, in addition to cases involving section 304, the Secre-
tary may by regulation modify the application of subpart F in any
other case where there would otherwise be a multiple inclusion of
any item of income (or an inclusion or exclusion without an appro-
priate basis adjustment) by reason of the structure of a U.S. sgare-
holder’s holdings in controlled foreign corporations or by reason of
other circumstances.

Foreign tax credit in year of receipt of previously taxed income

The bill repeals the rules that permit an indirect foreign tax
credit to be claimed with respect to a distribution of previously
taxed earnings and profits. Under the bill, foreign taxes paid by a
foreign corporation with respect to previously taxed earnings and
profits remain in that corporation’s pool (or pools) of foreign taxes
which are available for the indirect foreign tax credit upon subse-

uent distributions or deemed distributions of earnings and profits
that have not been previously taxed at the U.S, shareholder level.

Treatment of United States income earned by a controlled foreign
corporation

The bill provides that an exemption or reduction by treaty of the
branch profits tax that would be imposed under section 884 on a
controlled foreign corporation does not affect the general statutory
exemption from subpart F income that is granted for U.S. source
effectively connected income. For example, assume a controlled for-
eign corporation earns income of a type that generally would be
subpart F income, and that income is earned from sources within
the United States in connection with business operations therein.
Further assume that repatriation of that income is exempted from
the U.S. branch profits tax under a provision of an applicable U.S.
income tax treaty. The bill provides that notwithstanding the trea-
ty’s effect on the branch tax, the income is not treated as subpart F
income as long as it is not exempt from U.S. taxation (or subject to
a reduced rate of tax) under any other treaty provision.
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Effective Dates

Lower-tier controlled foreign corporations

The provision of the bill treating gains on dispositions of stock in
lower-tier controlled foreign corporations as dividends under sec-
tion 1248 principles appi'ca to gains recognized on transactions oc-
curring after date of enacrment of the bill. The provision providing
for regulatory adjustments in U.S. shareholder inclusions, with re-
spect to gains of controlled foreign corporations from stock in
lower-tier controlled foreign corporatiuns that previously had sub-
part F income, is effective for U.S. shareholder inclusions in tax-
able years of U.S. shareholders beginning after December 31, 1991.

Subpart F inclusions in year of disposition

The provision of the biil permitting dispositions of stock to be
taken into consideration in determining a U.S. ashareholder’s sub-
part F inclusion for a taxable year is effective with respect to dis-
positions occurring after the date of enactment of th¢ bill.

Distributions of previously taxed income

The provision of the bill allowing the Secretary to make regula-
tory aciustments to avoid double inclusions in cases such as those
to which section 304 applies takes effect on the date the bill is en-

acted.
Foreign tax credit on distribution of previously taxed income

The provision of the bill which repeals the ability to claim for-
ei¥n tax credits on distributions of previously taxed income gener-
ally is effective for taxable years- beginning after December 31,
1991, However, the pr/wision is not effective with respect to distri-
butions of previously caxed income which occur in taxable years be-
ginning prior to January 1, 1997, if the distributions relate to sub-
part F income inclusions for taxable years of the U.S. corporate
shareholders beginning before January 1, 1992,

Treatment of United States source income earned by a controlled
foreign corporation
The provision of the bill concerning the effect of treaty exemp-
tions from or reductions of the branch profits tax on the determi-
nation of subpart F income is effective for taxable years ending
after the date of enactment.

3. Translation of foreign taxes into U.S. dollar amounts (sec. 321
of the bill and sec. 986(a) of the Code)

Present Law

Foreign income taxes paid in foreign currencies are required to
be translated into U.S. dollar amounts using the exchar.ge rate as
of the time such taxes are paid to the foreign country or U.S. pos-
session (sec. 986(aX1)). This rule applies equally to foreign taxes
paid directly by U.S. taxpayers, which are creditable only in the
year paid or accrued (or during a carryover period), and to foreign
taxes paid by foreign corporations that are deemed paid by a U.S.
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corporation, and hence creditable, in the year that the U.S. corpo-
ration receives a dividend or income inclusion.

Reasons for Simplification

If each fomi‘g\J income tax payment is required to be translated
at a separate daily exchange rate for the day of the payment, the
number of currency exchangle rates that are relevant to foreign tax
credit calculations varies directly with the frequency of foreign
income tax tpa ents. Where U.S. corporations are deemed to pay
a portion of the ‘‘pool” of foreign taxes paid by for:'égn corpora-
tions, the correct amount of tax in the pool is the E‘lix uct of each
tax payment times the relevant translation rate. The longer the

riod between the time the income is earned and its repatriation
(or other inclusion) to the U.S. corporation, the greater the period
over which the amounts of tax payments and translation rates are
relevant to the determination of net U.S. tax liability.

It is believed that the record-keeping, verification, and examina-
tion burdens—both on the IRS and on taxpayers—associated with
the advantages of deferral and the foreli:gn tax credit (including the
indirect credit) are not insignificant. For example, if events that
happened in one year affected only the return filed for that year,
and each tax return was affected onlty 3 events that happened in
the year for which that return was filed, then presumably tax-re-
lated records would need to be maintained only between the time
the taxable year began and the year that the assessment period for
that year expired. the other hand, if income earned in years 1
through 5 is taxed in year 6, then the amount of documentation
relevant to the year 6 return potentially is increased five-fold, and
the period over which that information must be maintained is at
least five years longer.

U.S. persons who pay foreign income taxes directly and choose
the benefits of the foreign tax credit have always been required to
maintain detailed foreign tax payment documentation, including
exchange rate data for the dates on which they paid foreign income
taxes, and U.S. corporations that operate through foreign corpora-
tions have been required to maintain documentation regarding the
earnings and foreign tax payments of the foreign corporations.2%
Some have ariued, however, that relief is warranted for taxpayers .
that would otherwise bear the combined currency translation re-
sponsibilities applicable to direct foreign tax;l)ayers with the ex-
tended record-keeping responsibilities applicable to taxpayers that
receive the benefits of deferral.

It is believed that an apytopriate response to this combination of
burdens is to permit regulatory modification of the “time of pay-
ment”’ concept, in such a way that preserves the uniformity of
treatment of branches and forei? subsidiaries of U.S. taxpayers,
but permits recourse to reasonably accurate average translation
rates for the period in which the tax %ayments are made. Simplifi-
cation may be provided in this way reducing, sometimes sub-
stantially, the number of translation calculations that are required

8¢ Aloo, note that in Commissioner v. American Metal Co., 221 F.2d 184, 141 (2d Cir.), cert.
denied, 350 U.S. 879 (1965), where a foreign corporation kept ita books in U.8. dollars, foreign

taxes were traaslated as of their payment date.
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to be made. There may be situations in which the use of an aver-
age exchange rate over a specified time period, to be o?ipplied to all
tax payments made in that currency du that pariod, would pro-
vide results not substantially different than those that would be de-
rived under present law. This could result, for example, where the
value of a foreign currency as it relates to the U.S. dollar does not
fluctuate eigniﬁcantly over the specified period.

One of the fundamental premises behind the amendments en-
acted in 1986 with rea%ect to the translation of foreig: taxes was
that foreign taxes paid by foreign corporations should be translated
in the same manner as foreign taxes paid by foreign branches of
U.S. persons. In keeping with that premise, it is believed that any
provision to allow the use of average exc e rates for this pur-
pose should be made equally applicable to foreign branches and
subsidiaries.

Explanation of Provision

The bill grants the Secre of the Treasury authority to issue
regulations that would allow foreign tax payments made by a for-
eign corporation or by a foreign branch of a U.S. person to be
translated into U.S. dollar amounts using an average U.S. dollar
exchange rate for a specified period. It is anticipated that the appli-
cable average exchange rate would be the rate as published by a
qualified source of exchange rates for the period during which the
tax payments were made.

Effective Date

This provision is effective with respect to taxable years beginning
after the date of enactment.

4. Foreign tax credit limitation under the alternative minimum
tax (sec. 322 of the bill and sec. 59(a) of the Code)

Present Law

Computing foreign tax credit limitations requires the allocation
and %ygortionment of deductions between items of foreign source
and U.S. source income. Foreign tax credit limitations must be
computed both for regular tax purposes and for purposes of the al-
ternative minimum tax (AMT). Consequently, r allocating and
apportioning deductions for regular tax foreign tax credit limita-
tion purposes, additional allocations and apportionments generally
must be performed in order to compute the AMT foreign tax credit

limitation.
Reasons for Simplification

The ?rocess of allocating and asportioning deductions for pur-
poses of calculating the regular and AMT foregn tax credit limita-
tions can be complex. Taxpayers that have allocated and appor-
tioned deductions for ar tax foreign tax credit purposes gener-
ally must reallocate and reapportion the same deductions for AMT
foreign tax credit purposes, based on assets and income that reflect

adjustments (including depreciation). However, the differ-
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ences between regular taxable income and alternative minimum
taxable income are often relevant primarily to U.S. source income.
As a result of the combined effects of these differences, it is be-
lieved that foreign source alternative minimum taxable income
generally will not differ significantly from foreign source regular
taxable income. By permitting taxpayers to use foreign source reg-
ular taxable income in computing their AMT foreign tax credit
limitation, the bill eliminates the need to reallocate and reappor-
tion every deduction.

Explanation of Provision

The bill permits taxpayers to elect to use as their AMT foreign
tax credit limitation fraction the ratio of foreign source regular tax-
able income to entire alternative minimum taxable income, rather
than the ratio of foreign source alternative minimum taxable
income to entire alternative minimum taxable income. Foreign
source regular taxable income may be used, however, only to the
extent it does not exceed entire alternative minimum taxable
income.

The election under the bill is available only in the first taxable
year beginning after December 31, 1991, for which the taxpayer
claims an alternative minimum tax foreign tax credit. The election
applies to all subsequent taxable years, and may be revoked only
with the permission of the Secretary of the Treasury.

Effective Date

81T§1;911>rovision applies to taxable years beginning after December
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Title IV.—Other Income Tax Provisions

A. Provisions Relating to S Corporations

1. Determination of whether an S corporation has one class of
stock (sec. 401 of the bill and sec. 1361 of the Code)

Present Law

Under present law, a small business corporation eligible to be an
S corporation may not have more than one class of stock. Differ-
ences in voting rights are disregarded in determining whether a
corporation has more than one class of stock. In addition, certain
debt instruments may not be treated as a second class of stock for
puﬁ)‘oaes of this rule. - ‘

e Treasury Department has issued proposed regulations 37
providing that a corporation will have more than one class of stock
if all of the outstanding shares of stock do not confer identical
rights to distribution and liquidation proceeds, regardless of wheth-
er any differences in rights occur pursuant to the corporate char-
ter, articles or bylaws, by og;ration of State law, by administrative
action, or by agreement. The proposed regulations also provide
that, notwithstanding that all outstanding shares of stock confer
identical rights to distribution and liquidation proceeds, a corpora-
tion has more than one class of stock if the corporation makes non-
conforming distributions (i.e., distributions that differ with respect
to timing or amount with respect to each share of stock), with lim-
ited exceptions for certain redemptions and certain differences in
the timing of distributions.

Reasons for Simplification

The provision promotes simplification by eliminating traps for
the unwary that would be inherent in rules that use nonconform-
ing distributions regardless of the rights of the shareholders as evi-
dence of additional classes of stock.

Explanation of Provision

The bill provides that a corporation is treated as having only one
cless of stock if all outstanding shares of stock of the corporation
confer identical rights to distribution and liquidation proceeds. Ap-

licable State law, determined by taking into account legally en-
orceable rights under the corporate charter, articles or bylaws, ad-
ministrative action, and any agreements, determines whether the
outstanding shares confer different rights to distribution or liquida-

tion proceeds.

27 Proposed Treasury Regulation sec. 1.1361-1(1x2).
(68)
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Where an S corporation in fact makes distributions which differ
as to timing or amount, the bill in no way limits the Internal Reve-
nue Service from properly characterizing the transaction for tax
purposes. For example, if a distribution is properly characterized as
compensation, the Service could require it to be so treated for tax
purposes. Similarly, if a payment should be properly characterized
as a distribution, the Service could require it to be so treated for
tax purposes,

Effective Date

31'1‘}158§rovision applies to taxable years beginning after December

2, Authority to validate certain invalid elections (sec. 402 of the
bill and sec. 1362 of the Code)

Present Law

Under present law, if the Internal Revenue Service determines
that a corporation’s Subchapter S election is inadvertently termi-
nated, the Service can waive the effect of the terminating event for
any period if the corporation timely corrects the event and if the
co?oration and shareholders agree to be treated as if the election
had been in effect for that period. Present law does not grant the
Internal Revenue Service the ability to waive the effect of an inad-
vertent invalid Subchapter S election.

In addition, under present law, a small business corporation
must elect to be an S corporation no later than the 156th day of the
third month of the taxable year for which the election is effective.
The Internal Revenue Service may not validate a late election.

Reasons for Simplification

The bill promotes simplification by giving the Secretary the flexi-
bility to validate an invalid S election where the failure to properly
elect S status was inadvertent or untimely.

Explanation of Provision

Under the bill, the authority of the Internal Revenue Service to
waive the effect of an inadvertent termination is extended to allow
the Service to waive the effect of an invalid election caused by an
inadvertent failure to qualify as a small business corporation or to
obtain the required shareholder consents. ‘

The bill also allows the Internal Revenue Service to treat a late
Subchapter S election as timely where the Service determines that
there was reasonable cause for the failure to make the election

timely.
: Effective Date
BIT{‘S?B x;c;vision applies to taxable years beginning after December

38 This is the effective date of the present-law provision regarding inadvertent terminations.
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3. Treatment of distributions by S corporations during loss year
(sec. 403 of the bill and secs. 1366 and 1368 of the Code)

Present Law

Under present law, the amount of loss an S corporation share-
holder may take into account for a taxable year cannot exceed the
sum of shareholder’s adjusted basis in his or her stock of the corpo-
ration and the adjusted basis in any indebtedness of the corpora-
tion to the shareholder. Any excess loss is carried forward.

Any distribution to a shareholder by an S corporation generall
is tax-free to the shareholder to the extent of the shareholder’s ad-
justed basis of his or her stock. The shareholder’s adjusted basis is
reduced by the tax-free amount of the distribution. Any distribu-
tion in excess of the shareholder’s adjusted basis is treated as gain
from the sale or exchange of the stock.

Under gresent law, income (whether or not taxable) and ex-
penses (whether or not deductible) serve, respectively, to increase
and decrease an S corporation shareholder’s basis in the stock of
the corporation. These rules appear to require that the adjustments
to basis for items of both income and loss for any taxable year
apply before the adjustment for distributions applies.2®

ese rules limiting losses and allowing tax-free distributions up
to the amount of the shareholder’s adjusted basis are similar in
certain respects to the rules governing the treatment of losses and
cash distributions by partnerships. Under the partnership rules
(unlike the S corporation rules), for any taxable year, a partner’s
basis is first increased by items of income, then decreased by distri-
butions, and finally is decreased by losses for that year.3°

In addition, if the S corporation has accumulated earnings and

rofits,3! any distribution in excess of the amount in an “accumu-
ated adjustments account” will be treated as a dividend (to the
extent of the accumulated earnings and profits). A dividend distri-
bution does not reduce the adjusted basis of the shareholder’s
stock. The “accumulated adjustments account” generally is the
amount of the accumulated undistributed post-1982 gross income

less deductions.
Reasons for Simplification

The provision promotes simplification by conforming the S corpo-
ration rules regarding distributions to the partnership rules and by
eliminating uncertainty regarding the treatment of distributions

made during the year.
Explanation of Provision

The bill provides that the adjustments for distributions made by
an S corporation during a taxable year are taken into account
before applying the loss limitation for the year. Thus, distributions
during a year reduce the adjusted basis for purposes of determining

19 See section 1366(dX1XA); H. Rep. 87-826, p. 17; 8. Rag. 97-640, p. 18.
30 Treas. Reg. sec. 1.704-1(dX2); Rev. Rul. 66-94, 1966-1 C.B. 166, :
81 An 8 corporation may have earnings and profits from years prior to its subchapter 8 elec-

tion or from pre-1983 subchapter S years.
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the allowable loss for the year, but the loss for a year does not
reduce the adjusted basis for purposes of determining the tax
status of the distributions made during that year.

The bill also provides that in determining the amount in the ac-
cumulated adjustment account for purposes of determining the tax
treatment of distributions made during a taxable year by an S cor-

ration having accumulated earnings and profits, net negative ad-
justments (i.e., the excess of losses and deductions over income) for
that taxable year are disregarded.

i’I'he following exarples illustrate the application of these provi-
sions:

Example 1.—X is the sole shareholder of A, a calendar year S
corporation with no accumulated earnings and profits. X's azi'{’usted
basis in the stock of A on January 1, 1992, is $1,000 and X holds no
debt of A. During the taxable year, A makes a distribution to X of
$500, recognizes a capital gain of $200 and sustains an operating
loss of $900. Under the-bill, X's adjusted basis in the A stock is in-
creased to $1,200 ($1,000 plus $200 capital gain recognized) pursu-
ant to section 1368(d) to determine the efféct of the distribution.
X’s adjusted basis is then reduced by the amount of the distribu-
tion to $600 (81,200 less $600) to determine the application of the
loss limitation of section 1366(dX1). X is allowed to take into ac-
count $600 of A's operatigg loss, which reduces X's adjusted basis
to zero. The remaining $300 loss is carried forward pursuant to sec-
tion 1366(dX2).

Example 2.—The facts are the same as in Example 1, except that
on January 1, 1992, A has accumulated eamintgs and profits of
$500 and an accumulated adjustments account of $200. Under the
bill, because there is a net negative adjustment for the year, no ad-
justment is made to the accumulated adjustments account before
determining the effect of the distribution under section 1368(c).

As to A, $200 of the $600 distribution is a distribution of A’s ac-
cumulated adjustments account, reducing the accumulated adjust-
ments account to zero. The remaining $400 of the distribution is a
distribution of accumulated earnings and profits (“E&P”) and re-
duces A's E&P to $100. A’s accumulated adjustments account is
then increased by $200 to reflect the recognized capital gain and
reduced by $900 to reflect the operating loss, leaving a negative
balance in the accumulated adjustment account on January 1,
1998, of $700 (zero plus $200 less $300).

As to X, $200 of the distribution is applied against A’s adjusted
basis of $1,200 (1,000 plus $200 capital gain recognized), reducing
X’s adjusted basis to $1,000. The remaining $400 of the distribution
is taxable as a dividend and does not reduce X's adjusted basis. Be-
cause X's adjusted basis is $1,000, the loss limitation does not apply
to X, who may deduct the entire $300 operating loss. X's adjusted
basis is then decreased to reflect the $900 operating loes. Accord-
ingolgr, X’s adjusted basis on January 1, 1993, is $100 ($1,000 plus
$200 less $200 less $900).

Effective Date

These provisions apply to distributions made in taxable years be-
ginning after December 31, 1991,
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4. Treatmént of S corporations as shareholders in C corporations
(sec. 404(a) of the biil and sec. 1371 of the Code)

Present Law

Present law contains several provisions relating to the treatment
of S corporations as corporations generally for purposes of the In-
ternal Revenue Code.

First, under present law, the taxable income of an S corporation
is computed in the same manner as in the case of an individual
(sec. 1863(b)). Under this rule, the provisions of the Code governing
the computation of taxable income which are agglicable only to
corporations, such as the dividends received deduction, do not
apggoto S corporations.

nd, except as otherwise provided by the Internal Revenue
Code and except to the extent inconsistent with subchapter S, sub-
chapter C (i.e., the rules relating to corporate distributions and ad-
justments) applies to an S corporation and its shareholders (sec.
1871(aX1)). Under this second rule, provisions such as the corporate
reorganization provisions gpply to S corporations. Thus, a C corpo-
ration may merge into an S corporation tax-free.

Finally, an S corporation in its capacity as a shareholder of an-
other corporation is treated as an individual for purposes of sub-
chapter C (sec. 1371(aX2)). The Internal Revenue Service has taken
the position that this rule prevents the tax-free liquidation of a C
corporation into an S corporation because a C corporation cannot
liquidate tax-free when owned by an individual shareholder.33
Thus, a C corporation may elect S corporation status tax-free or
may merge into an S corporation tax-free, but may not liquidate
into an S corporation tax-free.3% Also, the Service’s reasoning
would also prevent an S corporation from making an election
undetxi section 338 where a C corporation was acquired by an S cor-
poration.

Reasons for Simplification

The provision promotes simplification by treating similar trans-
actions in a similar manner for tax purposes.

Explanation of Provision

The bill repeals the rule that treats an S corporation in its capac-
ity as a shareholder of another corporation as an individual. Thus,
the liquidation of a C corporation into an S corporation will be gov-
erned by the generally applicable subchapter C rules, including the
provisions of sections 332 and 337 allowing the tax-free liquidation
of a corporation into its parent corporation. Following a tax-free
liquidation, the built-in gains of the liquidating corporation may
later be subject to tax under section 1374 upon a subsequent dispo-
sition. An S corporation will also be eligible to make a section 338
election (assuming all the requirements are otherwise met), result-

33 Se0 PLR 8818049, (Feb. 10, 1988).
$3 A tax is imposed with respect to LIFO inventory held by a C corporation becoming an S

corporation.



156
63

ing in immediate recognition of all the acquired C corporation’s
gains and losses (and the resulting imposition of a tax).

The repeal of this rule does not change the general rule govern-
ing the computation of income of an S corporation, For example, it
does not allow an 8 corporation, or its shareholders, to claim a divi-
dends received deduction with respect to dividends received by the
S corporation, or to treat any item of income or deduction in a
manner inconsistent with the treatment accorded to individual tax-
payers.

o inference is intended regarding the present-law treatment of
these transactions.

Effective Date

31’I‘ixggxl)rovision applies to taxable years beginning after December

5. S corporations permitted to hold subsidiaries (sec. 404(b) of the
bill and sec. 1361 of the Code)

Present Law

Under present law, an S corporation may not be a member of an
affiliated group of corporations (other than by reason of ownership
in certain inactive corporations). The legislative history indicates
that this rule was adopted to prevent the filing of consolidated re-
turns by a group which includes an S corporation.34

Reasons for Simplification

The provision promotes simplification by eliminating a barrier to
using the S corporation form of entity and providing more appro-
priate treatment of corporations with subsidiaries, i.e., the prohibi-
tion of filing a consolidated return if S corporate status is elected
rather than disqualification of the S election.

Explanation of Provision

The bill repeals the rule that an S corporation may not be a
member of an affiliated group of oo%rationa. Thus, an S corpora-
tion will be allowed to own up to 100 percent of the stock of a C
corporation. However, an S corporation cannot be included in a

group filing a consolidated return.

Under the bill, if an S corporation holds 100 percent of the stock
of a C corporation that, in turn, holds 100 percent of the stock of
another C corporation, the two C corporations may elect to file a
consolidated return (if otherwise eligible), but the S corporation
may not join in the election.

Effective Date

31'['111;9 11)rovision applies to taxable years beginning after December

4 See 8. Rpt. No. 1983 (85th Cong., 2d Sees., 1858), p. 88.
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6. Elimination of pre-1983 earnings and profits of 'S corporations
(sec. 404(c) of the bill)

Present Law

Under present law, the accumulated earnings and profits of a
corporation are not increased for any year in which an election to
be treated as an S corggration is in effect. However, under the sub-
chapter S rules in effect before revision in 1982, a corporation
electing subchaptor 8 for a taxable year increased its accumulated

and profits to the extent its undistributed earnings and
profits for the year exceeded its taxable income. As a result of this
rule, a shareholder may later be required to include in his income
the accumulated earnings and profits when it is distributed by the
corporation. The 1982 revision to subchapter S repealed this rule
for earnings attributable to taxable years beginning after 1982 but
did not do so for previously accumulated S corporation earnings

and profits.
Reasons for Simplification

The provision promotes simplification by eliminating the need to
tl:ee)‘elyp relogosrgs of certain generally small amounts of earnings arising
ore .

Explanation of Provision

The bill provides that if a corporation is an S corporation for its
first taxable year beginning after December 381, 1991, the accumu-
lated earnings and profits of the corporation as of the beginning of
that year are reduced by the accumulated earnings and profits (if
angg accumulated in any taxable year beftnmng before January 1,
1988, for which the corporation was an electing small business cor-
poration under subchapter S. Thus, such a corporation’s accumulat-
ed and profits will be solely attributable to taxable years

earnings
for which an S election was not in effect. This rule is generally con-
sistent with the chnnge adopted in 1982 limiting the S sharehold-
er's taxable income attributable to S corporation earnings to his
share of the taxable income of the S corporation.

Effective Date

31T11139§)rovision applies to taxable years beginning after December

7. Determination of shareholder’s pro rata share where disposi-
tion of entire interest (sec. 404(d) of the bill and sec.

1377(a)X(2) of the Code)
Present Law

Under present law, a shareholder of an S corporation takes into
account separately his pro rata share of items of income, deduction,
credit, etc. of the corporation. For this purpose, a shareholder’s pro
rata share means an allocation based on a per-share, Xer-dny basis.
However, in the case of a termination of a shareholder’s interest,
the corporation, with the consent of all shareholders, may elect to
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allocate items as if the taxable year ended on the date of termina-
tion and another taxable year began the following day.

Reasons for Simplification

The provision provides simplification by allowing a selling share-
holder to be certain that his share of income will not be affected by
income earned after the sale. _

Explanation of Provision

Under the bill, the present-law rule, allowing a corporation to
elect to close its books for purposes of determining shares of
income on the termination of a shareholder’s interest, will be the
mandatory rule in the case of the disposition of a shareholder’s

entire interest in the corporation.
Effective Date

31T§1§9§>rovision applies to taxable years beginning after December

8. Treatment of items of income in respect of a decedent held by
an S corporation (sec. 404(e) of the bill and sec. 1367 of the

Code)
Present Law

Income in respect of a decedent (IRD) generally consists of items
of gross income that accrued during the dececient’s lifetime but
were not yet includible in the decedent’s income before his death
under his method of accounting. IRD is includible in the income of
the person acquiring the right to receive such item. A deduction for
the estate tax attributable to an item of IRD is allowed to the
person who includes the item in gross income (sec. 691(c)).

The cost or basis of property acquired from a decedent is its fair
market value at the date of death (or alternate valuation date if
that date is elected for estate tax purposes). This basis often is re-
ferred to as a ‘‘stepped-up basis”. Property that constitutes a right
to receive IRD does not receive a stepped-up basis.

The basis of a partnership interest or corporate stock acquired
from a decedent generally is stepped-up at death. Under Treasury
regulations, the basis of a partnership interest acquired from a de-
cedent is reduced to the extent that its value is attributable to
items constituting IRD.3% Although S corporation income is includ-
ed in the income of the shareholders in a manner similar to the
inclusion of partnership income in the income of the partners, no
comparable regulation provides for a reduction in the basis of stock
of an S corporation acquired from a decedent where the S corpora-
tion holds items of IRD on the date of death of a shareholder. Thus,
under present law, the treatment of an item of IRD held by an S

corporation is unclear.

8 Treas. Reg. voc. 1.742-1.
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Reasons for Simplification

The provision promotes simplification by eliminating the uncer-
tainty of present law, and by treating items of IRD held by a tax-
payer directly, through a partnership, or through an S corporation
in a similar manner.

Explanation of Provision

The bill provides that a person acci_‘llniring stock in an S corpora-
tion from a decedent is to treat as IRD his pro rata share of any
item of income of the corporation which would have been IRD if
that item had been acquired directly from the decedent. Where a
item is treated as IRD, a deduction for the estate tax attributable
to the item 'I%lenerally will be allowed under the provisions of sec-
tion 691(c). The stepped-up basis in the stock will be reduced by the
extent to which the value of the stock is attributable to items con-
sisting of IRD. This basis rule is comparable to the present-law
partnership rule.

No inference is intended regarding the present-law treatment of

IRD in the case of S corporations.
Effective Date

The provision applies with respect to decedents dying after the
date of enactment of the bill.

B. Accounting Provisions

1. Modifications to the look-back method for long-term contracts
(sec. 411 of the bill and sec. 460 of the Code)

Present Law

Taxpayers engaged in the production of property under a long-
term contract generally must compute income from the contract
under the percentage of completion method. Under the percentage
of completion method, a taxpayer must include in gross income for
any taxable year an amount that is based on the product of (1) the
gross contract price and (2) theTgercentage of the contract complet-
ed as of the end of the year. The percentage of the contract com-

leted as of the end of the year is determined by comparing costs
incurred with respect to the contract as of the end of the year with
the estimated total contract costs.

Because the percentage of completion method relies upon esti-
mated, rather than actual, contract prioe and costs to determine

income for any taxable year, a ‘look-back method” is applied

in the year a contract is completed in order to compensate the tax-
yer (or the Internal Revenue Service) for the acceleration (or de-
erral) of taxes paid over the contract term. The first step of the
look-back method is to reapply the percentage of completion
method using actual contract price and costs rather than estimated
contract price and costs. The second step generally requires the
taxpayer to recompute its tax liability for each year of the contract
using groes income as reallocated under the look-back method. If
there is any difference between the recomputed tax liability and
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the tax liability as greviousl determined for a year, such differ-
ence is treated as a hypothetical underpayment or overpayment of
tax to which the taxpayer applies a rate of interest equal to the
overpayment rate, compounded daily.*® The taxpayer receives (or
pays) interest if the net amount of interest agplicable to hypotheti-
cal overpayments exceeds (or is less than) the amount of interest
applicable to hypothetical underpayments.

e look-back method must be reapplied for any item of income
or cost that is properly taken into account after the completion of
the contract.

The look-back method does not ap?ly to any contract that is com-
pleted within two taxable years of the contract commencement
date and if the 2groeus contract price does not exceed the lesser of (1)
$1 million or (2) one percent of the average gross receipts of the
tax})éaler for the preceding three taxable years. In addition, a sim-
plified look-back method is available to certain pass-through enti-
ties and, pursuant to Treasury regulations, to certain other taxpay-
ers. Under the simplified look-back method, the hypothetical un-
derpayment or overpayment of tax for a contract year generally is
determined by applying the highest rate of tax applicable to such
taxpayer to the change in gross income as recomputed under the

look-back method.
Reasons for Simplification

Present law may require multiple applications of the look-back
method with res to a single contract or may otherwise subject
contracts to the look-back method even though the amounts neces-
sitating the look-back computations are de minimis relative to the
aggregate contract income. In addition, the use of multiple interest
rates complicates the mechanics of the look-back method.

Explanation of Provisions

Election not to apply the look-back method for de minimis amounts

The bill provides that a taxpayer may elect not to a‘pply the look-
back method with respect to a long-term contract if for each prior
contract year, the cumulative taxable income (or loss) under the
contract as determined using estimated contract price and costs is
within 10 percent of the cumulative taxable income (or loss) as de-
termined using actual contract price and costs.

Thus, under the election, upon completion of a long-term con-
tract, a taxpaier would be required to apply the first step of the
look-back method (the reallocation of gross income using actual,
rather than estimated, contract price and costs), but would not be
required to apply the additional steps of the look-back method if
the application of the first step resulted in de minimis changes to
the amount of income previously taken into account for each prior
contract year. A

The election applies to all long-term contracts completed during
the taxable year for which the election is made and to all long-

8¢ The overpayment rate equals the apgz:cablo Federal short-term rate plus two percentage
points. This rate is adjusted quarterly by IRS. Thus, in ugplyina the look-back method for a
contract year, a taxpayer may be required to use five different interest rates.
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term contracts completed during subsequent taxable years, unless
the election is revoked with the consent of the Secretary of the
Treasury.

Example 1.—A taxpayer enters into a three-year contract and
upon completion of the contract, determines that annual net
income under the contract using actual contract price and costs is
$100,000, $150,000, and $250,000, respectively, for Years 1, 2, and 3
under the percentage of completion method. An electing taxpayer
need not apply the look-back method to the contract if it had re-
ported cumulative net taxable income under the contract using es-
timated contract price and costs of between $90,000 and $110,000 as
of the end of Year 1; and between $225,000 and $275,000 as of the

end of Year 2.
Election not to reapply the look-back method

The bill provides that a taxpayer may elect not to reapply the
look-back method with respect to a contract if, as of the close of
any taxable year after the year the contract is completed, the cu-
mulative taxable income (or loss) under the contract is within 10
percent of the cumulative look-back income (or loss) as of the close
of the most recent year in which the look-back method was applied
(or would have applied but for the other de minimis exception de-
scribed above). In applying this rule, amounts that are taken into
account after completion of the contract are not discounted.

Thus, an electing taxpayer need not apply or reapply the look-
back method if amounts that are taken into account after the com-
pletion of the contract are de minimis.

The election applies to all long-term contracts completed during
the taxable year for which the election is made and to all long-
term contracts completed during subsequent taxable years, unless
&l‘;e election is revoked with the consent of the Secretary of the

easury.

Example 2.—A taxpayer enters into a three-year contract and re-
ports taxable income of $12,2560, $15,000 and $12,750, respectively,
for Years 1 through 8 with respect to the contract. Upon comple-
tion of the contract, cumulative look-back income with respect to
~ the contract is $40,000, and 10 percent of such amount is $4,000.

After the completion of the contract, the taxpayer incurs additional
costs of $2,600 in each of the next three succeeding years (Years 4,
5, and 6) with respect to the contract. Under the bill, an electing
taxpayer does not reapply the look-back method for Year 4 because
the cumulative amount of contract taxable income ($37,600) is
within 10 percent of contract look-back income as of the completion
of the contract ($40,000). However, the look-back method must be
:g lied for Year 5§ because the cumulative amount of contract tax-

e income ($86,000) is not within 10 percent of contract look-back
income as of the completion of the contract ($40,000). Finally, the
taxpayer does not reapply the look-back method for Year 6 because
the cumulative amount of contract taxable income ($32,600) is
within 10 percent of contract Jook-back income as of the last appli-
cation of the look-back methor ($36,000).
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Interest rates used for purposes of the look-back method

The bill fprovxdes that for pur?oses of the look-back method, only
one rate of interest is to appl{ or each accrual period. An accrual
period with respect to a taxable year begins on the day after the
return due date (determined without regard to extensions) for the
taxable year and ends on such return due date for the following
taxable year. The applicable rate of interest is the overpayment
rate in effect for the calendar quarter in which the accrual period

begins.
Effective Date

The provisions apply to contracts completed in taxable years
ending after the date of enactment.

2. Simplified method for applying uniform cost capitalization
rules (sec. 412 of the bill and sec. 263A of the Code)

Present Law

In general, the uniform cost capitalization rules require taxpay-
ers that are engaged in the production of real or tangible personal
property or in the purchase and holding of property for resale to
capitalize or include in inventory, the direct costs of the property
and the indirect costs that are allocable to the property. In deter-
mining whether indirect costs are allocable to production or resale
activities, taxpayers are allowed to use various methods so long as
the method employed reasonably allocates indirect costs to produc-

tion and resale activities.
Reasons for Simplification

The uniform cost capitalization rules require taxpayers to deter-
mine for each taxable year the costs of each administrative, serv-
ice, or support function or department that are allocable to produc-
tion or resale activities. If a taxpayer does not elect any of the sim-
plified methods provided in Treasury regulations, this allocation
may be unduly burdensome and costly.

Explanation of Provision

The bill authorizes (but does not require) the Treasury Depart-
ment to issue regulations that allow taxpayers in appropriate cir-
cumstances to determine the costs of any administrative, service,
or support function or department that are allocable to production
or resale activities by multiplying the total amount of costs of an
such function or departinent by a fraction, the numerator of whic

is the amount of costs of the function or department that was allo-
cable to production or resale activities for a base period and the de-
nominator of which is the total amount of costs of the function or
department for the base period. It is anticipated that the regula-
tions will provide that the base period is to begin no earlier than 4
taxable years prior to the taxable year with respect to which this
simplified method applies.
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Effective Date

The provision applies to taxable years beginning after the date of
enactment of the bill. Thus, the regulations may permit the use of
the simplified method for taxable years inning after this date.
The simplified method, however, may not be for any taxable
year that begins prior to the date that the Treasury Department
publishes regulations that authorize the use of the simplified
method and set forth the requirements that must be satisfied in
order for the method to be used.

C. Minimum Tax Provisions

1. Depreciation under the corporate alternative minimum tax (sec.
421 of the bilT and sec. 56 of the Code)

Present Law

Under present law, a corporation is subject to an alternative
minimum tax (AMT) which is payable, in addition to all other tax
liabilities, to the extent that it exceeds the corporation’s regular
income tax liability. Alternative minimum taxable income (AMTI)
is the corporation’s taxable income increased by the corporation’s
tax preferences and adjusted by determining the tax treatment of
certain items in a manner which negates the deferral of income re-
sulting from the regular tax treatment of those items.

One of the adjustments which is made to taxable income to
arrive at AMTI relates to depreciation. Depreciation on personal
property to which the modified ACRS system adopted in 1986 ap-
plies is calculated using the 150-percent declining balance method
(switching to straight line in the year necessary to maximize the
deduction) over the life described in Code section 168(g) (generally
the ADR life of the property).

For taxable years beginning after 1989, AMTI is increased by an
amount equal to 75 percent of the amount by which adjusted cur-
rent earnings (ACE) exceed AMTI (as determined before this ad-
justment). In general, ACE means AMTI with additional adjust-
ments that generally follow the rules presently applicable to corpo-
rations in computing their earnings and profits. For purposes of
ACE, depreciation is computed using the straight-line method over
the class life of the property. Thus, a corporation generally must
make two depreciation calculations for purposes of the —once
using the 150-percent declining balance method and again using
the straight-line.method. Taxpayers may elect to use either depre-
ciation method for regular tax purposes. If a taxpayer uses the
straight-line method for regular tax purposes, it must also use the
straight-line method for AMT purposes.

Reasons for Simplification—

The use of two separate depreciation systems complicates the cal-
culation of, and the recordkeeping for, the corporate alternative

minimum tax.
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Explanation of Provision
The bill agpliee a 120-percent declining balance method (switch-
ing to st t-line at a point maximizing depreciation deductions)

for personal property (other than transition property to which the
system in effect before the Tax Reform Act of 1986 applies)
for determining the AMTI of a corporation. No further deprecia-
tion adjustment for this property would be required for ACE. Thus,
corporations would be required to keep only one set of depreciation
records for purposes of the AMT.
Corporate taxpayers may elect to use the 120-percent declining
balance method of depreciation for regular tax purposes. As under
resent law, if a corporation uses the straight-line method for regu-
ar tax purposes, it must also use the straight-line method for AMT

purposes.
Effective Date

The provision is effective for property placed in service in tax-
able years beginning a.ter December 31, 1990.

2. Treatment of built-in losses for purposes of the corporate alter-
native minimum tax (sec. 422 of the bill and sec. 56(g) of the

Code)
Present Law

For purposes of the regular corporate tax, if at the time of an
ownership change, a corporation has a net operating loss or a net
unrealized built-in loss, the use of such losses in post-change peri-
ods is limited. A corporation has a net unrealized built-in loss if the
aggregate adjusted bases of the assets of the corporation exceed the
fair market value of the assets immediately before the change of
T Bor pubpess of th ted t earnings (ACE) t

or purposes of the adjusted current earnin componen
of the corporate altem:‘tlljve minimum tax (Ahﬁ'), if a corporation
with a net unrealized built-in loss undergoes an ownership change
in a taxable year beginning after 1989, the adjusted basis of each
asset of such corporation generall is adjusted to each asset’s fair
market value (sec. 56(gX4XG)). Thi e essentially eliminates,
rather than limits, the use of built-in loeses for ACE purposes. The
net opera loss of a corporation, on the other hand, is not elimi-

nated for purposes r a change of ownership.
Reasons for Simplification

Present law ~omplicates the treatment of built-in losses of a cor-

ration after ¢ change of ownership by providing different rules
or regular and alternative minimum tax and by providing rules
different than those applicable to net operating losses. The present-
law alternative minimum tax riles applicable to built-in losses re-
quire a significant amount of additional recordkeeping. ‘

Explanation of Provision

The bill repeals the ACE rule relating to the treatment of built-
in losses after a change of ownership. Thus, for ACE purposes, the
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treatment of built-in losses would be similar to the treatment o
net operating loss carryovers (in the same way that the treatment
of built-in losses is similar to the treatment of net operating losses
for regular tax purposes).

Effective Date

The provision is effective for changes of ownership occurring
after the date of enactment.

D. Tax-Exempt Bond Provisions

1. Overview

Interest on State and local government bonds generally is ex-
cluded from gross income for purposes of the regular individual
and corporate income taxes if the proceeds of the bonds are used to
finance direct activities of the issuing governmental units (sec. 103).

Unlike the interest on %%vemmental bonds, described above, in-
terest on private activity bonds generally is taxable. A private ac-
tivity bond is a bond issued by a State or local governmental unit
acting as a conduit to provide financing for a private party (or pri-
vate parties) in a manner violating either (a) a private business use
and payment test or (b) a private loan restriction. However, inter-
est on private activity bonds generally is not taxable if (a) the fi-
nanced activity is specified in the Code, (b) at least 95 percent of
the net proceeds of the bond issue are used to finance the specified
activity, and (c) numerous other requirements, including annual
?:jte volume limitations (for most private activity bonds) are satis-
ied.

Both private activity bonds and governmental bonds also must
satisfy arbitrage restriction requirements for interest to be ex-
cluded from gross income. Interest on private activity bonds (other
than qualified 501(cX3) bonds) issued after August 7, 1986, is a pref-
erence item under the individual and corporate alternative mini-
mum taxes. Additionally, interest on all State and local govern-
ment bonds is included in determining a corporation’s adjusted cur-

rent earnings preference.

2. Issues under continuing review

It is expected that Congress will continue to review as the subject
of possible legislative projects additional simplification options in
two areas affecting State and local government bonds. These issues
are—

a. Possible statutory rules for use by governmental units main-
taining non-arbitrage motivated commingled accounting practices
in determining their arbitrage rebate liabilitty; and

b. Possible penalty alternatives to loss of tax-exemption for se-
lected violations of the rules governing qualification for tax-exemp-

tion.
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3. Provisions of the bill

a. Simplification of arbitrage rebate requirement for govern-
mental bonds (sec. 431 of the bill and sec. 148 of Code)

Present Law

Subject to limited exceptions, arbitrage profits from investing
bond proceeds in investments unrelated to the egovemmental pur-

E)se of the borrowriﬁ must be rebated to the Federal Government.
o rebate is required if the proceeds of an issue are spent for

the governmental purpose of the borrowing within six months after
issi.ance. -

This six-month exception is deemed to be satisfied by issuers of
governmental bonds (other than tax and revenue anticipation
notes) and qualified 501(cX8) bonds if (1) all proceeds other than an
amount not exceeding the lesser of five percent or $100,000 are so
spent within six months and (2) the remaining proceeds are spent
within one year after the bonds are issued.

Reasons for Simplification

The principal Federal policy concern underlying the arbitrage
rebate requirement is the earlier and larger than necessary issu-
ance of tax-exempt bonds to take advantage of the opportunity to

rofit by investing funds borrowed at low-cost tax-exempt rates in

igher yielding taxable investments. If at least 95 percent of the
proceeds of an issue are spent within six months, and the remain-
der within one year, opportunities for arbitrage profit are signifi-
cantly limited. In the case of larger issues, the administrative com-
plexity of calculating rebate liability on relatively small amounts
of proceeds, e.g., $100,000 of proceeds, is greater than the potential
for arbitrage abuse from eliminating the rebate requirement.

Explanation of Provision

The bill deletes the $100,000 limit on proceeds that may remain
unspent after six months for certain governmental and qualified
501(cX3) bonds otherwise exempt from the rebate uirement.
Thus, if at least 95 percent of the proceeds of these bonds is spent
within six months after the issuance, and the remainder is spent
within one year, the six-month exception is deemed to be satisfied.

Effective Date

T};is provision applies to bonds issued after the date of enact-
ment.
b. Simplification of compliance with 24-month arbitrnge
rebate exception for construction bonds (sec. 432 of the
bill and sec. 148 of the Code)

Present Law

In general, arbitrage profits from investing bond proceeds in in-
vestments unrelated to the governmental purpose of the borrowing
must be rebated to the Federal Government. An exception is pro-
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vided for certain construction bond issues if the bonds are govern-
mental bonds, qualified 501(cX3) bonds, or exempt-facility private

activity bonds for governmentally owned pngerty.
The exception is satisfied only if the available construction pro-

ceeds of the issue are spent at least at specified rates during the 24-
month period after the bonds are issued. The exception does not
apply to bond proceeds invested after the 24-month expenditure

,gsjl;iod as ggrt of a reasonably required reserve or replacement
d or a bona fide debt service fund or to certain other invest-

ments (e.g., sinking funds). Issuers of these construction bonds also
may elect to comply with a penalty regime in lieu of rebating if
they fail to satisfy the exception’s spending requirements.

Reasons for Simplification

Bond proceeds invested in a bona fide debt service fund generally
must be spent at least annually for current debt service. The short-
term nature of investments in such funds results in only limited
potential for %enerating arbitrage profits. If the spending require-
ments of the 24-month rebate exception are satisfied, the adminis-
trative complexity of calculating rebate on these groceeds out-
weighs the other Federal policy concerns addressed the rebate
requirement. Further, this provision will conform the rules on
these funds for issuers satisfying the six-month and 24-month ex-
penditure exceptions to the rebate requirement.

Explanation of Provision

The bill exempts earnings on bond proceeds invested in bona fide
debt service funds from the arbitrage rebate requirement and the
sﬁending and penalty requirements of the 24-month exception if
the spending requirements of that exception are satisfied.

Effective Date

This provision applies to bonds issued after the date of enact-
ment.

¢. Automatic extension of initial temporary period for cer-
tain construction bonds (sec. 433 of the bill and sec. 14

of the Code) ‘
Present Law

Issuers of all tax-exempt bonds generally are subject to two sets
of arbitmﬁ requirements with respect to investment of their bond
proceeds. First, tax-exempt bond proceeds may not be invested at a
yield materially higher (generally defined as 0.126 ﬁolasrcentage
points) than the bond yield. Exceptions are provided to this restric-
tion for investments during any of several ‘“temporary periods”

nding use of the proceeds and, throughout the term of the issue,

or proceeds invested as of a reasonably required reserve or
replacement fund or a “minor” portion of the issue proceeds.

nd, generally all arbitrage profits earned on investments un-
related to the governmental purpose of the borrowing must be re-
bated to the Federal Government. Arbitrage nrofits generally in-
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clude all earnings (in excess of bond yield) derived from the invest-
ment of bond proceeds (and subsequent earnings on any such earn-

ings).
Reasons for Simplification

Notwithstanding the arbitrage rebate requirement, requiring
yield restriction following initial temporary periods is an important
factor in curbin% earlier issuance of bonds than otherwise would
occur. Provided that issuers substantially comply with a prompt ex-
penditure requirement so that the opportunities for tax motivated
arbitrage are limited, however, reliance on the rebate requirement
for limited additional periods will allow issuers to continue to
pursue more flexible and liquid investments while construction ac-
tivities are being completed. Automatically allowing an additiunal
12-month period, where substantially all of the proceeds have been
spent, will relieve issuers from the burden of seeking a ruling from
the IRS without increasing the opportunity for arbitrage motivated

investments.
Explanation of Provision

The bill provides that the initial temporary period for construc-
tion bonds 1s automatically extended for a period of 12 months if at
least 85 percent of the available construction ‘Froceeds are spent
within the original initial temporary period and the issuer reason-
ably expects to spend the remaining proceeds within the 12-month
extension period. Construction bonds eligible for this automatic ex-
tension include only those bonds currently eligible for the 24-
month rebate expenditure exception, described above.

The bill allows bond proceeds to be invested without yield restric-
tion during this additional period. The arbitrage rebate or 1.5-per-
cent penalty requirement will continue to apply to unspent pro-
ceeds during the extension period.

Effective Date

This provision applies to bonds issued after the date of enact-
ment, .

d. Simultaneous issuance of certain discrete issues not ag-
gregated (sec. 434 of the bill)

Present Law

In certain cases, the Treasury Department treats multiple issues
of tax-exempt bonds paid from substantially the same source of
funds as a single issue in applying the Code’s tax-exempt bond re-
strictions when the bonds are issued within a relatively short
m‘iod of time (81 days) and pursuant to a common plan of market-

Reasons for Simplification

Requiring issuers that simultaneously issue discrete issues of tax
and revenue anticipation notes (“TRAISS“) and other governmental
bonds to separate issuance of discrete non-arbitrage motivated
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issues by 31 days adds administrative complexity and increases
their costs of issuance.

Explanation of Provision

The bill provides that discrete issues of governmental bonds
issued simultaneously will not be treated as a single issue in cases
where one of the issues is a TRAN reasonably expected to satisfy
the arbitrage rebate safe harbor of section 148(fX4XBXiii).

Effective Date

This provision applies to bonds issued after the date of enact-
ment.
e. Authority for Treasury Department to exempt certain

taxpayers from tax-exempt interest reporting require-
ment (sec. 435 of the bill and sec. 6012 of the Code)

Present Law

Present law requires all individuals to report on their income tax
returns the amount of interest on State and local government bond

interest they receive.
Reasons for Simplification

The Internal Revenue Service should be authorized to exempt
taxpayers from requirements to compile and report information on
income tax returns if the Secretary determines that such informa-
tion is not useful to the administration of the tax laws.

Explanation of Provision

The bill authorizes the Internal Revenue Service to provide ex-
ceptions from the requirement that taxpayers report interest on
. State and local government bonds on their Federal income tax re-
turns in cases w.iere the Secretary determines that such informa-
tion is not useful to the administration of the tax laws.

Effective Date

This provision is effective for taxable years beginning after the
date of enactment.
f. Repeal of deadwood provisions (sec. 436 of the bill and
sec. 148 of the Code)
Present Law »

Present law includes special exceptions to the arbitrage rebate
and pooled financing temporary period rules for certain qualified
student loan bonds. This exception applied only to bonds issued

before January 1, 1989.
Explanation of Provision

The bill deletes these special exceptions as “deadwood.”
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Effective Date

’I‘htis provision applies to bonds issued after the date of enact-
ment.

E. Treatment of Certain Revocable Trusts as Estates (sec. 441 of
the bill and sec. 7701 of the Code)

Present Law

A grantor trust is treated as owned by the grantor, who is taxed
on its income and is entitled to its d